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I am grateful to Ben Harvey (a member of that 2010 class), who is currently the manager of library operations at the Metropolitan Library System of Oklahoma County, for his careful editing of some of the early chapters. As the book neared its completion, I imposed on two friends and colleagues for their subject expertise and editorial excellence. Paula Kaufman, the former library director at the University of Tennessee at Knoxville and subsequently at the University of Illinois at Urbana-Champaign, with whom I worked closely for seven years and who now is a close friend, spent more hours than I care to admit in reading and commenting on many chapters. Scott Bennett, a friend of forty years and the former library director at Johns Hopkins and then at Yale, offered challenging and sometimes amicably trenchant, but always extremely helpful, comments on my style and content. It is impossible to overstate the debt I owe to these two for all their help and support in bringing this volume to print. They have both taught me much about financial management. However, I take full responsibility for any errors in the text.

I would be remiss if I did not also express my gratitude to several others who made this project come to fruition. Blanche Woolls of Libraries Unlimited was an ardent advocate and supporter of this book from my initial proposal. I am also most fortunate to have had the assistance of my daughters, Nell Kirst, Margaret Edwards, and Sarah Wilds, as contributors to this volume. Nell, a family physician, coauthored chapter 10 with me and has taught me much about this topic and thinking in general. Meg, a librarian who has taught and practiced library marketing, and Sarah, a speech language pathologist who also happens to have marketing experience in the corporate world, have both provided expertise in an area where I am a novice. They wrote chapter 24 on marketing. Finally, I am most grateful for my dear wife, Ann, who has sustained all of us these many years.
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Financial management has been widely neglected in library and information science (LIS) schools.1 Although there are LIS schools that offer a financial management course, these usually focus on grantsmanship, currently a small portion of library revenue, or on cost accounting and cost-benefit analysis, or information economics. For the most part, these courses only deal with parts of a much larger and complicated whole. As a result, most library managers learn financial management on the job, often within the framework of a specific organization. This book is an attempt to formalize some of this financial management knowledge for library school students, librarians, and others, such as public library board members who want to become more knowledgeable about the financial management of libraries and information centers.

Financial management is “the planning, directing, monitoring, organizing, and controlling of the monetary resources of an organization.”2 This includes a basic understanding of financial statements and financial reporting, budgeting, and cost accounting. These broad rubrics also contain topics such as basic accounting, the time value of money, annuities and bonds, contract law, basic knowledge of descriptive and inferential statistics and sampling for use in the measurement and evaluation of library operations, cost accounting, techniques of cost estimation, the cost-benefit calculation of cooperative and collaborative ventures, and marketing.

Why should you care? Knowledge of financial management is fundamental to understanding the financial health of the library and how the library financial system actually works. If you want to demonstrate your financial competence to public library board members, or to library administrators or college and university administrators at budget time, or to the chief information officer, or to your school principal, you will be rewarded handsomely by focusing your attention on the following material. After all, you don’t want to come across as an idiot when being interviewed for a job and a prospective employer asks you what you think the most important aspects of internal control are or how you think accounting for pensions under GASB GAAP can be improved. Of course, many employers don’t know this either, but you get my point. Finally, an understanding of these basic concepts, even if you were unfortunate enough not to take a full-fledged financial management course, will help you with your own finances.

In most cases, when you first embark on your library career, you will probably be entrusted with spending relatively small sums of money from a “budget.”3 This spending may be in the area of collections, for example, purchasing materials on chemistry or children’s literature, wages for student assistants or part-time employees, information and communications technology for computers, laptops, networking, Web filters, or interrelated areas such as collection development and information technology (e.g., electronic resources and their licenses). Knowledge of the basic structure of formal financial management can be helpful but is not central to the spending of your budget.

In another case, you might find yourself as a director or assistant director of a small public library. All of a sudden you are now responsible for the entire library’s spending. Knowledge of the basic structure of formal financial management is now mandatory. So in whatever library position you find yourself, financial management will be crucial to your ability to perform.

Finally, decision making about finances using the information you have at hand is the main activity involved in financial management. If you are a prudent and deliberative decision maker, you will naturally ask about the veracity of that information, the manner in which it was obtained or produced, the reliability of that information and whether it was based on an estimate or actual evidence, and also what psychological factors may affect your decision. This introductory text will begin to address these decision-making questions and will also equip you with the knowledge to answer them or, at the very least, to ask other intelligent questions about them.

So let’s press on and see what the basics really are.

Notes

1.See Robert H. Burger, Paula T. Kaufman, and Amy L. Atkinson, “Disturbingly Weak: The Current State of Financial Management Education in Library and Information Science Curricula,” Journal of Education for Library and Information Science 56(3): 190–197.

2.www.BusinessDictionary.com, accessed May 26, 2015.

3.The term budget is in quotes because it can sometimes carry several ambiguous meanings. Here it refers to an allocation of funds for a specific purpose. It serves as a limit of the amount of money that can be spent and at the same time as a demand that it is also an expected amount to be spent. So, yes, a budget places you between a rock and a hard place.
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In the following chapters, we will examine some general principles of financial management and financial statements. This will include separate chapters on financial statements in general, the accounting process, the peculiarities of governmental financial statements, and auditing and internal control.
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Financial Management as Information Management
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Context

What This Chapter Covers

This chapter lays out the unifying framework of this introductory text on library financial management, which we define as information management coupled with decision making based on the information managed.

Why This Material Is Important

The material in this chapter provides a preview of what is to come and grounds the material solidly in the field of information science as a unifying framework for understanding.

What You Should Learn from This Chapter

After finishing this chapter, you should be aware that financial management is very much like information management. Financial information is produced as a result of transactions and delivered in the form of financial statements and budgets. Both external and internal users depend on this information and make decisions based on what they assume is accurate and true.

Introduction

The first thing to realize is that financial management is essentially another form of information management. As you are either becoming, or already are, a specialist in this field, no matter what your concentration, this is common ground. The second thing to realize is that although information professionals make decisions about how to manage information, they don’t usually use the information managed to make decisions. That is, librarians in a public library may acquire, catalog, and circulate materials and also provide reference services using them, but in that role, they do not usually use the information so managed to make decisions about how to carry out these activities in a more effective and efficient manner. Instead, they will use information about the processes, the community’s needs, and interactions with patrons to do this. The financial manager, however, is not only involved in the production and presentation of financial information but also directly uses this information to manage financial resources.

Like any information system, the financial information system can be conceptualized as a cycle. Information is produced and delivered to the user, often mediated by an information specialist. The user verifies the accuracy and veracity of the information and, once satisfied with its accuracy and veracity, proceeds to use that information to make decisions. Broadly defined, users can be classified either as an external user (external to the producer of the information) or as an internal user (part of the entity that produces the information). The information is presented in a standard format, according to national standards, so that it can be compared with information that is similar. So let’s unpack this to understand more completely what is being described. After an introductory explanation, we’ll look at some “real financial information” and proceed to understand where it came from, whether we can trust it, and the decisions we will make as a result of it as managers (internal users). The goal is for you to be able to read and understand financial statements, know a bit more about budgeting than you are personally familiar with, and learn how to make choices based on financial information using cost accounting and other techniques and approaches.

The First Stage of the Financial Information Cycle: Recording and Presentation of Financial Information

Every library and the entity of which it is a part, whether it be a municipality, college, university, or school, produces reports of the financial transactions that occur each period. Broadly speaking, these reports are called financial statements. These statements summarize the monetary aspects of all financial transactions that occurred during the previous period. A financial transaction occurs whenever a book is purchased, an employee is paid, someone’s sick leave balance is charged, a utility or phone bill is paid, and when tax revenue or money from a patron for a fine is received. That is, it is an event that happens at a given instant involving the transfer of money from others to the library or to others from the library. These transactions are recorded by the bookkeeper or accountant and then periodically brought together and summarized at the end of a specific period (e.g., a month, quarter, or year) in the form of a financial statement. So in our metaphor of financial management as an information system, the information is produced as a result of transactions and delivered in the form of financial statements. For example, at the Fitzbergen Public Library, the following transactions occurred during the month of July 2011:


•The library paid salaries to each employee. Each payment to an individual employee is a transaction. The total amount for salaries during July was $25,678.00. This is a summary figure.

•The library bought a new book truck from a library equipment vendor for $435.00. This purchase is a transaction.

•The library received its annual payment of tax revenue of $756,987.00 from the City of Fitzbergen. This receipt of funds is a transaction.

•The library collected $472.35 in fines from 321 patrons. Each payment of a fine by an individual is a transaction, however small it may be. This is a summary figure.



These transactions will then be reported as summaries in a financial statement for the month of July. The statement of activities, a financial statement that presents expenditures made and revenues received looks like this:


Fitzbergen Public Library Statement of Activities for the Period July 2011

Revenues







	Tax Revenue

	$756,987.00




	Fines

	472.35




	Total Revenues

	$757,459.35





Expenses







	Salaries

	$25,678.00




	Equipment

	435.00




	Total Expenses

	  $26,113.00




	Excess of Revenues over Expenses

	$731,346.35







The amounts reported in the financial statements are summaries, but we can find out the individual components of these summaries, the individual transactions, by asking the business manager to produce them. This is a relatively straightforward process because of the way in which each individual transaction is recorded. In chapter 4, we will examine how this is carried out.

The Second Stage of the Financial Information Cycle: Verification of the Accuracy and Veracity of Financial Statements

So how do we know whether the information delivered in the form of financial statements is both true and accurate? If we are going to make decisions on the basis of these financial statements, we have to be assured that our decisions are based on information that is both accurate and true. We can never be absolutely sure of this, but there are several mechanisms that should give us confidence.

National standards prescribe how financial transactions are recorded and how financial statements are produced and presented. These are called generally accepted accounting principles, or GAAP (pronounced like the word “gap”). The people who record transactions and produce financial statements are required to abide by these principles. There is second set of standards called generally accepted auditing standards, or GAAS, which are published and revised by the American Institute of Certified Public Accountants. These standards prescribe how audits to verify the veracity and accuracy of an organization’s financial statements are to be conducted. For our purposes, internal control is the most important principle within these auditing standards. Internal control consists of the mechanisms used in the process of recording financial transactions that ensure their accuracy and verifiability. That is, they ensure that the transactions are not inadvertently or deliberately made in error. Finally, financial statements are audited by an auditor who is not part of the organization being audited. The auditor applies a set of extensive processes to verify that GAAP was followed and that internal control is working and robust. If the statements are audited, we should have a greater confidence in their accuracy, validity, and reliability.

The Third Stage of the Financial Information Cycle: Financial Decisions by External and Internal Stakeholders

Decisions of an External Stakeholder

An external stakeholder (i.e., a granting agency, bond-rating agency, prospective donor, accreditation board, or even another library) may want to see your library’s financial statements. Why? They may be thinking of giving you some money, and if they do not like the information they see in the financial statements or if you cannot provide reasonable explanations for items that worry them, they may pass you by for more transparent and reliable prospects. Or, the library may want to finance a renovation of its building, most commonly by selling bonds to investors. Investors generally do not invest in just any bond that comes along. They will want to see whether the library is on a sound financial footing, whether it has engaged in deficit financing, and whether it has paid its bills on time. They can obtain most of this information from the library’s financial statements. They also need to know whether the statements are accurate and reliable. The auditor’s report is one seal of approval upon which they rely for this assurance. Library materials vendors may also wish to see the library’s financial statements to be assured that the library has the ability to pay them promptly for materials supplied.

Therefore, external stakeholders are one of the main audiences for this financial information. They base their own decisions on the information presented in these financial statements. Stakeholders internal to the library also use these statements to make decisions.

Decisions of an Internal Stakeholder

Generally speaking, managers and the public library board are the primary internal stakeholders and users of the financial statements. These stakeholders use the statement that shows revenues and expenses over a specific period of time, coupled with the budget for that period, to monitor actual expenses and revenues. If, for example, the library had expected utility bills of $1,250 for January (a budgeted amount) and the actual bill for utilities for January was $2,500, the director and board members would naturally want to know the reason for the discrepancy. Had the temperature been colder than usual? Were employees turning the heat up too high? Does the library need to be better insulated? Was the predicted amount of $1,250 an error?

Posing these questions and answering them is one of the primary ways that internal stakeholders monitor the expenditure and receipt of funds under their charge. On the basis of these questions and the answers they receive, they will make decisions relating to these anomalies and discrepancies. This is just one way in which these financial statements can be used. We will explore other uses as we progress through this text.

Summary

This chapter has shown that the financial statements are produced to provide information about past financial transactions. If the library’s procedures are produced in accordance with the generally accepted accounting principles and auditing standards (GAAP and GAAS), the statements will more likely be accurate, verifiable, and reliable. They need to be so because both external and internal users of these statements rely on them to make decisions.

Before we explore what these financial statements are called, what they contain, and how they differ one from another, we will examine a budget and the responsibilities for spending and managing it that you can expect in the beginning of your library career.

Web Exercise

Look up your hometown public library on the Internet and see what kinds of financial information they provide on their Web site. If they do not make any available, try googling “[your hometown] Public Library financial statements.” If this is a bust, go to the Web site of the town in which your library resides and see whether you can find the municipal financial statements; within those, look for anything to do with the public library.

Once you find the statements, examine them to find out how much the library spent last year in total and how much tax and other sources of revenue it received. Were these amounts more or less than the amounts budgeted for these items?

Conceptual Questions

1.Explain to another librarian how financial management is information management.

2.Explain briefly how financial information is produced.

3.External and internal stakeholders make decisions based on the information contained in financial statements. In what ways can they be confident that their decisions are based on accurate and true information? Do you think this confidence is well placed? What does this confidence depend on?
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Novice Financial Management: Your First Budget and Questions You Should Ask about It
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Context

What This Chapter Covers

This chapter focuses on the questions that a novice budget manager should ask when presented with his or her first budget. The questions posed by the novice manager and his or her supervisor lead to the rationale for understanding how the budget is related to the financial statements.

Why This Material Is Important

Posing questions about budgetary processes by managers at all levels provides a broader perspective on the budgetary process and its complexity.

What You Should Learn from This Chapter

You should become aware that budgeting is not a unidimensional, simple process but involves questions that go beyond the everyday expenditure of funds.

Introduction

Imagine that you have just begun a new library job. It could be in circulation, information literacy instruction, reference, cataloging, IT, or some other department. In your new position, let’s further imagine that you are given a budget for student wages for the coming fiscal year. Wow, this is great! Do I write checks or what? Not quite. Like most operations in any organization there is a prescribed process for carrying out financial transactions (more about transactions later). You will probably be told what this process is. What else do you need to know? What questions should you ask? How about these:


1.What goals must be accomplished with this money?

2.Who decides whether these goals are accomplished?

3.How much can I spend?

4.Can I overspend or underspend the allocated amount?

5.What happens if I overspend or underspend?

6.When can I spend it?

7.How do I spend it? What is the process?

8.Who keeps track of what I spend? Is there a checking account or something that I can look at to see the balance?

9.How much can I pay each person? Is there a minimum or maximum amount?

10.If I think someone is exceptional, can I pay that person more than others?

11.Can the budget be reduced or increased during the year?



These are typical questions for a microlevel budget manager. Answers to these questions are needed to do an effective and responsible job, but not necessarily an efficient and cost-effective job. But, you may ask, isn’t doing an efficient and cost-effective job part of being effective and responsible? Well, yes, it is. But it is not always seen as such by a first-level manager until there is some precipitating event, such as a budget cut or a charge of misuse of funds. We will put this concern aside for now and return to it when we discuss cost accounting.

For now, let’s examine what happens at the next level of management. Depending on the organization, there could be several other layers. To keep this fairly simple, let’s assume that there is one more layer of general administration, which can be called the macrolevel budget manager.1 At the macrolevel, this manager knows the answers to the questions posed by the microlevel manager, primarily because the macrolevel manager has typically set or endorsed them.

At the macrolevel, the manager has other, broader concerns. These can be described in the form of the following questions:


1.How much money will the library receive for the next fiscal period?

2.Is this amount guaranteed or an estimate? If an estimate, how accurate is it?

3.How do I allocate this money to the various areas of the library?

4.Do I rely on past historical allocations or is there a better way?

5.How can I be sure that microlevel managers don’t over- or underspend? Is one outcome worse than another? What do I do when either occurs?

6.How are the individual areas evaluated in terms of their financial management? How is that tied to the services provided?

7.What do I do if funds to the library are reduced? What if they are increased?

8.How do I respond if a microlevel manager tells me that a larger allocation is needed?

9.How can I ensure that each microlevel manager is operating in the most effective and efficient manner? Have we eliminated non-value-added activities from our operations?

10.Are there ways to increase the revenue stream? What are my current sources of revenue? Are they stable? Are they ethical? What about grants? Are there any for which the library qualifies?

11.Where can I reallocate funds to do things that have become more strategically important?

12.What reporting requirements does the library have to its constituencies?

13.How can I ensure that money is not stolen from the library and that library funds are not used for unauthorized purposes?

14.How do I ensure that the library’s financial management processes follow local, state, and federal laws and national accounting standards?

15.Is the library abiding by its contractual financial commitments?

16.Are we paying our bills on time? Do we have sufficient cash to cover a temporary hiatus in receipt of revenue? Do we have sufficient cash to pay our current bills?

17.If someone retires, do we have sufficient cash to pay such compensable benefits as accumulated vacation and sick pay?

18.Are we replacing our equipment, such as book carts, computers, printers, chairs, and the like, in a timely and responsible manner?

19.Are certain categories of expenditures increasing at a faster pace than expected? If so, how will we pay for these if our revenue remains stable or decreases?



These questions will be addressed in later chapters. The purpose of presenting them now is to make the reader aware of the complexity and contingent nature of budgetary decisions. At the microlevel, the manager of financial resources is focused on the task or tasks at hand and doesn’t really think more broadly than is necessary to accomplish goals for which he or she is responsible. At the macrolevel, the financial manager is somewhat concerned with the microlevel goals but has more extensive and potentially more important and broad-ranging concerns.

At the microlevel, the financial manager can just focus on the funds that have been allocated to him or her. The deliberation and decision making involved is fairly circumscribed. Decisions are based on such fairly concrete and stable facts as the amount of the allocation, the period over which it has to be spent, and the amount that can be or must be paid to each individual or for a specific product. Efficiency and effectiveness are often secondary concerns to these basics.

At the macrolevel, the focus is more dispersed and the thinking and decision making more cautious and tenuous. Decisions are often based on past estimates and future forecasts of events. There are more variables in play and a greater chance of problems intruding on the apparent stability of the library’s finances.

Because of these two widely diverse, but related, mind-sets, communication between these levels of management can sometimes be strained and unclear. The macrolevel manager may very well have forgotten what it is like to be a microlevel manager (ironically termed the curse of knowledge in pedagogy) and may no longer appreciate the challenges and concepts of that position. On the other hand, the microlevel manager may have little understanding of the problems confronting the macrolevel manager.

For the macrolevel manager, many of his or her questions can be answered by financial statements and from knowledge of how they are prepared and how the budget for the entire library is constructed. The microlevel manager may be in a “cone of ignorance” about these matters. Eliminating this cone of ignorance is important for the microlevel manager for no other reason than that more knowledge and broader perspectives are usually helpful in making better decisions.

Informed decision making is essential, but consensus building and a sense of shared responsibility and ownership that can result from informed decisions are of equal importance. These will come about if managers make them a conscious goal in sharing information. Sharply discriminating responsibilities for micro- and macrolevel managers is likely to undermine effective management and be highly damaging to the organization. One way for all managers to eliminate the cone of ignorance is to understand the accounting process and the financial statements that result, a task to which we turn in the next chapter.

Summary

Budgeting involves more than spending an allotted amount of money. It also concerns broader questions about service provision and responsible and effective use of the funds entrusted to your care.

Web Exercise

Go to http://www.urbanafreelibrary.org. At the bottom of the page, locate “Your Right to Know.” This link will take you to the library’s financial reports. Click on “Financial Reports” and then “Budget & Forecast.”

This is a budget document for the Urbana Free Library in Urbana, Illinois. At first examination, it appears to be fairly complicated. It includes the various budget categories on the left side of the page, both for “revenues” and expenses (“costs,” in this document). On the right side of the page, there are several columns that list the actual expenditure in that category for the “current period” (month), followed by the total amount spent so far (“year-to-date”), and the total “budget” for that amount for the year. The next to last column lists a “variance,” the difference between the budget and the amount received (“revenues”) or spent (“costs”) so far that year. The final column is “% spent.” This is the percentage amount of the budget for that category that has been received (for revenues) or has been spent (for expenditures) for the current fiscal year.

Take some time to examine the categories and how the budget is structured. At this point, the most important thing is to understand the structure of budgets. In chapters 8, 9, and 10 we will investigate more thoroughly the types of questions that one should pose about such budget documents.

Conceptual Questions

1.If you have a personal budget for your own finances, think about how you manage it. Do you monitor your budget on a weekly or monthly basis? When do you adjust your budget? What causes you to adjust it?

2.Think about a budget with which you are familiar. If you overspend the budget, where does the money come from to cover the overexpenditures?

3.If you underspend the budget, where does the saved money go?

Note

1.For more on micro- and macrolevel informatics, see F. W. Lancaster and Robert H. Burger, “Macroinformatics, Microinformatics and Information Policy,” in The Information Environment: A World View: Studies in Honour of Professor A. I. Mikhailov, ed. D. J. Foskett (Amsterdam: Elsevier, 1990), 149–158.
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Basic Financial Statements
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Context

What This Chapter Covers

This chapter explains the basic financial statements that are typically used by libraries. The explanation builds on an analogy with a person’s net worth to tie the discussion more closely to your own experience.

Why This Material Is Important

The budget is derived from the financial statements. Therefore, understanding the basic concepts underlying financial statements helps you to understand budgets and the budget process. In doing so, you will become a better financial manager.

What You Should Learn from This Chapter

Financial transactions form the base of a financial statement. Here you will explore what financial transactions are, the importance of the timing and recording of financial transactions, and the different views of a library’s finances that each of the three basic financial statements provide. In addition, the basic terms used in financial statements—assets, liabilities, net assets, revenues, and expenses—will be defined and differentiated from one another.

Introduction

Financial statements are produced as a result of the recording of financial transactions. In chapter 1, we learned that


a financial transaction occurs whenever a book is purchased, an employee is paid, someone’s sick leave balance is charged, a utility or phone bill is paid, and when tax revenue or money from a patron for a fine is received. That is, it is an event that happens at a given instant involving the transfer of money from others to the library or to others from the library. These transactions are recorded by the bookkeeper or accountant and then periodically brought together and summarized at the end of a specific period (e.g., a month, quarter, or year) in the form of a financial statement.



Three basic financial statements are used by both public and private institutions. Their names describe a type of financial statement used by government institutions, for-profit institutions, and not-for-profit institutions, and there are various synonyms for each statement. For government institutions, the names are unique, and their arrangement and contents are more complex than the others. As we proceed through the next several chapters, we will refine our use of these terms. In this chapter, we will use the most common names. The three basic finance statements are the balance sheet, the revenue and expense statement, and the cash flow statement.


•The balance sheet reports assets (what the library owns), liabilities (what the library owes), and the net assets (the difference between the assets and the liabilities) at a specific point in time.

•The revenue and expense statement reports revenues (money flowing to the library) and expenses (money flowing from the library) during a specific period.

•The cash flow statement reports the sources from which cash was obtained and what the cash was spent for during a given period. Although you may be tempted to equate it with the revenue and expense statement, it is significantly different, as will be made clear below.



In the above definitions, you will notice that five terms—assets, liabilities, net assets, revenues, and expenses—are in boldface type. Three of these terms are associated with the balance sheet, and two of them are associated with the revenue and expense statement. It is very important to use these terms in the proper context and in relation to the appropriate financial statement. In a nonaccounting context, we often use these terms loosely and not in a way that is compatible or consistent with the accounting world.

Terms to Be Used Only in Conjunction with the Balance Sheet

Asset—A resource owned or controlled by the organization. Some examples are cash, investments, property, and amounts owed to the organization.

Liability—A claim against the resources of the organization. Some examples are loan balances, employee salaries, pension payments owed to retirees, and amounts that the organization owes to other entities.

Net assets—An accounting entity, defined as the difference between assets and liabilities. (Since 2012, the new term used is net position.)

Terms to Be Used Only in Conjunction with the Revenue and Expense Statement

Revenue—An inflow of resources into an organization.

Expense (or expenditure in certain contexts)—An outflow of resources from an organization.

The Balance Sheet—Expanded Discussion

The balance sheet was defined as the financial statement that reports assets (what the library owns), liabilities (what the library owes), and the net assets (the difference between the assets and the liabilities) at a specific point in time. The balance sheet of Michigan’s Charlevoix Public Library as of June 30, 2010, is presented in figure 3.1.

Several elements of the balance sheet require explanation. Note that in the heading, the term “Statement of Net Assets” appears. This term is a synonym for “balance sheet.” The second thing to notice is the date, “June 30, 2010,” in the heading of the balance sheet. This exemplifies the definition of the balance sheet as a report of information at a specific point in time, in this case June 30, 2010. If the library produced a balance sheet dated July 1, 2010, and the library had engaged in any type of financial transaction on that day, the balance sheet would reflect different information than that presented in figure 3.1.

Figure 3.1Balance Sheet of the Charlevoix Public Library as of June 30, 2010

[image: images]

The final, and most important, thing to point out is that the reason the balance sheet is called a balance sheet is because it “balances”; that is, it reflects the following equation:


Assets = Liabilities + Net Assets



If you look at figure 3.1 and note the figure to the right of the row heading “Total Assets,” you will see $9,824,454. Further, if you note the figure to the right of the row heading “Total Liabilities,” you will see $6,264,707. Next, if you note the figure to the right of the row heading “Total Net Assets,” you will see $3,559,747. Finally, the figure to the right of the row heading “Total Liabilities and Net Assets is $9,824,454—the same amount as the total assets.

If we put this in equation form, we have the following:


$9,824,454 = $6,264,707 + $3,559,747



OR


$9,824,454 = $9,824,454,



which balances (think of a scale) and which in verbal form is


Assets = Liabilities + Net Assets.



We obtained this from our verbal description of “what we own minus what we owe equals our net assets,” or the following:


Assets − Liabilities = Net Assets



By using algebra, this equation becomes what is presented on a balance sheet:


Assets = Liabilities + Net Assets



One other crucial distinction is that the many of the amounts recorded on the balance sheet are dollar equivalents. Cash is, of course, cash on hand as well as bank account balances that are readily accessible as cash, but capital assets are real things and not cash. The dollar values shown for these capital assets are the cost of the assets at the time of purchase. Each of the capital assets making up this summary figure usually decreases in value over time. This estimated decrease in value is called depreciation. Often the summary figure shown is entitled “capital assets, net of accumulated depreciation.” This means that the library’s accountant has kept track of the initial cost of each of the assets making up this summary figure and the amount of depreciation reducing that initial cost value over time. Therefore, the dollar value recorded is an estimate of what the assets are worth if sold for cash.

Similarly, the amounts shown in net assets are dollar equivalents, resulting from the balance sheet equation of total assets minus total liabilities equals net assets. It does not represent cash per se. The net asset dollar value is a combination of cash and estimated dollar equivalents. One might call it an accounting “imaginable.” Noting this distinction is important for understanding the information presented by the statement of net assets. At this point, we have not discussed the various elements under the headings of assets, liabilities, and net assets. To understand the elements more clearly, let’s examine a personal balance sheet, also known as a statement of net worth.

To avoid invading anyone’s privacy, we’ll use a fictional character, Dominic Porpiglia. Dominic wants to impress his girlfriend and decides one way to do this is to reveal his net worth to her. Net worth is directly analogous to net assets in the Charlevoix example. How and when will he do this?

Dominic decides that he will do this as of the end of the month, say March 31, because that is when he gets his bank statement and other financial documents. All he has to do is record the dollar value of everything he owns (his assets) and everything he owes (his liabilities) and then subtract the liabilities from the assets to get his net worth. Dominic’s list can be seen in figure 3.2.

Dominic’s heart sinks. He knows that his girlfriend is not a mercenary, but a net worth of $2,703 is hardly anything to write home about (he’s already tried this; his folks will not give him anymore money). So it goes.

So let’s reiterate what this statement (Dominic’s balance sheet) actually shows and reports and what it doesn’t show or report.

The figures presented above record the actual value (in some cases estimated) of his possessions at a specific point in time as well as the actual value of amounts he owes at a specific point in time. You may be wondering why Dominic does not put the income from his job here.1 Well, it already is there, but it is not indicated as such. How? It is included in the cash amounts in his checking account or his savings account. What about the paycheck (income) he will get on April 1? As of March 31, he hasn’t received that yet, so he doesn’t include it. Why doesn’t he include the rent (expense) that is due on April 1? Same reason. It isn’t due yet, so he doesn’t include it. But again, note that any income he received prior to March 31 is included and any expenses he paid are also included in that they are reflected in any cash he has on hand as of March 31.

Figure 3.2Dominic Porpiglia’s Statement of Net Worth as of March 31, 2010
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Now you may have more questions:


•Even though he hasn’t received his paycheck yet, but will on April 1, didn’t he already earn that pay and therefore should include it in his assets?

•He received his utility bill on March 28 for $100, but it isn’t due until April 10 and so he hasn’t paid it. As he technically owes this, shouldn’t he include it in his liabilities?



These are perfectly valid questions and for the time being the answer to both is no because Dominic is using the cash basis of accounting. That is, his balance sheet only includes what he has already paid out in cash and what he has received in cash. There are three bases of accounting: cash basis, modified accrual basis, and accrual basis. The basis of accounting that is used in preparing a financial statement is directly related to the timing of transactions as prescribed by national accounting standards. For the time being, we will just concentrate on what each of the financial statements shows. How they are prepared, the process that lies behind their preparation, is the subject of chapter 4.

For the time being, some of the other terms used in the balance sheet—prepaid expenses, taxes receivable, and unamortized bond expenses—are not described. When necessary, these terms will be explained in subsequent chapters. For now, we will concentrate on the gross structure of the statement.

To summarize then, the balance sheet—or statement of net assets or statement of net position (since 2012)—records the monetary value of what a library owns (its assets) at a specific point in time, what it owes (its liabilities) at a specific point in time, and the difference between the two (its net assets).

Next we will discuss the revenue and expense statement (another generic name with several synonyms). As will be shown, it is separate but integrally tied to the balance sheet.

The Revenue and Expense Statement—Expanded Discussion

The revenue and expense statement reports the revenues (money flowing to the library) and the expenses (money flowing from the library) during a specific period. Figure 3.3 shows the revenue and expense statement for the Charlevoix Public Library for the period July 1, 2009, to June 30, 2010.

The first thing to note is the title of this financial statement, “Statement of Activities,” not “Revenue and Expense Statement.” The use of these titles and terms is not arbitrary. Specific names go with specific statements, depending on whether the entity is governmental or not-for-profit. For now, however, be assured that the statement of activities is synonymous with revenue and expense statement. Also note that the phrase “For the Year Ended June 30, 2010,” means from July 1, 2009, to June 30, 2010. You can have revenue and expense statements for any period (e.g., month, quarter, year); the statement itself will specify the period it covers.

Figure 3.3Revenue and Expense Statement for Charlevoix Public Library for the Period July 1, 2009, to June 30, 2010
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In this particular revenue and expense statement, the expenses are listed first, then the revenues associated with program revenues, and then general, non-program-related revenues. For Charlevoix Public Library, “program revenues” usually means revenues from grants or from program fees that go directly to supporting a specific program. “General revenues,” which follow, are revenues that can be used to support the general operations of the library. Other libraries may arrange their revenue and expense statements differently, with revenues coming first, followed by expenses. Sometimes the reason for one order or another is explained in either the notes to the financial statements or in introductory comments to the set of financial statements called management’s discussion and analysis (MD&A).

The next thing to note is that “net program expenses” of $1,523,764 is not equal to “total general revenues” of $1,584,764. Why is that? Well, the main reason is that revenues exceed expenses for this period. Remember, this is not a balance sheet and is not governed by the balance sheet equation of Assets = Liabilities + Net Assets.

You can understand this by again seeing the analogy with your personal finances. Each month you receive income from your job. You spend this income on various expenses, such as food, rent, utilities, entertainment, and so on. If you were to tally your actual income and your expenses at the end of the month, it would be a rare occurrence if they equaled one another. In some months, you may have some money left in your checking account if your income exceeded your expenses. In other months, you may have to take money from your checking or savings account to pay for expenses (that expensive, unexpected car repair, for example).

When discussing budgets later in this volume, the term balanced budget will be introduced. A balanced budget means that the librarian plans to spend the same amount of money that is spent, but in actuality, this plan is rarely exactly met. What you will have, both in these formal revenue and expense statements and in your own finances, is a difference between income and expenses. This difference is called change in net assets, and for this year for the Charlevoix Public Library, it is a positive $61,339. In other years, when the Charlevoix Public Library might be forced to engage in deficit financing, the amount may be negative.

Now, you may question why we use the term net assets when net assets is only used with regard to the balance sheet. The reason is that this change in net assets will be directly reflected in an increase (if the change is positive) or a decrease (if the change is negative) in the net assets of the balance sheet. In this way, these two statements, the balance sheet and the revenue and expense statement, are closely related. How this happens will be explained in detail in chapter 4.

You will also notice (and this is common with revenue and expense statements) that the amount of net assets from the previous period (in this case, last year) is reported. The change in net assets is added (if positive) or subtracted (if negative) from this figure to give the net assets for the end of the current period. This amount is also reflected on the balance sheet. So if you turn back to figure 3.1, you will see that the amount reported for net assets on the balance sheet of $3,559,747 is the same as reported at the end of the revenue and expense statement (or statement of activities) in figure 3.3 for the end of this period.

The Cash Flow Statement—Expanded Discussion

The cash flow statement reports the sources from which cash was obtained and how cash was used during a given period. The use of the cash flow statement is restricted to specific types of funds in governmental accounting, called proprietary funds, the two types of which are enterprise funds and internal service funds. Generally speaking, a proprietary fund reports on the activities that a government operates that are similar to a business, such as a gift shop. In the Charlevoix Public Library financial statements, they do not have any proprietary funds to illustrate the cash flow statement, and other than noting its existence, it will not be explained in detail.

Although you may be tempted to equate it with the revenue and expense statement, the cash flow statement is significantly different. The cash flow statement tracks the flow of cash, and the revenue and expense statement tracks revenue and expenses. But not all revenues and expenses involve cash. If a library has provided a series of fee-based workshops, it is entitled to receive payment for the workshops and records the amount in the revenue and expense statement, even if the participants do not pay right away. Similarly, the library can receive book shipments even though it hasn’t yet paid the book dealer. If the cash flow statement were produced prior to receiving the revenue from the workshops and prior to paying for the books, neither of these transactions would be recorded in the cash flow statement. Understanding this clearly depends on knowing some details about double-entry bookkeeping, which is covered in chapter 4. The point to take away about the cash flow statement is that it helps determine whether the library had sufficient cash during the year for its business-type activities and how it met those demands for cash.

The cash flow statement is usually divided into three or four sections, which include cash flows (in and out) related to operating activities (for a library, the provision of a business-related service or selling of a product); non-capital-financing and capital-financing cash flows (borrowing and repaying money for noncapital (e.g., grants); capital assets (i.e., buildings, renovations); and investing cash flows (purchase and sale of long-term investments), which are rare in libraries but might include certificates of deposit.

The analysis of a cash flow statement becomes particularly important when a library’s financial statements are analyzed, especially any activities involving business operations. No further discussion of the cash flow statement will occur in this primer, but you should be aware of the existence of such a statement in case you see it. For-profit entities (e.g., partnerships, corporations) are required by national standards to provide a statement of cash flows among their financial statements.

Summary

In this chapter, you were introduced to the three basic financial statements: the balance sheet, the revenue and expense statement, and the cash flow statement. An analogy was made with a person’s net worth in order to tie these financial statements to your personal experience. With that analogy you saw that the choice of the accounting basis (cash, accrual, or modified accrual) determines what transactions are recorded and when they are recorded. You also learned that the first two statements have different names in different types of institutions.

Exercises

1.Look at the two financial statements for the Charlevoix Public Library presented in this chapter (figures 3.1 and 3.3). Discuss how the two statements are related and what specific item ties them closely together.

2.Try to obtain the financial statements for the most recent year from your public library or a public library with which you are familiar. What statements are available? How much detail is presented? Are there any comments by the library about the information provided? What can you infer about the library board’s intentions regarding the extent of the information provided?

Conceptual Questions

1.How would you go about creating a personal revenue and expense statement for a given month?

2.How would you go about creating a personal net worth statement as of the end of the month? How would you estimate the current dollar value of the noncash items listed?

Note

1.The words income and revenue are synonyms in some contexts. In this text, we will use income instead of revenue—because it would sound odd—to discuss personal finances. When speaking about financial statements or in a general accounting context, the terms income and revenue have different meanings. In an accounting context, revenue refers to the total amount of money that flows into the organization. Income, usually referred to as net income, is what is left of the revenue after expenses have been deducted. For libraries, typical revenue items are tax revenues, revenue from fines, and interest on savings instruments and grants.
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4

The Accounting Process: How Financial Statements Are Produced
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Context

What This Chapter Covers

This chapter explains the basic financial statements used in libraries and the processes by which these statements are created. It introduces basic accounting concepts that are central to understanding completed financial statements.

Why This Material Is Important

The budget is a derivative product of the financial statements. Therefore, by understanding the basic concepts underlying financial statements, you will better understand budgets and the budget process.

What You Should Learn from This Chapter

In this chapter, you will learn that financial statements are created according to certain principles and reflect what happened financially in the library in the period covered by the statements. A more complete analysis of financial statements is beyond the purview of this basic introduction.

Introduction

Library financial statements report on the cumulative effect of financial transactions for a specific period of time. What does this actually mean? Essentially, it means that financial statements report on the results of a process that records a series of events over a given period of time. The reason it is important to understand how financial statements are produced is analogous to the rationale for understanding how the library catalog is created. If you are a cataloger, it is obvious that you have to know the process extremely well, just as an accountant or bookkeeper has to know in detail how a financial statement is created. Reference, instruction, circulation, and collection development librarians must use the catalog each day. Knowing the general principles upon which the catalog is created enables them to carry out their responsibilities more competently. Similarly, any librarian who manages money and uses a budget must understand the general processes that created them. Although librarians may be able to manage a budget adequately without knowing the general process, they will manage it better if they know the context and principles upon which the budget is based—the accounting process and the technique known as double-entry bookkeeping.

Double-entry Bookkeeping

The process known as double-entry bookkeeping was codified by Luca Pacioli, an Italian monk and collaborator of Leonardo di Vinci, in 1494. There is evidence, however, of the system being used by Islamic merchants as early as the 12th century CE.

Double-entry bookkeeping involves recording each financial transaction or event in two accounts. The basis for this system is the basic accounting equation we used in chapter 3 when discussing the balance sheet:


Assets = Liabilities + Net Assets



This equation must always be true for the balance sheet; that is, each side of the equation must be equal. With double-entry bookkeeping, each transaction affects at least two accounts such that the accounting equation is still in balance. How do you change two accounts and maintain this equality? You could increase an asset account by a specific amount and increase a liability account by the same amount. For example, when the library purchases a $2,000 computer on account or by using a credit card, it records the computer as a $2,000 asset and the amount owed for that computer as a $2,000 liability. According to the equation, the balance sheet is still in balance:


Assets = Liabilities + Net Assets

Assets + $2,000 (computer) = Liabilities + $2,000 (amount owed for the computer) + Net Assets



Or you could increase an asset account by an amount and decrease a different asset account by the same amount.

Using the previous example, instead of buying the computer on account or by using a credit card, if you pay in cash, you would increase the assets by $2,000 (the computer) and decrease the assets by $2,000 (the reduction in cash used to pay for it). In this case, the balance sheet would remain in balance.


Assets = Liabilities + Net Assets

Assets + $2,000 (computer) − $2,000 (Cash for the computer) = Liabilities + Net Assets



But you cannot increase an asset account and decrease a liability account because then the equation would be out of balance. It would be logically impossible to do this unless an error was made. So what are these “accounts” and who creates them?

Accounts are created by the managers of the accounting system in a library. There are certain accounts that are common to all balance sheets, such as cash, equipment, accounts payable, and accounts receivable. Other accounts may be particular to a specific library. The Charlevoix Public Library’s balance sheet from chapter 3, figure 3.1, shows the following accounts:


•Current assets

[image: images]Including cash and cash equivalents

[image: images]Taxes receivable

[image: images]Prepaid expenses

•Total current assets

•Noncurrent assets

[image: images]Capital assets—net of accumulated depreciation
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[image: images]Unamortized bond expenses

•Total noncurrent assets

•Current liabilities

[image: images]Accounts payable

[image: images]Accrued expenses

[image: images]Accrued interest

[image: images]Current portion of long-term debt

•Total current liabilities

•Noncurrent liabilities

[image: images]Long-term debt—net of current portion

[image: images]Compensated absences

•Total noncurrent liabilities

•Total liabilities

•Net assets

[image: images]Invested in capital assets and net of related debt

[image: images]Restricted for debt service

[image: images]Unrestricted

•Total net assets

•Total liabilities and net assets



What you have here should warm the cockles of any library cataloger’s heart. The accounts are essentially a classification system, just like those used in the library to catalog books and other materials. In referring to the above list, notice that there are large classes, such as assets and liabilities (these levels are implied in the Charlevoix balance sheet), and net assets; subclasses, such as current assets, noncurrent assets, current liabilities, and noncurrent liabilities; and sub-subclasses, such as cash, prepaid expenses, investments, accounts payable, compensated absences, and unrestricted net assets. The revenue and expense statement also has accounts that are arranged systematically (see figure 4.1).

Again, the names of these accounts may vary from one library to another, but the one anchor or unchanging characteristic of each account is that it is an asset, a liability, a net asset, a revenue, or an expense.

Figure 4.1Revenue and Expense Statement Accounts for the Charlevoix Public Library
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How does one keep track of this classification system? There is a tool called the chart of accounts that essentially functions as a classification system for each library (or partnership or corporation). This chart is created with some guidance from generally accepted accounting principles (GAAP) and the needs of the library or the library’s parent institution (e.g., a municipality or university). The chart of accounts generally specifies at least four elements for each account: its name, a numerical designation assigned by the institution to reflect the classification of the account, the larger class to which the account belongs (usually reflected in its numerical designation), and any subclasses to which it belongs (also generally reflected in its numerical designation). For purposes that will become clearer, any numerical designation for the chart of accounts should be designed in a way that each major class (asset, liability, net asset, revenue, expense) is so labeled that its subclasses and sub-subclasses are identified as belonging to its major class. The chart of accounts for the Charlevoix Public Library (figure 4.2) provides a clear example.

As you can see from this chart of accounts, the numerical designation relates directly to the type of account (asset, liability, net asset, revenue, expense). In this scheme, the leading number (1 through 5) designates the major account class; the second number, separated by dashes, designates the subclass of these classes (e.g., current assets, noncurrent assets); and the final three digit number designates the actual account. This scheme, although not perfect, allows the user to easily identify an account by number and allows for expansion of sub-subaccounts within each.

Figure 4.2Hypothetical Chart of Accounts for Charlevoix Public Library
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One anomaly that you may have noticed is that depreciation seems to occur in both the asset class and the expense class. Further, in the asset class, accumulated depreciation is noted as a contra asset. What is going on here? First, the actual meaning and procedures underlying all of these accounts is of secondary importance at this stage. The explanation of such details belongs in a more complete treatment of this topic. For our chart of accounts question, though, the difference between accumulated depreciation as an asset (contra asset) and depreciation as an expense can be explained this way: For every period, depreciation is calculated for each piece of equipment (an example of a capital asset). This is an expense for that period, even though no cash is expended as a result. Depreciation essentially measures the decline in value of a capital asset. After calculating depreciation and charging it as an expense, we also have to then change the value of the asset depreciated because it has changed in value.

This use of depreciation to change the value of an asset is where accumulated depreciation comes in and is classified as an asset. It is called a contra asset because it decreases the value of that capital asset. Accountants keep track of each period’s depreciation expense for each piece of equipment or other capital asset, and this accumulated depreciation value is reported as a decrease from the value of the asset. At some point, the accumulated depreciation will reduce the value of the asset to zero, at which time the asset is removed from the balance sheet. For our purposes, however, the understanding of each of these distinctions is secondary. What is primary is the structure and use of the chart of accounts and the major category to which each account belongs.

Three other anomalies for the Charlevoix Public Library’s financial statements also need a brief mention: the subcategory “recreation and culture”; “grants” as a revenue source not listed under revenues; and the meaning of terms under “net assets.”


1.“Recreation and culture” is a subcategory under “program expenses.” This term is applied by the library’s business office or the municipality to denote expenses related to the operation of the library. Within the municipality of Charlevoix, Michigan, there is probably a Parks and Recreation Department. When the city creates its citywide financial statements, it pulls in these expenses from the library and those from the Parks and Recreation Department so it can track citywide how much it has spent on recreation and culture.

2.A “grant” to the library is revenue received for a specific purpose, usually to fund a specific program for the library. As such, the expenses generated as a part of this activity are charged to the grant. By structuring the revenue and expense statement in this way, the reader of the financial statement can see what was spent from general revenue funds. How? By recording all the expenses for the period and then subtracting the grant money received for some of those expenses, the reader can see what expenses are then covered by both the grant and general nondesignated revenues. The assumption here is that all the grant money received in the reporting period has been expended in that same period.

3.“Net assets” is divided into three categories here. “Invested in capital assets, net of related debt” is found by subtracting any debts incurred by the library to buy or construct capital assets (buildings, depreciable equipment) from the net figure for “capital assets” shown on the statement of net position (formerly called the statement of financial position). “Restricted net assets” are assets dedicated to some purpose by an external party or contract and cannot be used for general operating expenses. “Unrestricted net assets” are assets that can be used for general operating purposes.1



The Process Outlined Abstractly

Earlier in this chapter, it was established that when a transaction occurs it must be recorded in two different accounts so that the balance sheet equation will be satisfied. To do this, double-entry bookkeeping requires that for each transaction there be what is called a debit entry and a credit entry.2 The reader who is not an accountant is handicapped from the outset because the everyday meanings of the terms debit and credit, if applied within the accounting context, can cause confusion. Therefore, the nonaccountant is cautioned to pay special attention to the way in which these terms are used in this context.

The Journal Entry

Debit and credit entries are recorded in the journal (also called the general journal). This is simply a log of transactions arranged, for the most part, chronologically. To prevent major errors in transcription, the total debits for a period must equal the total credits for a period, regardless of which accounts were debited and credited. This process is controlled by the logic of the double-entry bookkeeping methodology. Each journal entry consists of at least one debit entry for one account and one credit entry for a different account. It also includes a description, the account designation, the amount debited or credited, and possibly notes further explaining aspects of the entry. This methodology is understood when looking at our basic accounting equation in more detail.

Figure 4.3 shows what a debit or credit means for each of the major account categories. For example, a debit to an asset account is an increase to that account, and a credit to that asset account is a decrease. Further, an increase to a liability account is a credit, and a decrease is a debit—the exact opposite of an asset account. This will make more sense when we illustrate with an example. Refer back to a previous example where the library bought a $2,000 computer but used a credit card or bought it on account. This increased an asset account, a debit, but also increased a liability account, a credit. This was done to preserve balance. Our entries will then be a debit to an asset account (a plus, or increase) and a credit to a liability account (also a plus, or increase). Figure 4.2 provides essentially the same information as figure 4.1, albeit in a slightly different format.

The pluses and minuses in the last row of figure 4.3 correspond to the row above. That is, for assets, a debit is a plus, or increase, and a credit is a minus, or decrease. For liabilities, a debit is a minus, or decrease, and a credit is a plus, or increase. Note that expenses and revenues are a component of net assets. At the end of the period, in preparing the balance sheet, the difference between the dollar amounts of expenses and revenues is added or subtracted from net assets (see figure 4.4).

Figure 4.3The Accounting Equation, Showing Debits and Credits as They Apply to Major Account Categories
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Figure 4.4Major Account Categories, Indicating the Relation of Debits and Credits to an Increase or Decrease in the Account
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Ledger Entries

After the transaction is recorded in the journal, it is then posted to the ledger. The term ledger really means a record of the transactions that apply to a specific account. So, if there were a debit entry to cash and a credit entry to tax revenue in the journal, the bookkeeper would then post the debit entry to the cash ledger and the credit entry to the tax revenue ledger. The ledger is essentially the means by which we ascertain the balances of specific accounts. In practice, the bookkeeper might also refer to ledgers as T accounts, for reasons that will become clear once we move to a specific example.

Trial Balance

Once a period ends and all the transactions have been recorded in the journal and then posted to the specific account ledgers, the balance for each account ledger is calculated. To perform a final check on the accuracy of the recordings in the journal and postings in the account ledgers, a trial balance is calculated. In this procedure, all the accounts are listed with their balances. As we see in figure 4.3, some accounts have debit balances and some have credit balances. As we list each account, we have two columns, one for debit balances and one for credit balances. Once these account balances are recorded, each column is totaled, and the total debits must equal the total credits. If this is not the case, we know that an error has occurred.

When the trial balance has been calculated, the bookkeeper or accountant proceeds to prepare the financial statements: the balance sheet and the revenue and expense statement. To concretize this process, examples of various transactions that might have occurred in July 2010 at the Charlevoix Public Library are shown below.

Concrete Examples of the Accounting Process

Recording Transactions in the Journal

Transactions for the Charlevoix Public Library for July 2010.3


1.On July 5, receives $880,245 in property tax revenue for general operating purposes.

2.On July 10, purchases $6,712 in supplies.

3.On July 15, collects $467 in fines.

4.On July 16, receives a $5,000 donation.

5.On July 31, pays $38,290 in salaries.

6.On July 31, pays $10,034 in employee benefits.



The next step is to record these transactions in the journal. The journal entry is shown after each description of the transaction.

1.On July 5, receives $880,245 in property tax revenue for general operating purposes.











	Date

	Name

	Account

	Debit

	Credit




	7/5/2010

	Cash

	1-1-100

	880,245

	 




	 

	Property tax revenue—operating

	5-1-200

	 

	880,245







2.On July 10, purchases $6,712 in supplies with cash.











	 

	Name

	Account

	Debit

	Credit




	7/10/2010

	Supplies

	4-1-500

	6,712

	 




	 

	Cash

	1-1-100

	 

	6,712







3.On July 15, collects $467 in cash for fines.











	Date

	Name

	Account

	Debit

	Credit




	7/15/2010

	Cash

	1-1-100

	467

	 




	 

	Penal fines

	5-1-500

	 

	467







4.On July 16, receives a $5,000 donation by check.











	Date

	Name

	Account

	Debit

	Credit




	7/16/2010

	Cash

	1-1-100

	5,000

	 




	 

	Donations

	5-1-700

	 

	5,000







5.On July 31, pays $38,290 in salaries.











	Date

	Name

	Account

	Debit

	Credit




	7/31/2010

	Salary expense

	4-1-100

	38,290

	 




	 

	Cash

	1-1-100

	 

	38,290







6.On July 31, pays $10,034 in employee benefits.











	Date

	Name

	Account

	Debit

	Credit




	7/31/2010

	Employee benefits expense

	4-1-200

	10,034

	 




	 

	Cash

	1-1-100

	 

	10,034







The recording of journal entries observes two conventions. First, the recording of the debit is recorded, followed by the recording of the credit. Second, the credit is indented, whereas the debit is not. In these examples, I have also ignored the recording of cents and kept the amounts in whole dollars for the sake of simplicity. The account numbers are taken from figure 4.2, the chart of accounts for the Charlevoix Public Library.

Once the entries are recorded, the journal for July will look like figure 4.5.

In this example, the accountant has totaled each column to ensure that the amounts were recorded accurately. This will also occur after posting to the ledgers.

Figure 4.5Journal for Charlevoix Public Library for July 2010
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Posting to the Ledgers

The next step is posting entries for each of these transactions to the appropriate account ledger. There are several account ledgers that have been affected and changed as a result of these transactions. They are


1.Cash

2.Property tax revenue—operating

3.Supplies

4.Penal fines

5.Donations

6.Salaries

7.Benefits



All of these transactions involve cash. Cash is an asset. By looking at the ledgers for assets, liabilities, and net assets, you can see they already have a balance carried over from the last period. For example, at the end of the last period, the Charlevoix Public Library had $889,581 in cash. Until a cash transaction occurs, that amount remains the same. Once a cash transaction occurs, it can either be increased or decreased. So to prepare the financial statements at the end of this process and to know what the remaining balance is after July’s transactions, the beginning balance of this asset account must be recorded.

On the other hand, revenue and expense accounts are not handled in this manner. At the end of each period, the difference between revenues and expenses is added to (or subtracted from) net assets. See figures 4.4 and 4.5. This is discussed in more detail below. At this time, we have explained why the cash ledger has an initial debit entry (on the left side) of $889,581 and the other account ledgers, which are all for revenue or expense accounts, do not have any beginning balance and only record the transactions for the current period. In a sense, they were wiped clean at the end of the previous period.4 This is why the asset, liability, and net assets accounts are called permanent accounts and revenue and expense accounts are called temporary accounts.

Permanent and Temporary Accounts

Another way to look at the accounts in the two major financial statements (statement of net position and statement of activities) is that those in the statement of net position are permanent accounts and those in the statement of activities are temporary accounts. The latter are temporary because at the end of each period their net difference is added to net assets so that the balance in each temporary account is zero at the beginning of the next period. In effect, temporary accounts are a running tally of the net assets. But calling the accounts in the balance sheet permanent does not mean that they do not change, just that at the end of the period they are not reduced to zero.

Recording transactions as debits and credits can be done solely to permanent accounts or to a permanent account and a temporary account, but never solely to a temporary account. A transaction cannot be both an expense and revenue at the same time.








	Permanent accounts

	Temporary accounts




	Assets, such as

	Revenues, such as




	Cash

	Tax revenue




	Prepaid expenses

	Fines revenue




	Accounts receivable

	Interest revenue




	Furniture and equipment

	 




	Library collections

	 




	 

	 




	Liabilities, such as

	Expenditures, such as




	Accounts payable

	Office expense




	Notes payable

	Depreciation expense




	 

	Utilities expense




	 

	Interest expense on debt




	 

	 




	Net Assets

	 







Examine figure 4.6 (Posting Journal Entries to Account Ledgers). Each ledger account is represented by something called a T account. It is so named because it resembles a capital letter T. The vertical part of the T is what separates debits (on the left side) from credits (on the right side). When posting journal entries to these ledger accounts, simply transfer a debit journal entry to the related T account and post the amount on the left side of the T. If a credit journal entry is posted to the related T account, that entry is transferred and posted to the right side of the T account. As just explained, some of these accounts are permanent accounts and some are temporary accounts. For the permanent accounts, make an initial entry in the T account from the past period’s balance sheet because that permanent account is going to be altered in this process. For the temporary accounts, there is no prior balance, so no entry is made.

Review the journal entries for Charlevoix for the month of July 2010 shown in figure 4.5. The ledger (T) accounts would look like those in figure 4.6. To understand how these were created, trace the posting of each journal entry. Note that the only permanent accounts are “cash” and “net assets, unrestricted.” Those two accounts begin with a balance (because they are permanent), and subsequent transactions (either debits or credits) alter that balance. These amounts are in bold italics for highlighting purposes only. The other accounts listed are temporary accounts and begin with a zero balance.

Beginning with the first journal entry above (on 7/5/2010, when tax revenue was received), trace each of these entries to the appropriate T account. Looking at the first example of tax revenue, note that cash has been debited by 880,245 (i.e., an increase in cash) and tax revenue has been credited by 880,245 (i.e., an increase to this revenue account). For each entry, first ask yourself what kind of account it is (asset, liability, net assets, revenue, expense). Then determine what action the debit or credit requires (increase the account or decrease it). Then look at the appropriate accounts for that transaction and verify your mental posting. Once you understand the process and have traced the journal debit and credit entries to the appropriate T accounts, proceed to the next step below.

Figure 4.6Posting Journal Entries to Account Ledgers
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In this next step, the accounts are closed out to produce the financial statements. The procedure for doing so differs according to whether the account is a permanent account (here “cash” and “net assets, unrestricted”) or a temporary account (any revenue or expense account). Let’s look at the cash account first. Simply draw a line after the last entry that was posted from the journal. Then add up the debit side of the account and the credit side of the account. Now draw another line and calculate the account balance (the plus, debit, side of cash minus the credit side). This results in a balance in the cash account of $1,720,257.

Next, close out the temporary accounts (see figure 4.7) by transferring the final balance of those expense and revenue accounts to “net assets.” Why? Think of it this way: At the end of a period, there are two possible outcomes with the total expenses and total revenues. Either total expenses are less than total revenues or total expenses are more than total revenues. The difference between revenues and expenses is therefore either a plus or minus figure—plus if revenues exceed expenses (the library has more money now than before) or minus if expenses exceed revenues (the library has less money now than before). This difference is added to or subtracted from net assets.

Figure 4.7Computing Balances for Permanent Accounts and Closing Out Entries of Temporary Accounts to Net Assets
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To carry this operation out, we first reduce each temporary account to zero by making more accounting entries. These accounting entries follow the rules of double-entry bookkeeping but do not arise as the result of a transaction. They are used to move the balances from the temporary accounts to the permanent net assets account. This is why you have a T account for net assets even though no prior journal entries have been made to it. For the expense accounts, a debit amount is remaining (e.g., for “supplies,” we have 6,712). To reduce this to zero, make a credit entry so that when the credit side is subtracted from the debit side, the remainder is zero. But this is double-entry bookkeeping, so a debit entry is also necessary somewhere, and that somewhere is “net assets.” So if you look at the net asset account, you will see a debit entry for 6,712.

Follow the same procedure with the other two expense accounts, “salaries” and “benefits,” and then with the three revenue accounts. The difference with the revenue accounts is that those accounts are reduced to zero by debit entries because the balance amount prior to closing is a credit balance. The companion credit entry is again to net assets.

Once these temporary accounts have been closed to net assets, proceed the same way as we did with cash; add up each side of the account, debits and credits, and then find the final balance. At this point, our two financial statements, the statement of net assets and the statement of activities (i.e., the balance sheet and the income statement) are created.

Creating Financial Statements

The first statement to create is the statement of activities for the period July 1, 2010, through July 31, 2010 (figure 4.8). This is simply a summary listing of the revenues and the expenses (transactions) during this period.5

Next, create the balance sheet (or statement of net assets) (figure 4.9), which contains only permanent accounts; the only permanent accounts that have changed are cash and net assets, unrestricted. First, reproduce the statement of net assets as of June 30, 2010. Then create the new statement of net assets as of July 31, 2010. Note that the only two accounts that are affected are “cash” and “net assets, unrestricted.”

Figure 4.10 follows the updated “Statement of Net Assets as of July 31, 2010,” after the above transactions have been entered into the accounting system.

Note that the balance sheet equation (Assets = Liabilities + Net Assets) has retained its integrity:


Assets (10,655,130) = Liabilities (6,264,707) + Net Assets (4,390,423)

OR

10,655,130 = 10,655,130



As you can see from the above example, the process of producing an accurate summary of financial transactions for an accounting period is complex. It is dependent on the accurate and legitimate posting of entries to the journal and from there to the ledger, the closing of temporary accounts, and the creation of the statement of activities and statement of net assets. When library boards and managers make financial decisions, they rely on the accuracy of these statements. Budgets are produced in part by relying on the accurate recording of revenues and expenditures. If that recording is inaccurate, the budgeting that ensues will also be faulty.

Figure 4.8Statement of Activities for Period July 1–July 31, 2010
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Note: The last amount, “net assets, unrestricted, end of period,” agrees with the balance of the “net assets, unrestricted” T account in figure 4.7. Also note in figure 4.7 the closing of revenue and expense accounts to “net assets, unrestricted,” which is a component of total net assets.

Figure 4.9Statement of Net Assets, June 30, 2010
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As you will see in the next chapter, there is some additional complexity involved in financial statements for governmental bodies. This additional complexity is justified by the rationale that taxpayers and other stakeholders need this information to hold government officials accountable for all their financial responsibilities.

Figure 4.10Statement of Net Assets, July 31, 2010
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Summary

In this chapter, we explored the accounting process and how financial statements are produced. Building on your knowledge of the accounting equation for balance sheets, we introduced the basic concepts of double-entry bookkeeping, the recording of financial transactions in the journal, the posting of journal entries to the ledgers (T accounts), the calculation of a trial balance, and the creation of new financial statements based on the transactions that occurred during the previous period.

A Note on Measurement Focus and Basis of Accounting

Financial statements present a report on the financial transactions of an entity, in our case the library. In examining the accounting process, you also learned how these transactions are recorded and how they eventually are used to create the financial statements. In explaining this process, we have not paid much attention to the differences between what types of transactions are measured and when the recording takes place. Differences in these two categories—what you choose to measure and present in a financial statement and when to record a transaction—can greatly alter the categories and amounts that appear on the financial statements. A concept that is not familiar to most of us, measurement focus, will tell us what is measured and recorded.

In accounting, there are two measurement focuses: the current financial resources measurement focus and the economic resources measurement focus. A measurement focus defines what transactions are recorded. Financial resources are cash and other assets that can readily be turned into cash, whereas economic resources include financial resources as well as equipment, buildings, and other long-term assets that are not readily convertible to cash.

The current financial resources measurement focus is used with financial statements that “reflect changes in the financial resources available in the near future as a result of transactions and events of the fiscal period being reported. Increases in spendable resources are reported as revenues or other financing resources and decreases in spendable resources are reported as expenditures or other financing uses.”6 Current financial resources are simply


those assets that will be turned into cash and spent and those liabilities that will be satisfied with those current financial resources. In other words, long-term assets and those assets that will not be turned into cash to satisfy current liabilities are not reflected on the balance sheets of governmental funds in the fund financial statements. At the same time, long-term liabilities (those that do not require the use of current financial resources to pay them) will not be recorded on the balance sheets of governmental funds.7



The economic resources measurement focus, on the other hand,


is based on whether an entity is economically better off or worse off as a result of the events and transactions that occurred during the fiscal period being reported. This measurement focus results in a broader range of transactions being recorded than does the current financial resources measurement focus. Think of it this way: Does a transaction or event affect the economic condition of an entity? If it does, record it, irrespective of whether the current or noncurrent, financial or nonfinancial resources of an entity are affected.8



The next chapter explores governmental financial statements where both of these measurement focuses are used.

The other concept, basis of accounting, deals with when transactions are recorded. You may be thinking that transactions are recorded as they occur, but there is more subtlety used in the accounting world. In accounting, something called the basis of accounting directs when you record revenue and when you record an expense or expenditure. The three bases of accounting include cash basis, modified accrual basis, and accrual basis.


•Cash basis of accounting—Revenues are recorded when cash is received, and expenses are recorded when cash is paid. This basis of accounting cannot be used in preparing governmental, for-profit, or nonprofit financial statements that use generally accepted accounting principles (GAAP). However, it is used by individuals in preparing their income tax returns to the Internal Revenue Service.

•Modified accrual basis of accounting—Revenues are recorded when earned, measurable, and readily available (usually within 60 days), and expenses are recorded when incurred.

•Accrual basis of accounting—Revenues are recorded when earned, and expenses are recorded when incurred, regardless of whether cash is received or paid.



The main difference between accrual and modified accrual has to do with the timing of the recording of revenues. Governmental financial statements are explored in the next chapter to show how these concepts directly relate to the specific types of financial statements that are used.

Exercises

Questions Relating to Accounting Procedures

1.A debit to an account is always a decrease.

a.True

b.False

2.A credit to an account is always an increase.

a.True

b.False

3.The initial recording of transactions

a.Usually involves one debit entry and one credit entry.

b.Can involve two debit entries.

c.Can involve a debit entry to an expense account and a credit entry to a revenue account.

4.Permanent accounts

a.Never change.

b.Are accounts in the income statement.

c.Are accounts in the balance sheet.

d.Are used to create the balance sheet.

e.a and c

f.c and d

5.Temporary accounts

a.Are accounts in the balance sheet.

b.Are accounts in the income statement.

c.Begin with a zero balance for each new accounting period.

d.Are used to create the income statement.

e.b and c

f.b, c and d

6.T accounts

a.Are only used by the Treasury Department.

b.Are ledger accounts.

c.Keep track of postings to the journal during an accounting period.

d.b and c

7.Beginning balances of T accounts

a.Are always zero.

b.Are always the amount from the previous accounting period.

c.Depend on whether the account is a permanent account or a temporary account.

8.Beginning balances of T accounts for permanent accounts in a new period

a.Are zero.

b.Are the amount from the previous accounting period.

c.Have to be computed after all transactions for that account have been posted.

9.Beginning balances of T accounts for temporary accounts in a new period

a.Are zero.

b.Are the amount from the previous accounting period.

c.Have to be computed after all transactions for that account have been posted.

10.Temporary accounts are closed out to net assets.

a.True

b.False

11.Permanent accounts are closed out to net assets.

a.True

b.False

Conceptual Questions

1.Explain briefly how depreciation can appear in a statement of revenues and expenditures and in a balance sheet.

2.Explain the difference between the journal and the ledger.

3.Explain the difference between permanent and temporary accounts. What happens to each at the end of an accounting period?

4.What does the dollar figure designated as “net assets” or “net position” actually mean? Does the dollar figure designate cash available?

5.Explain the difference between the economic resources measurement focus and the current financial resources focus.

6.Specify how the various bases of accounting differ from each other.

Notes

1.Depending on the type of entity encountered (i.e., for profit, nonprofit, or governmental), the use of the terms restricted and unrestricted may be different, but the concepts underlying them, as explained here, remain.

2.In the real world, there may occur more than one of each, but the principle that the total of debit entries equals the total of credit entries still holds. This topic of multiple debit entries for a complicated transaction is covered in introductory financial accounting textbooks.

3.The reader is asked to allow a willing suspension of disbelief that the transactions identified are the only ones for the library for this month. In reality, actual transactions will be more numerous.

4.Of course, as the year progresses, these revenue and expense accounts are only closed out (reduced to zero by using debit and credit entries between these accounts and net assets) when financial statements are prepared and their balances reverted to zero. When preparing the end-of-year financial statements, the total amount of revenues and expenses for the year are calculated so that the revenue and expense statement for the entire year may be prepared.

5.In a given period, it is highly likely that more than one supplies expenditure or donation revenue will occur. The statement of activities only lists the totals for these various ledger accounts for the month, not each transaction.

6.Warren Ruppel, Governmental Accounting Made Easy, 2nd edition (Hoboken, NJ: John Wiley & Sons, 2010), 27.

7.Ibid., 27–28.

8.Ibid., 26.
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5

How Governmental Financial Statements Differ from Nonprofit and For-Profit Financial Statements
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Context

What This Chapter Covers

This chapter explains how governmental financial statements differ from financial statements of nonprofit and for-profit entities.

Why This Material Is Important

Libraries are part of all different kinds of institutions. The majority are public libraries that are usually under the jurisdiction of a municipality. As such, they are governmental libraries and subject to the principles issued by the Governmental Accounting Standards Board for the creation of their financial statements.

What You Should Learn from This Chapter

This chapter is included to make you aware of the differences between governmental financial statements, on the one hand, and for-profit and nonprofit financial statements, on the other. It also reveals the additional complexity of these statements and the reason for their being more complex.

Introduction

Just like cataloging data, financial statements have national authorities that prescribe various principles and guidelines regarding how they are created and presented. The reason for this is so that stakeholders can easily compare the financial information of different organizations. Over the past ten to fifteen years or so there have been changes in the formal presentation and structure of the financial statements that libraries produce.

Libraries fall into one of three categories, determined by the character of their parent institution. Some libraries are parts of and subordinate to governmental entities (federal libraries, public libraries, and libraries of institutions of learning, from elementary to higher education); to nonprofit entities (charities, churches, private educational institutions, and some health organizations); and to for-profit entities (corporations, partnerships, some health organizations, law and accounting firms, etc.).

The accounting world is divided into two parts, the governmental part and the nonprofit and for-profit part. At the national level, two different organizations prescribe the principles regarding the creation and presentation of financial statements. The Governmental Accounting Standards Board (GASB, pronounced gazbee) does this for governmental entities, and the Financial Accounting Standards Board (FASB, pronounced fazbee) performs a similar role for nonprofit and for-profit entities. Each of these boards issues statements of accounting standards, which are principles that govern how accounting is carried out and how financial statements appear as well as the terminology that is considered standard for each of these. These statements, collectively called generally accepted accounting principles, or GAAP (pronounced gap), now include 168 such statements for FASB and 64 for GASB.

The structure of governmental financial statements is more complex than that of the for-profit and nonprofit sectors. In addition, the terminology used differs, the bases of accounting differ, and the measurement focus also differs.

In the for-profit and nonprofit sectors, there are just three financial statements: the statement of financial position (or balance sheet, statement of net assets, or statement of net position); the statement of activities (or revenue and expense statement, profit and loss statement, or income statement); and the cash flow statement (see chapter 3). These are comprehensive statements that take in all of the relevant transactions for the periods in question. The balance sheet records all the permanent accounts that exist at a point in time. The statement of activities records all expenses and revenues for a specific period. And the cash flow statement shows how cash was obtained and spent during the period in question. Figure 5.1 depicts the relatively simple configuration of for-profit and nonprofit financial statements.

Earlier we pointed out the different names that each of these statements may have, depending on whether they are for-profit or nonprofit statements or governmental statements. The following chart provides a list of these different names. As you become more familiar with these statements, you will learn and understand the subtle differences between them.

In the governmental sector, a different situation exists with the structure of financial statements. This different structure is responsible, to some degree, for the different terminology. To be as transparent as possible and to give taxpayers as much information as possible regarding how their tax dollars were spent, governmental entities present financial information in two layers. The first, top, layer is comprehensive and consists of all the economic resources and financial transactions pertaining to the government in question. These are called government-wide financial statements. This layer includes two financial statements, the statement of net position and the statement of activities (or the balance sheet and revenue and expense statement), just like the financial statements for nonprofit and for-profit entities. This layer also includes various funds that are part of the entity. There is a general fund that deals with current operations and is always required; possibly a debt service fund, which is a separate accounting entity that keeps track of any debt and its repayment; and possibly various special funds for different activities of the government (such as a sewage treatment plant).

Figure 5.1For-Profit and Nonprofit Financial Statements
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Synonymous Terms for Financial Statements

The following statements present the assets, liabilities, and net assets (also called stockholders’ equity):

Balance sheet

Statement of financial position

Statement of net assets

Statement of net position

The following statements present revenues, expenses, and expenditures:

Revenue and expense statement

Income statement

Profit and loss statement

Statement of activities

Statement of revenues, expenditures, and changes in fund balances

The cash flow statement does not have any synonyms.



The second layer, which is incorporated into the first layer but receives separate accounting, is called the governmental funds financial statements. These include only the funds mentioned above (general fund, debt service, and other special funds, if needed). For the general fund, required of each governmental entity, only current financial resources and debts are recorded. This is in contrast to the government-wide financial statements that include both current and long-term (noncurrent) assets and liabilities. The names of these funds’ financial statements also differ. The general fund has what is called a balance sheet, just like a for-profit institution, as well as a statement of revenues, expenditures, and changes in fund balances (similar to the revenue and expense statement).

The relationship between these two layers is complex and confusing for nonaccountants. Further explanation and examples will hopefully clarify this relationship. The cash flow statement always required for nonprofit and for-profit entities is only required for certain parts of the government financial statements but not required for the government-wide financial statements. The cash flow statement of is only required for what are called proprietary funds. These include, but are not limited to, activities such as a municipal sewage system or water system. Because these operations are essentially run like a business, they use all three basic financial statements, just like nonprofit and for-profit organizations. A more detailed explanation of special funds, including proprietary funds, is of marginal interest to libraries and will not be discussed further.1

Figure 5.2 depicts the organization and hierarchy of these governmental statements. The cash flow statement is only required with certain special funds (the last element of the hierarchy) and not shown in this diagram.

Libraries that are part of governmental entities (e.g., a municipal public library) have to produce both types of statements, the former, more comprehensive one to give a broader and in-depth view of the library’s finances and the latter, less comprehensive and more currently focused view, to inform the taxpayers how tax payments that were allocated to the library in the current period have been spent.

The more comprehensive statements use the economic resources measurement focus (all economic resources), and the more restricted governmental fund statements use the current financial resources measurement focus (only current financial resources represented in cash or that are easily converted to cash, or revenue currently due to the library).2 These concepts are explained in the note on measurement focus and basis of accounting at the end of chapter 4. This makes sense because the more comprehensive government-wide financial statements are similar in nature to those of a for-profit company. They not only include financial resources currently available to the library and obligations that are due in the current period, but all possible economic resources, including long-term assets such as land and buildings and long-term liabilities such as long-term debt.

Because it does include these items, the statement of activities differs from the statement of revenues, expenditures, and changes in fund balances, taking account of all expenses in addition to expenditures. An example of this difference is depreciation. Depreciation only occurs with long-term assets, such as a building or piece of equipment. Depreciation is an expense incurred each period for these items, even though no cash is expended. Thus, for governmental funds, we only record expenditures, actual payments, and not noncash expenses like depreciation.

Figure 5.2Structure of Governmental Financial Statements
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So the economic resources measurement focus, used with the government-wide financial statements, includes all the economic resources available to the library, even though those resources are not readily convertible into cash. By contrast, the government funds financial statements use the current financial resources measurement focus, including only resources available in the current period and measuring or recording liabilities owed in the current period.

This raises the question of when transactions are recorded. In chapter 4, we noted that when we received a bill and paid it, we had to make entries in the general journal to record this transaction. In the note at the end of that chapter, we learned that there are guidelines regarding when we record transactions. These guidelines are referred to as the basis of accounting. The government-wide financial statements (and some of the fund statements) use the accrual basis of accounting.3 This means that revenues are recorded when earned and expenses when incurred. The governmental funds statements (the more restricted ones) use the modified accrual basis of accounting. This means that revenues are recorded when measurable and received (or expected to be received within 60 days) and expenses recorded when incurred. This timing in recording a transaction does affect the final figures on a financial statement, as does the measurement focus. Figure 5.3 provides a visual explanation of the above text.

As you become more familiar with governmental financial statements and work with them on a regular basis, these concepts will become clearer to you.

Figure 5.3Relation of Measurement Focus and Basis of Accounting to the Financial Statements
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Information about Commonly Encountered Fund Financial Statements and Financial Statements of Component Units

All of the funds listed here have their own financial statements—a balance sheet and a statement of revenues, expenditures, and changes in fund balances. The only exception is a proprietary fund, which has a statement of net position, statement of activities, and cash flow statement.


Debt service fund—This fund, as briefly described above, records all transactions related to the borrowing and repayment of any debt. This might include money borrowed from a bank or money obtained through the issuance of bonds.

Special funds—These funds can be used for recording transactions related to grants, special projects, or any area where management wants to see a separate accounting of all activity related to that area.

Proprietary funds—These funds are used for any business-type activity, such as a library coffee shop or gift shop.

Fiduciary funds—These funds may be managed by the library but are held in trust. Pension funds fall into this category.

Component units—Library Friends and the Library Foundation are organizations that usually have separate charters but are closely connected with the library. They are identified in the financial statements as component units. They may raise money that is given to the library for any number of uses. Because library management has no control over these funds, they are usually listed separately in the library financial statements. Notes to the financial statements clarify this relationship.



Other Elements of Governmental Financial Statements

In some municipalities and public libraries, the foregoing financial statements are presented as part of a comprehensive annual financial report, or CAFR. This report not only includes the financial statements and budgetary information but also provides more detail and narrative about the financial operations of the library or municipal government finances during the previous period, usually a year. Also included is a report titled the service efforts and accomplishments, or SEA. This report provides information about the efforts of the library or municipality to provide services given the amount of resources available and the various service accomplishments in the previous period. Although it is more common for municipalities to author and provide both the CAFR and the SEA, libraries within those municipalities are often asked to provide information that can be included in both of them.

Summary

This chapter introduced governmental financial statements, which differ from for-profit and nonprofit financial statements. That is, they are more complex, consist of two layers, and use different bases of accounting, a different measurement focus, and also something called fund accounting that breaks down different types of transactions, such as debt, into separate self-balancing sets of accounts that are reported separately and eventually consolidated in the comprehensive financial statements, the government-wide financial statements.

Exercises

1.Try to find the financial statements of your town or city. They are often available on the Internet. Identify the government-wide financial statements and the governmental funds financial statements using the above discussion and figures as a guide. What differences do you notice? Is there any explanation included with the financial statements that tries to make these differences clear?

2.Which statement best explains the difference between government-wide financial statements and governmental fund financial statements?

a.Governmental funds financial statements give an all-encompassing view of the government’s finances, and the government-wide financial statements include component units.

b.The government-wide financial statements provide an all-encompassing view of the government’s finances, and the governmental funds financial statements provide a more detailed look at the current status of the government’s finances.

c.There is no difference between the government-wide financial statements and the governmental fund financial statements. They report the same information but in a different format.

3.Government-wide financial statements provide both a long-term and short-term perspective on the government’s finances, and the governmental funds financial statements typically show a more detailed and short-term view of specific areas of the government finances.

a.True

b.False

4.Some funds may not be individually displayed in the governmental funds financial statements because they are too small in relation to the total of all the funds.

a.True

b.False

5.Within government financial reports, the balance sheet

a.Is used both in government-wide financial statements and governmental funds financial statements.

b.Is used only in government-wide financial statements.

c.Is used only in governmental funds financial statements.

d.Is used in proprietary funds financial statements.

6.The amounts found in the general fund balance is the same as the net position found in the government-wide net position.

a.True

b.False

7.There is no difference between the terms expenditures and expenses.

a.True

b.False

8.In explaining the difference between expenses and expenditures,

a.There is no need; they are the same.

b.Expenses represent a using up of assets and need not involve cash.

c.Expenditures represent a using up of assets and always involve cash.

d.Expenditures occur when the government has received a good or service and payment is due.

e.b and c

f.b and d

9.Changes in fund balances and changes in net position are the same.

a.True

b.False

10.When a major piece of equipment (a capital asset) is purchased,

a.It is immediately expensed both in the statement of activities and the statement of revenues, expenditures, and changes in fund balances.

b.Its cost is spread over the useful life of the asset both in the statement of activities and the statement of revenues, expenditures, and changes in fund balances.

c.Its cost is immediately expensed in the statement of revenues, expenditures, and changes in fund balances, but its cost is spread over the useful life of the asset and recorded on a periodic basis over that period in the statement of activities.

11.Functional expense categories are prescribed by GASB and must be the same in all governmental financial reporting.

a.True

b.False

12.Proprietary funds

a.Are not part of governmental operations.

b.Are for business-type activities of the government.

c.Are special funds that require only two financial statements.

13.Cash flows

a.Simply refer to cash in and cash out.

b.Are the same as revenues and expenditures.

c.Are described in two categories: operating cash flows and noncapital cash Flows.

d.Are described in four categories: operating cash flows, noncapital cash flows, capital and related financing cash flows, and investing cash flows.

e.Are all clearly listed in the statement of revenues, expenses, and changes in fund net position.

14.Cash flows and the figures produced by accrual accounting always agree and do not have to be reconciled one to another.

a.True

b.False

15.Fiduciary funds

a.Are controlled by governments, and their resources can be used to supply governmental services.

b.Are not controlled by the governments with which they are affiliated.

c.Report assets that are held for others and that cannot be used to support that government’s programs.

d.Report the finances of business-type activities.

16.A library foundation is an example of a component unit in terms of the library’s financial statements.

a.True

b.False

Conceptual Questions

1.When you calculate your own net worth, you are, in effect, creating a financial statement that uses the economic resources measurement focus. Explain why this is so.

2.As you face the task of paying your bills each month, you may be paying off debt on a house or automobile. With this short-term focus in mind, create a personal net worth statement that only includes debt that is due in the coming year and assets that are cash or readily convertible to cash. Explain how this type of net worth statement is like the government funds balance sheet using the current financial resources measurement focus.

Notes

1.For a clear and detailed explanation of these types of special funds, see Warren Ruppel, Governmental Accounting Made Easy, 2nd edition (Hoboken, NJ: John Wiley & Sons, 2010).

2.Not surprisingly, there are some fund statements that, although part of governmental funds, are comprehensive within their scope and use the accrual basis of accounting.

3.This basis of accounting would be used for special funds whose character is like that of for-profit companies, such as a fund for a coffee bar in the library.
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Context

What This Chapter Covers

This chapter briefly explains other elements of the financial statements such as the management’s discussion and analysis (MD&A), notes to the financial statements, and required supplementary information (RSI). It also introduces the reader to the analysis of financial statements.

Why This Material Is Important

Financial statements do not just consist of numbers; other elements contribute to an understanding of the financial health of the organization. These other elements expand on, and often explain in more detail, the monetary amounts formally presented in the financial statements. This information also allows you to analyze financial statements more comprehensively.

What You Should Learn from This Chapter

This chapter will introduce you to these other elements as well as some basic techniques for analyzing financial statements.

Introduction

Now that you have become familiar with the three basic financial statements and how they are created, we turn to some of the other elements that are contained in them. These elements include the auditor’s letter (which is covered in more detail in chapter 7), the management’s discussion and analysis (MD&A) section, notes to the financial statements, and required supplementary information (RSI). With all this other material available, you should be able to apply some basic financial ratios to analyze the financial statements and thereby make some judgments about the financial health of the library.

Auditor’s Letter

Independent auditing and accounting firms perform periodic audits of financial statements. The purpose of an audit is to render a judgment regarding the reliability and accuracy of the financial statements that are prepared by management. Chapter 7 covers this process in detail. After an audit is completed, the auditor’s report is conveyed in a brief letter that is incorporated into the comprehensive financial statement document. The format of this letter is written in strict conformance with generally accepted auditing standards. The letter alerts the reader to any problems that the auditors encountered in the audit or with the verifiability of certain elements of the financial statements (for example, whether there existed sufficient evidence to record a particular percentage estimate of accounts receivable that will probably not be collected). Management has no say in the content of the auditor’s letter.1

Management’s Discussion and Analysis

The management’s discussion and analysis (MD&A) follows the auditor’s letter. It contains information that explains how the financial statements were prepared, the differences between government-wide and governmental funds financial statements (if for a government library), the basis of certain estimates, and other information relating to the financial statements.

The Governmental Accounting Standards Board (GASB) “Statement No. 34” describes it well:


MD&A should introduce the basic financial statements and provide an analytical overview of the government's financial activities. Although it is RSI (Required Supplemental Information), governments are required to present MD&A before the basic financial statements. . . . MD&A should provide an objective and easily readable analysis of the government's financial activities based on currently known facts, decisions, or conditions.2



This analysis may include reproduction of some parts of the formal financial statements to illustrate a point made in the discussion. It may also provide some comparative data about the previous year’s financial statements.

Examples of elements that should be included in the MD&A are an overview of the financial status of the library, financial highlights for the past year, some analysis of the financial statements carried out by management, a summary of changes in fund balances over the past two years, a summary of capital assets and accumulated depreciation relating to them, long-term debt activity over the past year, and a description of current and expected economic and financial conditions that may affect the library.

Notes to the Financial Statements

The notes to the financial statements, which are also provided by management, include detailed information relating to specific parts of the financial statements. They “consist of notes that provide information that is essential to a user’s understanding of the basic financial statements.”3 In these notes, you will usually find a summary of significant account policies used in the preparation of the financial statements; the various entities covered by the financial statements; the basis of accounting used in their preparation; how and when the budget is created and approved; information about tax revenue, investments, and pension plans; and other postemployment benefits that are currently funded by the library.

Required Supplementary Information

The final part to be discussed here is the required supplementary information (RSI).


In addition to MD&A, this statement requires budgetary comparison schedules to be presented as RSI along with other types of data as required by previous GASB pronouncements. . . .

To demonstrate whether resources were obtained and used in accordance with the government's legally adopted budget, RSI should include budgetary comparison schedules for the general fund and for each major special revenue fund that has a legally adopted annual budget. The budgetary comparison schedules should present both (a) the original and (b) the final appropriated budgets for the reporting period as well as (c) actual inflows, outflows, and balances, stated on the government's budgetary basis.4



As this quotation from a summary of GASB Statement 34 implies, the length and content of the required supplementary information section should not be abbreviated. No effort should be spared in providing information sufficient to allow any stakeholder to undertake an informed and comprehensive analysis of the financial statements.

Financial Ratios and Financial Statement Analysis

As you examine a library’s financial statements, you can easily be overwhelmed by the information presented. You may be struck by the large amount of cash reserves they have on hand, or the percentage of the expenditures devoted to personnel, or even by the variance between certain budgeted figures and the actual amounts. All of the above items have caught your eye because they are somewhat anomalous and stand out from the rest of the information presented. As striking as these items may be, they tell us little about the actual overall financial state of the library.

To begin to ascertain the actual overall financial state of the library, ask questions, and in asking the questions, compute ratios. As Mead notes, “It is important to keep in mind that financial statement analysis is more of an art form than a science. There are not many absolutes when it comes to assessing the financial status of a government because different people are interested in different aspects of financial health.”5 In carrying out financial analysis, Mead suggests that the analyst and anyone using the analysis be mindful of four issues: “definitions, context, persistence, and thoroughness.”6

Definitions

Although there are names commonly applied to specific types of ratios, the actual definition of a ratio is not standardized. So understanding a ratio also means specifically understanding how that ratio is defined.

Context

The calculation of a ratio is essentially meaningless unless it is placed in context. For example, coming up with a number after dividing current assets by current liabilities and getting 1.3 means that current liquid assets are 30 percent more than current liabilities. But, as Mead points out, this is more of a definition than explaining what significance it has. To find understand the significance, the analyst has to put it into context. Has this ratio increased or decreased over the past several years? How does this ratio compare with similar-sized libraries and is there a “commonly acceptable rule of thumb to compare the ratio to?”7

Persistence

Persistence refers in part to what we discovered with the context issue. You calculate the ratio and have a number; now, what does it mean? You then ask questions that may raise other questions. The issue of persistence means that financial analysis is an iterative process, forcing us to ask additional questions about the result and for explanations of the ratio obtained.

Thoroughness

Having a favorite ratio and always using it is not thorough because the financial soundness of a library cannot be revealed with one ratio. It takes “an accumulation of ratios and other information that together form a comprehensive, multi-dimensional picture of the fiscal health of a government.”8

Although trends in specific financial statement amounts are useful, they are unidimensional. The use of ratios enables us to see trends that are at least bidimensional, if not multidimensional, showing how different elements that are related in a financial statement interact with each other over time. There are several classes of ratios, and you will look at the more common ratios within these classes. In working with these ratios, you must not only calculate the ratio but also be explicit about what the ratio shows about the financial condition of the library.

Common Size Ratios

At its most basic, financial analysis consists of comparing one amount or group of amounts with another amount or group of amounts. Here are some examples:


1.Calculating the percentage change in a particular item (say money spent on electronic resources) over time ((current year amount − earlier year amount) ÷ earlier year amount) × 100 = percentage change from earlier year to current year

2.Calculating the percentage distribution of specific elements within a total (such as the individual revenue elements as a percentage of total revenues)

3.Performing a multiyear comparison and adjusting the figures for inflation



These and other similar calculations lie at the very basis of financial statement analysis and provide indications of possible problems. For example, if over time you found that the percentage of assets represented by cash had declined, you might be concerned about the government’s ability to pay its bills on time.9

Fiscal Capacity Ratios

Fiscal capacity is “the government’s ability and willingness to meet its financial obligations as they come due on an ongoing basis.”10 The most direct indicator of this is unrestricted net position, which is already available on the government-wide financial statements. If it is positive, it means that there are sufficient assets to pay off both long-term and short-term liabilities. On the governmental funds financial statement, the fund balance would provide a similar indicator for short-term assets and liabilities.

The current ratio is defined as current assets divided by current liabilities. This is a type of liquidity ratio, or how liquid (readily convertible to cash) assets are in relation to current liabilities. A ratio of 2.85 would mean that the library’s current assets are 2.85 times the amount of current liabilities. Is this good or bad? To answer this, we need to refer back to the four issues that must be examined when interpreting these ratios: definitions, context, persistence, and thoroughness. You ask questions and look at trends. Try to see the financial statements of similar libraries and make a judgment. At its very core, however, the current ratio answers the question of whether there are sufficient current assets to cover current liabilities.

Another common ratio is the debt to asset ratio:


Debt to Asset Ratio = (Total Liabilities − Total Deferred Outflows) ÷ (Total Assets − Total Deferred Inflows)



The inclusion of deferred outflows and deferred inflows in library financial statements is uncommon, so the formula for our purposes may be more directly defined as the following:


Debt to Asset Ratio = Total Liabilities ÷ Total Assets



Such a ratio indicates “the degree to which a government’s assets are financed through borrowing and other long-term obligations.”11 Because of the definition, this can only be calculated using the government-wide financial statements. A ratio of 0.34 would mean that about one-third of the library’s assets are financed with debt. Assets are acquired with cash. Cash can be obtained through earning revenue (tax revenue, tuition, or other) or by borrowing. If a library borrows money to purchase equipment, it has the asset but also owes the debt. If it bought the equipment with cash or reserves, it no longer owes anything. A ratio of 1.0 would mean that all of the library’s assets are financed with debt, and a ratio above 1.0 would mean that the library does not have sufficient assets to cover its debt. A related ratio is the debt to net position ratio. It tells you the exact same thing, albeit with a different ratio number result. A ratio of 0.74 would mean that for every dollar of resources that the library has available for providing services, it owes 74 cents.

A final measurement is called a ratio but is not one, strictly speaking. This is working capital. Working capital is current assets minus current liabilities. It is the amount of current assets in excess of current liabilities. If the figure is positive, it means that the library can pay its current liabilities with cash. If current liabilities exceed current assets, it means that the library has a cash flow problem and may not be able to meet its current financial obligations.

Several other ratios examine other aspects of liquidity, solvency, the ability to raise revenues and pay for services, efficiency in using the resources available, and service capacity and efficiency. Although these ratios are important for a comprehensive financial analysis, they are beyond the scope of this book.

Summary

In this chapter, some additional elements of financial statements are briefly sketched out, including management’s discussion and analysis (MD&A), notes to financial statements, and required supplementary information (RSI). A financial statement analysis and some basic financial ratios that are used to carry out that analysis are also presented.

Exercise

Find a current library financial statement on the Internet, preferably one that you currently use. Calculate the current ratio, the debt to asset ratio, and working capital. Using these results, describe the financial health of this library. What other information would you like to have that is not contained in the financial statements and supporting documentation? What other questions would you like to ask?

Conceptual Questions

1.Does management contribute directly to the writing of the auditor’s letter? Explain.

2.Who writes the MD&A, management or the auditor?

3.Briefly explain what the MD&A is supposed to accomplish.

4.You might come across this statement: “Accountants always hide the important stuff in the notes to the financial statement.” Do you agree with this statement? Explain.

5.Name the four issues necessary to fully understand financial ratios and what each contributes to that understanding.

6.Can you calculate the debt to asset ratio using the general fund balance sheet? Explain why or why not.

Notes

1.Unfortunately, there have been many cases, reported in the press and elsewhere, where management tried to influence or coerce the auditor into giving approval to specific, questionable findings. This description of the auditor’s letter refers to what is supposed to happen according to generally accepted auditing standards.

2.“Summary of Statement No. 34,” Governmental Accounting Standards Board, last accessed May 9, 2015. http://www.gasb.org/st/summary/gstsm34.html.

3.Ibid.

4.Ibid.

5.Dean Michael Mead, An Analyst’s Guide to Governmental Financial Statements, 2nd edition (Norwalk, CT: GASB, 2011), 277.

6.Ibid.

7.Ibid., 278.

8.Ibid., 279.

9.Ibid. 283.

10.Ibid., 286.

11.Ibid., 2.
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Context

What This Chapter Covers

The accuracy and reliability of financial statements are often taken for granted. This chapter explores the concepts of internal control and auditing that attempt to ensure this accuracy and reliability.

Why This Material Is Important

Creating financial statements is not just a simple matter of adding and subtracting numbers. How do we know that the numbers have been recorded accurately, recorded in the proper account, and recorded at the proper time? Internal control is a system-wide activity that endeavors to ensure that these activities occur in accordance with generally accepted accounting principles (GAAP). Auditing, carried out by an auditor external to the library, is an additional activity that checks on the robustness of the library accounting system’s internal control and reassures those who use the financial statements that they accurately and truthfully present the financial matters of the library in a given period and at a given point in time.

What You Should Learn from This Chapter

The purpose of the chapter is to explain what internal control is, to describe the various techniques used to ensure internal control and prevent fraud, to outline the major aspects of auditing, and to clarify the meaning and significance of the auditor’s report.

Introduction

In previous chapters, we explored both the purpose of financial statements and the accounting process that is used to create those statements as well as the additional complexities that inhere in governmental financial statements. Throughout this discussion we have implicitly assumed several things:


1.Library management wants to provide accurate financial statements.

2.The library’s bookkeeper and other staff are accurate in their posting of accounting entries.

3.All accounting entries are posted to the proper accounts.

4.All accounting entries are made in strict accordance with generally accepted accounting principles.

5.All estimates (e.g., assumptions that money owed to the library will be paid in full) are reasonably accurate.

6.All bills paid are legitimate.

7.Checking and savings account balances and investment amounts accurately reflect the funds that actually exist in the bank or in those investments.

8.No employee has committed fraud.



A legitimate question arises regarding the reasonableness of these and related assumptions. How do we really know that these assumptions hold? There are two activities that go a long way to support these assumptions, but, as with any human endeavor, they are not foolproof.

These two activities are internal control and auditing. Internal control consists of those standing operating procedures and policies that, if followed, will support these assumptions. But then how will we know if those procedures and policies are actually followed? Well, we have to check to see whether they were, and that process is called auditing. Auditing can be carried out internally by a person well versed in accounting procedures who works for the library, the municipality, or the college or university. But this level of checking and assurance is often not sufficient. To achieve the highest level of assurance that the financial statements are accurate, libraries, municipalities, and colleges and universities often hire an auditor that does not work in the organization. This person or firm is usually a licensed certified public accountant who has experience in auditing financial statements.

You might well wonder why all this checking, rechecking, and verification is necessary. The reason is that many stakeholders, including library management, rely on the accuracy of the financial statements. If they are not accurate, then decisions made on the basis of the assumption that they are accurate will be suboptimal, or worse. To explore what this all entails, let’s look first at internal control within the library and then at auditing.

What Is Internal Control?

In 1992, the Committee of Sponsoring Organizations of the Treadway Commission (COSO) promulgated “Internal Control—Integrated Framework.” This was the first time that a coherent set of principles and guidelines had been established in the United States. In 2013, COSO updated this document, using the same name, to be effective at the end of December 2014. The revision reflected the changing business environment, including advances in technology, higher expectations of governance oversight, the globalization of markets and operations, and greater business complexity, including relevant laws and regulations and expectations relating to detecting and preventing fraud.1

A detailed explanation of this document is not warranted for this text, but it will be helpful to identify some of its major features. Although it was created for business, the concepts and principles are directly applicable to nonprofits and governmental organizations, and many have adopted COSO’s guidelines. The report identifies five components of internal control:


1.Control environment

2.Risk assessment

3.Control activities

4.Information and communication

5.Monitoring activities



It then goes on to identify 17 principles that are subsumed under these five components. For example, under the component “Control Activities,” principle no. 10 states, “The organization selects and develops control activities that contribute to the mitigation of risks to the achievement of objectives to acceptable levels.”2 Related to this is principle no. 16, listed under the component “Monitoring Activities.” It states, “The organization selects, develops and performs ongoing and/or separate evaluations to ascertain whether the components of internal control are present and functioning.”3 As we suggested above, it is not sufficient to just have internal controls; you have to make sure they actually work.

The full report (only the executive summary is cited here) includes detailed explanations of how these 17 principles can be put into operation. Generally speaking, we can define internal control as a means by which an organization's resources are directed, monitored, and measured. At the organizational level, internal control objectives relate to the reliability of financial reporting, timely feedback on the achievement of operational or strategic goals, and compliance with laws and regulations. It can also minimize the likelihood of fraud, maximize the likelihood of detection if it does occur, and remove temptation for those who are contemplating fraud.

Components of Internal Control

To understand how the five components of internal control can support the assumptions about the financial statements, let’s take a closer look at some of the elements of each of these internal control components.

Control Environment

The control environment is simply the organizational culture within which internal control takes place. The first assumption stated above is that management actually wants to have accurate financial statements and will not tolerate the violation of generally accepted accounting principles. This goes to the heart of the control environment. Occasionally called “tone at the top,” this component is the bedrock upon which all the other components and their principles rest. This positive managerial attitude must be evident to all who work in the organization for it to be effective.

Risk Assessment

Risk assessment requires identifying and analyzing risks relevant to the goals of the library in general and to the preparation of financial statements and prevention of fraud in particular. Every organization must identify and assess any external and internal conditions that may threaten to undermine or thwart their goals. This may include all kinds of risks, including such things as a sharp projected rise in utility costs, uncertainty that the library’s compensation package can attract properly trained and motivated personnel, and the absence of internal controls that will ensure the accuracy of financial statements. Once the risk is identified and assessed, management must take steps to mitigate the risk.

Control Activities

Control activities lie at the core of internal control. Here we will only discuss the most common and crucial of these.


1.Separation of the custody of assets from accounting procedures. This entails preventing personnel who have the custody or control of cash, inventory, and other assets from also making accounting entries for these items. Having this separation of duties requires the independent verification of evidence for an accounting entry, such as payment to a vendor. Another example would be having one person receive fines at the circulation desk and another person deposit those fines in the bank.

2.Separation of the authorization of transactions from custody of related assets. This control has the same rationale behind it as the previous one. This requires two employees to be involved in authorizing a transaction and carrying out the transaction. For example, most libraries have an approved set of vendors from whom they purchase materials. Having one person verify that the vendor is legitimate (and not just a fictitious front for a dishonest employee) and another employee pay that vendor is an example. In such a case, even if the first person created a fraudulent vendor, that person would not be able to pay or approve invoices for that vendor.

3.Separation of operational responsibility from record-keeping responsibility. An example that illustrates this is the recording of information literacy sessions. One person would prepare and deliver an information literacy session to library patrons. A different person would verify and record that the session had been given, the number of attendees, and other information. If these duties were not separated, the possibility exists that the presenter of the information literacy session might not be honest about the number of sessions, their frequency, and the number of attendees.

4.Adequate documents and records. Although it may be considered a fairly mundane aspect of accounting and internal control, having adequate documents and records is essential. What are adequate documents and records and why are they needed? Quite simply, these provide a verifiable record on which to base actual accounting transactions; they are required when an auditor evaluates the financial statements. To help you understand what these adequate documents and records are, let’s look at ways of controlling receipts and disbursements. These aspects of internal control can use either paper-based records or electronic records. The underlying concept applies to both paper-based and electronic records.

Control over Receipts

1.Prenumbered receipts in duplicate. With this control, the library can provide a receipt to a patron for the payment of a fine and also retain a copy for its own records. Because each receipt is prenumbered, all receipts can be accounted for. This would foil an employee who might give a patron a receipt and then pocket the cash. Of course, if the payment was not applied to the patron’s account, this may or may not be noticed the next time the patron has a fine. Many petty malefactors get caught because they make unwarranted assumptions about others’ behavior.

2.Comparison between amounts received and amounts deposited. To carry out this control, one must have a record of the amounts received (the total of all receipts in a specific period) and the amounts deposited in the bank. This latter figure is obtained from the bank, as shown on a bank statement.

3.Opening mail, making a list of all checks received, and promptly endorsing those checks. One employee would carry out this control and then the checks would be handed off to another employee to make the deposit. This also contains the separation of duties principle, mentioned above. This list would be used to verify the control in number 2, above.

Control over Disbursements

1.Only authorized persons can withdraw money or sign checks. This control works in conjunction with the library’s bank. When an employee attempts to withdraw funds from the bank, the bank teller should check to see that the person is authorized. Similarly, when paying a bill with a check, only authorized persons should be able to do this. This control is often accompanied by a requirement that checks payable over a specific amount (say $500) be signed by two authorized persons.

2.All transactions are carried out by check, but no checks may be made payable to “cash.” This control prevents the circumvention of having a record documenting the purpose of each expenditure.

3.Invoices are approved before payment is sent. This control ensures that the invoice correctly reflects the items received and the use of an approved vendor.

4.Approval of invoices and payment of invoices are separate duties. Again, we have the separation of duties requirement.

5.Ensure that all vendors are legitimate. This control prevents a malefactor from creating a “dummy” that receives payment even though no goods or services had been received. This works in conjunction with number 3 above.

These are just a smattering of controls employed in most organizations and have been chronicled here to give the reader a general idea of what they are and how they work.

Information and Communication

Information and communication as a component of internal control also focuses on adequate documents and records. The organization should identify, assemble, classify, analyze, record, and report the entity’s transactions and maintain accountability of related assets. This includes, but is not limited to, the records mentioned under the previous component as well as inventory records for equipment and other fixed assets.

Monitoring

It stands to reason that unless there is some way to ensure that the first four components are not only operative but also functioning well, we cannot claim to have internal control. Monitoring can take place at several places within the library. The individual managers should monitor the budgets for which they are responsible. After all, mistakes in posting transactions can be made by accounting personnel, and these will persist if not caught. Who is better placed to ensure accuracy than the person responsible for that specific part of the budget?

At another level, many organizations have internal auditors who are independent of both operating and accounting departments. They look at accounting processes and internal controls like an outside auditor would. Finally, most public and academic libraries or their parent organizations engage an outside, independent auditor to provide an audit of the financial statements. Note that budgets, although included as supplementary information in most public library financial statements, are not audited. The only financial items audited are those that have already happened, not spending plans for the future. After a discussion of fraud, we will look in more detail at auditing and the audit report.

Fraud and Embezzlement

One of the purposes of a robust and monitored internal control system is to prevent fraud before it occurs or, failing this, to detect it once it has occurred. Fraud is an intentional act that involves deception. Most fraud is directly connected with some kind of misappropriation of assets. It can involve cheating on time sheets (overreporting of hours worked), stealing inventory for personal use, skimming cash receipts, check kiting, and other acts.

To both prevent and detect fraud, it is necessary to recognize fraud risk factors. These factors can be exploited by any malefactor and are often identified by an independent auditor.

Fraud Risk Factors

Risk factors are of two types: procedural risk factors and human risk factors. The major procedural risk factor is any weakness of internal control. This can include evidence that management has purposely overridden an established internal control, such as eliminating separation of duties for spurious reasons, recording fictitious business events or transactions, or changing the timing of recognition of legitimate transactions, particularly those close to the end of an accounting period. In for-profit organizations, procedural risks can take the form of establishing or reversing reserves to manipulate end-of-year results, including intentionally biasing assumptions and judgments used to estimate account balances.

Regarding financial statements, various actions can result in misstatements arising from fraudulent financial reporting. These can include manipulation, falsification, or alteration of accounting records or supporting documents from which financial statements are prepared; misrepresentation in or intentional omission from the financial statements of events, transactions, or other significant information; and intentional misapplication of accounting principles relating to amounts, classification of transactions, manner of presentation, or disclosures.

The three primary human fraud risk factors are incentive, opportunity, and rationalization. Incentive is operative when management or others have an incentive or are under some sort of personal financial pressure that provides them with a reason to commit fraud. This can be motivated by personal financial problems or simple greed and is often difficult or even impossible for an auditor to detect. Opportunity is operative when circumstances exist (such as absence of controls or ineffectiveness of controls) that provide an opportunity for a fraud to be perpetrated. This risk factor can be identified with a robust and thorough audit. The final risk factor, rationalization, is operative when those involved in the fraud are able to rationalize committing the fraudulent act. Like incentive, this may be difficult to detect. Each type of organization is also subject to its own particular kind of fraud.

The Association of Certified Fraud Examiners (AFCE) estimates that the typical organization loses 5 percent of its revenues each year from fraud, or $3.7 trillion worldwide each year. The median loss is $145,000, with 22 percent of the cases investigated involving $1 million or more.4 Fraud and embezzlement are not confined to for-profit organizations. Being alert to the possibilities of fraud, in addition to having regular audits, can prevent this misappropriation of the library’s resources.5 Let’s now turn to the final part of this chapter, auditing.

What Is an Audit?

An audit is a detailed examination of an organization’s financial statements and the accounting records and procedures that supported the creation of those statements. Management is responsible for producing the financial statements. The auditor is responsible for reporting to the public and other stakeholders on the accuracy and reliability of those financial statements.

The American Institute of Certified Public Accountants issues auditing and attestation standards and procedures that auditors (customarily licensed certified public accountants) must follow in performing an audit.6 Auditors also ensure that management has followed generally accepted accounting principles (GAAP) in preparing their financial statements. This description highlights the differences between accounting and auditing. Accounting is the recording, classifying, and summarizing of financial transactions to enable sound decision making. Auditing verifies whether the recorded accounting data accurately reflect what actually happened during the accounting period and were recorded according to GAAP.

The layperson is at least marginally aware of this definition of an audit. But audits can be of different types. Although we will only examine the audit of an organization’s financial statements here, audits can also be performed on the following:


1.Operations (operational audit)—A review of part of an organization’s operations for efficiency and effectiveness.

2.Compliance with specific laws and operations (compliance audit)—To determine whether an organization is following specific procedures, rules, laws, and regulations established by others.

3.Other aspects of an organization’s procedures, such as attestation of meeting loan covenants and other contractual requirements.



Purpose of the Audit

The two major purposes of an audit of the financial statements are to certify that the financial statements contain no material misstatements and are prepared in accordance with GAAP. Auditors do not examine every transaction but use various sampling techniques to make their judgment. Note also the term “material misstatements” in the sentence above. This means that although there may be some minor errors in recording transactions, making estimates, and the like, these minor errors would not have any significant impact on the reliability of those financial statements. Of course, this is a judgment made by the auditor, and the auditing standards contain guidance on making this judgment.

Summary of the Risks Considered and the Audit Process

In carrying out an audit, an auditor considers four types of risks: audit risk, inherent risk, control risk, and tolerable misstatement. An audit risk acknowledges that the audit may not uncover misstatements in the financial statements. An inherent risk acknowledges that the financial information involved in eventually producing the annual financial statements is voluminous, the transactions occurred in the past, and they were recorded and handled by many individuals. Control risk acknowledges that internal controls may not be established or, if established, may not be followed. Finally, tolerable misstatement acknowledges that there may be misstatements but that those misstatements do not exceed a given threshold. This threshold is established by the auditor with the objective that it not adversely affect decision making by users of the financial statements.

Audit Tests

Auditors carry out several different types of audit tests. The major categories of these tests are tests of internal controls, substantive tests of transactions, analytical procedures, and tests of details of balances.7


1.Tests of controls. These tests verify both the existence and effectiveness of internal controls. The auditor will ask to see evidence of these controls and also question personnel regarding their operation.

2.Substantive tests of transactions. These tests ascertain several aspects of individual transactions. These tests will be explored in more depth below.

3.Analytical procedures. These tests include the comparison of current financial information with past financial information, expectations of revenue and expenditures, similar information from other organizations of the same type, and other comparisons.

4.Tests of details of balances. The most common test is verifying whether amounts reported as cash balances in checking accounts actually exist. Auditors typically contact the organization’s bank to verify this information. Other tests of other balances are also carried out, such as accounts payable, inventory, and so on.



What follows is a brief description of some essential auditing activities.

Essential Auditing Activities

Auditors carry out transaction-related audit objectives. They look at specific transactions to verity their existence, completeness, accuracy, classification, timing, posting and summarization, and the key internal control involved. Existence establishes that the recorded transactions actually exist and are not bogus. Completeness establishes that all existing transactions are recorded. If they are not, misstatements can occur. Those transactions must also be accurate, that is, they are recorded at the correct amounts. With classification, the auditor confirms that transactions included in journals are properly classified. Timing establishes whether transactions are recorded on correct dates in the proper period. Posting and summarization establish whether recorded transactions are properly recorded in the master files and are correctly summarized. And, finally, the auditor identifies whether the key internal control exists, that is, there is a procedure in place to ensure the above objectives and then to also ensure that the controls are being used. Because these elements are examined for each transaction sampled, the reader will readily see why the auditor only samples transactions of the organization and does not look at each one.

Relation of Records Management to Auditing

Earlier in this chapter, the role of adequate documents and records, the physical or electronic objects upon which transactions are entered and summarized, were all acknowledged. These documents include purchase orders, sales invoices, sales journals, and employee time cards and records. As indicated in that earlier discussion, documents must be adequate to provide reasonable assurance that all assets are properly controlled and all transactions properly recorded. Those documents should be prenumbered consecutively to facilitate control over missing documents and aid in locating documents when they are needed at a later date. They should be prepared at the time a transaction takes place, or as soon thereafter as possible. Their design should be sufficiently simple to ensure that they are clearly understood yet also designed for multiple use whenever possible to minimize the number of different forms. Finally, these forms and documents should be constructed in a manner that encourages correct preparation.

Other Elements Expected by an Auditor

Several other aspects of an accounting operation that an auditor expects to be in place include the chart of accounts, systems manuals, and physical and electronic security. As may be inferred from the discussion of audit procedures, the existence of an up-to-date chart of accounts is central. If sufficient detail does not exist in the chart of accounts or if it is not kept up to date, gross misstatements can occur.8

Systems manuals containing guidance on accounting procedures are also necessary to ensure the proper record keeping of transactions to encourage consistent application. Finally, auditors would verify whether there were locks on doors where computers are stored, sufficient password security, and backup and recovery procedures for electronic records to protect physical assets and electronic and other records.

With all the detail and time involved in carrying out an audit, one may wonder how long an auditor’s report would be. Surprisingly enough, the auditor’s report is only a multiparagraph letter. Let’s now turn to examining this deceptively simple means of conveying the results of the complex and detailed audit process.

The Auditor’s Report and Its Meaning

The auditing standards of the American Institute of Certified Public Accountants (AICPA) mandate that an audit report be made. The auditor has the option of expressing an overall opinion on the financial statements or not expressing an opinion. If the auditor is unable to express an opinion, the reasons for this must be provided.

The auditor’s report consists of a letter that is issued in conjunction with the organization’s basic financial statements. There are detailed instructions regarding the format of the letter and the opinions expressed.9 At the very basic, the audit report explicitly states what financial statements were audited, the standards used to perform the audit, and the various procedures employed. The key paragraph is the opinion paragraph that states whether “the financial statements present fairly, in all material respects, the financial position of the Company as of the balance sheet date and the results of its operations and its cash flows for the period then ended in conformity with generally accepted accounting principles.”10 If the auditor cannot provide this statement, the reasons why must be provided. For example, there may not be sufficient information to determine whether certain estimates are reasonably accurate or whether certain generally accepted accounting principles may have been violated. This auditor’s report then establishes the reliability of those financial statements for anyone using those statements to make decisions. For libraries, this obviously involves the taxpayer.11

It is entirely possible that an auditor may be biased or that management may try to influence the auditor to issue a favorable audit opinion. Unfortunately, this happens. The accounting firm Arthur Anderson no longer exists because some of its audit partners were influenced by Enron executives, with disastrous consequences for all concerned.

Summary

This chapter described aspects of financial statements that are not immediately evident in examining or understanding them. It showed the underlying processes and procedures that produce reliable financial statements and the risks involved in any accounting system, including fraud. And it described the auditing process and the means by which external auditors attest to the reliability and accuracy of financial statements.

Exercises

This exercise is one of the imagination and is intended to make you aware of the complexity of internal control and auditing.

Find a financial statement of either your public library or any organization with which you are familiar and then do the following:


1.Read the audit letter, and if shortcomings of any kind are indicated, examine the financial statements where those shortcomings are listed and try to understand the import of those shortcomings. If there are no shortcomings pointed out, go to step 2.

2.Look at the accounts receivable and accounts payable and any notes that pertain to those accounts. Refer back earlier in this chapter where it describes how control over receipts (accounts receivable) and disbursements (accounts payable) are accomplished. Imagine the level of detail that is contained in the summary amount in these accounts and how an auditor might go about sampling these accounts to conclude whether the internal controls related to them are sound.

3.Look at any long-term or short-term debt and any notes or discussion of these items in the management’s discussion and analysis (MD&A). If you were a lender to this library or organization, would you rest content knowing that your loan would be repaid?



Conceptual Questions

1.What is internal control and how does it support some major assumptions about financial statements?

2.What are the five main components of internal control according to the Committee of Sponsoring Organizations of the Treadway Commission?

3.What are four major internal control activities?

4.What are the three primary fraud risk factors? How would you explain them to a colleague?

5.What is an audit and and what are its two major purposes?.

6.What risks are associated with an audit?

7.What are the seven transaction-related audit objectives?

8.What is the relationship between records management and auditing?

9.What are the elements of an auditor’s opinion letter?



Notes

1.Committee of Sponsoring Organizations of the Treadway Commission, Internal Control—Integrated Framework (Durham, NC: AICPA, 2013). http://www.coso.org/documents/990025P_Executive_Summary_final_may20_e.pdf.

2.Ibid., 6.

3.Ibid., 7.

4.Report to the Nations on Occupational Fraud and Abuse: 2014 Global Fraud Study at https://www.acfe.com/rttn/docs/2014-report-to-nations.pdf, last accessed April 14, 2016.

5.For further guidance, see H. Snyder, Small Change, Big Problems: Detecting and Preventing Financial Misconduct in Your Library (Chicago: American Library Association, 2006).

6.See the AICPA Web site for all the various standards applicable to an audit (http://www.aicpa.org/Research/Standards/Pages/default.aspx) and specifically at http://www.aicpa.org/Research/Standards/AuditAttest/Pages/audit%20and%20attest%20standards.aspx. Last accessed February 14, 2015.

7.Audits are complex and time-consuming activities. The presentation here is intended to give the student a basic background in understanding the audit process, not to be exhaustive in the explanation of it.

8.For an example of the havoc a faulty chart of accounts can have, see Julie Worth, “Uni High Facing Unexpected $1 million-Plus Deficit after Accounting Error,” News-Gazette, October 10, 2014, last accessed on February 14, 2015, http://www.news-gazette.com/news/local/2014-10-10/uni-high-facing-unexpected-1-million-plus-deficit-after-accounting-error.html.

9.For explicit guidelines and suggested language of the audit report, see American Institute of Certified Public Accountants, “Reports on Audited Financial Statements,” AU Section 508, last accessed February 14, 2015, http://www.aicpa.org/Research/Standards/AuditAttest/DownloadableDocuments/AU-00508.pdf.

10.Ibid., paragraph 508.08h.

11.A good example of an audit report for a city government that uncovered widespread malfeasance can be found at http://www.ncauditor.net/EPSWeb/Reports/Investigative/INV-2014-0397.pdf.
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Section II

Budgeting
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This section includes four chapters that discuss budgeting and such related topics as estimation, forecasting, financial risk management, choice architectures, heuristics, decision traps, and capital budgeting.
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Estimation, Forecasting, and Financial Risk Management
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Context

What This Chapter Covers

In this chapter, concepts and principles concerning estimating, forecasting, and financial risk management that are used in the preparation of both financial statements and budgets are introduced.

Why This Material Is Important

Numbers carry with them an aura of certainty and precision. But in the financial world, it is important to realize that the numbers appearing on financial statements and in budgets are often estimated or forecast. This does not necessarily mean that they are unreliable, but they should be treated with some skepticism and questioned. This cautious attitude toward them is the basis of financial risk management.

What You Should Learn from This Chapter

In this chapter, the basic concepts of estimation, forecasting, and financial risk management are introduced as well as principles for providing the most accurate estimates and projections. As a reader of financial statements and a creator and user of budgetary documents, this information should provide you with elementary knowledge for dealing with this information. This knowledge will then form a base that experience will expand and deepen.

Introduction

Estimation and forecasting are integral activities in preparing financial statements and budget documents as well as in cost accounting. You might think that financial statements, because they are based on concrete financial transactions, would be the last place to find an estimate or forecast, but estimates come into play in several parts of the financial statements. For example, the library may receive tax revenue from the municipal government, but how much the library will actually receive is unknown until these revenues arrive. To plan and create a budget, you have to estimate how much the revenues will be and when they will be received and expenditures made. For example, some people may not pay their taxes, so the amount estimated will be more than the amount eventually received. These estimates then directly affect forecasts of the library’s net assets.

In budgets, a plan is developed for spending money and receiving revenue. All of these figures are forecasts based on a variety of factors. Similarly, in trying to determine how much something will cost versus how much something did cost, forecasting plays a major role. In applying for a grant, you will forecast (or estimate) how much a project will cost based on the best information you have at the time of applying for the grant. Once the grant is received, the quality of our cost estimates are put to the test as you purchase equipment and hire people to carry out the grant.

These concepts are ubiquitous in financial management. In dealing with these uncertainties, it is prudent to take measures that minimize the potential errors that might occur. If you don’t exercise this type of elementary financial risk management, your services and the trust that your community places in your expertise will be compromised.

Definitions

Forecasting deals with the future. This activity tries to determine a future quantitative value based on current information. You will forecast that the price of serials purchased by the library will rise by 7 percent in the coming year.1 Estimation deals with the present and the past. You may have a building that you think is valued at a certain amount, but unless you find a buyer for it at that price, you cannot be sure. Yet the estimated value of the building will be part of the financial statements. So, in short, each activity, forecasting and estimation, has the basic purpose of providing the best possible quantification of some value that is not known with certainty. In practice, you may also find that you are using the word estimate to apply to quantities in the future. In this text, that ambiguity is avoided if possible.

The greatest challenge in using forecasts and estimates is in trying to ensure that they are as accurate as possible. That is, you want to minimize the gap between the estimate or forecast and the actual, but for the present unknown, value. In a nutshell, this is the aim of financial risk management in the library world. One set of approaches to this involves certain techniques in creating the estimate or forecast, and a second set of approaches involves various policy considerations in using the estimate or forecast.

Principles for Providing the Most Accurate Estimates and Forecasts

Needless to say, some items for which a librarian prepares estimates or forecasts are of major consequence and some of minor consequence. As a general rule, you should endeavor to use the most accurate techniques with both of these types, but always use the most accurate techniques for items of major consequence. This is just prudent risk management and normal common sense. Sometimes the cost of using these techniques may be a factor in deciding which ones to use, but unless the cost of making an estimate or forecasting error is small in comparison to the cost of using a more expensive, superior technique, the more superior technique should be used. An example of this principle would either be to sample or to count the entire population of whatever it is we are estimating. The most accurate technique would be to count the entire population. But if this is not feasible or too costly, a valid sampling technique, with the highest confidence level and the smallest confidence interval possible, should be used.2 All this is prudent risk management.3

A second principle assumes that errors will inevitably be made in estimates and forecasts. Therefore, you should assume that this will happen and build error protection countermeasures into your predictions.4 That is, to compensate for these inevitable errors, you should make allowances in revenue projections by underestimating them and do the same with expenses by overestimating them. This will provide a counterbalance to possible errors in our estimates and forecasts. Thus, when you have a revenue estimate (usually a figure with a plus or minus range, such as $60,000 plus or minus $3,000, i.e., $57,000–$63,000), it is in your interest to use the lower range estimate rather than the midpoint or higher range estimate. Similarly, in projecting expenditures, you should do the opposite, using the higher estimate rather than the lower.

A third and final principle is to have contingency defenses against the consequences of prediction errors.5 That is, if you make a prediction error (i.e., one involving estimates or forecasts), you should have a back-up plan to minimize any damage it may cause. These contingency defenses may include maintaining asset reserves in the case of overexpenditure or failure to receive anticipated revenues; imposing controls over expenditures, such as using an encumbrance system; or closely monitoring expenditures in specific areas with automatic denial of expenditure or ordering once a certain threshold has been reached.6

Another basis for errors in predictions lies in our own human psychology. Various states of mind can often engender optimism that undercuts many of the technical defenses mentioned above. For example, proponents of a program may prefer high revenue estimates and low expenditure estimates, while opponents of a program prefer the opposite. The defenses against prediction errors are less robust and less tangible. They entail being unbiased with regard to predictions and being open to new ideas and approaches, regardless of the source.

How do people force themselves to be unbiased? One way is to ensure that reasonable levels of technical accuracy are implemented. Being open to new approaches also means that you acknowledge that these predictions are inevitably prone to error and that the entire process of making the prediction and the details involved should be available to all concerned.

The above describes some defenses against prediction error. These should always be used in the following methods of obtaining predictions. One method is soliciting opinion from someone knowledgeable about the area. That is, you rely on one or more person’s opinion about future events. As reliance on a single expert source is risky, because it assumes that the one source is fully informed without bias and not prone to error in estimating or forecasting, a technique using several experts should be used. This specific opinion technique is the Delphi technique, wherein you ask several experts what their prediction or estimate is and then have them come together to create a consensus.7 This is slightly different from questioning the value of expert opinion, such as Philip Tetlock’s excoriation, in which he analyzes political experts’ predictions about future events and finds that they are notoriously inaccurate.8 Using the Delphi technique, experts share predictions about a future event and create a consensus view through their discussions.

Another method used in estimating involves sampling. With this method, you observe a subset of a population of phenomena and then extrapolate from that subset to get an approximation of the entire population or group. This technique is most useful when relying on past situations in which concrete data exist. However, it counts on the major assumption that the future will be like the past. If you can be fairly sure of the certainty of that assumption, then sampling may be appropriate.

Another closely related technique is time series data. Here, instead of taking a sample from the group or population you want to predict, you look at trends over time and project what will occur in the future. Like sampling, this technique relies on the assumption that the future will be much like the past and that the rate and direction of change will remain stable. That is, it essentially ignores the possible occurrence of random or disruptive events.9

The final technique is the associational technique (e.g., in estimating real estate prices in a specific neighborhood). Here you predict a value for one or more variables based on one or more other variables. This involves correlation, simple and multiple regression, and econometric models.

As you will see with budgets, all estimates and forecasts must be monitored. As soon as you realize that an estimate or forecast is inaccurate, you should immediately adjust it in your budgets, investigate the reasons for the inaccuracy, and alter or revise the methods for future predictions. Doing this, of course, directly depends on the availability of data and information. Such an evaluation can be carried out either mathematically or judgmentally.

Estimates and forecasts are unavoidable in financial management, especially in the area of budgets and cost accounting. A working knowledge of the techniques and methods briefly described in this chapter is necessary for any competent financial manager.

Summary

This chapter explored the concepts of estimating, forecasting, and elementary risk management and provided some principles for ensuring the best and most robust estimates and forecasts possible.

Exercise

Find the financial statements for your local library or any organization with which you are familiar. Examine the financial statements and identify all places where the amounts appearing in the financial statements are based on estimates. Do these occur more in the balance sheet statements or the income and expense statements?

Conceptual Questions

1.Why are estimates and forecasts relevant to the preparation of financial statements?

2.What are the major principles for providing the most accurate estimates and forecasts?

3.What is the difference between error protection countermeasures and contingency defenses?

4.What are some methods for obtaining estimates and forecasts?

Notes

1.Although rarely done, a forecast should include a margin of error or confidence interval along with a confidence level.

2.The confidence level refers to the probability of the accuracy of your sample, and the confidence interval specifies the range of accuracy of your estimate. Thus, a sample may be valid at the 95 percent confidence level with a confidence interval of plus or minus 2 percent. If this confidence level and confidence interval were applied to a sample of the opinions of attendees at a library’s workshop on a new reference tool and 80 percent stated that the workshop was useful, plus or minus 3 percent, then this would mean that out of 100 separate samples of this group, 95 of those samples would have the same result but 5 would not. If you received responses from every person who had taken the workshop, you would probably find that between 77 percent and 83 percent of them thought it was useful, without any ambiguity about the accuracy or certainty of the result.

3.Wikipedia identifies risk management as “the identification, assessment, and prioritization of risks (defined in ISO 31000 as the effect of uncertainty on objectives, whether positive or negative) followed by coordinated and economical application of resources to minimize, monitor, and control the probability and/or impact of unfortunate events or to maximize the realization of opportunities.” See https://en.wikipedia.org/wiki/Risk_management, last accessed April 14, 2016.

4.B. J. Reed and John W Swain, Public Finance Administration, 2nd edition (Thousand Oaks, CA: Sage, 1997), 116.

5.Ibid., 116. Such defenses are in one’s own self-interest. Others may have other, countervailing interests. In small liberal arts colleges, for instance, the library director typically has no management responsibility for salaries because the dean, or some such officer, wants to use all vacancy and turnover savings as his or her own contingency defense.

6.An encumbrance is a method of restricting available funds on the basis of what has already been ordered, rather than waiting until the bill is paid for the item. It provides a safeguard against spending funds that have already been committed but not yet paid to a vendor. Encumbrances are widely used in the financial management of library collections.

7.Harold A. Linstone and Murray Turoff, eds., The Delphi Method: Techniques and Applications (Reading, MA: Addison-Wesley, 1975).

8.Philip E. Tetlock, Expert Political Judgment: How Good Is It? How Can We Know? (Princeton, NJ: Princeton University Press, 2005).

9.For an in-depth exploration of the fallacy of relying on the past to predict the future and the danger of ignoring catastrophic random events, see the three books by Nassim Taleb: Black Swan: The Impact of the Highly Improbable (New York: Random House, 2007); Fooled by Randomness: The Hidden Role of Chance in Markets and in Life (New York: Texere, 2001); and Antifragile: Things That Gain from Disorder (New York: Random House, 2012).
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Budgets: General Aspects
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Context

What This Chapter Covers

This chapter expands on the basic concepts of a budget introduced in chapter 2. It discusses the purpose of a budget, the functions of a budget, and introduces common budget formats and budget-building techniques. It also conceptually ties the budget process to financial statements. It concludes with some caveats for creating, interpreting, and evaluating budgets.

Why This Material Is Important

Most financial management activity carried out by librarians deals with creating, monitoring, and adhering to budgets. Therefore, budget mastery is at the heart of library financial management.

What You Should Learn from This Chapter

After completing this chapter, you will have a greater awareness of the complexity of budgets, both in their presentation and in their creation. Most importantly, you will be aware of some of the pitfalls that budgets and budgetary processes contain and how to avoid those pitfalls.

Introduction

The budget can be many things. To the director of the library, it is the amount of money that the parent organization (municipality, college, corporation, school district) allocates to the library for a set period of time, usually a year. For the accountant, it is a listing of projected revenue sources and expenses. For the reference librarian, it could be the amount of money allocated by the library to the reference department for specific purposes, such as staff, equipment, and library materials. So the first thing to recognize about budgets is that the term itself is used in slightly different ways, depending on the context. On one hand, a budget is actual money to spend, and, on the other hand, it is simply a plan on how to spend. In some cases, it is a guideline for the amount of money to spend in specific categories; in other cases, it is a comprehensive listing of all revenue and expenditure categories.

For our purposes, we will define a budget as a plan, consisting of numbers and text, that specifies the sources of revenue, the amount expected from each source, the categories of expenditures, and the amount expected to be expended in each category. The overall expectation of any library budget is that by following it, the library fulfills its fundamental purpose: providing information services to the community served. The categories and amounts of expenditures are designed, theoretically at least, to achieve that purpose. Another way of saying this is that the overall purpose of any library budget is to set enforceable expectations about the application of revenues and expenditures. One can then anticipate many different opinions about how the amounts involved correspond to the information services needed. That is, one kind of discourse is appropriate before the budget is set and a different kind is appropriate afterward.

In this chapter, we describe a budget’s purpose and function, common budget formats and components, the relation of the statement of activities to the budget, and the budget process. The focus is on the type of budget document that a library director would use and how budgets, both library-wide and individual cost center and departmental budgets, are monitored and used to achieve the library’s goals.

The Purpose of a Budget

Budgets are everywhere. They are used in your household, in your library, and in the organizations to which you belong. They are used, abused, manipulated, and violated. And despite all this contact with budgets, many people are often ignorant about their purpose and desired function as well as the way they unconsciously think about them.

A budget is a plan expressed in monetary terms. Where the financial statements gave summary information about past financial transactions, the budget presents summary information about intended future transactions. The budget is divided into two parts: planned revenues or sources of revenue to the library and planned expenditures in specific categories. These categories of revenue and expenditure are specified in the chart of accounts, which we discussed in chapter 4. The elements of revenue for libraries include tax revenue (usually directly for public libraries and less directly for libraries of governmentally supported colleges and universities), tuition or general revenue, grants, fines, fees, payments for services provided to other libraries and institutions, and gifts and bequests. The elements of expenditure include personnel (of various types), personnel benefits, equipment, library materials, facilities expenses, and other categories. No standard nomenclature is required from one library to another, but in examining any library budget, you will likely be able to understand what is covered in the various categories. Most budgets use the same categories as the statement of activities, and so the chart of accounts is operative with the budget as well. However, in governmental libraries, the budget most commonly uses the actual figures from the statement of revenues, expenditures, and changes in fund balances.

Several assumptions hold with budgets.1 One such assumption is annularity, which means that the budget is operative for one year. Another assumption is balance, which means that revenues and expenses should normally equal one another. And a final assumption is comprehensiveness, meaning that the budget includes all revenues and expenditures planned for the year in question. Without these assumptions being met, it would be difficult to manage or govern the institution involved.

When the budget is a plan, it means that it represents, in monetary terms, the goals and objectives that the library staff intends to accomplish during the coming year. That is, it relates goals and the predicted costs of attaining those goals. Because it functions this way, it is by far the single most important planning tool for libraries.

As discussed in chapter 6, the forecasts that are created in planning a budget must be done with great care; otherwise, there will be a shortage of funds and the goals will not be met or there will be a surfeit of funds in one or another category, thereby keeping those funds from meeting other goals.

The Functions of a Budget

Having stated that the budget is a plan to achieve the goals of the library, it is obvious that without tangible, measurable goals, the budget cannot be evaluated properly.2 Without goals, all we would be able to do is determine, ex post facto, that certain funds had been received as revenues and those revenues had in turn been spent in specific categories. Of course, there are several forces that inhibit this reductionist experience with the budget. In the first place, libraries, like any other service organization, exist to provide services. If the services are not provided, the targeted client or patron base may complain. Inferior service may in fact be the result of inadequate funding, misallocated funds (spending too much in a category that does not increase service value), or even poor training of the library personnel providing the service. Another assumption that is often made, occasionally without warrant, is that the amounts estimated for expenditure at least meet the articulated goals of the library. For the time being, let us accept this assumption and proceed to describing the fiscal control mechanisms that ensure the fulfillment of the budgetary plan.

In chapter 8, it was pointed out that many of the elements of revenue and expenditure are based on estimates. It is not known, for example, how much tax revenue the library will receive prior to receipt. You have a fairly good idea, though, and depending on the estimate and the procedures used to allocate tax revenue in a municipality, this forecast will not vary greatly from the actual amount. Based on prior experience and estimates from outside sources, such as vendors, our forecast of the cost of library materials should be close to the mark. But you can never be sure. Anything can happen, and it does. If you are dealing with foreign currencies, the value of that currency vis-à-vis the dollar may plummet or skyrocket. Or a jobber upon whom you have relied for years may suddenly go bankrupt, necessitating the creation of new contractual relationships with other jobbers. In short, a forecast only becomes accurate once the actual expenditure or receipt of revenue occurs. At that point, it is no longer a forecast but an actual figure.

But despite this potentially bleak scenario, the library would be in an even worse position if you did not plan how to spend its monetary resources to achieve its service goals. A budget that is properly and regularly monitored, even though it may be based on potentially unreliable estimates, is the only way to reduce risk in managing the library’s finances.

Indeed, in addition to the budget being a plan, it is also a crucial monitoring device. Properly used, the budget is periodically compared to actual revenues and expenditures. The difference between the two is called a variance, and it becomes an indicator not only of the accuracy of the original forecast but of the control that a specific budget manager has exercised in expending funds or collecting revenues. As you might imagine, the collection of revenues is, for all intents and purposes, outside of the control of the manager, except of course for the receipt of grants or the securing of a gift or donation to the library. Because of this, the main control over budgets is exercised over expenditures.

In a small library, perhaps only one or two people are allowed to approve the expenditure of funds. In most libraries, however, there are many people involved in this activity. These managers are cost center managers. A cost center is a focal point where money is expended, such as acquisitions, IT, facilities, or reference. The manager has control over some or all of the expenditures associated with that cost center and is held responsible for their conformance with the budgeted or planned amount. In a properly run organization, the cost center manager, as well as the director of the library, is able to monitor the budget and actual expenditures.

Figure 9.1 provides an example of a cost center budget with budgeted and actual figures and variances. Note that revenues are absent. The assumption is that revenues equal to the budgeted expenditures have been provided by the library to this cost center. The cost center manager has to spend according to the budgetary guidelines. The variances provide one way to monitor the degree to which actual expenditures are kept in line with budgeted expenditures.

This budget is presented in exaggerated terms to make a point about variances. Here the actual and budgeted amounts for staff salaries is so close that the percentage difference does not register to two decimal places, hence zero percent. The minus sign indicates that the budgeted amount was subtracted from the actual amount to calculate the difference. In the budget line for collections, note that there is a positive variance (in this case “bad”) because the actual expenditure had exceeded the budgeted expenditure by $1,092, or 48 percent. In a similar manner, in the budget line for equipment, the actual expenditure was $240, or 69 percent less than the budgeted expenditure (in this case “good”).

The presentation of one month’s budget can be misleading. For example, with regard to expenditures on collections, those expenditures are probably not made in equal monthly increments throughout the year. There may be high expenditure months (paying for all periodical subscriptions in the fall, for example) and low expenditure months. For that reason, a different budget format may provide a better view of actual and budgeted amounts if it also includes yearly amounts in addition to monthly amounts. Figure 9.2 does just this. For this example, assume that the fiscal year begins in July and ends in June.

Figure 9.1A Library Cost Center Budget with Budgeted and Actual Figures and Variances
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Figure 9.2A Library Cost Center Budget with Budgeted and Actual Figures and Variances

[image: images]

*58% of the fiscal year has passed as of the end of January; 42% of the year remains.

This figure, which includes the first four columns of figure 9.1, now provides annual and year-to-date information. In looking at the far right column and the footnote that appears at the bottom of the figure, you see that staff salary expenditure is neither underspent nor overspent. At the end of January, 58 percent of the fiscal year has passed and 58 percent of the annual staff salary budget has been spent.

The collections, which appeared to be in real trouble in figure 9.1, now don’t appear to be problematic. They are only 2 percent over budgeted expenditures (60% vs. 58%). Finally, equipment, which was underspent in January, is now even more underspent, having only used 15 percent of its annual allotment (with 58% of the year gone by). The cost center manager, here the head of reference, now has a more complete picture of the resources under his or her control. Regarding the low equipment expenditure, he or she may be planning for a large purchase in the future, or not. In any case, the budget document presented allows this administrator to monitor and therefore control reference expenditures.

The more frequently this monitoring takes place, the more control is exerted and the less likelihood that either overspending or underspending will occur. Monitoring the budget on a monthly basis is sufficient. After all, it takes time to prepare these documents. But it would not be unusual for more frequent monitoring to take place toward the end of a budget year.

Of course, this monitoring assumes that the accounting system, described earlier, can provide accurate and timely accounting information regarding revenues and expenditures. Here, “accurate” means that accounting personnel are well trained and procedures are in place to ensure that any purchase is recorded in the proper ledger account (to keep track of expenditures in that area) and that revenue received is recorded in the proper revenue ledger. The process of auditing, not covered in this brief introduction, also helps to ensure that this is carried out accurately and properly.

Once the actual monthly revenues and expenditures are available, the monthly budget is produced, allowing cost center managers and other management personnel, who may be responsible for more than one cost center, to evaluate budgetary performance. That is, they compare the estimated budget amount with the actual amount and the variance between the two in dollars and often in percentage terms. In this way, they are able to spot unwarranted variances between budgeted and actual amounts and take remedial action if necessary. For all intents and purposes, this monthly budget monitoring report consists of the statement of activities for that period (actual expenditures) along with the previously planned budgeted amounts. In this way, the budget and financial statements are important for budgetary performance and achieving the library’s goals.

These amounts (budgeted and actual) vary for several reasons. First, in certain categories, money is neither received nor expended in equal monthly installments. If the budget is set up on an equal monthly basis, then tax revenue, which is often received in a lump sum at the beginning of the year, will show a huge variance in the month received and in subsequent months. Similarly, acquisitions expenditures will also vary during the year, while personnel expenditures will not, assuming that there is a stable workforce. Second, forecasts made prior to the beginning of the budget year may have to be revised as a result of unforeseen events. For example, an expected severe winter turns out to be mild or vice versa, affecting utilities expenditures. Third, estimates upon which budget figures were based could simply be wrong.

In presenting the library’s budget report (i.e., actual expenditures and revenues compared to budgeted expenditures and revenues for all departments), the business manager or accountant will usually provide a narrative explanation of significant deviations and the reasons for them. After review by the director or board, corrective action is taken where needed to adjust in areas where overexpenditure or underexpenditure, based on current trends, seems likely or to correct earlier estimates and forecasts, now seen to be incorrect. This regular periodic monitoring thus becomes a major risk management tool and one of the major ways to ensure that service goals are being addressed.

Note that this is an iterative process and is repeated month after month, questioning variances and providing reasonable explanations for them. The main point is that without this monitoring, you may as well not have a budget at all. If you can’t budget, you can’t manage, goes the familiar adage.

This also brings up the point about next year’s budget. After all, the monthly review of revenues and expenditures is a great time to start thinking about the following year’s budget plan. Normal budget calendars that operate on a July 1 to June 30 fiscal year (most public libraries, K–12 schools, and colleges and universities) should begin the process of planning for the following year’s budget in November, but certainly no later than March. Library management prepares a budget that then has to be confirmed or approved by some supervisory body, such as the principal, school board, library board, or higher educational administration. In addition, by late spring, most forecasts of price increases, tax revenue, negotiated wages, and other budget items have been made and verified to the fullest extent possible. This is the case even though final actual figures for revenues and expenditures will not be available until early July, when the June monthly budget and the annual budget for the past year are given their final review.

Some organizations are even more exacting and future focused in preparing their budgets. Each month after they have reviewed the budget, they use the information particular to that month to forecast next year’s comparable month. So, for example, after reviewing the September budget and actual figures and variances, they make projections about the following September’s budget based on this year’s “September experience.”

Thus far, the discussion has been in fairly abstract universal terms about the budget process. It is now time to turn to a description of actual budget formats and budget-building techniques

Common Budget Formats and Budget-Building Techniques

Recall from previous chapters that elements of the financial statements are controlled by the chart of accounts. The chart of accounts lists each asset, liability, net asset, revenue, and expense account in the organization. It is a classification system whereby like accounts are grouped together. In a small library, the number of accounts is relatively small and there is probably only one department, the library. In larger libraries, there may be several departments. So if you look at an expense account, such as office supplies, in a small library, there will probably not be any further breakdown. A larger library with multiple departments would have an account for office supplies that includes the entire library but also subaccounts for office supplies for the Reference Department, Technical Services, and Children’s Department, for example. See figure 9.3 below.

The simplest and least granular budget presentation would, as you might expect, just present the total amount budgeted and spent within the category office supplies. In such a presentation, you would not be able to see what the Reference Department, Technical Services, or Children’s Department spent on office supplies, just the total amount for the entire library. This is the simplest form of a line item budget. In such a budget, all revenues and expenditures are listed according to the highest-level hierarchy in the chart of accounts. If you were in the Reference Department and saw your budget, as opposed to the entire library budget, you would only see the amount spent by your department in office supplies. Of course, individuals doing any budgetary analysis and monitoring would have access to this finer detail if it were necessary, but for monthly monitoring purposes, only these grosser amounts would be presented. Figure 9.4 shows a line item budget for the Charlevoix Public Library.

The advantages and disadvantages of the line item budget (or object budget) have been debated for decades. The main advantage of a line item budget is that it is easy to change. The main disadvantage is that it is not tied at all to programs. That is, you change the line item without having to go back and reevaluate the programs that generate the line item expenditure. This is another reason, or occasion, for merely reductionist budget management.

The program budget attempts to remedy the disadvantages of a line item budget. While the program budget uses line items, each program is presented separately with the line items of expenditure listed for each program. Although more difficult to change (i.e., if you change the budget, you change the program), it does provide more managerial control over specific programs. That is, in a line item budget, you can change the figures for the broad categories without even knowing the individual cost centers where those funds are expended. The expectation is that by changing the figures the programs supported by those amounts will simply fall in line.

Figure 9.3Example of the Office Supplies Account in a Moderate-Size Library
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Figure 9.4A Line Item Budget for Charlevoix Public Library
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Note: These are budgetary figures only. No actual expenditures are shown.

When you change a program budget you have to have additional information about the specific programs. So in program budgets, you often have additional text and analysis relating to the program presented. The revenue part of the budget is ordinarily not included in the breakdown of the budget into programs, only the expenditures. Furthermore, it is often the case that the line item budget is preserved in the presentation of the program budget, as in figure 9.5 below.

In Figure 9.5, each “program” is a department. More refinement is, of course, possible, especially if there are specific programs within a department, but the general structure of the budget is preserved.3

In other chapters, different types of budgets have been presented (e.g., see chapter 5), but for this example, those can be ignored. In essence, the format essentially remains the same. You have an account from the chart of accounts. It is either a summary item including all departments of the library or it includes those subaccounts either additionally or separately. So the format has to do with presentation. When it comes to how to change those budgets, you have to turn to process.

Figure 9.5Example of a Program Budget of the Charlevoix Public Library
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Budget Processes and Procedures

Procedures for changing the budget are also varied, and many different types of procedures have been tried in the past. Three major types are described here. The first of these is incremental budgeting. With incremental budgeting, each budget line theoretically builds on the previous year’s budget base, often receiving the same percentage increase or decrease for the coming year. This assumes that last year’s expenditures are a sufficient basis for creating next year’s budget. In light of previous discussions about estimating and forecasting, you might be appalled at this suggestion. After all, things change, and prices rise at different rates for different services and materials. That is why what was just described does not happen for the entire budget. But the principle that you build upon the present budget for next year’s budget using forecasts of price increases and revenue comes under the definition of incremental budgeting. You build in increments upon the previous base.

This type of activity has also been called traditional budgeting. Aaron Wildavsky, a noted authority on policy analysis and budgeting, explains the virtues of this type budgeting in the following way:


Traditional budgeting makes calculations easy precisely because it is not comprehensive. History provides a strong base on which to rest a case. The present is made part of the past, which may be known, instead of the future, which cannot be comprehended. Choices that might cause conflict are fragmented so that not all difficulties need be faced at one time. Because it is neutral in regard to policy, traditional budgeting is compatible with a variety of policies, all of which can be converted into line items. Traditional budgeting lasts, then, because it is simpler, easier, less stressful, and more flexible than modern alternatives like ZBB and PPB.4



So what is the alternative? Two other types of processes have arisen in the past 50 years, but neither has gained much traction in practice. These processes are program, planning, and budgeting systems (PPBS) and zero-based budgeting (ZBB). PPBS assume that the budget is clearly related to the organization’s programs. So the organization establishes goals for meeting its objectives, and this provides the rationale for spending. So far so good. Isn’t this what every organization should do? Yes, but PPBS takes it further. Each unit within an organization also creates its objectives and goals that are in line with the parent organization. Plans for meeting these goals and objectives are made and then funds follow the plan. Taken abstractly, it sounds very logical. But Wildavsky explains why this approach is irrational:


Planning, Programming and Budgeting Systems require structure in which all policies related to common objectives are compared for cost and effectiveness. Not a single theory for a particular area of policy, but, rather, a series of interrelated theories for all policies is required. If we barely sense the relation between inputs and outputs in any single area of policy, however, how likely are we to know what these relationships are across the widest realm of policy? As one area of ignorance interacts exponentially with other areas, we get not an arithmetic, but a geometric increase in ignorance.5



Wildavsky argues that to understand the complexity of any one area, such as collections, is difficult enough; but if you try to take policy principles from collections and coordinate them and interrelate them with policy principles from IT, you end up with a hodgepodge of speculation and unwarranted assumptions. Theoretically, this results in budgetary disaster. That is, the effort to apply the same policy base to fundamentally different program activities is patently foolish and not worth considering. What is worth considering is, for instance, some principle-based policy for the replacement of computing equipment across an organization (where different units have line items for this activity), or the staffing of multiple reference desks so that you have a reference program, or the purchase of e-books so that you have a collections program that obtains library-wide.

The other type of budgetary process is zero-based budgeting. It arose in the early 1970s. Basically, all items in a budget must be fully justified each year. The reason is to cut waste and improve efficiency. However, it was found to be so time-consuming and wasted so many personnel hours that it is rare to see it in operation today.

Some General Caveats in Creating, Interpreting, and Evaluating Budgets

To the uninitiated, budgets can be deceptive. The following points serve as caveats in creating, interpreting, and evaluating budgets:


•As mentioned above, expenses and revenues may not be evenly spread over 12 monthly budget periods. As a result, in looking at budget variances in any one period, one may be misled in believing that a specific account is overspent or underspent. In cases where these amounts differ from month to month, the budget narrative should reflect this fact.

•Project budgets and grant budgets have their own set of problems and complexities, such as direct and indirect costs, that may be confusing to everyone except the accountant in the business office. When examining and evaluating these kinds of budgets, the novice should ask as many questions as possible until understanding is clarified.

•Believe it or not, budgets can have errors (simple addition, subtraction, multiplication). While a manager or board member may not be able to check every figure, some time and effort should be applied to skim the budget for obvious mathematical errors. Even the best accountant is sometimes vulnerable to such shortcomings.

•In budgets that are condensed, broad categories can hide expenditures that may be suspect. So a manager or board member should work with the accountant preparing the budget presentation to ensure that sufficient detail is available. A balance must be sought though, because information overload can be overwhelming and be a source of confusion.

•In evaluating a budget, one rule of thumb is to apply the nonaccountant test. What this means is that a nonaccountant should, with fairly minimal training, be able to understand the budget, its method of presentation, and how it was created. If the budget becomes too arcane, its utility as a monitoring device is greatly diminished.

•Another rule of thumb or guideline is to try to evaluate whether the expenditure of funds is in conformance with institutional priorities. This is often easier said than done, but one example should suffice. A large expenditure of funds devoted to staff parties, taking taxpayer money away from providing services, requires scrutiny. Although this may seem like a far-fetched example, it has been known to happen.

•Another related point is to ensure that budgetary expenditures and the handling of revenues are in accordance with any contractual constraints that may exist for them. This is especially important for grants, where there are constraints on exactly how the funds may be used, as controlled by the terms of the grant.

•In making forecasts for salaries and other types of expenses, ensure that minimum wage laws and contractual obligations are met and that inflation rates have been considered in the forecasts, if available. In this case, you may want to use the contingency defense, described above, of including a reasonable inflation rate.

•At times, despite the most careful and thoughtful forecasts, actual expenditures will exceed actual revenues. When this happens, as explained in the chapters on financial statements, the difference (excess expenditures) is essentially subtracted from unrestricted net assets. As long as unrestricted net assets are sufficient to absorb this overexpenditure, the library is able to do this. However, if there are insufficient unrestricted funds, the library may violate contractual or policy agreements that restrict certain assets for other specific purposes. A detailed discussion of this case is beyond the scope of this brief introduction.

•In allocating revenues to various activities within the library, the manager must consider the source of the revenue and its stability. Revenue and revenue allocation is discussed in chapter 14.

•Finally, any well-prepared budget includes a narrative that discloses specific anomalies and other information likely to have an effect on the effective monitoring of the budget. If possible, unacceptable variances should be identified and explained so that remedial action may be taken, either in the form of altering the budget or in putting additional controls in place to prevent future aberrations.



Summary

This chapter provided a very general introduction to budgets and budgeting. The purpose and functions of a budget and the concept of a budget variance were discussed. Common budget formats and budget-building and changing processes were introduced along with examples of line and program budgets. Finally, some general caveats for creating, interpreting, and evaluating budgets were provided.

Exercises

1.You are the manager of a departmental library at Rishi University in Teatown, Illinois. You have just been given your budgetary allocation for student wages for the coming year, and so you will be planning how many students to hire and what you will be able to do with the money you have been allocated. Any money left over at the end of the year cannot be carried over to the next year. If you overspend your budget, that amount will be deducted from your allocation for next year. Here are the elements that you have to consider as you plan out the year.

The minimum wage in Illinois is $8.25 per hour. Any newly hired student has to receive the minimum wage. After a student works for one full semester he or she is entitled to a $0.10/hour pay raise. The summer session doesn’t count toward this seniority pay raise. The fiscal year begins on July 1, two weeks after the eight-week summer session has begun. A student beginning work after the spring semester would not be eligible for a raise until the beginning of the spring semester of the next year. If a student doesn’t work, he or she doesn’t get paid. There is no vacation or sick leave. In your library, you hire students for two types of jobs: attending the circulation desk and various other duties as assigned.

During the 52-week year, your library’s hours occur at the following times:

A.The library is closed the week of Thanksgiving and the week of Christmas.

B.During the 16-week fall and spring semesters and the 8-week summer session, the library is open 9:00 a.m. to 8:00 p.m., Monday–Friday, and 1:00–5:00 p.m. on Saturday and Sunday.

C.During the remaining 10 weeks, the library is open 9:00 a.m. to 5:00 p.m., Monday–Friday.

For the periods designated in scenario B, you have at least one regular staff member on duty from 9:00 a.m. to 6:00 p.m. and from 1:00–5:00 p.m. on Saturday and Sunday. You have a student who keeps the library open from 6:00 p.m. to 8:00 p.m., Monday–Friday, who also works alongside the staff member on Saturdays and Sundays.

You have allocated 10 student hours per week to carry out the other duties as assigned. These hours extend over 50 weeks of the year, not just when school is in session. During the 10 weeks when school is not in session, you also have a student working at the circulation desk for 10 hours per week. Your student wage allocation for this year is $11,000.

Answer these questions:

a.Can you do all you want to do with this budget? Assume that all the students you hire have not worked for the library before.

b.How many students would you hire?

c.Do you think that the two types of jobs require different rates of pay? If not, fine. If you do and were able to give a premium of one dollar to whichever job you thought more deserving, would you have the funds to do so, given that you would maintain the work regimen outlined above? Would you change the work regimen above if you could pay this premium?

d.When will you train the students? Will you pay them for this time? Does this affect your budget estimation in the number 1 scenario?

e.What will you do if a student calls in sick for an evening shift at 5:45 p.m. on the day the person is supposed to work?

f.Would you hire students for fewer than five hours per week?

g.The library business office gives you a monthly report on the amount of your budget expended to date. Is this sufficient to monitor your budget to ensure you are not under- or overspending? If you cannot get more frequent reports but need more frequent accounting, what would you do to obtain this information?

2.In your library’s budgetary information and its comparison with actual expenditures for the year, you see that one budget line with a budgeted amount of $23,200 has a $1,000 negative variance (the amount spent exceeded the budgeted amount) and another budget line with a budgeted amount of $56,000 also has a $1,000 negative variance. Explain why the same dollar variance may be more troubling in one budget line than the other.

3.Look at your local library’s budget for the past fiscal year. Also find the library’s strategic plan. (If your library does not have a strategic plan, find one that does and follow the directions given.)

a.Does the budget reflect the goals and priorities of the library’s strategic plan?

b.What criteria did you use, or attempt to use, in answering this question?

c.Reflect on the often heard maxim when either budget cuts or budget increases occur: “We will make cuts/increases in our budget by referring to our strategic plan.” How would library management actually do this?

d.What conclusions can you draw from this exercise?

Conceptual Questions

1.Explain the different uses of the word budget.

2.What is the purpose of a budget?

3.To which governmental financial statement is the budget related?

4.What are three assumptions about budgets?

5.Explain how a budget is monitored. How often should it be monitored and why?

6.What is a variance?

7.How is control exerted over a budget?

8.Why do budget and actual amounts often vary?

9.Describe both a line item budget and a program budget. What are the advantages and disadvantages of each?

10.Describe the following budgeting processes or systems and their related advantages and disadvantages: (1) incremental; (2) program, planning, and budgeting system; and (3) zero-based budgeting.

11.What are some important caveats in creating, interpreting, and evaluating budgets?

Notes

1.Aaron Wildavsky, The Politics of the Budgetary Process, 4th edition (Boston: Little, Brown, 1984), xv–xxi.

2.Ideally, the budget should do this but rarely does so.

3.Programs need not be departments but could be activities of interest (presumably because they may need management) that happen across departments (e.g., reference service, facility repairs, or the purchase of computers.

4.Wildavsky, The Politics of the Budgetary Process, 221.

5.Ibid., 199–200. Still another way to present long-range plans and budgetary information is presented in Malvern J. Gross Jr., John H. McCarthy, Nancy E. Shelmon, Financial and Accounting Guide for Not-for-Profit Organizations, 7th edition (Hoboken, NJ: John Wiley, 2005), 413–415.
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Budgets, Behavioral Economics, and Decision Traps: Choice Architectures, Heuristics, and Biases1
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Context

What This Chapter Covers

When creating and modifying budgets, you are required to make decisions that have both short- and long-term consequences. This chapter investigates the modes of thinking that are employed when creating and modifying a budget and the decision traps inherent in these activities that can be damaging to the library. This topic has developed from the field of behavioral economics, which is concerned with how humans make decisions about money and other matters.

Why This Material Is Important

Budgets have consequences for people, libraries, and the services provided. To provide the best service with available resources, financial managers must be aware of how they make budgetary decisions, going beyond the focus on specific monetary amounts and the forecasted effects of these budgetary decisions.

What You Should Learn from This Chapter

In this chapter, you will be introduced to several heuristics and biases that are operative in decision making in general. This will be illustrated by specific applications to budgetary decisions for libraries.

Introduction

Over the past several decades, an increasing amount of research has been focused on decision making, especially in the area of economics. This field, behavioral economics, has challenged the assumed decision-making processes of traditional economic theory, which posited a rational actor. This rational actor would, eponymously, always act and decide rationally, based on the information at hand. Behavioral economics explores the way people actually decide. Human behavior, it reveals, is not always rational, but often irrational.2 There are several reasons for this dissonance between rational and irrational decision making that will be explored.3

In this chapter, no attempt is made to provide a comprehensive description of this field.4 On the contrary, the purpose is more practical. In the pages that follow, budgets and the ways in which the thinking about them and the decisions made about them can be compromised and suboptimal is explained. In concluding the chapter, some ways of minimizing errors made in budgetary decisions are offered.

This chapter is subtitled “choice architectures, heuristics, and biases.” Before looking in some detail at budgets, these terms need to be defined. Choice architectures are ways in which different choices are presented to any decision maker and how that presentation affects the choices made. A well-known example is choosing to opt in or opt out of a company retirement plan. The eventual choice is heavily influenced by the default option. If the default option is participation in the retirement plan, the incidence of workers participating is considerably more than if the workers have to “opt in” to a plan.5

A heuristic is a mental rule of thumb or shortcut. Heuristics are used all the time in our daily lives to shorten the time spent in making routine decisions. For example, you are walking down the street when an unleashed pit bull approaches you. Even though you like dogs, rather than approach the pit bull in a friendly manner and see whether it will lick your hand in affection, you cross the street because of the stories you have recently heard about pit bulls viciously attacking humans. Heuristics are often hardwired into us by evolution. They can also be learned, based on your own experience.

A bias is a proclivity to view a thing or activity through a selective lens of perception. For example, you may unfairly evaluate a vendor on the basis of one recent mistake rather than a multiyear positive experience with that vendor. This would be an example of the availability bias, viewing that vendor with the most recent and vivid experience available in your memory.

In exploring how decisions about budgets can be compromised, two different, but related, areas of budgets—budget structures and budgetary decision making—are discussed. This includes building the budget with projections for the future. But before exploring the various psychological decision traps that can occur in these areas, three basic concepts in this emergent field of behavioral economics are explored: dual process theory, prospect theory, and expected utility theory.

System 1 and System 2 Thinking, or Dual Process Theory

Dual process theory is concerned with how mental reasoning works. This psychological theory has been explored in depth by Daniel Kahneman, Amos Tversky, and other psychological researchers over the past 30 years. Knowledge of this theory is useful in understanding why humans make the decisions they do and is applied widely in the professions, including medical diagnosis.

Dual process theory posits that there are two “systems” in the brain involved in making decisions. These are called System 1 thinking and System 2 thinking. System 1 is also called fast thinking or intuitive thinking. System 2 is also called slow thinking or logical thinking. For example, if you were presented with this math problem,


2 + 2 = ?



you would probably, almost automatically, answer “4.” But if you were then presented with this math problem,


17 × 24 = ?



you would probably have to think about it, perhaps write it down, and do the multiplication.6 In the first instance, you were using System 1 thinking and in the second, System 2 thinking. Figure 10.1 compares the characteristics of System 1 and System 2.

System 2 is used to exercise self-control over ourselves and the impetuous System 1. When System 2 is engaged in a System 2 activity, however, it is less able to control System 1. Research has shown that all variants of effortful behavior draw on a common store of mental energy. If that pool is depleted, System 2 is less able to carry out its functions.7 An experiment cited by Kahneman and carried out by Roy Baumeister and his colleagues demonstrated that


The nervous system consumes more glucose than most other parts of the body, and effortful mental activity appears to be especially expensive in the currency of glucose. When you are actively involved in difficult cognitive reasoning or engaged in a task that requires self-control, your blood glucose level drops. The effect is analogous to a runner who draws down glucose stored in her muscles during a sprint. The bold implication of this idea is that the effects of ego depletion could be undone by ingesting glucose, and Baumeister and his colleagues have confirmed this hypothesis in several experiments.8



To avoid the often faulty thinking of System 1 and to engage the often lazy but more deliberative System 2, you need to be aware that your brain can play tricks on you and lead you to bad decisions. Even when using evidence in making decisions, you may misinterpret the evidence or choose to ignore evidence that contradicts your biased leanings. This could be because as you gain experience in doing a task, your formerly reflective practice of System 2 is transferred to System 1. Repetitive practice in System 2 can result in transfer of that function to System 1. For example, driving a car and following a route to work creates pattern recognition of various sorts, and for doctors, certain diagnostic associations come automatically with certain symptoms (e.g., the combination of swollen legs and shortness of breath suggests heart failure).

Figure 10.1System 1 and System 2 Characteristics
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Prospect theory was propounded by Daniel Kahneman and Amos Tversky in a classic article published in Econometrica in 1979.9 It was written in response to the prevailing dominance of expected utility theory (or expected value theory).

Prospect theory says


that people generally do not assign values to options based on the options’ expected effect on their overall level of wealth: the typical head of an American family, with a net worth of $300,000 or so, doesn’t see a $500 loss or gain as one-sixth of 1 percent of her overall financial position. She sees it as $500 that she did or didn’t have five minutes before she lost or gained it. Indeed, prospect theory says that we assign values to the gains or losses themselves—based on their own merits, if you will, as gains or losses. It is the actual gaining or losing—and our feelings about it—that matter more to us, rather than how those gains or losses leave us in terms of our overall financial position.10



Related to this is the sunk cost fallacy, explored by Richard Thaler, wherein a decision maker, not wanting to appear wasteful of spending previous resources that did not yield success, continues to spend in that category so that the previous spending was not done in vain.11

Expected Utility Theory

Expected utility theory deals with the analysis of decision making under risk. Expected utility theory holds that when making decisions under risk, “the utilities of outcomes are weighted by their probability.”12 Expected utility theory assumes that decision makers are rational and have a well-developed ability to think clearly about probability. In their groundbreaking research, Kahneman and Tversky discovered that people do not always act in accordance with this clear-cut probabilistic approach: “We first show that people overweight outcomes that are considered certain, relative to outcomes which are merely probable—a phenomenon which we label the certainty effect.”13 They explain further:


Outcomes which are obtained with certainty are overweighted relative to uncertain outcomes. In the positive domain, the certainty effect contributes to a risk averse preference for a sure gain over a larger gain that is merely probable. In the negative domain, the same effect leads to a risk seeking preference for a loss that is merely probable over a smaller loss that is certain. The same psychological principle—the overweighting of certainty—favors risk aversion in the domain of gains and risk seeking in the domain of losses.14



This led to the development of the psychological bias of loss aversion, which is discussed below in relation to budgetary decisions. When these decisions are made under risk, you have some reference point in mind that determines what certainty and risk are. You calculate your loss or gain in relation to this reference point.

Now it’s time to discover how these two major psychological theories and subsequent discoveries based on them affect how humans think. This is done in the context of budget structure and budgetary decision making.

Budget Structure

In any library, the revenue received determines what can be spent. That is, if you assume that you cannot spend more than you take in, reserve funds and borrowing aside, then the amount of expenditures is limited by the amount of revenue received in any given year. Remember, for the most part, revenue is fungible. That is, unless the revenue is specifically designated for a certain spending category, as in a grant, you can spend that revenue in any way you choose. This is despite the fact that revenue can arise from various sources, such as taxes, fines, fees, donations, and entrepreneurial activities. Worrying about revenue is usually the responsibility of the macrolevel manager.

When you consider budget structure, however, you are also faced with a set of expenditure categories that are defined by the current version of the chart of accounts. If you are a microlevel manager, you often ignore or minimize the categories of revenue. (We discussed micro- and macrolevel managers in chapter 2.) In fact, they are often not available to most lower-level library managers. You are told what you can spend in various categories of expenditures. You know what has historically been spent in each of these expenditure categories, and, for the most part, these categories and the amounts spent in them frames how you will make your spending decisions for the coming year. This framing forces you to look at these categories in a certain way. In terms of prospect theory, they are reference points. Because of this, inertia in trying to reconceive budget categories often impedes fresh thinking about how you spend your money. System 1 thinking takes what is readily available (last year’s budget or the budget given to you by your macrolevel managers) and goes with that. System 2 thinking, requiring mental effort, is content to let System 1 be in charge and allow the currently offered frames, the expenditure categories, to remain unchanged.

The structure of the budget frames the way you will perceive the dollars that populate each category. This is known as mental accounting. This construct, developed by Richard Thaler and others, states that you perceive some dollars to be worth less than other dollars.15 This perceptual oddity violates the economic principle of fungibility.16 In effect, once money is assigned to categories, it is mentally no longer fungible. In violating this principle of fungibility, you separate money into different categories, treating dollars in these categories differently from each other because each dollar or account has a different significance, even though those dollars are still dollars and have no difference in economic value. For example, there is no difference, monetarily, in a $150 ticket, $150 in cash, and $150 on a reward debit card. Research has shown, however, that humans treat these mental accounts differently. These investigations have also shown, for example, that the relative monetary size of an account or an item purchased also affects your choice decisions, that is, how you treat those dollars differently.

An example of this is how you make a purchase decision. Imagine that you want to buy a lamp. In one store, the lamp costs $100, but a store five blocks away has it for $75, a savings of $25. Do you go to the other store to get it? Perhaps. Now consider the following. You found a dining room set in a store for $1,775 and at another store it is offered for $1,750. Would you go to the other store to get the lower-priced but exact same set?17 Even though the savings in both instances is $25, repeated experiments have shown that humans tend to switch stores to purchase the lamp but not to purchase the dining room set. Yet these two dollar amounts are the same. It is just your perception of them, related to their reference point, $100 and $1,775, respectively, that alters your decision.

Availability Bias/Heuristic

System 1 thinking is also prone to the availability bias. This bias occurs because we often rely on the information that most easily comes to mind. In medicine, for example, this could be the overestimation of the likelihood of a diagnosis based on how easily it comes to mind. For example, a study of internal medicine residents in Rotterdam revealed that second-year residents were more likely to diagnose a case incorrectly when recently exposed to a case with similar presentation.18 In the area of budget structure, the presentation of the budget in familiar categories and amounts can inhibit reevaluation of spending categories and amounts, leading to potentially mindless incremental budgeting behavior, where categories of expenditures are increased or decreased by an across-the-board percentage regardless of any evidence about the impact of such decisions. This behavior is similar to what some researchers call the “focusing illusion”—“the tendency of people to make judgments based on their attention to only a subset of available information, to overweight that information, and to underweight unattended information.”19 In the case of budgetary allocations, decision makers become focused on the overall increase or decrease, and in doing so, they overweight that information and underweight the effects that decision would have on each individual budget line. The implied reason for this is that it would require too much energy from System 2 to attend to those consequences.

Anchoring

Anchoring refers to a bias whereby you persist in “clinging to a fact or figure that should have no bearing on your judgments or decisions” or “latching on to an idea or fact and using it as a reference point for future decisions.”20 One example is a librarian insisting that, regardless of any increases or decreases in the budget, a specific budget category remain at, say, 37 percent of the total budget. This 37 percent, thought to be an optimal figure for that budget category, perhaps based on the vagaries of some past positive experience, becomes an anchor, albeit an irrational one, without any evidentiary backing, for future budgetary decisions.

Status Quo Bias

Status quo bias can inhibit change in budgetary categories and in amounts spent within those categories. It occurs because humans are content to settle for the status quo rather than apply some effort to make a change.

An example in personal financial decision making, noted above when introducing the term choice architecture, relates to research conducted in enrollment in 401(k) plans offered by many employers. Researchers found that employees failed to contribute to 401(k) plans, where an employer contributes a percentage of your salary if you do. Employees who were faced with either an opt-in or opt-out decision as the default tended to accept the default, even if it went against their long-term interests. In accepting a default of nonenrollment, they tended to “overvalue what they have (today’s salary) and failed to properly value what they could have (the employee [sic] matches and the benefits of tax-deferred savings.)”21 Again, the budget categories themselves are essentially default options, and we are likely to accept the default. It is important to remember, however, that many of the described biases may overlap in certain situations as well as all be in play.

Budgetary Decision Making: Building the Budget and Budgetary Projections

The previous section explained how the very structure of the budget can affect decision making about the budget and can result in suboptimal decisions. In making budgetary decisions, you are making projections about future budgets and building the budget for the next year. You are not only subject to some of the decision traps mentioned earlier but also may fall prey to some others.

In building a budget for an upcoming period, usually a fiscal year, you rely on different types of information for different categories. On the revenue side for a public library, for example, you may get an estimate from the municipal business manger regarding the amount of tax revenue that will be available in the coming year. This estimate is not firm, but a projection. If part of your revenue consists of fines, then you might rely on the previous year’s figure, assuming that it will not change substantially. If you will be receiving a grant, then you probably know with some precision what the grant amount will be.

On the expenditure side, you are also dealing with projections, estimates, and confirmed amounts. The projections and estimates might be the inflation rate for domestic serial publications or the projected increase in utility rates and projected usage of electricity. You might have signed a new contract with the employees’ union, so you will have a fairly specific idea of its effect on the personnel budget. In chapter 8, on estimation, forecasting, and risk management, approaches to this were discussed in some depth. Moving beyond those, explanations are given for some psychological decision traps that can result in suboptimal decisions. These include overconfidence, application of foregoing to revenue allocation, and comparison among options.

Overconfidence

Perhaps one of the most powerful but often underestimated decision traps is overconfidence. Research has shown that humans possess more confidence about their ability to complete a task on time or to judge the probability of an event occurring than is warranted by experience. The problem with overconfidence is “the inability to temper confidence or optimism as a result of prior experience,” that is, humans don’t learn from their mistakes; people “conveniently remember their successes but repress or forget their failures.”22 This is called hindsight bias, wherein they “maintain faith in an overall, abstract ability to make accurate predictions in the face of concrete predictive failure.23 We humans have developed sneaky habits to look back on ourselves in pride.”24

In the area of budget decision making, especially where things have gone smoothly for several years, “people overconfidently confuse familiarity with knowledge.”25 The budget categories are familiar, the amounts assigned to them have followed a steady increase over the years, and so, absent any disruption, the budgetary decision maker believes that he or she understands the budget. This belief can often be challenged in the face of changes that affect this stable environment.

One related phenomenon is not overconfidence in oneself, but overconfidence in others. This is following the herd, either by doing what other libraries are doing or by agreeing with others on a budget committee when uncertain or not knowledgeable about the problem at hand. This conformity “often results from uncertainty. We follow others because we don’t know what to do.”26 An inverse of this process, with the same negative result, can occur when reliable information about a budgetary problem is ignored because focus is instead “on the actions of others, even if that action conflicts with their own knowledge or instincts.”27 This might be called the “Emperor’s New Clothes” bias. This decision trap can combine with another, confirmation bias, to bring premature closure to a budgetary decision.

Confirmation Bias

Confirmation bias “consists of a tendency to search for, treat kindly, and be overly impressed by information that confirms your initial impressions or preferences.”28 This is also known as disconfirmation disinclination, which essentially means that you stop asking questions. So whenever people develop preferences, even small ones, “they tend to view new information in such a way that it supports those preferences.”29 After you have a feeling about one option, you find it difficult to change and overcome your bias. In medicine, this type of premature closure in making a decision can be seen as seeking only information that can confirm a diagnostic hypothesis but not refute it. Research in medical errors and decision making has found that up to 75 percent of “human-cognitive” diagnostic errors in medicine result from inadequate data gathering, reasoning, and verification.30

Application of Foregoing to Revenue Allocation

Some of these biases can also arise in making decisions about revenue allocation. Identifying and maintaining reliable sources of revenue is challenging enough. But once the library has obtained these revenues, how should the library staff allocate the revenue received to personnel, collections, operating expenses, and so on? There are several standard ways that libraries, other nonprofits, and governmental agencies do this:


1.Follow the previous year’s allocation and increase or decrease, on a percentage basis, the amounts from last year.

2.Follow the previous year’s allocation except for those instances where known increases, such as personnel and collections, need satisfied. Once the increases are paid, the remaining revenues are allocated on an across-the-board basis to the other areas of expenditures.

3.Given the library’s strategic plan, allocate revenues on the basis of priorities for the coming year.31

4.Each year, begin from scratch and have the cost center managers propose what should be allocated to their areas and then have the director, executive committee, or top-level administrators decide what the allocation should be depending on the strength of the case made by the individual cost center managers (zero-based budgeting).

5.Each year, assume you have not received an increase or decrease in revenue and after identifying priorities, reallocate from existing areas to those with the highest priority. Then increase or reduce allocations by the new revenue amounts.

6.Base allocations on successful programs. (To the victors belong the spoils!) Give higher allocations to high-performing programs and less to low-performing programs.

7.Use a formula based on some quantifiable factor (e.g., students served, cost of publications, faculty in specific disciplines served).



In employing any of these methods, you are tacitly acknowledging that you just can’t spend money any way you want. The allocation of funds has to be for the good of the library community served. How can you be sure that you are spending money in a way that actually benefits the community and not just in a way that you believe, hope, or think benefits the community? One way of approaching it is measurement and evaluation, covered in chapter 20. But to determine whether decisions made now are optimal using measurement and evaluation techniques, you can only judge after the fact.

This issue is very complex because there are many stakeholders, both internal and external, who have personal and professional affiliations with expenditure streams. For example, a reference librarian curating the collection development of science fiction will not be very happy to see expenditures for those resources reduced after being historically stable—and neither will members of the science fiction club.

The danger is that the other expenditure categories considered less important would always be first on the chopping block when revenue streams are decreased. So question is, are expenditure categories dependent on each other to produce “service to the community”? That is, are they inherently complex? Is there some emergent property called “quality of library service” that comes into existence when the balance among categories is optimal, whatever “optimal” may mean? Or are they independent variables not affecting the system in tangible and significant ways? That is, are they individual, nonsystemic entities?

In making these decisions, you are subject to the endowment effect, wherein you value that which you already have and expect others to value it as highly. That is, you adjust your level of “ownership” to specific spending levels in specific categories, and this becomes the baseline by which you judge future gains and losses.

Given the endowment effect, one might speculate that if you are given an increase in your budget, the things you spend the increase on might not be the same if your preferences were not affected by the endowment effect.

These questions and quasi explanations have heretofore assumed that you treat increases to your budget in the same way you treat decreases to your budget. In reviewing the possibilities for revenue allocation, presented above, logic suggests that this is a plausible statement. But research by Daniel Kahneman and Amos Tversky discovered otherwise. Their prospect theory, which was discussed earlier in the chapter, lies at the basis of our concept of loss aversion: “Like mental accounting, prospect theory deals with the way we frame decisions, the different ways we label—or code—outcomes, and how they affect our attitude toward risk. . . . In financial matters, this phenomenon results in a willingness to take more risk if it means avoiding a sure loss and to be more conservative when given the opportunity to lock in a sure gain.”32

Is loss aversion a bad thing? One can reasonably argue that it is better to avoid loss rather than risk too much.

Comparisons among Options

One final example of a budgetary decision trap is the effect that various options have on the ultimate decision. Tversky and Simonson showed that “choices are enhanced or hindered by the tradeoffs between options—even those we wouldn’t choose anyway.”33 This is also related to extremeness aversion, wherein “people are more likely to choose an option if it is an intermediate choice within a group, rather than at one extreme end.”34

How to Compensate for and Avoid Suboptimal Decision Making

It is difficult to avoid these types of suboptimal decision making or to compensate for them. Very often, these behavioral economics principles contradict each other, so care is needed when analyzing specific situations. It is important to recognize that in the presence of stress or other cognitive strain, deliberative System 2 thinking may not be engaged. There may be a lack of time, other concurrent cognitive tasks, a lack of sleep, inattentiveness, or just a lack of motivation. Humans cannot isolate themselves from everyday pressures that make them susceptible to these biases and decision traps. But you can try to be more aware of how you make decisions and follow these suggestions:


•Get experience in budgetary decision making to gain expertise. But beware that experience itself may lead to faulty intuitive behaviors, such as making decisions based on one’s gut or ignoring the specific budgetary environment in which a decision is made (e.g., budget increase, budget decrease, flat budget).35 Further, in gaining experience and expertise, pay attention to the results of the decisions made and remember or record at the time of the decision the rationale for making it. By doing this, you train your intuition in the right direction; System 1 is good at learning patterns but not at unlearning them. Further, with experience, you risk distorting new problems to fit the solution you already know.36

•Be aware that there are both “kind” and “wicked” environments for the development of accurate intuition and expertise.37 In kind environments, feedback is immediate, appropriate, and unambiguous. Examples of this include simple games and isolated environments where the external world has little influence. In wicked environments, feedback is late, inconsistent, and inadequate. That is, outcomes of decision making are not directly attributable to one’s actions. The practice of medicine or even budgeting, both of which are complex systems with unpredictable future influences, are prime examples of wicked environments.

•Engage in continuous learning by staying up to date with the latest budgetary techniques. This is difficult in budgetary decision making because there is not a large literature on library budgetary decision making, other than the anecdotal or commonsense approach.38

•Know yourself and be aware of inherent biases in budgetary reasoning—overconfidence, anchoring, availability bias, endowment effect, confirmation bias, and herd thinking. One way to do this is by reflecting on your decision making, particularly in vulnerable or crucial situations.

•“Incorporate an ‘overconfidence discount’ into your projections, both on the upside and on the downside.”39 The percentage of your discount can vary depending on the size and importance of the budget category. This hearkens back to the advice given in chapter 8 regarding overestimating expenses and underestimating revenues.

•Play decision chess: “one of the best strategies for avoiding impulsive or emotional responses in money decisions is to try to anticipate the worst-case scenarios.” Get in the habit of “thinking ahead and thinking of alternative scenarios when making financial decisions.”40

•An antidote to mental accounting is to realize that “every dollar spends the same.”41 For example, spending money from gifts or grants more quickly and thoughtlessly than other sources is a trap that can be avoided if you remember that gift dollars are just as valuable as earned revenue dollars.

•Perhaps one of the most difficult biases to overcome is the sunk cost fallacy. It is important to repeat the mantra that “money that’s spent is money that doesn’t matter.”42

•Pay attention to how the data you receive and the options presented to you are framed, especially the way losses and gains are coded or presented. “The same set of options might lead to a different decision depending on whether you view your choice as one of rejection or one of selection, or whether you view it as protecting a gain or avoiding a loss. That’s why it is wise to view decisions from all sides—not just the pros and cons but the way a decision might be framed in your mind.”43

•Try to understand biases in others. This will not only help you to check your own biased tendencies but also aid in making corrections in polite, helpful ways when others have fallen into one decision trap or another.44

•Take an outsider’s view of your decision making. Just as you try to understand biases in others, try to step outside your own perspective and view your decision making as someone else might view it, especially someone who may not view it favorably.



Summary

The decision traps described in this chapter sometimes work in combination with one another, creating a cascading effect. How does this all work out in the budget process? It depends. As you deal with budgets in your personal and professional life, try to be attuned to these subtle influences on your decision making. It could help you and your library avoid costly mistakes.

Exercises

The next time you have to make a monetary decision, write out the decision that you made and the process that you went through to arrive at this decision. Record your expectations regarding the outcome of your decision. Once the decision is made and the results of your decision are evident, review your initial notes. Did your expectations of the outcome of your decision pan out as you expected? What did you overlook in making your decision? What would you have done differently? What heuristics and choice architectures were in place that influenced you? As a result of this reflection, what will you do the next time you make a financial decision to improve your decision-making process and the resulting decision?

Conceptual Questions

1.How does the availability bias affect decision making when using incremental budgeting?

2.Explain dual process theory to a friend.

3.Describe prospect theory in your own words.

4.How does the focusing illusion affect decisions to increase or decrease a total budget without regard for its impact on specific categories?

5.How does someone else’s overconfidence in a budgetary discussion encourage herd behavior?

6.How might you limit the endowment effect in advocating for your favorite expenditure categories?
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Capital Budgeting
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Context

What This Chapter Covers

This chapter focuses on capital budgeting, a process that controls the receipt and expenditure of funds for capital projects, such as renovation, new construction, and the purchase of large equipment.

Why This Material Is Important

This topic is related to budgeting in general, but it deals with special aspects that may not be evident in the examination of the basic budgetary processes.

What You Should Learn from This Chapter

At the end of this chapter, you should be able to define capital budgeting, explain the reasons for having a separate capital budget, describe the major elements of a capital budgeting and planning process, and understand how capital budgets are dealt with in the financial statements.

Introduction

The purpose of capital budgeting is to develop a financial plan directed at the funding of land, improvements, facilities, and equipment for future use. The word capital is a financial term that is often confusing to the layperson. Capital is money that one has invested. When speaking of capital investment in the nonprofit and governmental world, it means the investment or purchase of land, buildings, or large equipment for use in the future. The purchase of a $10,000 copier is considered a capital investment, whereas the purchase of $10,000 worth of printer paper is not. The copier will be used now and in the future for several years and is subject to depreciation, whereas the printer paper could be used up in the next six weeks, depending on the size of the library. “Capital projects incur costs beyond the initial purchase price; these might include maintenance, service contracts, or additional personnel required to staff the building or equipment.”1 The capital budget usually includes just the costs for the project itself and not the operating budget needed to maintain the building over time. So the reader needs to be aware of the scope of the project and the costs that are included.

Capital budgeting is the management of this capital investment—the copier in this example—from its initial purchase through its useful life. In the for-profit world, capital budgeting has a different meaning, and that is the evaluation of proposed capital projects vis-à-vis their return on investment (ROI) or financial benefit over the entire life of the project. This latter meaning of capital budgeting is not explored in this chapter. In the nonprofit and governmental library world, however, capital budgeting is used not only to “provide input for cash outlays but also to make investment decisions among competing capital needs.”2

Capital budgeting usually includes multiyear budgets that estimate revenues and expenditures for each year of the project or purchase and for the entire life of the project or purchase. These budgets are usually separate from the general operating budget, even though certain elements of them may be incorporated into a comprehensive library budget document.

Why Is the Capital Budget Separate from the General Operating Budget?

The capital budget is separate from the general operating budget for several reasons. First, because capital projects are complex and involve a lot of money, they require more control. For example, in an operating budget, the expenditure for gas and electricity is relatively straightforward. An estimate was made for the year’s expenditures for the library’s gas and electricity, and the monitoring of the budget by management compares the variances between the actual and budgeted amounts. On the other hand, in the capital budget, building an addition to the library will not only involve expenditures that take place over more than one budget year, but will also probably involve multiple contractors, external financing, and debt repayment. To have all this financial information in a separate budget, apart from the operating budget where it would be widely dispersed, is a major reason for a separate budget.

A second reason for a separate budget is that it clarifies the difference between debt that is incurred to purchase capital assets and debt that is incurred to pay for current operations. Normally, most libraries do not incur debt to pay for current operations. However, the library may be forced to borrow funds for operations when expected revenue is not received in a timely manner or when the expected revenue is not received in the same cycle as required expenditures. To mix this type of short-term debt with the long-term debt typical of capital financing would not only be confusing but would interfere with the control and monitoring of the capital budget.

Major Elements of Capital Budgeting

Capital budgeting includes six major elements:


1.Community needs assessment

2.Project planning

3.Cost estimation

4.Financing

5.Spending

6.Monitoring



Each of these is discussed below.

Community Needs Assessment

A community needs assessment provides a more complete picture of specific needs that will or could be met by the capital project. A needs assessment also helps to assess the ability to obtain funding through increased taxation by estimating the likelihood that a bond referendum, a vote by the community to borrow money by issuing bonds, would be approved by the electorate. The assessment itself can be carried out in several ways, including surveys, focus groups, an analysis of various community data depositories (e.g., census data), and by looking at such past efforts to gauge their effectiveness. Once a community needs assessment is completed, the library staff must determine the relative importance of each project based on its “degree of urgency, benefits derived, cost and tax rate impact, and its acceptability to voters”3 When all these factors have been taken into account, the staff can prioritize projects and proceed to more detailed planning and financing. The type and cost of a capital project obviously influences the extent and depth of the community needs assessment. The purchase of a copier may not require a wide-ranging assessment effort, but the construction of an addition to the library would.

Project Planning

Project planning often begins with a comprehensive review of replacement needs for existing facilities and equipment ranging in age from 2 to 40 years or more. This type of assessment is applicable to buildings and also to equipment purchases. In addition to this mega-analysis, significant planning must go into a specific project, even what seems to be only a mundane equipment purchase. With any kind of capital investment, you must be aware of the potential use of the equipment, revenue streams needed to support its use, its projected life, estimated maintenance costs, and salvage value, if any.

More detailed planning would include the specific players involved (consultants, architects, contractors), a detailed project plan (who does what and when), and ensuring that this specific project meshes well with other past, ongoing, and possible future projects.4 Estimating the monetary benefit of the proposed project is also required. This stage must be closely coordinated with the next one, cost estimation.

Cost Estimation

After prioritizing the library’s needs, a cost estimate of the near and long-term costs and benefits is made. This is a fairly complicated process, going from the initial concept of the project to infrastructure elements (plumbing, HVAC, electricity, communications); to the costing of the alteration of infrastructure elements; to conceptualization of interiors, furniture and equipment; and to costing of these elements. It would also include maintenance, service contracts, additional personnel, and allied personnel costs, such as office equipment and supplies, computers, tools, and uniforms. Some of these needs can be met with current operating funds, but others may require financing that involves borrowing or tax referenda for approval of the issuance of bonds. It is important to remember that some of these costs will be incurred in the current fiscal year, while others will be incurred in future years. Refer to chapter 8 on estimation and forecasting for further discussion of the problems and challenges involved in cost estimation.

Financing

Financing is often required for major nonrecurring items that have long life spans and may require multiyear planning. These long-duration financing items must be tied in to the library’s strategic planning document. As with any long-range plan, the elements and objectives may change over time. Several strategies for financing include “pay-as-you-go from current revenue, issuing bonds with or without taxpayer approval, and short-term notes using a bank line of credit.”5

Spending

Once financing is secured and the funds received and construction bids accepted and received, spending on the project commences. This takes place with the same procedures and processes that the library uses for any other expenditures in the library, including vendor and invoice verification.

Monitoring

The capital budget is monitored in the same way that the library monitors its operating budget. Periodically (month, quarter) the project manager compares budgeted amounts with actual expenditures in order to see if the project is on track and that variances, if any, are within an acceptable range.

As outlined here, “the capital budget process, therefore, is not only a management tool for guiding the expenditure of public resources over an extended period of time, but also represents a commitment by the local government to provide its community with the desired, and required level of service.”6 In addition, having such a capital improvement program has several advantages. For example, it


prevents duplication of projects and equipment; provides a vehicle for coordinating projects; establishes project priorities; helps provide for an equitable distribution of public improvements throughout the community; allows maximum benefits from available public funds; coordinates the physical and the financial planning of projects; provides citizens and management with information on short- and long-range projects and their potential costs.7



This leads to a look at capital budgeting for building replacement or renovation in more detail.

Capital Budgeting for Building Replacement or Renovation

This section includes the project conception and cost estimate. It also covers the need to hire a library building consultant and the other professionals involved in the project, the architect and contractor.8

Project Conception and Cost Estimate

It is very important to have a clear presentation of the problem that the project will solve. Without a clear presentation of the problem, planning may be misdirected and you may end up wasting resources and even losing the trust of your community supporters. In any construction project, there are many variables involving costs. LibrisDesign, an organization loosely affiliated with the American Library Association and the Institute of Museum and Library Services, provides a succinct guide to the types of costs in any library building process.9

In any capital project, it is strongly advised that you seek the advice of professionals. The reason for this is that there is a real danger of over- or underestimating the needs. Even if you are experienced at performing community needs analysis, having other professionals examine your estimated needs provides another pair of critical eyes for your work.

In addition to the costs of physical materials and construction labor, one must bear in mind the other professionals potentially involved in any library construction project.

Professionals Involved—Each Comes with Different Costs

Role of the Consultant

The building consultant develops a program, which is a document that specifies how much space and what kinds and in what juxtapositions your library needs. This person usually will also provide a review of the existing facility, a statement of required equipment for each space, and information on the special architectural needs of libraries.

Role of the Architect

Architects and consultants tend to view projects in terms of problems and their solutions. From this perspective, the consultant’s program defines the problem. The architect works from the consultant’s program in a series of problem-solving designs, possibly altering the program as detailed planning and design work progress. But the program lays out the library’s needs in written form, from which you can more clearly identify what has to be done to meet your service and program goals. There are several guides available that focus more on the specifics of individual elements.10

Role of the Contractor

The contractor, the company or individual responsible for carrying out the actual construction, provides the construction cost estimation based on the architect’s plans and the consultant’s recommendations. Cost estimating is typically done in the planning stage to give the owner a benchmark against which to judge the contractor’s bid. These bids are the contractor’s estimate, but they function as fixed prices (i.e., contracted prices) for the owner.

Most of these estimates (or bids) are obtained through a program of sealed competitive bidding, whereby the library or the entity that controls the library issues a request for proposal (RFP), which specifies the project in sufficient detail for a contractor to provide a bid. In the planning stage, the architect will often estimate what the project will cost so that the library administration and staff will have some idea of what constitutes a reasonable bid from a specific contractor. These estimates are influenced by the local labor market, the fluctuating cost of materials, and other factors. Once the library has a firm cost estimate, staff can then determine the means of financing the project and from what sources such funding can be procured. Costs for the entire project will usually include architectural and consulting fees as well as an estimate of cost overruns, typically in the range of 10 percent of the total cost. Fred Schlipf and John Moorman, cited above, have also created an excellent guide to the entire library construction process.11

Capital Budgeting for Equipment Purchases

Capital budgeting is also used for significant equipment purchases. The definition of significant is determined by the library or its parent body and usually has two components, a minimum cost for the project and the expected life span of the equipment purchased. For example, the library administration may state that a capital expenditure is anything (or a group of things, such as computers bought in large numbers) costing over $30,000 with an expected life of five years. Any equipment purchase meeting these two criteria would be controlled by the capital budget. Equipment not meeting these two criteria would be controlled by the operating budget. These two budgets comprise a comprehensive budget, or unified budget, reflecting expected revenues and expenditures for the entire library. An example of a capital budget and its place in a comprehensive budget is in figure 11.1.

Figure 11.1Sample Format of a Minimal Library Budget
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* State law requires that all information-providing public library services be provided free of charge. (See Trustee Essential #8: Developing the Library Budget for details.) Administrative Essential: A Handbook for Wisconsin Public Library Directors was prepared by the Division for Libraries and Technology. © Copyright 2008 Wisconsin Department of Public Instruction. Duplication and distribution for not-for-profit purposes permitted with this copyright notice.

Note: This simplified budget roughly corresponds to the Wisconsin Public Library Standards 2005 minimum operating budget of $60,000. Actual amounts will vary depending on local needs.

Source: Wisconsin Department of Public Instruction. AE13: Developing the Library Budget. Available at http://dpi.wi.gov/pld/ae13.html. Last accessed June 15, 2012.

In examining this example budget document, note that the revenues and expenditures for the operating budget are presented first, followed by the revenues and expenditures for the capital budget, followed finally by the total of both operating and capital expenditures. In this sample budget, the revenues are only given as a total, not broken out for operating revenues and capital revenues.

Paying for Capital Projects

Small-scale capital projects can be paid for from several different sources. These include operating funds, fines, fees, grants, bonds, and intergovernmental fund transfers.12 Each of these has its advantages and disadvantages. For example, paying for a large equipment purchase may require reallocating funds from other budget lines for that year. Relying on unpredictable funding sources such as grants or fees may also be problematic.

Other chapters in this text explore tax revenue, bonds, and other revenue sources as well as life-cycle costing, a cost accounting technique especially applicable to large long-term (multiyear) projects. These topics require an understanding of time value of money concepts, a set of techniques and calculations that is also presented in chapter 12.

Types of Financial Documents Used in Capital Budgeting

Two general types of financial documents are used in capital budgeting. The first is a project cost estimate that is often referred to as a project budget. It really is not a budget because it usually does not include any revenue projections but just the estimated cost of various elements of the project. This type of document is always present (or should be present) in any capital project. The second type consists of the financial statements relating to the project. These statements may be part of a separate special project fund, such as a capital project fund or a debt service fund, once the project has been completed. Such special fund statements usually include a statement of net assets and a statement of activities as well as a project budget.

A project cost estimate for a fictional library project that would include 87,000 square feet with a budget of $18,909,000 dollars is shown in figure 11.2 The middle column, labeled $/SF, indicates the square foot cost of that element, assuming an 87,500-foot structure. The right column, $ × 1,000, indicates the cost of that element, assuming the number of square feet occupied by that element. That figure (total square feet occupied by that element) is not provided in this particular table. The individual components of this document can be further detailed in a separate or subordinate document.

This cost estimation can be used to monitor the cost of construction as it progresses, right up to the final sign-off of completion on the project when it is ready for occupancy.13 It may be revised as work progresses, depending on changing prices of materials, labor, or other contingencies. In a presentation to a library board or library administrator, it may take the form of the expenditure side of a typical budget, with actual and budgeted amounts appearing side by side, and variances, both monetary and percentage, shown.

The other type of financial document, relating to the financial statements themselves, may not be as detailed and would also contain revenue elements. The capital project fund (or special project fund) statement would appear as its own fund within the governmental fund statements, along with the general fund and any other funds required or used by the library. It would form its own self-balancing set of accounts for its statement of net assets and a statement of activities that would include both revenues and expenditures. The capital project fund statement, along with other governmental fund statements, would be consolidated in the government-wide financial statements.

Figure 11.2Budget Summary Worksheet: Projected Costs
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Accounting Control and Presentation on Financial Statements

For a capital project, two types of funds may be affected besides the general fund. These would be the capital project fund (also called in some libraries the special project fund) and the debt service fund. The capital project fund keeps track of the revenue sources and interest earned on unspent revenue as well as expenditures over the life of the construction project. Once the project is completed, the fund is closed out in the period when the project ends.

The debt service fund is used to keep track of any debt repayment, for example, in a case where the library has issued a bond to pay for the project, and other debt-servicing costs, such as interest and fees. The manner of presentation varies with the library, but for auditing purposes, these funds must be presented in accordance with the generally accepted accounting principles issued by the Government Accounting Standards Board (for government entities) and by the Financial Accounting Standards Board (for nonprofit and for-profit entities).

Summary

This chapter focused on capital budgeting, a process that controls the receipt and expenditure of funds for such capital projects as renovation, new construction, and the purchase of large equipment. This topic is related to budgeting in general, but it deals with special aspects that may not be evident in the examination of the basic budgetary processes. The chapter examined the definition of and rationale for capital budgeting, explained the reasons for having a separate capital budget, described the major elements of a capital budgeting and planning process, and explained how these capital budgets are dealt with in the financial statements.

Exercise

Library construction projects occur regularly in the United States. To give you an idea of the scope, budget, and marketing for these construction projects, search for “library construction project” and “library construction budget” in your favorite search engine. Then explore some of the links that your search produces. Having read this chapter, viewing and investigating some of these sites will give you a better understanding of the complexities involved in capital budgeting and construction projects.

Conceptual Questions

1.What is the purpose and scope of capital budgeting?

2.Why does capital budgeting often involve multiyear budgets?

3.Is capital budgeting separate from operational budgeting? Why?

4.Describe the major elements of capital budgeting.

5.Describe the different roles of the consultant, architect, and contractor in a capital project.

6.Describe the process of competitive bidding.

7.Explain how different capital projects are paid for.

8.What financial documents are used in a capital project?

9.Describe how the different elements of capital projects are presented in financial statements and which funds might be involved in such projects.

Notes

1.Greg G. Chen, Budget Tools: Financial Methods in the Public Sector (Washington, D.C.: CQ Press, 2009), 66.

2.Ibid.

3.Susan L. Riley and Peter W. Colby, Practical Government Budgeting: A Workbook for Public Managers, SUNY Series in Public Administration (Albany, NY: SUNY Press, 1991), 108.

4.Ibid., 107.

5.Ibid., 109–110.

6.Ibid., 102.

7.Ibid., 104–105.

8.There are potentially several others, including those for technology code compliance, various engineering disciplines, and cost estimating.

9.See Cost Estimation Simplified, a Web site supported by the Institute of Museum and Library Services, last accessed on April 28, 2012. http://www.librisdesign.org/docs/CostEstimatSimp.pdf.

10.One such Web site is authored by former Urbana (Illinois) Free Library director Fred Schlipf and John Moorman, director of the Williamsburg (Virginia) Regional Library System, titled “The Seven Deadly Sins of Public Library Architecture.”See http://urbanafreelibrary.org/about/affiliations/presentations/sevensins/sevensins.pdf, last accessed May 1, 2012. Also see the Connecticut State Library’s Library Space Planning Guide and Library Space Planning Guide Worksheet, available at http://www.webjunction.org/content/webjunction/partners/connecticut/ct-services/buildings.html.

11.See “The Public Library Construction Process: From Problem Recognition to Ribbon Snipping” at http://urbanafreelibrary.org/about/affiliations/presentations/construction, last accessed May 1, 2012.

12.A frequently encountered difficulty is the carrying forward of funds to the next fiscal year as a way of “saving up” for some future capital purchase.

13.A construction budget typically includes the expenditures related to the construction of the edifice, whereas the project budget includes the construction budget and additionally provides for furniture and equipment, building permits, architectural and consultant fees, and other incidentals.
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Section III

Revenue
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In the next several chapters, the time value of money and specific types of revenue are examined. Section 3 will focus on tax revenues, bonds, revenue from tuition, entrepreneurial activities, grants, and various other sources, such as fees, fines, rent, and endowments. Section 4 will deal with expenditures, with separate chapters on contracts, personnel expenditures, expenditures for collections, and general operating expenditures.

These two sections delve more deeply into various elements of the statement of activities/statement of revenues, expenditures, and changes in fund balances and the statement of net position/balance sheet of the general fund.
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12

Time Value of Money: Simple Interest, Compound Interest, and Annuities
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Context

What This Chapter Covers

This chapter introduces the basic concepts involved in computing simple and compound interest. These concepts are necessary to determine a future value of a sum based on its present value and a given interest rate or the present value of a sum based on its desired or estimated future value, given a specific interest rate. These concepts then lay the basis for understanding bonds and annuities.

Why This Material Is Important

Time value of money concepts inform almost all financial dealings and are a central element in the understanding of bonds, which is a major source of borrowing for libraries, especially in capital construction.

What You Should Learn from This Chapter

The purpose of this chapter is to demonstrate how to calculate simple and compound interest, and the future value and present value of both a single sum and multiple sums and to understand and compute both an ordinary annuity and an annuity due. The content of this chapter is mathematical and conceptual. The application of these concepts to library financial management will be covered in subsequent chapters.

Introduction

A basic understanding of some financial concepts is mandatory for the library manager. The most basic of these concepts is the time value of money (TVM). The time value of money not only has implications for the funds in a library’s bank account but also for tax revenue, bonds for capital projects, and grants. This is approached in incremental stages, beginning with interest and moving to the calculation of future value and present value and then to annuities, where all these concepts are employed. Remember that the purpose of this book is not for the reader to become a finance expert, but to understand the concepts underlying financial instruments that affect library operations. The following sections will explain interest, both simple and compound, as well as present value, future value, and discount rates.

Interest

Interest is the fee paid to a lender to borrow money. The fundamental concepts of interest are principal, or the amount borrowed; the interest rate, which is expressed as a percentage of the outstanding principal amount borrowed; and the time during which that principal is outstanding. Time is not only calculated in years, but in smaller increments, generically called periods, which can be as long as a year or short as a day.

There are three components of interest, all of which consider the risk involved in lending money (see figure 12.1.).1 A pure rate of interest is the amount charged if there is no expectation of default by the borrower or inflation in the economy; no risk is assumed. A credit rate of interest is an additional increment based on the credit worthiness of the borrower; risk is considered and proportional to the perceived ability of the borrower to repay the amount borrowed. Finally, there is an expected inflation rate of interest, which is used to compensate for the loss of purchasing power of the amount borrowed due to inflation. This portion of risk is independent of the borrower but relates to the expected rate of inflation in the economy. Adding these three together gives an effective rate of interest.

Simple Interest

Simple interest is computed on the amount of principal for one time period. In such a case, a lender lends money, say $100, to a borrower for one period at an interest rate of 6 percent simple interest per period. To calculate the interest earned in this transaction, we use the following formula:

Figure 12.1Essential Components of Interest
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Interest = p × i × n,

where

p = Principal

i = Interest Rate

n = Number of Periods

In this case, the interest would be $6 because the principal is $100, the interest rate per period is 6 percent (0.06), and the number of periods is 1:


Interest = 100 × .06 × 1 = 6



Simple interest is often used in commercial transactions to get a customer to pay a bill on time. For example, the library purchases $1,000 worth of books or other library materials from Alliance Book Services. The invoice for the shipment states that payment must be made within 30 days; otherwise, a 4 percent penalty will apply for every 30 days that the bill is unpaid. If the library pays the invoice within the time allotted, there will be no penalty. If the payment arrives after the 30 days has elapsed, the library will owe an additional $40 (4% of $1,000). In essence, if the library does not pay on time, the vender will have effectively “lent” the library $1,000 and therefore charges interest on this “loan.”

A similar situation applies to a personal property tax bill, where the taxpayer is required to pay the tax by a specific date or the tax due is increased by a set percentage. Such interest charges then act as an incentive to pay the bill on time.

Simple interest can also be calculated over several time periods. In such a case, the number of periods is increased from the previous example. Let’s say that a lender lends $100 to a borrower for three periods at an interest rate of 6 percent simple interest per period. To calculate the interest earned in this transaction, we use the same formula as above:


p × i × n = Interest Earned

OR

100 × 0.06 × 3 = $18



Note that when calculating simple interest over several periods that the principal does not change, only the number of periods.

In financial management, simple interest is usually confined to the examples cited above and to the coupon rate for interest payments on bonds. The more widespread use of interest is compound interest.

Compound Interest

Compound interest is slightly more complex than simple interest and is computed on both the principal and any interest earned that has not been paid or withdrawn. This is in contrast to simple interest, which is computed only on the basis of the original principal amount. Compound interest is used in the calculation of mortgage payments and car loans as well as in certain aspects of financial instruments, such as bonds and annuities. With compound interest, we use a slightly different formula:


Interest = p × (1 + i)n,



where

p = Beginning Principal

i = Interest Rate per Period

n = Number of Periods

Note that in this formula the annual rate must be adjusted to reflect the length of the compounding period if the period is less than a year. This interest rate must correlate with the character of the period. That is, if the period is monthly, the annual interest rate is divided by 12 and that figure is used as “i” in the formula. If the period is weekly, the annual interest rate is divided by 52 and that figure is used as “i” in the formula—and so on.

Present Value and Future Value

Two other terms arise when discussing compound interest: present value and future value. Present value refers to the value at the present time, or now. In the context of compound interest calculations, it is the principal, the total amount of money borrowed in the present. Future value is the dollar amount that will result after we calculate the effect of compounding the interest rate over a number of periods. This future value is the original principal along with all the interest payments paid over the period of the loan. This relationship is depicted in a basic time diagram
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If someone were to lend $100 at an annual percentage rate of 12 percent for 5 months, the equation would look like this:


FV = p × (1 + i)n,



where

FV = Future Value of the $100, after the effects of compounding

p = Principal, the amount borrowed

i = Interest Rate, adjusted for the period used, in this case monthly

n = Number of Periods

Using the data from our problem, we have the following:


FV = $100 × (1 + 0.01)5 = 100 × 1.05101 = $105.10



We use 0.01 because 12 percent (0.12) divided by 12, the number of months in a year, equals 0.01. At the end of 5 months, the $100 will be worth $105.10.

This may not seem like a significant difference, but if you had borrowed $1,000,000 under the same terms, at the end of 5 months, your initial $1,000,000 would be worth $1,051,010.05. That is, it would have earned $51,010.05 in interest in 5 months. If you had just used simple interest, your $1,000,000 investment would have been worth $1,000 less.


$1,000,000 × 0.01 ×5 = $50,000



This leads to another concept that is common in routine commercial transactions, the annual percentage rate (APR). Generally speaking, APR is the effective rate of interest you will earn if the interest on your investment is compounded. For example, you invest $1,000 at 6 percent per year, compounded monthly. If you calculate this using a simple interest formula, you earn $60 on your investment ($1,000 × 0.06 × 1 = $60). The annual percentage rate is more if you compound, 6.17 percent ($1,000 × (1.005)12 = $61.70 or 6.17% APR).

Single-Sum Problems and More Complex Situations

The calculations related to the time value of money are usually classified into two areas: single-sum problems and more complex situations, often called multiple-sum problems. In this section, the focus is single-sum problems and relevant calculations to describe the character of both multiple-sum problems and more complex situations, such as annuities and deferred annuities.

Single-Sum Problems

Single-sum problems are concerned with either finding the future value of a present sum at a given interest rate over a specific number of periods or with finding the present value of a future sum that is discounted with a given interest rate over a specific number of periods. They are called single-sum problems because we are only dealing with a single sum as either present value or future value. You will see later how multiple-sum problems essentially consist of a series of single-sum problems.

Future Value of a Present Sum

To find the future value of a present sum (compound interest problems), you compute the unknown future value of a present sum. To do this, you must know several variables:


1.The present sum

2.The interest rate per period

3.The number of compounding periods



In practice, you will typically have the following scenario: You have a sum of $1,000 and want to know how much this will be worth in 3 years at 6 percent annual interest if we compound each month. You at least know that your present sum of $1,000 will be worth more than it is today. Again, look at the basic time diagram:
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You invest the $1,000 at period zero. At the end of this period, at 1 on the time diagram, you will earn interest. You are compounding each month, so you don’t apply the interest rate of 6 percent because that is the annual rate of interest. Instead, you divide the 6 percent by 12 to get the monthly compounding rate of 0.5 percent (0.005) and multiply it by 1,000 to get $5.00.

So at point 1 on your time diagram, your $1,000 is now worth $1,005. Assuming you don’t withdraw any money from this account and the interest rate remains at 6 percent, you will continue to do this for 36 months. In a table, the first few months would look like this:









	Current amount

	End of period

	Earned interest

	Principal plus interest




	$1,000.00

	1

	$5.00

	$1,005.00




	$1,005.00

	2

	$5.03

	$1,010.03




	$1,010.03

	3

	$5.05

	$1,015.08





Instead of calculating this laboriously, you use a formula. First, compute something called a future value factor. This is a factor that assumes a present value of one. The only variables are the interest rate for each period and the number of periods. In the table, you have only calculated the future value after three periods (one-quarter of a year versus our long-range plan of three years). Below is the appropriate formula for the future value factor:


FVFn,i = (1 + i)n,



where


FVFn,i is the Future Value Factor for “n” periods at interest rate “i” per period



Remember from the discussion of compound interest that the expression after the equal sign is just part of the equation for finding how much the invested amount will be worth in the future, given the interest rate and the number of periods over which it earns interest. For the problem depicted in the simple chart above, the future value factor of a dollar invested at 0.5 percent for 3 periods is figured as follows:


(1 + 0.005)3 = 1.0151



You then multiply this factor times the present value of the sum to be invested, in our example $1,000, getting $1,000 × 1.0151 or $1,015.08, just like in your table.

To compute the future value of $1,000 after 3 years (36 months) at 6 percent annual interest, compounded monthly, you compute the future value factor, which would look like this:


(1 + 0.005)36 = 1.1967



The interest rate is 6 percent annually, or 0.5 percent (0.005) each month, and we are looking at compounding over a period of 36 months. You then multiply this factor by your present value sum of $1,000:


1000 × 1.1967 = $1,196.68



So at the end of the 3-year period, if you do not withdraw any principal or earned interest, you will have $1,196.68, your future value of $1,000 at 6 percent interest for 3 years (36 months) compounded monthly.

In more compact terms, the formula for the future value is the present value of the sum to be invested multiplied by the future value factor:


PV × (FVFn,i) = FV

OR

$1,000 × (1.1967) = $1,196.68



Present Value of a Future Sum

In an analogous manner, you can compute the present value of a future sum. That is, $1,196.68, 3 years in the future, is worth $1,000 today, given the annual interest rate of 6 percent compounded monthly. Why would you want to do this? Let’s say you want to make a down payment of $20,000 5 years from now on a piece of real estate to be used for a library expansion. You know that with all your other financial commitments you will not be able to save monthly amounts. However, a long-time patron of the library who has just died bequeathed the library some money in her will. You know that you can invest this money for 5 years at an interest rate of 6 percent that will be compounded monthly. How much of the bequest do you need to put in this investment vehicle to have $20,000 in 5 years?

Instead of a future value factor, you use a present value factor. For example, let’s assume that your bank certificate of deposit rate over the next 60 months (5 years) will be 6 percent, compounded monthly. That is, as long as you don’t touch the principal or interest earned over that period, your deposit will earn that compounded interest rate. Hence, if you remember the time diagram, any future amount discounted at a constant rate of interest will decrease each year from the future back to the present. Discounting is going from future to present, and compounding is going from present to future. You at least know that you don’t need to invest $20,000 now to get $20,000 in the future, but how much do you have to invest? First you compute the present value factor:


PVF n,i = 1 ÷ (1 + i)n



Note that the present value factor is the reciprocal of the future value factor.

So at an annual interest rate of 6 percent discounted monthly for 60 months (remember, 0.5% per month), our present value factor would be the following:


1 ÷ (1 + 0.005)60 = 1 ÷ 1.3489 = 0.7413



We then use the formula for the present value of a future sum to find our present value:


PV = FV × (PVFn,i)

OR

PV = $20,000 × (0.7413) = $14,826.90



Present value of a future sum and future value of a present sum tables exist where you can determine other variables, such as how many periods it will take at a given interest rate to have a present value equal a desired future value.

With single sums, there is something called the rule of 72, which is applicable in future value calculations. The rule of 72 says that if you divide 72 by the interest rate you will find the number of years it will take for a present sum to double. So at 10 percent annual interest, it will take 7.2 years to double a present value, compounding monthly. Similarly, if you wish to determine what interest rate will double your present value in, say, 5 years, we will divide 72 by 5, getting 14.4, that is, an interest rate of 14.4 percent.

Multiple-Sum Present and Future Value Problems

So far we have discussed future value and present value single-sum problems. In actuality, the real world is often more complicated. To handle these complications, you often have to break down the complicated into the simple. Let’s say you have the following situation: You want to invest $1,000 this year and intend for it to grow for 5 years at a guaranteed annual interest rate of 6 percent per year, compounded monthly, but you also intend to invest another $2,000 in 2 years under the same conditions for the remaining 3 years. How much will you have at the end of the 5-year period?

To solve this, you simply determine the future value of $1,000 invested at 6 percent compounded monthly for 5 years and also determine the future value of $2,000 invested at 6 percent compounded monthly for 3 years (the final 3 years of the total 5-year investment. Then you add these two future values together:


FV = $1,000 (1 + 0.005)60 = $1,000 (1.3489) = $1,348.90

FV = $2,000 (1 + 0.005)36 = $2,000 (1.1967) = $2,393.36

Total Future Value = $1,348.90 + $2,393.36 = $3,642.26



The same concept is also applicable to present value problems.

Now, let’s say you want to save $10,000 in 5 years but can only invest $4,000 now at 6 percent annual interest compounded monthly, but in 3 years from now (2 years from our 5-year goal), you will have more cash available to invest. First, find the future value of $4,000 at 6 percent annual interest compounded monthly for 5 years. (That is, this $4,000 will remain invested for 5 years at the terms specified.)


FV = PV × (FVFn,i)

FV = $4,000 × (1 + 0.005)60 = $4,000 × 1.3489 = $5,395.40



You then subtract this from your desired future value of $10,000 to get $4,604.60.

You now need to know the present value of $4,604.60 at 6 percent annual interest compounded monthly for 2 years (Why 2 years? Because you won’t have any other money to invest until 3 years from now.)


FV = $4,604.60

PV = FV × (PVFn,i)

PV = $4,604.60 × (1/(1 + 0.005)24) = $4,604.60 × (1/1.1272)

= $4,604.60 × 0.8872

PV = $4,084.99



You will have to invest $4,084.99 3 years from now under the terms given if you want to have $10,000 in 5 years.

This brings you to the concept of annuities, which has a conceptual connection with a multiple-sum problem. The only difference is that the additional sums must be the same and must be invested each period of the compounding.

Annuities and Deferred Annuities

Annuities are conceptually important in two areas: for bonds and their role in capital construction and in general for saving for any kind of future capital project. The concept of an annuity builds on our previous study of compound interest and the computation of future values and present values of a single sum and multiple sums.

At the core of an annuity is the concept that a series of dollar amounts are either invested or received periodically, such as a loan that is to be repaid periodically over a specified period of time. In economics, these periodic payments are often referred to as rents. The term rents, however, differs in this context from the rent one pays to a landlord. By definition, an annuity requires three elements:


1.Periodic payments (rents) that are always the same

2.Intervals between the payments that are always the same

3.Interest that is compounded once each interval, either at the beginning or the end of the interval, depending on the type of annuity involved



Two types of simple annuities are based on when the rents or payments occur within each interval or period. For an ordinary annuity, payments (rents) occur (are paid or received) at the end of each period. For an annuity due, the payments (rents) occur at the beginning of each period.

The future value of an annuity is the sum of all the payments plus the accumulated compound interest on each of those payments. In this way it is similar to the future value of a single sum. The only difference is that instead of one single sum being compounded over several periods to obtain the future value of this sum, the future value of an annuity results from periodic payments made during the life of the annuity and the resulting accumulated compound interest on each of these individual payments. The total of all the payments made plus the accumulated interest on each of these payments is the future value of the annuity. Figure 12.2 illustrates this with a diagram.

Figure 12.2Future Value of an Ordinary Annuity

Ten dollars is invested at the end of each period (month) for 5 periods at 5% interest per year (0.42% per month).
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The total future value of an ordinary annuity of $10 for 5 months at 0.42% interest per month (5% annual interest) is $50.42 (rounded from $50.4184).

Because this is an ordinary annuity, the payments, or rents, are paid at the end of each period. For the first payment, paid at the end of period one, the sum earns interest for four periods; the second payment for three periods; the third for two periods; and the fourth for one period. The last payment has no chance to earn interest and so is recorded at $10 because no compounding takes place. The resulting sums total $50.4184 (rounded to $50.42), the future value of an ordinary annuity.

This is a visually instructive way to calculate the future value of an ordinary annuity, but the calculations could get cumbersome if there are many periods involved. What is needed is a formula for calculating the future value factor of an ordinary annuity. This factor will take into account the periodic payments, unlike finding the future value of a single sum. Factor tables for various periods and interest rates exist, but you can also calculate this factor with the following formula:
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where


FVFOAn,i is the Future Value Factor of an ordinary annuity for “n” periods at “i” interest rate per period

i = Interest Rate per Period

n = Number of Periods



Once you have this factor, multiply it by the periodic payment (rent), designated below by R, to get the future value of an ordinary annuity:


Future Value of an Ordinary Annuity = R × (FVFOAn,i),



where


R = Rent Due.



For the problem above, the future value factor of an ordinary annuity is figured as follows:


[(1 + 0.0042)5 − 1] ÷ 0.0042 = 5.0422



When you multiply the future value factor by the rent (payment), you get the future value of an ordinary annuity:


10 × 5.0422 = 50.422



The difference in thousandths of a cent from the above figure is attributed to rounding.

Future Value of an Annuity Due

The future value of an annuity due differs from an ordinary annuity because the rent is deposited at the beginning of the first period. So you use same formula for future value of an ordinary annuity factor and multiply it by one plus the interest rate and then use this factor to multiply by periodic rent. Why do you use one plus the interest rate? Because with an annuity due, you have one more period for compounding. With an ordinary annuity, you made the payment at the end of each period. As a result, the final payment was made at the end of the entire string of periods. It had no time to earn any interest. With an annuity due you get interest on this last payment for one period. Figure 12.3 illustrates this with a diagram.

The total future value of an annuity due of $10 for 5 months at 0.42% interest per month (5% annual interest) is $50.64 (rounded from $50.6372).

Again, you can use a formula here to find the future value factor of an annuity due. It is similar to the future value factor of an ordinary annuity, but it differs because the cash flows become due one period earlier than an ordinary annuity. The future value factor of an annuity due is therefore greater than the future value factor of an ordinary annuity. Here is the formula:
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You’ve already seen the above calculation for the future value factor of an ordinary annuity as the following:


[(1 + 0.0042)5 − 1] ÷ 0.0042 = 5.0422



To determine the future value factor of an annuity due, we multiply this result by one plus the periodic interest rate of 0.0042:


5.0422 × 1.0422 = 5.0634



Figure 12.3Future Value of an Annuity Due

Ten dollars is invested at the beginning of each period (month) for 5 periods at 5% interest per year (0.42% per month).
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You then multiply this factor by the periodic payment (rent) to get the future value of the annuity due, which would be 5.0634 × $10 = $50.6338 (again, the few thousandths of a cent difference is attributable to rounding).

So let’s say you have $100 a month that is burning a hole in your pocket. Rather than spend it on music or beer, you decide to invest it so that you can retire early and then spend money on music and beer. If you invest $100 a month at an annual rate of 6 percent a year (0.5% monthly) compounded monthly, how much would you have after 10 years? You know that if you just saved this in your bottom drawer, you would have $12,000 ($100 × 120 months). How much would you have if you invested in an ordinary annuity? How much more would you save if you invested in an annuity due?

For the future value of an ordinary annuity, you get the following:


R = 100

i = 0.005

n = 120

FVFOAn,i = [(1 + i)n − 1] ÷ i

FVFOAn,i = [(1 + 0.005)120 − 1] ÷ 0.005 = 1.8194 − 1÷ 0.005 = 0.8194 ÷ 0.005 = 163.8793

R × (FVFOAn,i) = 100 × 163.8793 = $16,387.93



You earned $4,387.93 in interest.

If instead you used an annuity due, you would have the following:


R = 100

i = 0.005

n = 120

FVFADn,i = [(1 + i)n − 1] ÷ i × (1 + i)

FVFADn,i = [(1 + 0.005)120 − 1] ÷ 0.005 × (1.005) = (1.8194 − 1) ÷ 0.005 × (1.005) = (0.8194 ÷ 0.005) × 1.005 = 163.8793 × 1.005 = 164.6987

R × (FVFADn,i) = 100 × 164.6987 = 16,469.87



With the annuity due, you earned $4,469.87 in interest, or $81.94 more in interest than with the ordinary annuity.

Computation of Rent

You know how to compute the future value of an ordinary annuity using the formula R × (FVF-OAn,i). Now let’s say you want to accumulate $20,000 for a down payment on a house. Your Uncle Gaspar wants to help you, but he can only contribute a specific amount per month. How much will you ask him to contribute? You need the money in 5 years (60 periods), and you can get a 6 percent annual interest rate compounded monthly for an ordinary annuity. Here is the formula:


$20,000 = R × (FVFOAn,i) = R × ((1 + i)n − 1) ÷ i = R × ((1 + 0.005)60 – 1) ÷ 0.005

OR

R × ((1.3489) − 1) ÷ 0.005 = 0.3489 ÷ 0.005 = 69.77



So by algebraic manipulation, R = 20,000 ÷ 69.77 = $286.65 a month. If you saved this amount in your mattress, you would only accumulate $17,199.37 in 5 years. The monthly compounding allows you accumulate $20,000 in 5 years with this payment.

To compute the number of rents, you would use a future value of ordinary annuity table, which would give the number of periods required. This is beyond the scope of this explanation. The important thing to know is that this can be computed with relative ease.

As you might infer, you can also find the present value of both an ordinary annuity and an annuity due. That is, if you have a sum and want to receive periodic rents from it until its future value is zero, you can use an analogous formula for a present value factor of an ordinary annuity or a present value factor of an annuity due. Such calculations, while interesting and potentially useful for some library applications, are beyond the scope of this section.

Deferred Annuities

Future Value of a Deferred Annuity

A deferred annuity is an annuity whose payments are not made until a specific number of periods has elapsed. One example is an ordinary annuity of 5 annual rents deferred 3 years. First, note that your entire annuity period is 8 years. No rents will occur during the first 3 years, and the first of the 5 annual rents will occur at the end of the 4th year and continue through the 8th year. In such a case, the calculation is fairly simple. Because there is no investment until the 4th year, the value of a deferred annuity is the same as the value of the annuity not deferred. In this case, the annuity would be the same as an annuity of 5 annual rents.

Present Value of a Deferred Annuity

The present value of a deferred annuity is handled differently. You have the future value already, so you could simply discount that amount to present value by first finding the present value of an ordinary annuity or the present value of an annuity due (depending on the case) for 5 periods and then finding the present value of that single sum for the remaining 3 periods.

Summary

The discussions of the time value of money, beginning with simple and compound interest, then determining the future and present value of a single sum, and finally learning about the mechanisms by which annuities work, all lead up to a discussion of bonds and additional applications within cost accounting. A basic knowledge of bonds is essential for any library manager who might be involved in securing funding for a capital building or renovation project. In addition, knowledge of bonds is also important for anyone wanting to understand personal finance and investing. The explanation of bonds, with applications to library projects, will be covered in a subsequent chapter on bonds as revenue sources. Applications in the area of cost accounting will similarly be covered in the chapters devoted to that topic.

Exercises

For exercises 1 and 2, Audrey has heard about the rule of 72—dividing 72 by the interest rate will provide the approximate number of years it will take for a present sum to double. Alternatively, if you divide 72 by the number of years you would like a present sum to double, you will find the approximate interest rate needed to achieve that.


1.Audrey has $1,000 and can obtain a steady annual interest rate of 4 percent for the next 20 years. She will not touch her money during that time, so each year when the interest is added, the interest rate will then be calculated on that new sum. Approximately how long will it take for her money to double? (Use the rule of 72). Now prove it by using exponents in this form: Doubled Money = 1000 × (1 + 0.04)n, where “n” is the number of years you found by using the rule of 72.

2.Audrey has $1,000 and wants it to double in 6 years. Approximately what interest rate would she need to do that? (Use the rule of 72). After you get your answer, prove it by using exponents in this form: Doubled Money = 1000 × (1 + i)6, where “i is the interest rate you found using the rule of 72.

3.Using simple interest, find the future value of $100,000 invested at 4 percent for 4 years, assuming that the interest is calculated annually on the original $100,000 investment without compounding.

4.What would be the difference, if any, if in exercise 1 above, you received 2 percent interest twice a year for 4 years, assuming that the interest is calculated semiannually on the original $100,000 investment without compounding?

5.Find the future value of a present sum of $100,000 invested at 4 percent for 4 years, compounded annually.

6.What would be the difference, if any, if in exercise 3, you received 2 percent interest twice a year for 4 years, compounded semiannually.

7.Find the present value of $35,000 discounted monthly over 5 years with an annual interest rate of 4.8 percent.

8.What is the present value interest factor that you will use in exercise 1?

9.You have just taken out an unusual loan. You borrowed $40,000 from Vinny’s Bank to be repaid in 20 years. The terms of the loan are that you have to pay an annual interest rate of 5 percent every 6 months, beginning 6 months from now, but at the end of the 20 years, you will have to pay back the entire $40,000 loan as well as the final interest payment.

a.What amount of interest do you have to pay every 6 months?

b.What amount of money do you have to invest now to pay off the loan amount if you have an investment vehicle that will pay 6 percent per year, compounded monthly? Ignore how you will pay off the intervening interest payments.

c.What is the value of the total interest payments you will have to make?

10.Your library received an invoice for a new copier on April 1, 2012. The copier was also delivered on April 1, 2012. The cost is $12,345. If you pay the invoice within 20 days (i.e., by April 20), you will receive a 5 percent discount. However, you don’t have any cash in your library’s checking account and can’t pay the bill. If you don’t pay the bill within 30 days (i.e., by May 1), you will have a late payment charge of 3 percent per week! If there are no payments for 4 months, the copier company will repossess the copier. You don’t expect to receive an influx of tax revenue until after July 1, so you will have to pay a late fee for 9 weeks.

a.What is the late fee charged by the copier company if you don’t pay until 9 weeks after the bill is due? Use exponents to figure this out.

b.What would the discount have been if had you been able to pay the invoice on time?

11.You want to buy a house and estimate it will cost about $165,000. To get a mortgage without having to pay mortgage insurance (which would increase the monthly payment), you will have to have a down payment of 20 percent of the purchase price. You currently have $20,000 saved. Assuming an interest rate of 6 percent per year, compounded annually, approximately how many years will it take to earn the difference between what you already have saved and your desired down payment amount?

12.Find the future value of an ordinary annuity with a periodic rent of $200 invested annually at an annual interest rate of 12 percent for 5 years.

13.Find the future value of an annuity due with a periodic rent of $200 invested annually at an annual interest rate of 12 percent for 5 years.

14.Find the future value of an ordinary annuity with a periodic rent of $200 invested monthly at an annual interest rate of 12 percent for 5 years.

15.Find the future value of an annuity due with a periodic rent of $200 invested monthly at an annual interest rate of 12 percent for 5 years.



Conceptual Questions

1.What are the three components of interest?

2.Where is simple interest most commonly used in financial management?

3.Describe the difference between simple and compound interest.

4.Define the present value of a single sum and the future value of a single sum.

5.What variables must one use to compute future value? To compute present value?

6.What is the difference between compounding semiannually and compounding biennially?

7.What is the difference between the future value and the future value factor?

8.What is the difference between the present value and the present value factor?

9.What three elements are necessary in annuity calculations?

10.Define the difference between an ordinary annuity and an annuity due.

11.What is a deferred annuity?

Note

1.In fact, there can be other components of interest. These three elements are usually considered essential but do not preclude other elements.
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13

Revenue Sources: Tax Revenue
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Context

What This Chapter Covers

This chapter deals with local (municipal and taxing district) tax revenue, which is the major source of funds for public libraries. It will also explore other types of local tax revenue, such as sales taxes and special taxing districts.

Why This Material Is Important

This material is central to the understanding of how the major source of revenue for the public library is generated and the factors that can affect this source. Although primarily concerned with public library funding, the concepts discussed here are useful for any library financial manager.

What You Should Learn from This Chapter

After reading this chapter, you should have a basic understanding of the different types of tax revenue for public libraries, with a special insight into how property tax revenue is calculated and its implications for the library.

Introduction

What Is Tax Revenue?

Tax revenue is income from any tax levied by a municipality, local taxing district, or state. Taxes are levied by elected bodies (city councils, county boards, and boards of local taxing districts, such as school boards, states, etc.) for the purpose of funding services to the public. Here federal tax revenue is excluded, even though it may often affect state tax revenue policy.

Who Collects Taxes and for What Specific Purposes?

A municipality collects various types of taxes to provide police and fire protection, parks and recreation services, maintenance of roads, snow removal, libraries and other cultural institutions, local transportation, and pensions for city employees.

A local taxing district is an entity often located within a municipal jurisdiction that will impose taxes for specific purposes, such as fire protection districts, library services, local bus systems (when the municipality does not have jurisdiction), parks, community colleges, and other public services.

Individual states will impose income and sales taxes to support a variety of state services, such as state police, prisons, higher education, health and welfare organizations (mental hospitals, Medicaid, etc.), regulation of commerce, licensing, and many other services.

Types of Tax Revenue

School districts and municipalities have several types of tax revenue. The major types are sales tax; property tax (also referred to as real estate tax); personal property tax (on items such as cars, boats, etc., also known as ad valorem taxes); special use taxes for services such as municipal water, sewage treatment, garbage pickup, and recycling; and state and local income tax.

Sales taxes are imposed on the sale of goods and services. Often there are different rates for food and nonfood items. Sales taxes are usually seen as regressive because they do not vary with a person’s income. So a municipality with a 5 percent sales tax will collect the same amount of money from every consumer regardless of the amount of income each person has. A person making $50,000 a year who spends $30,000 on taxable goods will pay the same sales tax as a person making $100,000 who spends $30,000 on taxable goods. More generally, persons with a lower income will pay a greater percentage of their income in sales taxes than persons with a high income. Sales taxes generate fairly large amounts for the taxing body, depending of course on the population involved and the business enterprises affected. However, not all states or municipalities have sales taxes, and when imposed, they may or may not support public libraries.

Property (real estate) taxes vary with the estimated value of the real estate owned by a person, family, or business. Property tax is based on a specified percentage of the current market value of the house, so the higher the estimated value of the property, the higher the tax. These taxes are usually the most difficult to understand and determine because they rely on complicated calculations and involve other elements that can reduce or increase the amount of tax owed.

Personal property taxes exist in some states and are imposed on the owners of specific types of personal property, such as a boat or other recreational vehicle. This tax is separate from any annual licensing fee due.

Special use taxes for services such as water, sewage, and recycling are imposed on property owners to pay for the operation of these public services. The recycling operation and sewage treatment plant are funded either partially or in full by the taxes paid for these services.

Finally, state and local income taxes may be imposed on citizens of states and municipalities. Not all states and municipalities have such taxes, and when imposed, they may or may not support public libraries.

How Are Taxes Collected?

Taxes are collected in a variety of ways that often depend on the type of tax involved. For example, sales taxes are collected by merchants and other providers of commercial services and remitted to the taxing body, and they can vary according to the type of good purchased. A municipality may impose a 3 percent sales tax on food but a 6 percent sales tax on the sale of equipment.

Income taxes are usually deducted from an employee’s paycheck and remitted to the taxing body by the employer. For persons who work independently, their taxes are paid, depending upon the income level, at the end of the tax year or in quarterly payments throughout the year. Income taxes vary with the level of income and the taxing body’s income tax regulations.

Property taxes are paid directly by the property owner or through a properly designated agent, such as a bank that holds the mortgage on the property. The taxes are based on several factors, but chiefly the current estimated value of the property. A more detailed discussion of property taxes follows below. These taxes are due once per year and, depending on the taxing body, may be paid in more than one installment.

Special use taxes are usually collected directly from the person or entity receiving the service. They are usually levied once or twice per year and may be included in a property tax bill.

Because of the differences in types of taxation and in the collection of taxes, there is no way to know exactly how much money will be collected in taxes of a given kind in a given period. Income may only be estimated beforehand and is actually known only after the tax payment deadline has passed. With property taxes, for example, some property owners may not pay their tax, even though the municipality has made a good estimate of what tax is owed and each property owner has been billed for the tax due.

How Does the Taxing Body Ensure Collection of the Tax?

Provisions are made for enforcement of the tax code, and these provisions differ by the tax involved. For a sales tax, a penalty may be imposed on a business that does not remit the required sales tax. A business collects sales tax on a transaction with a customer. Most states require the seller to specify the sales tax separately on the sales receipt. Once collected, the seller places the amount collected in a special account until the time comes to pay the tax, often quarterly. A businesses sales tax return can be audited at any time.

If a property owner fails to pay property tax, the property itself becomes collateral for the owed tax. This may result in the taxing body taking possession of the property in payment of back taxes.

Who Decides What Tax Revenue Is Funneled to Which Service or Unit of Government?

The elected and appointed bodies involved (e.g., city council, county government, board of the taxing district, state legislature) write ordinances and laws that specify whether specific taxes are given to specific services (e.g., sewage treatment) or become part of the general revenues that are then budgeted for specific purposes by these governing bodies.

How Is Fairness in the Assignment of Property Taxes Ensured?

Two methods are designed to ensure fairness in the assignment of property taxes. The first is equalization, and the second is an appeal process. Equalization keeps everyone’s property values in line with market movements. Tax officials keep track of property values in all municipalities throughout the state. As a result of such studies, an equalization rate is calculated for specific municipalities or townships. The equalization factor relates directly to the market value of property in that jurisdiction. It is calculated by dividing the total assessed value of property in a jurisdiction by the total market value of taxable property in a jurisdiction. This ensures that someone owning a $100,000 house in one jurisdiction will be paying the same taxes as someone owning a similar value home in another jurisdiction. When the local tax assessor determines the assessed value of property in his or her jurisdiction, the equalization factor is applied as an adjustment to the tax rate.

The second method of ensuring fairness is an appeal process that takes place at the local level. If a property owner feels that the appraisal or assessment of his or her property is incorrect, he or she can appeal to the tax assessor for an adjustment.

Property Tax Revenues

The focus will now be on property tax revenues because they are usually the major source of funding for libraries. In practice, at budget time, municipal officials or other representatives of the taxing body tell the public library what the anticipated tax revenue will be for the coming year. This figure is then simply plugged into the revenue line of the upcoming year’s library budget. As the revenue is received, it is recorded in the accounting system and reported on the financial statements of the municipality and the library. In many cases, the library and other municipal services also receive other forms of tax revenue, such as sales taxes.

The focus in this section is on property taxes because of the complex way in which they are determined. The arrangement at any individual public library may not be as simple as that just described, and the process may differ based on the local rules and arrangements and the status of the library. For example, the library may function as an independent library district or a similar entity that may or may not be able to set its own tax rate. For the purposes of this discussion, however, it is assumed that assignment of tax revenue to the library takes place in a simple, direct fashion.

Why then should librarians even care about how the property tax revenue is determined? Shouldn’t they just receive the money with gratitude and go and spend it? There are several reasons why librarians should know the rudiments of how the tax is determined. First, and most importantly, librarians should be aware of their fiscal environment and the ways in which it affects them. If property values are rising, this may affect the amount of revenue received. If these values fall, it could mean a severe cutback in revenue received. If other tax referendums are planned for other city services, this would affect the success of a library referendum for increased funding of any kind. Therefore, understanding how these factors may affect revenue is crucial for excellent management.

Second, the library may not be able to keep up with costs imposed on it and the services demanded by the populace. To do so may require additional funds. To present a cogent and persuasive case for additional funding, the director must know the basic structure of the property tax system within the taxing body and the means to capture more funds for library services, or whether this is even feasible. Without knowledge of how the tax apportioned to the library is calculated, the library director will be at a distinct disadvantage in relation to other municipal services managers.

Third, libraries are growing organisms, and at some point in its existence, the library may need to renovate a portion of its facilities or build a new building. To obtain funds for such a project, the municipality could issue a special revenue bond to pay for the construction. The bond, in turn, would be repaid by a special tax on property. In many municipalities, the imposition of such an additional tax would be allowed only if the voters approved it in a special tax referendum. So once an estimate of what such a project will cost is determined, the director and library board should be able to determine what millage rate is needed to repay the principal and the interest of the special revenue bond. The calculation made by the librarian would not be binding, but it would at least give a fairly accurate idea of what amount of additional tax would be needed and therefore how successful such a referendum might be with the voters.

In any taxing district, the taxpayer is sent an annual property tax bill for each property parcel that person or business owns. For example, John Q. Public, who owns a house in Anytown USA, receives a tax bill for his property for $6,741.87. How is this tax computed? (This calculation is illustrative only.)

First, the municipal assessor has appraised Mr. and Mrs. Public’s house and property at $260,516. This is the appraised value of the property. In this municipality, the appraised value of the property is assigned an assessed value of one-third of the appraised value, which equals $86,830. (The factor by which the appraised value is multiplied to give the assessed value will vary with each municipality.) Mr. and Mrs. Public also have an owner-occupied exemption of $6,000 that reduces the taxable assessed value of their house to $80,830. This is then multiplied by the tax rate of 0.083408 to give a tax bill of $6,741.87.

Imagine this occurring with all the property owners in the municipality. The resulting sum is the anticipated tax revenue for this municipality. So how would the municipality calculate what tax rate would be needed to raise $100,000 for the library in Anytown USA for a one-year period? To do this, must be known:


1.The total amount of taxes required for funding the library project

2.The municipality’s property tax base or the total assessed value of property under their jurisdiction (the appraised value adjusted by assessment factor as in the case above)

3.An estimated value of uncollectible property taxes

4.The value of nontaxable property (occupied, e.g., by charitable institutions)

5.The value of any exemptions that exist for property taxpayers



The value of all these elements can change from year to year. From these figures, one can calculate the required tax levy in dollars, the net assessed value of taxable property, the net assessed value of taxable property after exemptions have been applied, and the tax rate. The following steps calculate the tax rate for this municipality for library services:


1.Total amount of taxes required for funding equals $100,000

2.Less the estimated allowance for uncollectible property taxes of 3% (so collectible amount is 97% of taxes levied)

3.Required tax levy = $100,000/0.97 = $103,093



That is, you must levy $103,093, assuming that 3 percent of this amount is uncollectible. (Three percent of 103,093 is 3,093, subtracted from $103,093 leaves $100,000.)

According to the municipal assessor, the total appraised value of all property in the city as of some specified recent date is $27,000,000. Therefore, the total assessed value of this property is $9,000,000 (assuming that the assessed value is one-third of the appraised value of $27,000,000). From this, the city officials must subtract the assessed value of nontaxable property, $1,500,000 (property owned by schools, churches, or nonprofit institutions that is used for nonprofit purposes gets a charitable exemption), leaving this town’s net assessed value of taxable property $7,500,000.

With most municipalities, there are often exemptions from property taxes for various reasons. Some of these include a homestead exemption for living in the town for a specific period or an exemption for armed services veterans, senior citizens, or disabled citizens. As these exemptions are granted to specific homeowners on the basis of evidence provided for these exemptions, the town will know how to calculate the total value of these exemptions and how much to reduce the net assessed value of the town’s property. In the following example, exemptions have been calculated on a town-wide basis for each category of exemption:







	Homestead exemption

	$500,000




	Veterans exemption

	$300,000




	Old age and disability exemptions

	$600,000




	Total exemptions

	$1,400,000





Subtracting the exemptions from the net assessed value of taxable property of $7,500,000 results in the revised net assessed value of property (tax base) of $6,100,000.

Tax Rates (Millage Rates)

Tax rates are initially calculated to determine the amount of revenue needed to fund municipal services. As new properties are added to the municipal or other jurisdiction, the amount of revenue will increase and so will the expenses required to provide services to these new properties. In addition, as the property values rise, they may give rise to an increase in revenue to the municipality or, rarely, to a lower millage rate. In our simple case, the municipality will calculate the tax rate to be charged by dividing the required tax levy of $103,093 by $6,100,000 (our revised net assessed value) to obtain the tax rate.


Tax Rate = 103,093/6,100,000 = 0.0169



A person owning a house appraised at $100,000 (assessed value of $33,333) would be required to pay $563.33 per year in taxes for this specific levy. Once the town had levied this rate on all taxable property, it would be able to raise the required amount of tax revenue in one tax year.

Another Example

To examine another example of this process, the library in Urbanaville is investigating the possibility of renovating the library, which was built in 1938 and has had no major work done on it since that time. The library is dingy, the furniture is in disrepair, and the general atmosphere is depressing. The library director has obtained a special grant to investigate what the costs would be to do a major renovation. The estimate is given in a range of $1 million to $1.2 million.

To carry out the renovation, a special revenue bond will be sold to investors. For the $1.2 million version, the library will need enough to pay back both the face value of the bond of $1,200,000 as well as the interest on the bond over, say, a 20-year period, which would amount to $1.5 million dollars, or approximately $75,000 per year. (How to arrive at this amount will be examined in the section on bonds. Here it is assumed that the total amount borrowed and therefore the total amount to be repaid includes underwriting and legal fees.)

For the purposes of this chapter, the focus is on how much money the library or municipality will have to collect in tax revenue just to pay interest on the bond; the principal amount of $1,200,000 will be repaid in full at the end of the 20 years. The steps to the process are below.

Step One

Estimate the millage (tax rate) required to obtain this amount ($75,000) annually. Round it off to the nearest dollar. The following is given:


The annual amount needed in tax revenue is $75,000.

The total appraised value of property is $99,000,000.

The assessed value of property is 0.3333 of the appraised value.

The assessed value is $33,000,000.



It is estimated that 2 percent of the property tax assessed is uncollectible. So if we want $75,000, we will need to collect 75,000/0.98 = $76,531.

The total assessed value of property is $33,000,000.

The assessed value of nontaxable property is $4,500,000.

The net assessed value of taxable property is $28,500,000.

The following exemptions are currently in force:







	Homestead exemption

	$3,400,000




	Veterans

	$1,000,300




	Old age and disability

	$2,600,000




	Total exemptions

	$7,000,300





The net assessed value of the property after exemptions (effective tax base) is $21,499,700 ($28,500,000 – $7,000,300).

Step Two

Divide the amount needed on an annual basis, $76,531, by the effective tax base, allowing for uncollectible taxes:


76,531/21,499,700 = 0.00355963 = Tax Rate per Dollar



So a person owning a house appraised at $100,000 (assessed value of $33,333, assuming no exemptions) will pay $119.88 per year($33,333 × .00355963).

To check the math, simply multiply the net assessed value of property after exemptions by the tax rate, 0.00355963 ($21,499,700 × 0.00355963), resulting in a sum of $76,530.98. The 2 cent difference here is due to rounding the initial tax rate.

Mill Rates and Millage Rates

Tax rates are also referred to as mill rates or millage rates (based on 1,000). A percentage rate of 3.2 percent is the same as 32 mills. One mill can also be thought of in dollar terms. For each $1,000 in assessed property value, the payment of $1 would be a rate of one mill, or 0.001 percent.

Information about tax revenue is customarily provided in the notes to the library’s financial statements and also perhaps in the management discussion and analysis (MD&A) portion of the financial statements.

Summary

In this chapter, various types of tax revenues were examined in relation to their role in supporting libraries. Property tax revenues were the primary focus because they ordinarily comprise the largest percentage of revenue for public libraries. A basic understanding of the method by which these taxes are calculated is essential for any public library manager and indeed for any property owner.

Exercise

The library staff of the Pelham Public Library is investigating the possibility of putting an addition on the library. The current library is no longer large enough to serve its growing patron base. To build the addition, a special revenue bond in the amount of $1.8 million will be sold to investors. For the $1.8 million bond, the total amount needed to repay the bond as well as the interest on the bond over the 20-year period will be $2.2 million, or approximately $110,000 per year. (You will be examining how to arrive at this amount in chapter 14) Estimate the millage (tax rate) required to obtain this amount. Round off to the nearest dollar. The following is given:

The total appraised value of property is $130,000,000.

The assessed value of property is 0.3333 of the appraised value.

It is estimated that 3 percent of the property tax assessed is uncollectible.

The amount of nontaxable property is $6,000,000.

The following exemptions are currently in force:







	Homestead exemption

	$4,200,000




	Veterans

	$1,300,000




	Old age and disability

	$3,100,000





How much additional property tax will a person owning a $100,000 house pay per year if this were approved? What other questions arise as you carry out this computation?

Conceptual Questions

1.Name five types of tax revenue.

2.How are these five types of tax revenue collected?

3.Why doesn’t a taxing body know the exact amount of taxes to be collected in a given period?

4.What mechanisms ensure the collection of the five types of tax revenue?

5.Who decides how tax revenue is allocated to each public service department?

6.What two methods are used to ensure fairness in the collection of tax revenue?

7.Describe the difference between the appraised value of real estate property and the assessed value of real estate property.

8.In planning a project that will be supported by a bond, what elements must be known to estimate the tax rate needed to support the bond?

9.What are property tax exemptions?

10.What are mill rates or millage rates?
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14

Revenue Sources: Bonds and Their Role in Capital Projects and Operating Expenses
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Context

What This Chapter Covers

This chapter draws on the material covered in chapter 12 on the time value of money and shows how the concepts learned there relate directly to an understanding of bonds. It focuses on the types of bonds that exist and the mechanics of determining how to pay interest on the bond and how to repay the principal. Attention is also given to specific types of bonds that may be used to fund operating expenses in anticipation of the library receiving revenue.

Why This Material Is Important

This material provides basic understanding of the financial aspects of borrowing money using the bond market and the relation of tax revenue and repayment of bonds.

What You Should Learn from This Chapter

Understanding bonds, along with the time value of money concepts you learned in chapter 12, will enable you to plan for long-term borrowing for capital projects and short-term borrowing for operating expenses.

Introduction

This chapter covers how to set up a debt service fund that will be funded by a special tax referendum. The proceeds from the referendum will be structured like the future value of an annuity due, where tax revenue is deposited in each period to meet the interest and repayment obligations of the bond. Part of the tax revenue goes to pay the interest, and part is deposited in an investment vehicle that earns a given rate of interest so that by the end of the term of the bond, when the bond principal is due, the funds are available to pay off the bond principal.

Chapter 13, on tax revenue, explained how property taxes are calculated by the municipality to fund essential services for the community served. You learned how to calculate the amount of tax revenue necessary to fund a project that would require only one taxing period of revenue to make a $100,000 renovation to the library. Because of the estimated amount of uncollectible taxes (3% in the example), you needed 100,000/0.97 to raise the $100,000. This was not a discussion about taking out a loan to do the renovation, only that funds were needed to pay for it within one year.

What about a case where the capital project involved is too large to be paid back or funded in one year? You will have to borrow funds, and these borrowed funds will be used to complete the capital project in the near term. But in the long term, you are faced with the necessity of both paying back the loan and paying interest on it. Such an arrangement is usually financed by a bond.

Bonds are used for several purposes related to libraries:


1.To fund construction of new facilities

2.To fund renovation of existing facilities

3.To provide funds to continue operations when the major funding authority is unable to provide operating funds (tax anticipation bonds)



To understand bonds, you need to understand the property tax revenue structure, the time value of money, and annuities (subjects addressed in chapters 12 and 13). These three elements are the basic building blocks of a bond.

There are several types of bonds, but the focus here is on a basic type whereby a municipality issues a bond, pays interest over the life of the bond, and then repays the face amount of the bond at maturity. Another type, not covered here but which includes home mortgages, involves paying the principal back in annual increments until the total amount of principal is repaid at the end of the term of the bond.

Bond Basics

Bonds are created through a contract called a bond indenture or note agreement. The terms of this contract are stated in the bond indenture or note agreement. The bond indenture is a contract that specifies a promise to pay (a) a sum of money at a designated maturity date, plus (b) periodic interest at a specified rate on the maturity amount (face value). It may include other aspects of the bond that are not central to this discussion. A bond covenant is an agreement that is usually part of the bond indenture that specifies additional requirements that the issuer of the bond must observe, such as a specific debt-to-equity ratio, which is a financial requirement, or nonfinancial requirements, such as providing financial information to bondholders, protecting against the sale of assets by the issuer or a change of control of the issuer’s assets, or making sure the assets of the municipality have adequate insurance. These covenants help ensure that the risk involved in lending money to the issuer is low and that the issuer will have the means to retire the bond (repay it) at maturity.

Bonds may be sold in various ways. For example, they may be sold to an investment banker who might underwrite the entire issue by guaranteeing a certain sum to the bond issuer, thus taking the risk of selling the bonds to others at whatever price the banker can get (firm underwriting). Or the banker may sell the bond issue to others for a commission to be deducted from the proceeds of the sale (best efforts underwriting).

Types of Bonds

The various types of bonds include the following:


Secured and unsecured bonds are backed by a pledge of some sort of collateral. Bonds not backed by collateral are unsecured. A debenture bond is unsecured. Most municipal bonds are unsecured but considered safe because of the taxing power of the municipality.

General obligation bonds often carry the lowest interest rate because they are the safest. Repayment is based on the “full faith and credit” of the issuer.

Term bonds are issues that mature on a single date.

Serial bonds mature in installments and are often used by school and sanitary districts, municipalities, and other local taxing bodies

Convertible bonds are convertible into another security of a corporation after a specified time. These are usually not issued by government entities.

Commodity-backed bonds are redeemable in measures of a commodity (e.g., barrels of oil, tons of coal). Again, these are not usually issued by municipalities.

Deep discount bonds, or zero interest debenture bonds, are sold at a discount that provides the buyer’s total interest payoff at maturity.

Registered bonds are issued in the name of the owner and require surrender of the certificate and issuance of a new certificate to complete a sale to a subsequent owner.

Bearer bonds, or coupon bonds, are not recorded in the name of an owner and can be transferred from one owner to another.

Revenue bonds are called this because interest on them is paid from specified revenue sources, most frequently issued by governmental bodies, such as municipal sewage plants.

Municipal bonds will usually have a lower interest rate than corporate bonds because their interest is not subject to federal taxes, but they do have a default risk incorporated into their interest rate.



Bond Mechanics

In this context, only the government body can issue a bond. The library does not issue it, even though the funds from the bond will go toward a library project. The reason for this is that the library usually does not have taxing power; only the municipality or other government body does (exceptions exist, such as independent library districts). Bonds are usually approved by the voters in a bond referendum. A bond referendum is a proposal put before the voters for an increased tax meant to pay for a loan (bond). The increased tax will cover both the repayment of the bond principal and the interest that is periodically due to the bondholder. Once it is issued, the municipality receives the money from the bond and uses it to pay for whatever project is targeted for receipt of the funds. The proceeds from the bond (the money received from investors) are also applied toward legal and underwriting fees.

By receiving money from a bond, the municipality or library now has two related but separate financial obligations. First, periodic interest must be paid on the bond, typically every six months. Second, the bond must be repaid at maturity. Your study of tax revenue shows that the taxpayers will be footing the bill for both of these payments, interest and repayment of the loan. The first, interest, is like the problem briefly described at the beginning of this section. A specific amount must be paid each six months to the bondholders for interest. By using your tax revenue calculations, you can determine, based on the tax base, what that constant annual amount of tax revenue should be to meet this semiannual (twice per year) interest obligation.

If the municipality, on the library’s behalf, issues a $1,000,000 bond at 6 percent interest per year for the life of the bond, say, 20 years, the municipality will have to pay $60,000 per year to bondholders in two installments of $30,000 each. This amount will not change for 20 years. It will be $60,000 per year for the life of the bond, assuming that the entire principal amount of the bond will be repaid after 20 years. This is a simple-interest problem.

After 20 years, the municipality will have to repay the $1,000,000 in full. This is an annuity problem. From your tax base, you will have to collect a constant payment each year, whereby the compounded interest of each payment will eventually add up to $1,000,000. This is the future value of an ordinary annuity problem.

The Debt Service Fund

Accounting for the bond in government accounting is usually done in a debt service fund. The bond proceeds are recorded in this fund as revenue. Because the proceeds are usually applied toward a capital project, initial disbursements from this fund will be to a special project fund (for the capital project involved). During the course of the bond’s life, additional receipts and disbursements will be recorded, all relating to tax revenue received to repay the bond, payment of interest, purchase of investment vehicles to enable the tax revenue to grow over time, and other transactions.

Calculation of Tax Revenue for Generating $60,000 in Annual Bond Interest Payments

Assume you have a net assessed tax base, after deducting for nontaxable property and exemptions, of $50,000,000. Further, assume that 3 percent of assessed taxes will not be collectible. Therefore, you will have to raise 60,000/0.97 ($61,856) to be assured you have sufficient funds to pay annual interest on the bonds.

Your tax rate needed for this specific amount will be 61,856/50,000,000, or 0.00123712. So each taxable piece of property will generate tax revenue equal to the assessed value of that property times 0.00123712. This annual tax will pay for the interest on the bond, which will be paid to the bondholder every six months. The payment will remain constant throughout the life of the bond. An owner of a house with an assessed value of $100,000 will pay $123.71 per year to pay this interest on the bond.

Calculation of Tax Revenue for Generating the Future Value of an Ordinary Annuity of $1,000,000

You now have to figure out how much tax revenue to collect each year to pay back the borrowed amount (face value of the bond) after 20 years. Think of the amount you collect for this part of your obligation as the annuity payment (rent). As shown in your study of annuities, you will use the following formula to find the future value of an ordinary annuity:
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where

R = Rent (or Payment per Period

FVFOAn,i = Future Value Factor of an ordinary annuity for “n” periods at “i” interest

In previous problems (chapter 12), you solved for the future value of the annuity, given the rent. You knew the periodic payment or rent, the number of periods, and the interest rate. Here you need to calculate the payment because you already know the future value, which is the amount of money that has to be paid back to the bondholders.

Assume that over 20 years you can find a guaranteed interest rate of 4 percent. That is, each year when you collect the taxes that will be used to pay off the bond at maturity, that revenue will be invested in an investment vehicle that will earn 4 percent per year, compounded monthly. With this assumption in hand (and this is essentially what is done when computing a bond issue), here is the necessary calculation. In analyzing the variables of this equation, you know the following:


n = 20 (yearly periods) (Use annual periods here because the rent/payment is collected annually. For the purposes of this illustration, also assume that the annual payment is invested in an instrument that is compounded monthly and yields 4 percent per year with compounding. This is just to make the calculations and the presentation clearer.)

i = 4% per year or 0.04

FV = 1,000,000 (This is the future value we need to pay off the bond.)



But you don’t know what the periodic payment will be, so you will have to solve for it. You do know all the other variables. Here is the solution:
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This means that if you collect $33,581.75 per year in taxes and invest the collected amount each year in an investment vehicle that pays 4 percent per year after monthly compounding, you will have $1,000,000 at the end of 20 years.

So go back to tax revenue and your assessed tax base. You calculated above that you would need to collect $61,856 from property owners annually to pay for the annual interest on the bond that is paid in two installments. In the other example, an owner of a house with an assessed value of $100,000 will pay $123.71 per year to pay this interest fee for the bond.

To net $33,581.75 per year to repay the bond principal, we will again have to assume that 3 percent of assessed tax is uncollectible. So we will need to levy a tax of $33,581.75/0.97, or $34,620.36.

The tax rate for this amount will be 34620.36/50,000,000, or 0.000692. The owner of a house with an assessed value of $100,000 will pay an additional $69.24 annually toward repayment of the principal. In total, the homeowner’s tax bill will be an additional $192.95 ($123.71 for interest, plus $69.24 for principal) for the next 20 years.

As with anything in real life, bonds are more complicated than this simple example suggests. In the real world, a bond with a face value of $1,000,000 paying 9 percent interest every six months will have some additional complexities involved. For example, if the prevailing interest rate for similar investments is 10 percent, this bond may not be a desirable competitive investment because its interest is less than other available investment vehicles. What happens when a prevailing interest rate is higher than the stated or coupon rate on the bond is that the proceeds from the sale of the bond will be less than the face value of the bond! So instead of receiving $1,000,000 for the bond, the bond issuer will receive less. This is the price an issuer pays for issuing the bond at a noncompetitive rate.

How much less will the proceeds be? The value of the bond for investors is equal to two elements: the present value of the $1,000,000 discounted over 20 years at 10 percent, plus the present value of the interest payments of $90,000 (the coupon rate of the bond of 9%). The first element’s computation is the present value of a single-sum problem. The second element’s computation is the present value of an ordinary annuity problem. (In our discussion about annuities, we illustrated only the future value of an annuity. Conceptually, we learned that this was similar to the future value of a present sum. A similar analogy exists with finding the present value of a future sum and the present value of an annuity. The formula is just more complex.) We use 10 percent instead of 9 percent for discounting the face value of the bond because investors can earn 10 percent elsewhere but only 9 percent here.

You may also discount by 10 percent the interest payments or coupon payment of the bond of $90,000 (according to what the bond actually pays, computed at 9% of face value). In computation terms, we have for the principal the present value of a single sum:
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For the interest payments you have, in computation terms, the present value of an ordinary annuity:


PVOA = R × [(1 − (1/(1 + i)n))/i]

OR

$90,000 × 8.5136 = $766,224.



So the investor will purchase the bond for the sum of these two present values:


Present value of $1,000,000 (principal) discounted over 20 years at 10 percent = $148,643.

Plus present value of interest payments ($90,000) discounted over 20 years at 10 percent = $766,224.

Total to be paid for the bond at sale (realizable amount) = $914,867.



The difference between $1,000,000 and $914,867 of $85,133 under acceptable accrual accounting is amortized (written off) over the life of the bond issue to interest expense. This interest expense is real money because the expense is part of the amount that will be paid to the investor at the end of the bond period, that is, the face value of the bond. Because the issuer did not receive the face value of the bond at issuance, the issuer must still pay back the face value at maturity. The $85,133 is called a discount on the bond.

In a similar manner, if the bond would pay interest of 10 percent but the going rate of a comparable investment were 9 percent, this bond investment would be more attractive and an investor would be willing to pay more for it. So you would receive more than $1,000,000 for your bond under these conditions. The difference between the face value of the bond of $1,000,000 and the price paid (which would be more than this) is called a bond premium. Under acceptable accrual accounting, this premium is also amortized over the life of the bond and credited to interest expense each period. So bond interest expense is increased by amortization of a discount and decreased by amortization of a premium.

One additional complexity is that fees are usually paid to the investment bank or bond underwriter and for legal services. These expenses are also borne by the institution issuing the bond.

The librarian has no practical need to know any more details than what is presented above. The main points to take away from this discussion are the following:


1.When a municipality issues a bond, it must consider two revenue and expense streams, the interest expense on the bond and the repayment of principal.

2.The payment of the interest to bondholders is usually collected from tax revenues and paid annually, so this is usually just a simple-interest problem.

3.The repayment of the principal on the bond is treated in the same manner as an ordinary annuity (or in some cases an annuity due). Tax revenue is collected each period and invested in a vehicle that uses a confidently predicted compound interest rate. At the end of the bond (or annuity period), the principal will be available for retiring the bond (paying back the bondholders).



Other complexities exist, but understanding these main points is sufficient for our purposes.1

Time Value of Money: Multiple-Sum Problems

Earlier you learned about the future value and present value of a single sum and then applied this knowledge to finding the future value of an annuity using a single sum as the future value. As discussed in chapter 12 on the time value of money, in the real world things get slightly more complicated; and you will often be faced with a problem involving a multiple sum. A common example of this would be issuing, say, a $1,000,000 20-year bond with a 5 percent coupon rate where half of the bond principal ($500,000) has to be paid back in 10 years and the other half ($500,000) has to be paid back at the end of 20 years. How should you approach such a problem?

First, you break the problem into two separate problems, as if you had two separate bonds. Second, you determine the interest due for that part of the bond that will have to be paid back in 10 years as well as the annual annuity payments invested at, say, 6 percent annually with interest compounded annually, to pay back the $500,000 in 10 years.

Having figured that out, you will then determine the interest due for that second part of the bond that will have to be paid back in 20 years as well as the annual annuity payments invested at, say, 6 percent annually with interest compounded annually, to pay back the second $500,000 in 20 years.

Finally, to determine the overall cost of both parts of the bond for their respective periods and in total, you will simply do some multiplication and addition.


Step 1: How much annual interest will be due for that portion of the bond that will have to be paid back in 10 years?

10-year Bond Principal = $500,000

Coupon Rate = 5%

Annual Interest Due = $25,000

Step 2: How much money will have to be collected in tax revenue each year for 10 years, invested at an annual interest rate of 6 percent and compounded annually, to pay back the $500,000 in 10 years?
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Step 3: What is the combined cost for each of the first 10 years to pay the interest on the $500,000 and invest an amount that will grow sufficiently to repay that amount in 10 years?

Annual Interest = $25,000 (from step 1)

Annual Annuity Payment = $37,933.98

Total = $62,933.98

Step 4: What is the cost over 10 years to pay the interest on this first half of the bond ($500,000) and repay the principal after 10 years?

Annual combined cost for repaying half of the total amount borrowed = $62,933.98 × 10 years = $629,339.80.

Caution: This is only part of the total amount each year for the first 10 years that must be collected to pay back the bond indenture because it only accounts for half of the bond. To find out what must be collected each year, we still have to look at the other half of the bond, the other $500,000.



You now repeat the process for the other half of the bond.


Step 5: How much annual interest will be due for that portion of the bond that will have to be paid back in 20 years?

20-year Bond Principal = $500,000

Coupon Rate = 5%

Annual Interest Rate = $25,000

Step 6: How much money will have to be collected in tax revenue each year for 20 years, invested at an annual interest rate of 6 percent and compounded annually, to pay back the $500,000 in twenty years?
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Step 7: What is the combined cost for each of the 20 years to pay the interest on the $500,000 and invest an amount that will grow sufficiently to repay that amount in 20 years?

Annual Interest = $25,000 (from step 5)

Annual Annuity Payment = $13,592.28

Total = $38,592.28

Step 8: What is the cost over 20 years to pay the interest on this part of the bond and repay it after 20 years.

Annual combined cost for half of the total amount borrowed = $38,592.28* 20 years = $771,845.57

Caution: This is only part of the total amount each year that must be collected to pay back the bond indenture because it only accounts for the second half of the bond. To find out what must be collected you still have to look at the other half of the bond (see above, step 4), the other $500,000.

Step 9: You know that the total amount of cash that must be collected each year for each part of the bond interest and bond repayment is different (see steps 3 and 7). So you now determine what that total amount in required revenue must be for each of the two periods.

First 10 years: The required amount per year is the sum of the required revenue for both parts of the bond for those first 10 years:

Annual Interest = $25,000 (from Step 1)

Annual Annuity Payment = $37,933.98 (from step 2)

Total = $62,933.98

Annual Interest = $25,000 (from step 5)

Annual Annuity Payment = $13,592.28 (from step 6)

Total = $38,592.28

Combining the two totals you have

$62,933.98 + $38,592.28 = $101,526.26 per year for the first 10 years

For the second 10 years, the required amount per year is the sum of the required revenue only for the second part of the bond.

Annual Interest = $25,000 (from step 5)

Annual Annuity Payment = $13,592.28 (from step 6)

Total = $38,592.28 per year

So here you have an interesting situation where after 10 years the required amount drops $62,933.98 per year.



All this makes sense in terms of the time value of money. Why? Consider this: If you had a single-sum situation where you had to pay back the entire $1,000,000 in 20 years, you would have had 10 more years of interest payments for an additional $250,000, plus the annuity payment would have differed. It would have been $27,184.56. So our annual payments would be as follows:


Interest = $50,000 per year (principal of $1,000,000 and coupon rate of 5%)

Annuity Payment = $27,184.56 per year

Total Interest after 20 Years = $50,000 × 20 = $1,000,000

Total Annuity Payments after 20 Years = $27,184.56 × 20 = $543,691.14

Total Collected = $1,543,691.14



The total amount collected over the life of the bond for the single sum, payable after 20 years, is $1,543,691.14. Compare this to our multiple-sum scenario and you get $1,401,185.38. By having multiple sums, we reduce our cost over 20 years by $142,505.76.

So what have you learned (or what prior learning has been reinforced)? The simple interest due for the coupon payment is solely dependent on the total principal amount and the coupon rate. If you reduce the principal amount, you owe less interest. Here, because you reduced the principal amount after 20 years, you reaped the savings in interest. Note, however, that the interest savings is offset by the higher amount we have to collect each of the first 10 years to reap this savings.

The shorter period over which you can invest this tax revenue diminishes the amount of compounded interest earned and leads to the higher payments for the first $500,000 payback during the first 10 years of the bond. The longer period over which you can invest this tax revenue increases the amount of compounded interest earned and leads to lower payments for the second $500,000 payback during the entire 20 years of the bond.

The two main determinants of this complex interaction are the coupon rate of the bond and the interest rate that can be used to invest the periodic annuity payments for repaying the bond. In doing these problems, try to understand the entire process, rather than just following the steps outlined above. Any given problem may not be as straightforward as this, and if you do not understand the principles involved and rely only on the steps outlined above, you will be at a disadvantage.

In the real world, the scenarios become more complex. Finding an investment interest rate that will be constant for 20 years may not be possible. Because of the bond indenture (contract), repayment of the bond and the coupon rate are essentially nonnegotiable unless the municipality wants to risk defaulting on the bond. Because investment amounts may not equal required payments each year, it is not uncommon to see intergovernmental transfers from one unit of municipal government to another to make the required interest and bond principal payments to the bondholders. Other complexities exist, but understanding these main points is sufficient for our purposes.

Summary

This chapter identified the different types of bonds and incorporated the concepts of the time value of money, learned in chapter 12. It simplified concepts of tax revenue to understand how bonds work in the context of a library borrowing.

Exercises

1.Your library board is thinking of having a bond referendum to borrow $2,000,000 for library renovation. The terms of the bond dictate that in addition to the semiannual interest payments the library must make on this note, it has to repay the entire sum at one time in 15 years. Assuming you can find an investment vehicle that will guarantee a 4.8 percent annual interest rate compounded monthly, what amount would you have to invest monthly to have a lump sum of $2,000,000 in 15 years? Do your calculation assuming you will make each monthly payment at the end of the month. For this exercise, ignore how you will pay the semiannual interest payments.

Suggested steps:

a.Identify the future value of the annuity.

b.Identify the monthly interest rate.

c.Identify the number of periodic payments required.

d.Identify the type of annuity (ordinary or due).

e.Determine the proper formula for the future value annuity factor, depending on your answer to “d.”

f.Plug in the values identified above to the formula.

g.Identify the formula for finding the future value of the type of annuity you identified in “d.”

h.Plug in the values identified for the future value and the future value annuity factor.

i.Solve for the unknown.

2.You are again dealing (see the chapter 13 exercise with a different projected bond amount) with the Pelham Public Library, which is about to build an addition to its library building. A bond referendum has been passed for $2,000,000. Fortunately, this matches the cost of the building that the chosen contractor has bid for the job. Advisers to the municipality state that they should be able to sell the bond to investors at 3 percent coupon rate without a premium or discount on the face value of the bond and that the bond sale will be a 20-year bond, maturing in full in 20 years. This means that the taxes raised to support this bond will be used to pay off both the periodic annual interest as well as an annual amount that will be invested to pay off the principal in 20 years. Assume that this investment will earn an annual interest rate of 4 percent compounded annually. Ignore any fees or other expenses involved in the bond transaction. Assume that the annual payment to retire the principal takes the form of an ordinary annuity.

1.Calculate the annual periodic interest payment.

2.Calculate the annual amount that must be invested at 4 percent to pay off the bond in 20 years. Assume that this amount is invested annually and compounded annually.

3.Calculate the total amount of tax revenue that will have to be raised in each of the 20 years to pay off the bond and pay the interest payments. Add these two amounts together.

Conceptual Questions

1.What is the difference between the mechanics of repaying a bond and its associated interest by a municipality and that of a home mortgage holder?

2.What purposes are bonds used for in libraries?

3.What are the elements of a bond indenture?

4.What is a bond covenant?

5.In which fund does the accounting for a bond take place?

6.What is the coupon rate of a bond?

7.Does the coupon rate of a bond change over the bond’s lifetime?

8.Generally speaking, how often is interest paid on a municipal bond?

9.What is the relationship between bond prices and the prevailing interest rate?

10.What is a bond premium (or bond purchased at a premium)?

11.What is a bond discount (or bond purchased at a discount)?

Note

1.These complexities include the expenses of issuing the bond, bonds sold at a premium or a discount, and the ways in which financial statements reflect these complexities through items on the statement of net position, such as amortized bond expenses and unamortized bond premiums and discounts.
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Context

What This Chapter Covers

This chapter examines non-tax-related sources of revenue for academic, public, and school libraries. These sources include tuition, grants, gifts, fees, fines, and revenue from entrepreneurial activities.

Why This Chapter Is Important

Revenue enables the library to provide services. Therefore, a solid knowledge of these other revenue sources, how they are secured, collected, and employed, is important for providing services.

What You Should Learn from This Chapter

From this chapter, you should obtain a basic knowledge of non-tax-related revenue sources.

Introduction

In chapter 13, the attention was on property tax revenue as a major source of revenue for public and school libraries. Although a major source, it is not a sole source. This is especially true of academic libraries, whose proximate funding source is tuition paid by students. Tax revenue of one kind or another also applies because public academic institutions may receive allocations of revenue from the state, public tax districts, or the county. These colleges and universities, in turn, distribute these fungible dollars to their libraries. For library administrators, the source of the funds allocated to them is often obscured by the various bureaucratic layers through which the dollars must pass before ending up in the library. This is not to say that academic librarians should be unconcerned about the tax base that supports their institution—far from it. It is only to say that tax revenue plays a less directly visible role in academic institutions than it does in public and school libraries.

For an academic institution, other forms of revenue loom as more significant. These include tuition, grants, gifts, fees, fines, and entrepreneurial revenue. In the pages that follow, we will examine each of these in turn.

Tuition as a Revenue Source

Tuition serves as a revenue source only in academic and private elementary and secondary school libraries. In this environment, the library can exert little control over the amount allocated to it. Tuition is collected by the institution itself, with no promise that a specific amount will be allocated to the library. The administrative leaders of the institution must decide how to allocate these funds to the various areas of the institution. Does the chemistry department receive more than the history department? How much should the library receive in comparison with other student services? There is no clear answer, and each institution makes these decisions based on a variety of factors, including past allocation history, the strategic goals of the institution, the excellence of a department or service unit, and various other influences operating on decision makers.

Tuition and Fees

The formulas by which tuition is charged to students varies greatly among academic institutions. The most common approach in community colleges is a per-credit-hour charge. So if community college tuition is $100 per credit hour and the student is enrolled for 12 credit hours, the tuition is $1,200 for that semester. Other types of academic institutions, such as four-year colleges and universities, might use this approach along with other criteria, such as whether the student is part-time or full-time, with the difference between the two determined by how many hours the student registers for. In these cases, tuition per credit hour may be more expensive for the part-time student than it is for the full-time student. Further, certain programs may have tuition differentials, that is, different charges for popular or more highly rated programs or programs with high instructional costs (e.g., nursing and engineering). In addition, state-supported institutions of higher education often charge more for out-of-state students than for state resident students. This can cause a backlash among state residents who see their students denied admission in favor of those who can afford to pay the higher out-of-state tuition dollars.

Many institutions also charge additional student fees for various types of services provided to students. These fees, once received, are usually restricted to the purpose for which they were charged. Examples include a health services fee for the college or university health center, a student activities fee, an information technology fee, and even a library fee. Establishing and increasing such fees is often fraught with controversy and internal wrangling. The establishment of such a fee for the library, although it may seem attractive, may also have a downside. Administrative officers may perceive this fee for the library as being sufficient and therefore be deaf to any pleas for increased funding, assuming that the fee will be sufficient to cover any shortfall that the library claims. In addition, the establishment of such a fee may exclude the library from the annual budgeting process. As a result, each library must carefully weigh the imposition of such a fee, even if for a limited time.

Allocation of Tuition and Fees to Academic Units

So far focus has been on how tuition and fees are obtained by the academic institution. The next step is to explore how tuition money is dispersed to the library. There are, as one might expect, several different systems by which these funds are allocated. The type of system used depends in part on the internal administrative structure of the college or university and the various power brokers who control and exert influence on the allocation.

One widely used method for allocation of funds to various academic departments is responsibility-centered budgeting, which became popular in the late 1980s and early 1990s. In 1974, the University of Pennsylvania was the first academic institution to adopt this method. Early adopters in the 1980s were the University of Michigan, University of Toronto, the University of Southern California, and Indiana University.1 Under this method, funds are allocated to teaching departments based on the number of students that enroll in their courses and the number of students who claim that department as their major. So the more students they serve, the more tuition money they receive. This system moves power and decision making from such central administrative authorities as the chancellor or president to the deans and department heads. With this shift in power also comes the responsibility to cover expenses with the allocated monies. So, as an example, if a classics major takes a German course, 75 percent of tuition paid by that student goes to the teaching department (in this case, German) and 25 percent to the hosting department (i.e., classics).

This algorithm is fairly straightforward, but a problem arises with nonteaching departments, such as the library and student services. On what basis do you allocate funds to them? They are not “earning” money, but they function as a legitimate and valuable support entity. (This concept is discussed later in a slightly different guise when the focus is on cost allocation methods in managerial accounting.) What often happens is that academic support units depend heavily on past allocations and the presentation of current and future needs during the annual budget cycle, when each of them delivers their pitch to a central budget committee or administrative officer of the institution. “Taxes” are imposed on the teaching departments, and those taxes revert to central administration, which in turn disperses funds to such service units as the library, facilities, student services, and others. Here many factors can influence the allocation, including, but not limited to, the institution’s strategic plan, the financial health of the institution, impending labor contracts, the salience to institutional mission, and institution-specific internal political influence.2

Under these circumstances, it becomes difficult for the library to estimate the amount of tuition money to be received. Such an estimate may not be crucial, or even relevant. In fact, it may never find out how much tuition money has been allocated, but instead just receive a budget for the next year that specifies spending limits. These spending limits in turn are supported from several revenue sources within the academic institution, only one of which may be tuition. In short, the library is given available funds, unaware of the source. In some cases, some of the revenue sources may be identified, for example, revenue arising out of special fees or for special projects.

In the past, funds were sometimes available through a state’s Board of Higher Education for collections and other specific library areas. But many of these funds, such as those available in Illinois in the 1980s, have since disappeared.

Grants

Grants are an important but relatively minor source of funding for libraries. Nevertheless, there is much attention devoted to grants in graduate schools of library and information science, in continuing education courses, and in the library literature. One of the reasons for the interest shown in grants is that they allow the library staff to pursue projects that may not be affordable within the confines of the normal operating budget. Projects obviously differ in character, as between plodding projects such as retrospective conversion and innovative projects. In some cases, the plodding project and the innovative project may be connected.

A couple of decades ago, the University of Illinois Mathematics Library received a grant for retrospective conversion of its holdings and reclassification into the most current version of the Dewey Decimal Classification, which had just been completely revised for mathematics. The reason for the grant (plodding) was that such conversion of records to electronic form and the updating of the classification of the materials was a necessary element in an innovative, nationwide interlibrary loan program for mathematics. Without overreaching, one might conjecture that the possibility for innovation drives a lot of interest in grants.

Grants may be of two kinds: those given to the library based on some demographic and those sought after by an individual library for a specific purpose. Among the former are grants given to school districts or public libraries by various state agencies. Little effort is required to obtain these, and their size and regularity depends on the financial health of the state agency or state library in any given year. The discussion below focuses primarily on the latter kind of grants, those sought by the library from local, state, federal, and philanthropic sources.

One of the most important things for any library applying for a grant is that the environment governing grants and the legal obligations they create is tightly regulated by the granting agency. That is, the granting agency has internal rules and regulations as well as rules imposed upon it by the state or federal government that dictates the amount of money given, the recipients of the grant, and various timelines and reporting requirements. Any applicant for a grant that ignores a granting agency’s regulations and instructions may as well not apply.

For many grants, such as those given by the Institution of Museum and Library Services and by state libraries, there exists an annual schedule of when information about specific grants is made available to the public and when applications are due. The application process can be fairly complex and is usually very time consuming. If you have not previously applied for a grant, be aware that the process will usually take much longer than you imagine.

The granting agency will often publish the application procedures and required documents on its Web site. Instructions will usually include both specifications for the content of the application and seemingly irrelevant items, such as font size and type, maximum page length, and other factors. Failure to adhere to these specifications can condemn your application to the garbage can.

Any application usually requires responses to questions regarding your library and other related demographic factors as well as some extended description of what you hope to accomplish with the grant. One of the most important parts of the grant application process is the budget estimate. The grant application instructions may ask for estimates of the cost of tangible items, such as computers, peripherals, and software; the cost of maintaining the equipment; and other matters related to tangible items.

The largest component of grants to libraries is usually personnel. How personnel costs are calculated, the percentage time of specific individuals, and other details require the assistance of the library business office, if not a certified research administrator. It may also require an explanation of any processes that may be involved. An example of this would be requiring that the grant applicant describe the workflow and estimate the productivity of personnel carrying out the workflow. This latter area is prone to various types of estimation error. For example, some applicants will simply guess at how long a process takes or will measure how long a seasoned employee takes to complete a task, such as cataloging a rare book. Problems common to these estimates include underestimating the time someone will take to complete a task, miscalculating the average productivity of specific workers, and other matters.

Great care should be given in making these estimates because you will have to live with them once the grant is finalized. A grant writer may be tempted to overestimate the time required to complete a specific process or work unit, thinking it is much better to overestimate and reap the reward of additional funds. However, many granting agencies have reviewers of these grants that have experience in the field and are apt to spot inflated estimates, thereby lessening your chances of receiving the grant.

One miscalculation of many novice grant seekers is to underestimate the amount of time it takes to hire someone for a grant project. So let’s assume that a grant project for cataloging is two years. You have made estimates regarding how many items can be cataloged each month for 24 months. You are then awarded the grant, beginning in September and ending two years later at the end of August. You are notified of the grant in July. It may take you several months to find the person that has the skills you need to carry out the project, by which time several months of the actual grant period have passed. Needless to say, your estimates for monthly productivity are now thrown off, and unless given some leeway by the granting agency, you will be unable to complete the grant’s goals as promised.

The same caveat applies to spending the funds allocated for other items within the grant. The time allotted in your proposal may not be sufficient for what is involved. Careful planning for these time lags can successfully avoid these common pitfalls.

Grant Overhead

Many federal, state, and private foundation grants include grant overhead as part of the grant award. This item is often calculated as a percentage of eligible expenses or other basis. Overhead is included to recompense the academic institution for such operational expenses as space, utilities, and administrative support that are required to fulfill the terms of the grant.

In many academic institutions, the amount of overhead captured through grants awarded to that institution may total several million dollars per year. In each academic institution, there are guidelines and allocation formulas that specify what percentage of a grant’s overhead goes to the unit that obtained the grant and what percentage is retained by the central governing authorities of the institution itself. Overhead funds can be spent within guidelines promulgated by the institution. It is essential to know prior to applying for a grant what the local policy regarding overhead is so that your library does not incorrectly assume an additional income stream for the period of the grant that is not directly tied to carrying out the requirements of the grant.

Caveats for Grant Seekers: There Is No Free Lunch

The Application

Ensure that you have read the request for proposal (RFP) from the granting institution carefully. Pay special attention to all the requirements, including seemingly immaterial matters such as font size, number of pages, word length for narratives, and so on. Your institution usually requires some type of institutional approval prior to submission of the grant application. Don’t assume that you can just fill out the application and send it in without your parent institution’s imprimatur.

Allowable Expenses

Many granting agencies limit what can be included in various expense categories. For example, many projects in academic libraries may involve hiring graduate students for some of the work involved. Allowable expenses for a graduate student would most likely include an hourly wage, workers’ compensation, and other benefits, such as health care. However, many granting agencies would not include a tuition waiver for that graduate student, a benefit often included with graduate assistantship appointments. This omission can have two negative effects: first, it could limit the available pool of eligible graduate students; and second, to attract those eligible students, the library might have to come up with several thousand dollars of tuition money. Again, a careful reading of the request for proposal will alert the grant applicant to these types of restrictions.

Human Subjects

Some grants include research dealing with human beings. This “human subjects research” is tightly regulated by the federal government. Colleges and universities have institutional review boards that ensure compliance with these federal regulations. If your grant deals with research on human subjects in any way (yes, including surveys), you must get clearance from your parent institution prior to engaging in such research. Failure to do so can result in severe penalties to the academic institution and could void your grant. It is best to approach the campus office charged with human subjects research if you are not sure whether your grant and its activities fall under its purview.

Financial Record Keeping and Reporting for Grants

Once you have received a grant, you incur certain obligations. Aside from carrying out the purposes of the grant, you will need to report your progress regularly to the granting agency in some kind of report narrative and also provide a financial report to the granting agency that itemizes expenditures made under the terms of the grant. Usually all financial transactions, including the receipt of the grant funds as revenue and the recording of expenditures, are usually carried out by a library business office or, in smaller institutions, by some central finance office. In chapter 5 on governmental financial statements, it was pointed out that all the transactions for the grant are recorded within a special fund created for that purpose. This is usually done as well in nongovernmental academic institutions. This special fund has its own self-balancing set of accounts and includes a balance sheet and a statement of revenues, expenditures, and changes in fund balances.

If you are the principal investigator of the grant, you will be responsible for monitoring the expenditures of this fund through periodic reports given to you by the business or finance office for your institution. These reports should not just be filed away unread. Errors can occur even in the most responsible of business offices, and it would not be uncommon for an expenditure that is for another grant or even for general library operations to be inadvertently charged to your grant. These types of expenditures are usually spotted fairly easily if you actually take the time to read and understand the reports given to you. In addition, on a periodic basis, you will be required to submit a financial report to the granting agency. This is done to ensure that all expenditures are solely for the purpose of the grant. So spending money from the grant on a celebratory party once some milestone has been reached is definitely not a wise thing to do. At the very least, you would have to pay the granting agency for this, and, at worst, you may be prohibited from applying to that granting agency in the future.

Gifts

Gifts can be a significant revenue source for many libraries. Gifts can include gifts in kind (e.g., books, other collection materials, equipment, other tangibles), one-time cash donations, volunteer efforts, or multimillion dollar donations for buildings, to create endowments for faculty positions, or for other purposes. Undoubtedly, the scale of giving is related to the worthiness of the purpose of the donation and the institutional apparatus that exists to garner such gifts for the library. The system and infrastructure that is created to obtain such gifts is often called a development office. Several types of component units may be created to manage, coordinate, and garner such gifts, such as library friends or a library foundation.

Activities of the Development Office

For the purposes of this chapter, the activities of fund-raising and the processing of gifts are discussed as they occur within a development office. You will recognize that the size and scope of development activity will vary with the size of the library, ranging from something the director does from time to time to an office with as many as six to ten individuals working in it. The generic development office described here can also be viewed as paradigmatic for the administration of a library friends group or library foundation.

When a donor gives money to a library, the gift marks a turning point in a relationship that now requires care and attention. Of course, the receipt of a donation is acknowledged and recorded in the library’s account, but this also causes a development record to be created of the donor and the donation. Larger development offices may have one or more individuals focused solely on this type of record keeping and analysis of the donor base. The analysis consists of trying to forecast whether a specific donor will give in the future and, if so, how much. The analyst might try to find out other publically available information about the donor to see whether approaching that person for larger sums might be fruitful. If so, then either a member of the development office or the library director might pursue this opportunity. For the small public library director, this entire process may be described as thanking John Smith, who owns the local grocery store, for his annual donation and possibly asking him to consider supporting a library staff party at the end of the year. At a large university, this process might encompass the receipt of half a million dollars per year from regular cash contribution donors to a multimillion-dollar capital campaign.

For larger gifts to acquire significant equipment, for donations exceeding a specific dollar amount (e.g., $5,000), and for donations for endowed chairs or buildings, a document called a deed of gift would most certainly be required. Some libraries also have a similar document titled a memorandum of understanding. A deed of gift is essentially a contract between the donor and the library that specifies what the gift is and the purpose for which the gift is to be used. Once signed, it becomes an enforceable contract between the donor and the donor’s heirs and the library. As such, it may require the library to give a periodic report on how the gift was used or how much of the monetary gift was expended. Failure to live up to the terms of the gift or spending the money in ways not intended by the donor could result in a breach of that contract, with remedies specified there. Other requirements may include the library purchasing equipment to accommodate the gift, such as purchasing map cases to house a gift of maps, or other conditions. Within the library’s financial statements, monetary gifts either fall into a restricted fund (for a specific purpose) or unrestricted fund (for general expenditure at the discretion of the library management).

A memorandum of understanding may also document the process of gift giving and disposition of the gift. Details may include a plan of action for the disposition of the gift, a time line for doing so, and other details. Such memoranda are especially common with gifts in kind.

Other Considerations with Gifts

Competition for donors can be fairly fierce. For the public library, this competition will undoubtedly come from other nonprofit institutions within the community. The library director must take care to walk the fine line between trying to obtain donations versus alienating other nonprofits that also rely on donations. However, other nonprofit institutions in the area may not be as solicitous with the library.

Within an academic institution, the major competition is within the development office when university administrators want donors to give funds with no particular designation so they can be used as needed. You also compete with the athletic department and alumni who attend sports events and support their teams in both attending games and donating to fund-raising events.

The library staff has to be aware that it really doesn’t have a constituency like a teaching department does. The graduates of an academic institution often look to their major department as the link to the institution. The person may have spent a lot of time in the library, but the emotional tie is not the same. But it can nonetheless be strong. If a graduate sends a $25 donation to the library but not to his or her former department, this may set off some competition for future dollars. However, some coaches have recognized the benefit of the library in their team’s lives, even holding study time for the team in the library, and have helped launch fund-raising events for the library.

Records of donations to the institution are usually made available institution-wide, so keeping donations secret from other units is usually not possible. In addition, principal university officers and development officers have a significant role in managing the internal competition for donations so as to realize the full giving potential of the donor and to advance institutional goals.

Gifts That Mature

As with any financial management activity, time can be an important factor. It is no less so with gifts. To be sure, many monetary gifts are given in the present time. The library may have a fairly good estimate of how much it will receive in a given year from regular donors. But what happens when a major donor pledges several million dollars to the library upon his or her death? The gift is certainly acknowledged, but there is much uncertainty about when the gift will actually be realized and when it will “mature” with the death of the donor. The lesson is that although the current director may never witness the actual outcome of a fund-raising activity, that director will have played a major role in sustaining the library in the future.

Fees

Fees for various services rendered by a library are another, though modest, revenue source.

Types of Fees

The public library is most likely to benefit from the imposition of fees for specific types of services, while school and academic libraries are less likely to benefit from such a revenue source. Fees are charged for a variety of services, including, but not limited to, room rental fees, printing fees, copying fees, equipment use fees, contractual fees for entrepreneurial activities carried out within the library, interlibrary loans, and parking fees.

Room rental fees are charged to groups that wish to use the library for a meeting, lecture, or other group activity. Although some libraries do not charge other nonprofit groups room rental fees, it is certainly within their prerogative to do so.

Printing fees are charged to users who use the library printers for articles, Web page excerpts, citation lists, and other purposes. In the early years of computers, many libraries allowed free printing of materials from their computers. However, the cost often became untenable. At the University of Illinois at Urbana-Champaign, for example, printing costs at public terminals in the late 1990s cost approximately $50,000 per year, a cost that was eventually placed back on the user.

Copying fees are usually collected via a copying machine. In some cases, these machines are owned by a library, but a more likely scenario is that the machine is leased from a copier vendor for a specific period. Under such an arrangement, the library may not collect any fees at all, the cost of the lease being covered by any revenue generated by the copier’s use. In larger academic libraries, there may exist specialized units that provide copies of manuscripts, rare books, and other materials to the public for a fee. This may also include microfilm, microfiche, or digital copies of these materials.

Equipment fees are charged for the use of specialized equipment, such as scanners, laptops, and iPads. Of course, many libraries provide this equipment free of charge to their patrons, and in these libraries, the equipment is simply charged out to the patron on his or her library card.

Contractual fees are usually provided through a contract with an external vendor that supplies a service to the library. The most common contractual fee is that paid by coffee shop concessions. Generally, the fee is either a set dollar amount to be paid periodically (e.g., monthly) or a percentage of gross or net proceeds. These fees are agreed upon contractually (see chapter 16 on contracts), and therefore the library has a major voice in the conditions of the contract. If the fee is other than a specific periodic dollar amount, for example, the library should be sure to have some means of verifying the figure upon which the percentage fee will be based. Of course, legal counsel should be sought in the drawing up of any such contract.

Parking fees are usually charged at libraries that control both the collection and disposition of parking fee revenue. If, however, the public library is part of a municipality and decides to charge for parking in the library lot, the fees generated and the costs involved in collecting and accounting for the fees may be considered general municipal revenue and not be remitted to the library. Therefore, before considering the imposition of parking fees, the library should first ascertain where that revenue will end up as well any costs involved in collecting and administering the fees.

Purpose of Fees

Fees may either enhance revenue (i.e., charging for a service so that revenue exceeds any cost involved) or be revenue neutral (i.e., charging no more for a service than the costs involved). In both cases, the library staff needs to carefully consider the costs in collecting the fee and any other costs involved, such as janitorial expense, wages for specialized technicians, and so on.

To adequately monitor and evaluate the benefit, library staff responsible for the funding should set up a special fund that keeps track of all revenue collected and any costs associated with providing that service. (See chapters 20–23 on cost accounting for further information about this accounting process.)

Another major purpose of fees is to regulate behavior. Examples include printing fees to discourage frivolous printing and parking fees to discourage long-term parking.

Record Keeping, Reporting, and Internal Control

As with any activity involving monetary transactions, record keeping and internal control play an essential part. In fact, there need to be several factors in place to handle these transactions effectively. First of all, the library should have a clearly defined fee schedule for its services and a clear and concise fee policy that refers to the fee schedule and any conditions involved, such as prepayment of the fee, waiving of the fee for nonprofit institutions, the definition of a nonprofit institution, and so on In addition to these publically available documents, the staff involved in collecting and monitoring fees must be well trained and versed in the fee schedule and fee policy. Any questions or ambiguities that arise in administering the fee-based service should be referred to a senior administrator and a decision incorporated into a revised fee policy. For internal control, there must be proper procedures in place for collecting and recording fees, the transmission of the fee revenue to the bank, and other related matters that have been detailed earlier in this volume (see chapter 7on internal control and auditing).

Other Considerations

Although strapped library directors may look favorably on the imposition of fees, they must also consider the effect it has on service provision and the good will of the community served. In a situation where the public may be aware of a financially challenged library, especially if the present condition is not directly attributable to poor management, the public may understand and even accept the imposition of various fees, realizing that other alternatives such as reduced hours may be avoided. However, the imposition of new fees without any justification or for which the community has not prepared could be problematic. In addition, as mentioned earlier regarding the imposition of fees in academic libraries, the fee may be viewed by the college or university officials as a substitution for regular funding, the increased fee income thereby making up for cuts to the library’s budget that the academic administration now views as covered by fees. School libraries may face similar conundrums.

Fines

Fines are charged for a variety of reasons in libraries. The types of fines are discussed in terms of why they are assessed and what the monies may be used for once collected.

Types of Fines and Their Purposes

Fines are another source of revenue for libraries. The most common fines are for overdue materials and for lost material. Fines for overdue materials are imposed to avoid the moral hazard of the lending of materials to patrons who do not think it is necessary to return the materials at the end of the check-out period. That is, fines are imposed for a stewardship and fairness function, not necessarily to raise revenue, although that is a by-product of such imposition. Fines of different monetary value are often imposed for different types of materials. Books usually have the smallest fines and the longest borrowing periods, while audiovisual materials, such as movies, music, and the like, have shorter borrowing periods and larger fines.

Fines for lost material are imposed to cover the cost of replacing the material and also to serve as a disincentive to keep a book that a patron especially favors that may no longer be in print. A key determinant in such a decision by the patron is the amount of fine imposed for a lost book. If the fine is less than the price of a replacement volume, that may induce the patron to pay the fine and keep the book if in fact it is not lost. If the fine is much greater than the book’s value, there is a greater motivation to find the book or return it if the patron was considering being dishonest about its actual status.

Many school librarians do not charge fines to students because this will limit a student’s access to information, particularly those students who come from low-income families. This is a debate because some librarians argue that charging fines for overdue books teaches good citizenship and responsibility. The other side of the debate is that a good citizen returns a book when someone else needs it, and many school librarians check books out to students for the semester just as they check books out to teachers for the semester. They are “due” when a request comes from someone else who wishes to use the book.

In public libraries, any fines collected are usually retained by the library and are considered revenue due to the library. Most municipalities allow the retention of fine revenue by the library because the fines are seen as a part of doing library business. In some academic libraries, however, because of centralized fee collecting by the main business office of the academic institution, any fine revenue is considered general revenue for the institution and may not be remitted to the library. Such remission can be negotiated, however, and the library should check to see what the actual institutional policy is before assuming that fines are automatically kept by the library.

Other fines that are not directly connected to library services are municipal penal fines. This concerns fines collected for violation of municipal or county ordinances or parking fines. The library may receive a portion of these fines if elected officials decide to distribute this fine revenue to municipal or county departments rather than just add these fines to the general fund of the city or county.

Financial Record Keeping and Reporting

The same caveats applicable to fees are applicable to fines. As with any similar financial transaction, there needs to be a clear schedule of and policy for fines in place. In addition, an internal control policy must exist that specifies how fines are to be collected and who can collect them. As most fines are collected in cash, there also needs to be a cash control policy in place to protect these financial assets from malfeasance.

Other Considerations

Some libraries allow patrons who have lost library materials to replace them themselves, in addition to levying a service fee for processing the replaced material and replacing it in the collection. If a library has such a policy, it must ensure that the replaced volume duplicates the lost volume in every respect. For example, a “lost” volume may be a copy autographed by the author, whereas the replaced volume may not.

It may be necessary to place a limit on the amount of fines a patron may incur before library privileges are suspended. Often this limit is fairly low, perhaps $5.00. Such a limit is also low enough that most patrons have no problem paying it when trying to check out their next book or other material.

Entrepreneurial Activities

Rationale for Entrepreneurial Activities

Entrepreneurial activities in libraries have increased over the past twenty years. The reason is simple. Revenue for libraries has not kept up with the perceived needs that must be met and expenses that the library incurs to meet those needs. This is true for public, school, and academic libraries.

Types of Entrepreneurial Activities in Libraries

Three primary types of entrepreneurial activities currently exist in libraries: coffee shops, which serve beverages and simple prepared food items such as pastries and ready-made sandwiches; gifts shops or gift kiosks that sell anything from computer-related accessories (thumb drives, mouse pads, etc.) to institutional-related paraphernalia such as T-shirts, sweatshirts, mugs, pens, and the like; and book sales, which primarily rely on books donated to the library that were not added to the library collection. (Sometimes weeded books may also be added to these book sales.)

When a library staff considers any entrepreneurial activity, it must estimate both revenues and expenses. Needless to say, if the projected expenses exceed the projected revenues, the activity should not be undertaken, at least in any type of permanent form.

Coffee shops in libraries are run either by the library itself or by an external vendor that contracts with the library. This contract would specify such items as site preparation and janitorial services on the expense side and revenue sharing or fees on the revenue side. Such a contract would be time limited. If the coffee shop is run entirely by the library, additional expenses such as hiring, supervision, and supplies and facilities expenses such as electricity are less easily estimated, as would be any revenue from such a venture. Of course, the coffee shop might have an additional rationale for existence, such as attracting patrons to the library. For gift shops and kiosks, similar caveats apply.

Book sales at libraries are a fairly common entrepreneurial activity. Book sales are usually held once or twice a year. Volunteers from library friends or others are usually engaged to run the sale, and they often have minimal expenses. The unseen and possibly unrealized expense comes from preparation for the book sale, where library employees are engaged in sorting, searching, and evaluating book donations and whether they should be included in such sales as well as estimating sales prices for each volume. Preparation for such sales can eat up staff time, which is a hidden cost of such activities. The real question is whether donations, as a source of material for the collection, are worth these costs.

Each library’s administrators and staff make decisions involving entrepreneurial activities depending on the need for extra revenue and the circumstances of their particular community. Any library undertaking such activities, however, should approach the launch of such activities with caution to prevent establishing an activity that has a negative monetary return to the library.

Financial Record Keeping and Reporting

It is wise to keep a separate accounting of any entrepreneurial activity for the simple reason that in doing so you will be able to closely monitor its success or failure. In financial management terms, this means using some type of fund accounting. For money-making activities, a proprietary fund is customary. In governmental accounting, such proprietary funds use the accrual basis of accounting, just like for-profit and nonprofit institutions. In addition, each proprietary fund has its own financial statements: a statement of net position, a statement of activities, and a cash flow statement. This latter statement is required for proprietary funds.

Internal Taxation (Reverse Revenue)

Earlier in this chapter, the “taxing” of teaching departments in academic institutions that employ responsibility-centered budgeting was mentioned. Such taxing is not confined to this type of budgetary control. In fact, internal taxation is common in colleges and universities. Typically, the central administration will “tax” individual units for various reasons and purposes. This tax could go, for example, toward supporting information technology services across campus. In other cases, a state-supported school may be told that it may have to return some actual revenue prior to the end of the year, depending on the level of tax receipts or other conditions within the state. To assure this repayment, the central administration will tax individual units, thereby withdrawing revenue already given to them. If the state then requires this money to be returned, it is available. If not, it may be returned to the individual units that were taxed. The problem then for individual units becomes how to spend this money in the short time left prior to the end of the fiscal year.

Revenue Allocation

Another issue is the allocation of these different revenue streams to programs, projects, and departments within the library. Identifying and maintaining reliable sources of revenue is challenging enough, but once the library has obtained these revenues, how should the revenue received be allocated—to personnel, collections, operating expenses, or elsewhere? Several methods are possible.

One way to allocate is to follow the previous year’s allocation and increase or decrease, on a percentage basis, the amounts from last year. In many instances, this lacks any serious consideration of the projected increases, decreases, or stability of various expense categories in the library. It is fairly thoughtless but very easy to carry out.

Another possibility is to follow the previous year’s allocation except for those instances where you know of specific increases, such as personnel and collections, and then once those increases are satisfied, allocate the remaining revenues on an across-the-board basis to the other areas of expenditures.

A more considered route is to allocate revenues on the basis of your priorities for the coming year. These priorities will probably be articulated in the library’s strategic plan or available in the library’s current annual report.

Another and much less frequently used option is to begin from scratch each year and have each cost center manager propose what should be allocated to his or her area. Then have the director, executive committee, or top-level administrators decide what the allocations should be depending on the strength of the case made by each individual cost center manager.

A variation on an option mentioned above is to assume each year that you have a constant dollar budget and, after identifying priorities, reallocate from existing areas to those with the highest priority. Then allocate funds based on the new revenue amounts.

A less popular and little-used option is to base allocations on successful programs. (To the victors belong the spoils!) Give higher allocations to well-performing programs and less to poorly performing programs.

Finally, some libraries have developed an allocation formula based on some quantifiable factor. This could include students served, the cost of publications, or faculty in specific disciplines served, among others.

With all of these allocation strategies, care must be taken not to assign uncertain revenue streams to support core functions and continuing staff.

Conclusion

Some costs are always incurred in obtaining revenues. For example, there is always some overhead cost of administration that can include collecting fees and fines, receiving and processing gifts, administering and submitting grant proposals, and other personnel-dependent tasks. Political and social capital costs (e.g., morale or interdepartmental rivalries) may be involved that are difficult to monetize but that can positively or adversely affect the institution. Therefore, one must always consider the costs involved in generating any revenue.

Summary

This chapter examined various sources of revenue other than tax revenue or revenue obtainable through issuing a bond. The methods of collecting the revenue, the potential costs involved in staff time, and the ways to reallocate such funds was discussed.

Exercises

1.The library board has decided that it would be a good idea to open up a gift kiosk in the basement of the library. Clearing the space is not a problem, but setting up and running the kiosk presents a challenge. The kiosk will sell library-related knick-knacks, T-shirts, and used books that have been donated to the library. No one in the library has ever engaged in such an enterprise. The board has decided that the library will run the kiosk instead of seeking an outside vendor and has asked you to set it up. The hope is that this kiosk will provide some extra revenue for library operations. Answer the following questions about this endeavor:

a.What type of fund will be used to keep track of the kiosk’s finances?

b.You will have set-up costs to begin operation of the kiosk. Where will the funds for this come from? (Even if you assume that future revenues will be used to cover these costs, you still need some cash in hand to prepare the space and purchase display shelves, signage, a cash register, and other related items.)

c.Will patrons of the kiosk be allowed to charge their purchases? If so, use of credit cards will reduce your anticipated revenue because of credit card fees charged to business operators.

d.Once in operation, your intent is to have this kiosk as a revenue-generating enterprise. What techniques will you use to estimate the future revenues and expenses from this?

e.How will you market this enterprise?

2.The library has recently renovated several meeting rooms in the library and is considering having these rooms open to the public except when an organized group wants to use it for a specific purpose. Each room is 15×20 feet and has the appropriate number of tables and chairs. How would you go about deciding what to charge for the use of these rooms? Are there any groups that you would not charge for their use of the rooms? If so, what is your rationale for not charging? What costs are associated with opening these rooms to group meetings? Do these costs figure in to your fee setting?

3.At a meeting of librarians at your college library, a department head suggests that the library propose a library fee to the college administration. This would, presumably raise more revenue for the library. All present agree that more revenue would be a good thing, but there are some (including you) who think it may not be a good idea. Recalling the notion of fungibility, why do you think this proposal may not be a good idea?

4.It has come to the attention of your billing clerk that there has been an increase in the number of lost books that coincides with an increase in patrons paying for replacement copies of the book. The standard fine for replacement is $20.00, regardless of the actual cost of replacement. The billing clerk also noticed that replacing many of these “lost” copies either costs more than $20 or is not possible because the book is no longer in print. She suspects that patrons are “losing” books and gladly paying the $20 replacement fine while actually retaining the lost book for their personal use. Discuss how you would set a fair replacement fine for lost books.

5.You are trying to decide whether you should stop charging fines in your elementary school library. What statistics might you gather to set a baseline for the effect this might have on your library? What are the pros and cons for this change? You are a new secondary school librarian who has learned that all fines and fees collected are returned to the general school fund each semester. As this is not helping the library in any way and the collection process takes a great deal of uncomfortable time, what do you think you should do?

Conceptual Questions

1.What factors are often taken into consideration when allocating tuition dollars to the various units in an academic institution?

2.Describe the potential risk in establishing a general library fee in an academic institution.

3.Describe responsibility-centered budgeting. How does the library fit into this schema?

4.Why are grants important for libraries, even though they are a relatively minor funding source?

5.Discuss why grant application instructions are so important.

6.Why is planning the implementation of a grant crucial to its success?

7.Who is responsible for monitoring expenditures from a grant and for submitting reports to the granting agency?

8.Describe what a deed of gift is and why it is important to have one for large donations.

9.What is a memorandum of understanding in relation to gifts to the library? Why is it important?

10.Describe some examples of library fees. What should the library consider prior to implementing a fee?

11.Why are internal control procedures especially important in the collection of library fees?

12.Why are internal control procedures especially important in the collection of library fines?

13.What are some pros and cons of entrepreneurial activities by the library?

14.What type of fund is used to keep track of entrepreneurial activities? What three financial statements are created and what basis of accounting is used for these activities?

15.Describe academic internal taxation.

16.Describe several possible methods for allocating revenue in libraries.

Notes

1.See Indiana University, Office of Budgetary Administration and Planning. “What Is RCM at Indiana University?” at http://www.indiana.edu/~obap/rcm-iub.php, last viewed on April 26, 2014.

2.Put differently, the library and facilities are both service units, but their salience to mission is quite different.
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Section IV

Expenditures
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This section begins with a chapter on the basics of contracts. Most expenditures imply or include some type of contractual arrangement. Following this legal information are chapters covering expenditures for personnel, collections, information technology, facilities, and other operating expenses.
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Contract Basics
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Context

What This Chapter Covers

This chapter is a brief introduction to contracts. It is set in the context of expenditures for library personnel, collections, information technology, facilities, and general operating expenses. It relies almost exclusively on the Uniform Commercial Code (UCC), which is the set of proposed laws offered to harmonize the laws enacted in various states that apply to commercial transactions, but it also touches on a few elements of common law that apply to personnel hiring.

Why This Material Is Important

Contracts govern many financial activities in the library. They include personnel and collective-bargaining contracts; contracts with vendors for collections, software and equipment, and other material; contracts with contractors for renovations and new buildings; and many other purchasing activities.

What You Should Learn from This Chapter

After reading this chapter, you should have a basic understanding of contracts. By learning about the fundamental elements of contracts, you will be aware of some of the pitfalls that can occur in contractual relationships and avoid them with the help of legal counsel. The basic elements of contracts explained here are only an introduction to a very complex field.

Introduction

Librarians deal with contracts in several areas of library administration. They include employment contracts, purchasing contracts (for collections, equipment, and supplies), leasing contracts, and maintenance contracts. In most cases, the municipality (if a public library), the college or university (if an academic library), or the school district (if a school library) has legal staff or lawyers on retainer that oversee the drawing up and negotiation of contracts. These professionals know a great deal about contract law and how it applies in various situations. As a librarian, you know about the object of the contract. Together with a lawyer, you should be able to enter into a contract in a way that will be advantageous to the library. Acknowledging this fact should persuade you to seek legal advice when entering into a contractual relationship.

The Uniform Commercial Code

As interstate commerce became more widely developed, the need for a uniform set of laws arose. (For a detailed explanation of “uniform” law, see citation in note 1.) The Uniform Commercial Code (UCC) was the result. Most elements of contract law are governed by the UCC. It was developed over a period of ten years and initially released in 1952. Revisions have been made to individual parts of the code, the latest of which was in 2012. It was established to harmonize state laws dealing with commercial transactions. Prior to its release, each state could conceivably have different laws dealing with sales, negotiable instruments (e.g., checks), contracts, and fraud. The UCC is not a set of statutes that governs commercial behavior, but proposed legal language that individual states may, and regularly do, use in their statutes to ensure uniformity of law from state to state. It is divided into nine articles, some of which now have subparts (e.g., article 2A). The nine main articles are listed below.









	Article

	Title

	Contents




	1

	General Provisions

	Definitions, rules of interpretation




	2

	Sales

	Sales of goods




	2A

	Leases

	Leases of goods




	3

	Negotiable Instruments

	Promissory notes and drafts (commercial paper)




	4

	Bank Deposits

	Banks and banking, check collection process




	4A

	Funds Transfers

	Transfers of money between banks




	5

	Letters of Credit

	Transactions involving letters of credit




	6

	Bulk Transfers and Bulk Sales

	Auctions and liquidations of assets




	7

	Documents of Title

	8 Investment Securities Securities and financial assets




	9

	Secured Transactions

	Transactions secured by security interests







Several recommendations have been made for amending the UCC, and any reader curious about such recommendations is invited to pursue the matter further.1

The purpose of the UCC is to allow merchants and consumers to make the contracts they want. The UCC is meant to fill in any missing provisions that are silent in the agreements they make.

Contracts involving labor, both between individuals and employers and between management and labor unions, besides observing the elements of contracts addressed in the UCC, also must adhere to various federal and state labor laws, such as the Fair Labor Standards Act, the Equal Employment Opportunity Act of 1972, and the Wagner Act, to name a few. What follows is a brief outline of the more important elements of contract law of which librarians should be aware in making commercial agreements and in creating employment contracts.

Contract Elements

A contract is a promise by both parties in an agreement to render some duty or service or delivery of goods to another. Such a promise or contract is enforceable by law if it meets two fundamental requirements:


1.There must be agreement between the two parties. That is, the parties must agree to carry out the promises respectively made by each of them. This seems to be an obvious requirement and reflects the law’s intent to avoid ambiguity as much as possible.

2.There must be consideration. Consideration is anything of value promised to another when making a contract. So if the library presents a job offer to Mary Doe, the library’s consideration is the employment with pay and other payments, and Mary Doe’s consideration is the service she will render as an employee.



Of course, even if there is agreement and consideration, the contract may not be enforceable if any of the following apply:


1.Either of the parties to the agreement lacks contractual capacity (e.g., is drunk, mentally ill).

2.There was misrepresentation or fraud perpetrated by one of the parties.

3.The purpose of the contract is illegal.

4.The proper formality of the agreement is missing, when such formalities are required (e.g., a written contract involving the sale of land).



The Contractual Process

Each contract begins and is completed as part of a process. This process includes


1.A preliminary negotiation of the terms of the contract

2.A formal offer by one party to the other (the offeror to the offeree)

3.Acceptance of the offer by the offeree

4.Performance completed and execution of the contract

5.Remedy for possible breach of the contract or nonperformance of it



Preliminary Negotiation

Each contract begins with some oral or informal negotiation of terms for the contract. For employment, these negotiations will most likely include a salary figure, the type of position, the beginning and ending dates of employment, and other elements. For a purchase contract, such as a license for electronic resources, the negotiations would include the price of the license, the titles included in the license, the length of time that the library had access to the titles, who may access the titles electronically (e.g., valid IP addresses), and other items.

The Formal Offer

Once the terms have been negotiated, a formal offer is made. An offer is a conditional promise made by the offeror to the offeree, giving the offeree the power of acceptance, or the power to create a contract. From this activity comes the phrase and concept that the “offeror is master of the offer,” which means that the offeree must accept according to the terms of the offer. The offeror can dictate these terms because once the offer is accepted, the offeror incurs liability and the obligation to meet the terms of the contract. It is assumed that once preliminary negotiations about the contract have ended that the proposed terms of the contract will be acceptable to both parties.2

The terms of the offer must be reasonably certain or definite. To be an offer, a communication must indicate an intention by the offeror to be contractually bound once the offer is accepted and must be properly communicated to the offeree. In an employment situation, after preliminary verbal negotiations, the library sends an offer letter to the prospective candidate. This letter most likely includes the annual salary, the starting date, the title of the position, and other relevant data. The candidate, once in receipt of the letter, either endorses the offer letter indicating acceptance or sends a separate communication back to the library indicating acceptance of the offer.

Acceptance of the Offer by the Offeree

To create a contract, the offer must not only be properly communicated to the offeree, but it must also be accepted by the offeree. In general, this implies that the offeree must know that an offer of the contract has been made and also know the specific terms of the contract.

If the offeree does not wish to enter into the contract, the offeree may reject the offer, which terminates the contract process. This rejection must be properly communicated to the offeror. On the other hand, if the offer is accepted, the acceptance of the offer is effective when it is sent, not when it is received by the offeror. This is known as the mailbox rule. So in the employment scenario, the candidate’s acceptance of the offer is effective when sent back to the library, not when the offer is received by the candidate.

Imagine another scenario. The offeror, after making the offer, decides that he or she does not want to enter into the contract after all. The offeror can revoke or withdraw the contract before it is accepted by the offeree. The revocation is effective when communicated to the offeree, either directly or indirectly. If sent by mail, it is effective when it comes into the offeree’s possession.3

So if the library administration for some reason changed its mind about the offer to the candidate, it would have to communicate the revocation of the offer to the candidate prior to the candidate sending the acceptance back to the library. Note the significant difference between the actions of revoking the contract by the offeror and the accepting of the contract by the offeree. If the offeror revokes the contract but the offeree has already accepted the contract and sent this acceptance to the offeror, the contract is in force, even if the offeree had not yet received the revocation after sending his or her acceptance.

Performance and Execution of the Contract

Once the contract has been accepted by the offeree, the contract is in force and the promise or promises contained in the contract become binding on both parties to the contract. This mutual signing of the contract executes the contract. Once the promises made by both sides to the contract have been fulfilled, the contract is completed. The term execute in relation to a contract is also used to describe a contract once it is completed; we use the term ambiguously in this context.

Remedy for Breach or Nonperformance of the Contract

If either party fails to fulfill his or her promise, that party has breached the contract and the other party can seek a remedy for this breach by bringing suit against that party. The remedy for the breach can vary depending on the contract, and the remedy may in fact be contained within the contract itself.4 So if a library has contracts with a vendor to deliver books by specific publishers to the library as soon as they are published and the vendor fails to do so, the contract is breached. Depending on the language of the contract, there may be penalties payable by the vendor or simply a revocation of the contract by the library.

Common Law Provisions Relating to Contracts

In addition to the UCC, there are common law provisions that are related to contracts, most notably the at-will doctrine, wherein an employee is hired at the will of the employer and can be fired at the will of the employer unless an implicit contract has been made. The only state that does not have an at-will doctrine for personnel hiring is Montana. However, if there is an employment contract in force, this contract trumps the at-will doctrine for personnel hiring and firing.

Other Considerations

Most contracts dealing with libraries involve written documents. Examples of these are personnel contracts, contracts for purchases of library materials, maintenance contracts, and leasing contracts. The written document is the final authority regarding the terms of the contract. This is known as the parol evidence rule. Librarians should be particularly careful about this. Any elements of a proposed contract that are discussed in negotiations and not included in the written document that constitutes the contract are not admissible in seeking a remedy for breach of contract. In essence, if it is not written in the contract, it is not part of the contract, even if one of the parties verbally promised something during negotiations.

So, for example, you might get a very impressive presentation by an integrated computer system vendor. During the presentation, several questions are posed to the vendor by library staff regarding features of the system that are not yet functional, but promised. The vendor says that these features will be in the next version of the software, scheduled for issuance at the beginning of the month. Convinced by the vendor about the quality of the system, you as a library decide to enter into a contract with the vendor. No mention is made in the contract of the yet to be completed features mentioned during the vendor’s presentation. You sign (accept) the contract. The system is installed several months later. You notice that the features mentioned in the presentation and scheduled to be operational several months ago are not present. This is not a breach of contract because it was not included in the signed written contract. Your loss.

Caveats for the Library Manager

To avoid material loss or buyer’s regret, the following caveats are offered:


1.Know the process. You must know that you are entering into a contract, and you must ensure that what you have been promised in verbal negotiations is in fact present in the final version of the written contract. The person or company with whom you are making a contract probably knows the elements of commercial law and the law of contracts much better than you do.

2.Read the contract. The only way you can be sure that what has been verbally promised is in fact contained in the contract is for you to read the contract yourself. You should be clear about what you are agreeing to and what the other party is agreeing to. This includes payment schedules, deliverables, and remedies for breach.

3.Know the technical details of the area to which the contract applies, even though you may not know or understand all the legal language involved. Because of this, you should consult with legal counsel. This cannot be stressed strongly enough. Together with legal counsel you can minimize disappointment not only with the performance of the contract but with your obligations as well.

4.Have a process for monitoring the other party’s and your fulfillment of the duties both of you have to perform. If you don’t do this, then all the care in the world that you take with the reading and signing of the contract will be worthless. In monitoring the performance of the contract by the other party, ensure that you document well whether the terms of the contract are being fulfilled. Without this monitoring and careful documentation, seeking remedy for breach might be difficult, if not impossible.



Summary

In this chapter, the basics of contracts as a prelude to forthcoming chapters on expenditures was examined. The elements of a contract and the stages in preparing a contract were presented. In conclusion, several caveats for the library manager were offered.

Exercises

1.If you are employed and have an employment contract, examine it to determine the specific promises made in the contract by you and by your employer. What happens if either of you do not fulfill the promises made in the contract? Is anything specified?

2.Obtain a maintenance or other similar contract that your employer currently has. Read it and determine what promises have been made. What consideration is involved? What happens if either party breaches the contract? Are specific remedies mentioned?

Conceptual Questions

For the following, assume that the library or municipality has issued a bid document, received and opened bids, and tentatively accepted the bid of a specific contractor. This bid is not the final contract.


1.After verbal negotiations, the contractor sends you a completed contract. Because of the verbal negotiations, you are now obligated to sign the contract. True or false?

2.Depending on which state you are in, there are different laws governing contracts. True or false?

3.After receiving the contract from the builder, you notice that some elements are incorrect and not what you had discussed in verbal negotiations. Without accepting the contract as written, you bring this to the attention of the builder. He is obligated to change the contract as you ask. True or false?

4.You have received the contract, signed it, and mailed it. Several hours later, you receive an e-mail from the contractor saying that he is withdrawing the offer. Do you have a contract or not?

5.You receive and sign the contract. Several months into the project, you realize that something you agreed to in verbal negotiations prior to the signing of the contract is not being done. You bring this to the attention of the contractor. He states that it is not a written part of the contract. You have him on tape saying that he would do it. Does he have an obligation to fulfill this verbal promise?



Notes

1.The Legal Information Institute at Cornell University has a Web site with the most recent codification of the UCC. See http://www.law.cornell.edu/ucc.

2.Anyone who has rented an apartment may question this explanation of a contractual offer. In renting an apartment, the landlord essentially hands you a rental contract with the rent, period of rental, damage deposit, and other elements. If you sign the contract, you have accepted it. If you try to haggle over the terms, you probably will not be able to rent the property. Such a contract is called an adhesion contract because the offeree (the renter) must adhere to the contracts terms without much, if any, negotiation.

3.The UCC, as one might expect, provides further elucidation about revocation and acceptance of an offer.

4.To give an example of the complexity of the law of contracts, in the UCC, section 2, part 7, there are 25 subsections dealing with various aspects of remedies for breach of contract.
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Expenditures: Personnel
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Context

What This Chapter Covers

This chapter is an introduction to personnel expenditures. It is set in the context of expenditures for library personnel, collections, information technology, facilities, and general operating expenses. In chapter 16 on contracts, some elements of common law that apply to the hiring of personnel were examined. Here some other major laws will be examined: those that affect personnel expenditures that are directly related to organizational capacity and the limits to which a given workforce can accomplish the tasks set before it.

Why This Material Is Important

Personnel expenditures usually account for 50 percent or more of any library’s budget. Knowledge of the various constraints on personnel expenditures and allied or related personnel costs will give you a good understanding of the complexity involved in this deceptively straightforward area of library financial management. This understanding will help you avoid costly conceptual errors in dealing with this area of financial management.

What You Should Learn from This Chapter

After reading this chapter, you should have a basic understanding of personnel expenditures. Learning about the fundamentals of personnel expenditures will enable you to approach a personnel budget with a deeper understanding of the hidden complexities.

Introduction

Expenditures for library personnel usually exceed 50 percent of the total library budget. This is not only the amount paid in direct salaries but also the library’s share of Social Security and Medicare contributions, possible other pension payments, various benefits, and employment-related costs, such as equipment, office supplies, and furniture. Usually the latter elements are included in the operations budget, but the amount spent on them is directly proportional to the number of personnel on the payroll. The larger the library staff, the greater need for chairs and desks, equipment, and office supplies.

Personnel expenditures are also directly influenced by federal and state laws, civil service and other job classification systems, union contracts, and other factors. In the next section, several laws are examined that have a direct bearing on library personnel expenditures. Although usually monitored by a library’s human resource department, it is important for any manager to be aware of laws that directly affect personnel expenditures. In addition, civil service and other such systems usually stipulate specific qualifications that must be met to work in each classification. And there may also be specified starting salaries. If unions exist in the library workplace, there may be additional salary requirements, such as mandatory step increases and negotiated pay raises. These will be covered in more detail later in the chapter. They are mentioned here to show that the library director or library board does not have exclusive control over salaries and pay. The municipal or state civil service system, labor unions, and the labor market in a specific locale all have significant influence on personnel expenditures.

Budgeting and control of personnel expenditures are important. For example, wise expenditure of funds is necessary to engender public trust. Public libraries use tax dollars as their primary funding source, and academic libraries either depend indirectly on tuition or on allocations from their institution for funding. Whatever the funding source, the library financial manager is using other people’s money to accomplish the library’s goals. It must be used wisely and effectively. Overspending or underspending of budgeted amounts can be equally deleterious. At the very least, such variances indicate poor monitoring of funds on a regular basis. Overspending endangers other areas of the budget, where responsible fund managers are keeping within budgetary guidelines. Underspending could send a message that the funds appropriated are more than sufficient and may prompt the reduction of an underspent budget.

To avoid these pitfalls, the budget must be monitored on a regular basis. Amounts expended for personnel are usually fairly uniform from month to month, but this is not to imply that this pattern is inviolable. For example, the library may hire new personnel from time to time, either to fill existing vacancies or for newly funded positions. Newly approved union contracts or civil service wage guidelines may be put into effect that increase the wages and benefits of specific groups of employees. There could be a change in the minimum wage that affects personnel subject to this wage floor. Unexpected retirements and resignations happen, and those positions may not be immediately filled. Finally, the library might obtain a grant that also includes funding for personnel. So with each of these possibilities, the personnel budget could go up or down, disrupting what might seem like the most stable of budget lines.

To sum up, managing the personnel budget brings to the fore what has become a common refrain in this volume, that is, the library is a complex dynamic system constrained by labor-related laws and revenue sources and is heavily dependent on a high-functioning human resources department and trained supervisors. The human element is always present. Pay is very closely watched by employees, not only in comparison within the library but also in comparison to other jobs in the community. When employees complain about pay, it is often with regard to fairness: fairness of the pay for the work performed, fairness of the pay in comparison with other employees both within the library and in the surrounding community, and fairness in the application of workplace policies. In addition, employees often pay close attention to any inordinate disparity between the remuneration of upper management and line workers. In short, financial management of personnel is very closely related to general management issues and should not be separated from them.

The remainder of this chapter shows in some detail those laws that have a direct bearing on personnel expenditures; define the different types of personnel; explicate various personnel costs, paying especial attention to pensions; outline requirements and approaches to salary and wage administration; discuss the role and costs associated with volunteers; and, finally, evaluate various budgetary approaches to personnel administration in the face of both decreases and increases in the library’s budget.

Laws That Directly or Indirectly Affect Personnel Expenditures

Several major labor laws govern how personnel are treated and paid. The Fair Labor Standards Act, which is most directly related to the expenditure of money; the Family and Medical Leave Act, which governs medical leave and some of the employer’s obligations to the employee; and the Equal Employment Opportunity Act, which governs the hiring and treatment of personnel are examined. Many other laws have implications for personnel financial management, including various state laws, but these three are the most important.

Fair Labor Standards Act (FLSA)

The Fair Labor Standards Act (FLSA) was created in 1938 and has been amended several times over the intervening years.1 Its main purpose is to regulate the wages and overtime pay of workers in the United States. One major provision of the law covers the minimum wage. This requires that workers covered by the FLSA (and not all workers are covered) are entitled to a minimum wage of $7.25 per hour (as of 2015) and overtime pay at a rate of not less than one and one-half times their regular rate of pay after 40 hours of work in a workweek. This pay rate became effective on July 24, 2009. Several minimum wage exceptions can apply under specific circumstances, such as those for workers with disabilities, full-time students, youth under age 20 in their first 90 days of employment, tipped employees, and student learners. Individual states may require a minimum wage above the federally mandated amount, but not below it. The minimum wage in Illinois, for example, was $8.25 in 2014.

Under the law, employers are also required to keep records on their employees’ wages, hours worked, and other details. Also, provisions inhibit the actions of employers to reduce the minimum wage by prohibiting deductions from pay for required uniforms or tools if those deductions reduce the hourly wage below the minimum wage.

But what is an employee under the FLSA? Not all employees are covered by the FLSA. As the law describes this condition, it requires that there must be an “employment relationship” between an employer and an employee:


The FLSA defines an employee as “any individual employed by an employer” and employ is defined as including “to suffer or permit to work.” The concept of employment in the FLSA is very broad and is tested by “economic reality.” Factors such as the place where the work is performed, the absence of a formal employment agreement, the time or method of payment, and whether an individual is licensed by the state or local government have no bearing on whether an individual is an employee under the FLSA.2



Further guidance for employers is provided on the Department of Labor’s Web site, cited in the note.

To sum up, the FLSA provides guidance to employers and employees on wages and hours worked. This law is often supplemented by state and municipal civil service regulations and union labor agreements. The library manager needs to be fully informed of all the legal conditions and constraints that apply to the employees under his or her supervision.

Family and Medical Leave Act (FMLA)

The Family and Medical Leave Act (FMLA) was created in 1993. It provides an entitlement to employees of up to 12 weeks of job-protected, unpaid leave during any 12-month period. However, it only applies to “eligible, covered employees” and only for specific reasons.

What is an eligible, covered employee? To be eligible for FMLA benefits, “an employee must


1.work for a covered employer;

2.have worked for the employer for a total of 12 months;

3.have worked at least 1,250 hours of service for the employer over the previous 12-month period immediately preceding the leave; and

4.work at a location where the employer has at least 50 employees within 75 miles.”3



The reasons for which an employee may request and be eligible for FMLA are the other major governing factors. These reasons are


“1.birth and care of the eligible employee’s child, or placement for adoption or foster care of a child with the employee;

2.care of an immediate family member (spouse, child, parent) who has a serious health condition; or

3.care of the employee’s own serious health condition.”4



The law also requires that an employee’s group health benefits be maintained during the leave. As with most laws, there are also various exceptions and special circumstances regarding all these conditions.

Under some circumstances, employees may take FMLA leave intermittently, which means taking leave in blocks of time, or by reducing their normal weekly or daily work schedule. Note, however, that if FMLA leave is for birth and care of an employee’s child or placement for adoption or foster care, use of intermittent leave is subject to the employer’s approval. FMLA leave may be taken intermittently whenever medically necessary to care for a seriously ill family member or because the employee is seriously ill and unable to work.

Employees seeking to use FMLA leave are required to provide a 30-day advance notice of the need to take FMLA leave when the need is foreseeable and such notice is practicable. Employers may also require employees to provide


“1.medical certification supporting the need for leave due to a serious health condition affecting the employee or an immediate family member;

2.second or third medical opinions (at the employer's expense) and periodic recertification; and

3.periodic reports during FMLA leave regarding the employee's status and intent to return to work.”5



The FMLA is a great help to employees who have health concerns. Needless to say, an absent employee can affect the performance of any organization, which is one reason why this FMLA does not apply to organizations having fewer than 50 employees. This restriction, however, has not prevented municipalities, for-profit businesses, and nonprofits from adopting policies that closely reflect the provisions of FMLA. They do this to be competitive and to foster good staff morale.

The Equal Employment Opportunity (EEO) Act of 1972

The Equal Employment Opportunity (EEO) Act of 1972 has been amended over the years. It affects both the hiring and the treatment of employees in the workplace. Several major concepts are established under the EEO Act of 1972. These include guidance relating to protected classes, disparate treatment, disparate impact, the bona fide occupational qualification, sexual harassment and hostile work environment, exemption status, and prima facie evidence of discrimination.

Protected Classes, Disparate Treatment, Disparate Impact, Bona Fide Occupational Qualification

When first enacted, EEO included five protected classes. More have been added over the years. As of 2015, these classes now include national origin, race, color, religion, sex, age, pregnancy, and disability. Sexual orientation is not included, but federal law prohibits discrimination based on sexual orientation for federal employees. Individual states have also passed laws prohibiting discrimination based on sexual orientation.

EEO protections have few exceptions. The most important is the bona fide occupational qualification (BFOQ). A prime example of a BFOQ is that the Roman Catholic Church may legitimately hire only Catholics to be priests.

The EEO defines two major unlawful employment practices, the first of which is disparate treatment. This occurs when members of a protected class are “treated in a way that intentionally discriminates against them and is motivated by the fact that they are members of a protected class. Disparate treatment can occur, for example if an employer required all female candidates for a position to pass a physical ability test to demonstrate that they could lift a 25-pound weight but did not require male candidates to pass the same test.”6 The defining court case in this was Weeks v. Southern Bell Telephone. Southern Bell had practices that restricted women from performing some job duties (by assigning weight lifting or other arbitrary requirements) that were not related to job performance. Southern Bell was prevented from using the BFOQ to defend their actions.

Disparate impact is the second major unlawful practice defined by EEO. Disparate impact encompasses actions that on the surface appear to be neutral but that “result in a disproportionate negative consequence on a protected class.”7 A couple of cases establish and define this type of unlawful practice. The first is Griggs v. Duke Power. Here the court ruled that an employer must show that job requirements are related to job performance. In a related case, Washington v. Davis, the court ruled that a test for employment is lawful if it is a valid predictor of future job success.

Sexual Harassment and Hostile Work Environment

The EEO prohibits certain behaviors in the workplace that involve mistreatment of employees by their supervisors or by other employees. The first of these is the prohibition of quid pro quo behaviors, which always involve a supervisor or person with power. In such a case, the supervisor asks for or demands sexual or other favors in return for a favorable employment action, such as a pay raise, a promotion, or continued employment.

The second prohibited behavior is the creation of a hostile work environment and applies to anyone in the organization. A hostile work environment occurs when any employee is exposed to taunts, comments, or physical conduct that would be considered offensive by a reasonable person. In adjudicating such a case, the courts must look at all circumstances: the frequency of the actions, the severity of the actions, whether the behavior is humiliating or physically threatening, whether the behavior interferes with the employee’s ability to do the job, and the effect of the behavior on the employee’s psychological well-being. Many organizations have training programs for their employees and supervisors to prevent these prohibited actions from occurring.

Exemption Status

The EEO has also established two classes of employees and, by doing so, has affected which employees are covered under the minimum wage provisions of the FLSA. These two classes of employees are nonexempt and exempt. The exemption here refers to the provisions of the FLSA. Nonexempt employees must be paid in accordance with the minimum wage and overtime provisions of that law. Exempt employees are usually paid a salary instead of being paid by the hour. In the past few years, there have been lawsuits brought against several large corporations for allegedly improper application of exempt status. These corporations have purportedly classified some employees as exempt to avoid paying them overtime wages.

Finally, the provisions of the EEO have occasioned lawsuits centered around the evidence that must be presented to prove discrimination as defined under this law. As a result, four elements have been established as necessary to prove a case of prima facie evidence of discrimination in EEO cases.

Prima Facie Evidence of Discrimination

The case of McDonnell Douglas Corp v. Green established the four elements needed to prove a prima facie case of discrimination in Title VII (EEO Act) cases:


“1.that he belongs to a racial minority;

2.that he applied and was qualified for a job for which the employer was seeking applicants;

3.that, despite his qualifications, he was rejected; and

4.that, after his rejection, the position remained open and the employer continued to seek applicants from persons of complainant's qualifications.”8



In the next section of this chapter, the focus shifts to the description of personnel, examining several aspects of personnel, defining the different types of personnel, identifying personnel costs in addition to wages and salaries, and explaining the intricacies of pensions and other benefits.

Who Are Personnel?

For managerial purposes, three classes of personnel are defined. These are salaried employees who are hired at an annual rate of pay; wage earners (paid by the hour) who are permanent employees; and wage earners who are not permanent employees.

Salaried Employees

Salaried employees are hired at an annual rate of pay that is prorated monthly or biweekly. This type of employee includes managers and some line employees, such as reference librarians, catalogers, and IT personnel, at various levels who are required to work a minimum number of hours (e.g., 40 hours per week) but not a maximum number of hours. The number of hours required is usually ambiguous and defined as those hours “needed to get the job done” or “at professional discretion.” These employees also usually have a contractual relationship with the library and are not at-will employees (See chapter 15 on contracts). As employees under contract, any cancellation of the employment contract is subject to the terms of the contract and also possibly subject to municipal ordinances and state law. These employees are usually not subject to the FLSA because they are management or exempt employees. Ideally, all employees should have job descriptions, but these may not have been created for salaried employees, giving rise to ambiguity if and when disagreements occur between the administration of the library and the employee regarding job scope and job responsibilities.

Wage Earners Who Are Permanent Employees

Wage earners who are permanent employees are not salaried but paid by the hour, hence the term wage earners. Because they are either covered by a union contract or individual employment contract, they are not considered at-will employees (see chapter 15 on contracts). They are usually required to fill out a time sheet (paper, electronic, or some type of arrive/leave technology). These employees are subject to the provisions of the FLSA. As reported earlier, this requires that they work a normal 40-hour week (or less) and be paid at least the minimum wage in effect in their locality. Recall that the current rate required by the FLSA can be increased by the state or municipality or by a labor agreement, but it cannot be below the federally required rate. In addition, if members of this class of employees exceed the 40-hour per week limit, they must be reimbursed for those additional hours at one and one-half times the rate of pay they receive during their normal 40 hours. Under the provisions of the FLSA, these employees can take compensatory time off in lieu of overtime pay, subject to state and municipal civil service regulations, institutional policies, and negotiated labor agreements.

Wage Earners Who Are Not Permanent Employees

The FLSA requires that an employee must be in an “employment relationship” with the employer to be subject to the law. As noted earlier, the absence of a formal employment agreement, the place of work, and the frequency of payment of wages have no bearing on this concept. Therefore, most employees in this category are also subject to the provisions of the FLSA. The difference between this category and those wage earners who are permanent employees is that these persons are usually considered at-will employees. Because they are not covered by a union contract or an individual employment contract, their employment can be terminated without cause by the employer at any time. These employees usually do not receive benefits of any kind and are hired on a part-time, hourly basis. An example of such an employee is the student worker in a college or university library who is hired for a specified number of hours per week.

Managers

One further complication arises in the definition of a manager. Managers are usually salaried employees, and therefore the provisions of the FLSA do not apply to them. On the other hand, as mentioned earlier, some corporations have tried to take advantage of this distinction, requiring employees who do not supervise others to be classified as managers so as to avoid paying them overtime. This issue will probably be decided by the courts on a case-by-case basis. However, situations in work environments differ, and it is not yet clear how a court decision in one lawsuit would apply elsewhere. This issue is raised here to alert the reader to the potential difficulties in the application of remuneration policies, many of which are also governed by local civil service regulations.

Personnel Costs

The financial management of personnel, as with any other area, requires knowledge of the costs involved. Without this knowledge, the manager cannot make wise and informed decisions. The different costs in employing personnel include direct personnel costs, indirect personnel costs, allied costs, and other costs.

Direct Personnel Costs

Direct personnel costs have four major elements. These are the salary or earned wage, Social Security and Medicare (Federal Insurance Contribution Act, or FICA) benefits paid by the employer, workers compensation, and Unemployment Insurance. The salary or earned wage is fairly straightforward and is established at the time of hiring. Of course, there may be changes to salaries and wages. These changes, pay raises or promotions, can be initiated by the employer or by labor agreements.

The Social Security and Medicare benefits paid by the employer are set by law at a specific percentage of pay for those earning under $200,000 (in 2014, they were set at a total of 7.65%: 6.2% for Social Security and 1.45% for Medicare). The employee also pays this same percentage of his or her pay, which is withheld and paid directly to the federal government.

Workers compensation provides wage replacement and medical benefits to workers who are injured on the job and is paid for by the employer. However, any worker covered by workers compensation thereby relinquishes the right to sue the employer for the tort of negligence.

Finally, unemployment insurance is provided under the Federal Unemployment Tax Act to qualified employees who lose their jobs through no fault of their own. Generally, benefits are paid for up to six months, at which time they cease. As with Social Security, Medicare and workers compensation, the required amount to be paid by the employer is set by state or federal law as a specific percentage or amount of the employee’s pay.

Indirect Personnel Costs

Indirect personnel costs is essentially another name for such benefits as medical, dental, and vision insurance; vacation and sick leave; disability and life insurance; and retirement and pension contributions. In some cases, an employer will provide a cafeteria benefit plan. That is, there will be several benefits available, and the employee can choose which ones are most important. A dollar value is placed on each benefit so that an employee cannot choose all the benefits available but must make a choice based on the employer’s limiting amount. These plans are regulated by the Internal Revenue Service (IRS) and include many different types of arrangements and payments. If your library has such a plan, it is important to find out the particular IRS provisions applicable to your library. Eligibility for these types of benefits is often contingent upon a specific number of hours worked per week. Because of their cost, complexity, and importance, a separate section on pension benefits is provided later in this chapter.

Allied Costs

Allied costs are those affiliated with work that an employee performs. Examples of these costs are office equipment and supplies, computers, tools, and uniforms. These costs are often classified in the chart of accounts under separate categories, but they should be figured in when hiring new personnel or when consolidating the workforce. If the chart of accounts is not well designed, it may be difficult to summarize these types of costs or to determine the amount of allied costs that can be attributed to specific employees or classes of employees.

Other Costs

Other personnel costs, some of which are discretionary, must be considered. Furthermore, some of these costs are difficult to plan for or even anticipate. These include search costs for hiring new personnel, the costs of disciplining employees, loss of productivity, employee training, professional development, travel, and employee appreciation and recognition programs and awards. Other than search, initial training, and disciplinary costs, the other listed items are usually considered discretionary. The rationale for providing them is that a happy employee that is shown appreciation by the employer is a productive employee. Further, things like employee training and provision of professional development can have direct effects on productivity. It is difficult to quantify the actual dollar benefit to the library for incurring these costs. That is, will incurring the cost be cost beneficial and result in compensatory savings elsewhere, such as in increased productivity? The decision to discontinue these “extras” in times of budget crunches is often based on management’s inability to attribute a monetary value to them.

Pensions and Other Postretirement Benefits

Pensions

Pensions are one of the most attractive benefits for many employees. The payment of a fixed benefit pension in the future is secured by the ability of the government to levy taxes to pay for pensions. Some municipalities, such as Detroit, Michigan, and Stockton, California, have declared bankruptcy in the past few years, which directly affects the retired employees of those cities. If there are no public funds available to pay them and the tax base is such that an increase in taxes is not feasible, the employee is eventually the loser. The sense of betrayal that ensues on the part of the employee is enormous. The lawmakers made those pension promises and then failed to act in a way that those promises required. What is even more frustrating is that the employees, during their years of employment, had no choice about meeting their pension obligations to build the pension fund. It is only the legislators who have the freedom to avoid their responsibilities.

Of course, tax increases are not impossible, but lawmakers regard them as inadvisable and, often, a threat to incumbency. It’s not that no public funds are available, but rather that lawmakers decide that other matters take higher priority and that the evils of underfunding pensions can be relatively painlessly deferred for others to deal with when deferral strategies no longer work. Some government officials have foolishly issued pension obligation bonds to meet current pension obligations. The theory is that


the government will issue the bonds; the pension system will invest the proceeds; and the investments will earn more, on average, than the interest rate on the bonds. The projected spread between the two rates makes it look as if the government has refinanced its pension shortfall at a lower interest rate, saving vast sums of money. But that’s just on paper. In reality, the investment-return assumption is just that—an assumption, and a deceptive one at that because it does not take risk into account.9



Pension funds are administered separately from the organization that hires the employees. They are reported in financial statements as fiduciary funds. The administrator of the pension fund is usually a separate entity set up by the state or the municipal government for the purpose of collecting pension contributions, investing these contributions, and paying pensions to employees who have retired. Many governmental pension plans exclude their employees from Social Security but not Medicare. In these plans, the employees contribute a percentage of their salary to the pension system each month, as does the employer. In many cases, this contribution is not made by the immediate employer (the university library, for example) but by the state government. Those concerned with the viability of any pension plan should pay close attention to the parties responsible for any contributions and their record in making those contributions. The amount deducted from the employee’s pay is not taxed until retirement, when the amount previously contributed is received by the employee as a pension benefit. This is called deferred compensation. Two major types of pension plans are offered: defined benefit plans and defined contribution plans.

Defined Benefit Plans

Under a defined benefit plan, the employee contributes a set percentage of salary each month. The employer, or some agency acting on behalf of the employer, also contributes a percentage of the employee’s salary each month. These sums are then invested in stocks and bonds. The return on these investments is used to pay pension benefits. The eventual resulting pension benefit typically consists of an amount determined by the number of years an employee has worked, the average salary of the employee over the last 36–48 months of employment (this varies with the plan), and a percentage of that average multiplied by the number of years of service. The formula and other details of the plan are determined by actuaries who take into consideration the characteristics of the workforce, average life expectancies, and other factors. These plans are often favored by employees because of their defined benefit. The benefit, the increase in the benefit over time once retired and other factors provide some assurance and reliability to the employee of his or her future retirement benefits. The great attraction for employees of defined benefit plans is the protection they offer against unfavorable performance of the marketplace. Ironically, such protection is a chief contributing factor to the frequent insolvency of defined benefit plans.

Defined Contribution Plans

Under defined contribution plans, the employee contributes a set percentage of salary each month and the employer also contributes a percentage of the employee’s salary each month. These amounts are invested in securities that are often chosen by the employee from a defined set of securities and mutual funds made available to the employee through the plan. (Note that this differs from defined benefit investment practices, where the employer or its fiduciary manager chooses the investments intended meet the promised pension benefit.)

The eventual pension benefit delivered by defined contribution plans depends on the success of the investments chosen by the employee. That is, there is no defined benefit as with the other type of plan. Retirement benefits therefore depend on the choice of investment vehicle and the performance of the market over time. One disadvantage to the employee with such plans is that many do not possess the knowledge of a sophisticated investor; as a result, suboptimal choices are possible. In addition, the expenses associated with such plans are dependent on several factors, often out of the control of the employee, which can substantially reduce the amount of the pension eventually received.

Finally, the provision of pension plans is often governed by an opt-in/opt-out provision. That is, at the time of hiring, an employee is given the option to either opt in to the plan or to opt out. Usually there is a default choice. If the employee does not actively chose the option that is not the default, the default will apply.

Often the default is to opt out. Research has shown that employees typically do not choose the nondefault option.10 This may be advantageous to the employer if the default is to opt out because then the employer has not incurred a pension cost. The employer incurs a cost if the employee chooses to opt in, the nondefault option. Such a choice is disadvantageous to the employee, who has not taken advantage of a valuable employment benefit.

Other Postemployment Benefits (OPEB)

Finally, there are benefits, other than pensions, called other postemployment benefits (OPEB) that are offered by employers. These may include health benefits, life insurance, disability insurance, and legal and other services. Employees make decisions in the present, relying on these benefits in the future.

To keep governments more accountable to their employees for these future benefits, the OPEB concept was initiated by the Government Accounting Standards Board (GASB) to improve financial reporting for governments at all levels. GASB’s purpose was to improve the information available for all users of the financial statements for improved decision making and accountability, comparability across governments, and transparency. The GASB requirement enables the reporting of what benefits governments have promised and their associated costs.

Salary and Wage Administration

Now that the broad array of personnel costs has been explored, the next section of this chapter takes a close look at salary and wage administration. Salary and wage administration means the process of monitoring salary obligations for the purposes of equity, fairness, application of merit and equity raises, and the determination of fair compensation amounts for all employees. There are different considerations for salaried employees and wage earners.

Salaried Employees

When dealing with salaried employees, there is a process for settling on the terms of the employment contract. After the candidate for the position is chosen, an offer is made. This offer includes the proposed salary, the start date of employment, and other terms. The proposed salary offer is made after determining the classification level of employee, comparable salaries in that range, length of time spent by the employee in the profession, and other factors, such as moving expenses and other items. Moving expenses are sometimes routinely offered to a new salaried employee or when a salary offer cannot go as high as the prospective employee would like, and the moving expense is seen as a secondary means of compensation for the first year. Other items might include the remodeling of an office, the provision of a cell phone, parking, and other items.

After an offer is made to the prospective employee, it is common for the person to make a counteroffer, especially for the proposed salary amount. In making offers, the person doing the hiring should be aware that this will occur and expect that the projected initial cost of salary may be slightly higher than the offer made. Of course, in many situations, the salary is fixed by the civil service system or other regulations. If this is the case, it should be stated in the initial job announcement. The negotiation of a salary signifies more than cost control. It is part and parcel of the establishment of a relationship with the employee and accords respect to that employee. A take-it-or-leave-it attitude on the part of the library staff member doing the hiring can be damaging to employee morale in both the short and long run.

Once the employee is hired, other aspects of salary administration are pertinent. One of the most important of these is pay raises. Pay raises are implemented in one of several methods, the two most common being across-the-board salary increases, regardless of performance, and merit pay based on performance. Across-the-board increases usually entail increasing every employee’s pay by a set percentage, regardless of their performance, seniority, or any other factor. Even though this is the easiest to implement, it can generate ill feelings among employees who believe that they have worked harder and more effectively than other employees who have performed below par, in the eyes of these harder working employees. Despite the differences in performance, the pay increase is the same.

Merit increases usually presuppose an evaluation system in the library that evaluates each employee’s performance over the past year. Those receiving more positive evaluations reap the reward of higher pay increases. One problem with such systems is the presupposition that the evaluation system is reliable, valid, free of personal bias, and consistently applied to each employee and by each supervisor. If it is not perceived to be so by the employees, then disgruntlement among employees is inevitable. A discussion of methods for evaluating employees is beyond the scope of this book.11

Another way of distributing increased salary money is equity pay. This involves correcting inequalities associated with gender, race, length of service, or other factors within the system or because of salary compression. Salary compression occurs when a group of employees with similar attributes, length of service, and performance have salaries very close to a similar cohort of employees with fewer years of service or experience. Equity pay is then used to decompress this close gathering of similar salaries for dissimilar employees. Compression often occurs due to the timing of hiring, the provision of different percentages tied to that timing, and other factors.

Wage Earners

As with salaried employees, increases for wage earners may be across the board or occasionally based on merit. The determination of merit and differential pay raises may differ from that of salaried employees in that it may not be as elaborate and could rest entirely on the perception of the wage earner’s immediate supervisor. If the employee is unionized, wages are negotiated for a class of employees and not for individuals. In these cases, as with civil service systems, the base salary for a position is defined by a classification system. In some of these systems, there is a mechanism known as a step increase, which may or may not be separate from across-the-board increases. Step increases are regularly predicted increases in an employee’s pay, usually determined solely by seniority. Depending on the situation and other policies, nonstep increases, usually a negotiated element of pay, are applied separately from step increases.

Appeals for Salary Review

Occasionally an employee will feel that he or she is not being paid fairly in comparison to other employees. This often occurs when employee salaries are part of the public record, so everyone’s salary is potentially known to everyone else. Through mechanisms established in the workplace, an employee will appeal his or her salary based on any number of factors. The appeal board or administrator (depending on the system in place) will review and analyze the appellant’s salary and other factors to determine whether an inequity exists. After investigation into the appeal, a decision will be made to either raise the person’s salary based on the merit of the appeal or to deny the appeal based on the evidence.

Volunteers

Volunteers are another category of workers, but they are not usually considered when discussing library personnel. Volunteers work in the library at the discretion of library management. They have no contract. They are not paid, nor do they receive benefits. There is probably no such thing as a “typical volunteer.” The volunteer may be a high school student who wants some work experience or a senior who wants to give back to the community or have some social interaction while contributing to a worthwhile cause. The volunteer may be someone who is part of a library friends group who works on fund-raising projects, such as an annual book sale. How should these volunteers be managed and what financial implications does their service entail?

Management of Volunteers

It is difficult to predict how well volunteers will perform, how reliable their attendance will be, and how long they will remain volunteers for the library. Because of this, library staff are often unwilling to invest a lot of effort into training volunteers until such time as they have proved their mettle. If training is minimal, this will influence the type of work they will do and the amount of supervision required. Training and supervision are implicit costs. They need to be considered when using volunteers. If the work performed by a volunteer costs more in terms of supervision and training than the benefit that accrues to the library by having a volunteer, rather than by having a paid employee, it is probably not wise to use a volunteer for that position. Often other considerations ultimately influence the decision to use volunteers, and therefore it is not a purely cost-benefit decision. In considering whether to use volunteers, managers should take into consideration the most obvious costs and benefits.

Benefits

Because the library does not have to pay wages to volunteers, they are “free.” The people who volunteer for such work are often dedicated and skilled, having had full careers and now wanting to give back to their communities. Volunteer labor also enables the library to redirect paid employees from work that will be taken over by the volunteers (e.g., shelving) to other tasks that require more reliability, constancy, and skill.

Costs

Although you will rarely see volunteer costs reported in a financial statement, there are costs involved, as indicated above. The primary cost is that of supervision and training. Most employees need some amount of supervision and training to ensure quality and reliability. If you ask a recently trained volunteer to shelve forty books, how will you know whether the volunteer has absorbed and understood the training you provided? You have to review what the volunteer has done to ensure that the volunteer’s labors will not result in forty randomly shelved books. This takes some time, and the time of a supervisor comes with a cost, an opportunity cost, the supervisor’s salary. Remember too that if a volunteer only works a few hours each week, it may take a while for the task to be learned well enough to be remembered from week to week and no longer require supervision. Some tasks performed by volunteers also require equipment and supplies. These are allied costs and must be figured in when deciding whether to use volunteers.

The other cost involved is social cost. What happens if the volunteer doesn’t work out? That is, what happens if the volunteer is incompetent or encroaches on a paid employee’s duties? If you discipline or fire a volunteer, you may not only cause hurt feelings but also damage the library’s image and reputation in the community.

It is also advisable to keep track of the number of hours that specific volunteers have worked. This also entails some cost, but it helps library staff to evaluate the value received from having the volunteers.

Volunteer Policy

The potential problems with volunteers cannot be completely avoided, but having a volunteer policy in place can minimize these problems. At the very least a volunteer policy should


1.Specify which managers in the library can “employ” volunteers.

2.Have a volunteer agreement form that details conditions of the volunteer work. This should include the expectations about the frequency of attendance, the quality of work performed, and other items deemed important to the library.

3.Prohibit volunteers from collecting or disbursing funds for any reason.

4.Indicate that volunteer work is mutually beneficial to the library and the volunteer and that either party may terminate the relationship at any time without any reason.



Finally, if library administration does decide to use volunteers, a volunteer recognition program should be in effect for the work of volunteers who reach some milestone, such as the length of time volunteering, recruitment of other volunteers, and other accomplishments.

With this detailed background covered, some possible approaches to the financial management of personnel are now discussed.

Budgetary Approaches to Personnel

When most library managers enter an organization, they engage with an established set of personnel. The positions are already defined, individuals are assigned to those positions, and pay is already determined. What can any new manager or library director do to ensure that expenditures for personnel are appropriate? Although many managers just sail along with what is given, this is not a wise course of action. Libraries are in flux, and the services they provide are influenced by many factors. Librarians, wishing to serve their communities well, must change in response to, and even in tandem with, these factors. What is a good way to do this?

A sound approach is to determine what the current capacity of the library is and whether that capacity can achieve the goals that the library staff has set. Further, one must assess whether the staff has the capacity for achieving their goals effectively and efficiently and are strategically deployed. To do this, one must have a robust program and culture of assessment.12 A strategic plan that has been crafted thoughtfully can provide the short-term (three to five years) goals against which to measure capacity.

Having blithely provided this wonderfully theoretical approach, there is no good way to precisely measure capacity. The endeavor demands honest estimation and analysis, acknowledging at the outset that this is an inexact science. For example, you might question whether there are enough technical services personnel to acquire and process the materials purchased for the library. Current staff or patrons may legitimately complain that there always seems to be a backlog in processing or that there is an unacceptable amount of time between when materials are published and when they arrive in the library. The reflexive demand by staff would be to hire more employees. But the prudent manager will employ an analytical approach that combines measurement and assessment of the current process and the staff time employed in that process.13 Assuming that a reliable assessment and evaluation of capacity has been carried out, what are some other considerations?

For hiring additional personnel or for reallocating personnel in a nonmanagerial position, the manager must determine whether permanent or temporary capacity is required to achieve the goals set out by the staff in that particular area. Temporary capacity (one to three years) may have to be increased to carry out a project or pilot study; after the project is completed, the personnel component may no longer be needed. In academic libraries, the meeting of short-term capacity is often done by a visiting appointment that has a terminus ad quem clause in the contract. Such appointments may also be made if the staff is not confident that a longer commitment is appropriate. After all, hiring someone permanently is a long-term, somewhat inflexible affair.

At the managerial level, other considerations may obtain. For example, administration may want to retain some flexibility in the structure of the organization and not appoint a permanent head of a department. Recently, this has occurred in larger academic libraries when the administration decided that the number of branch libraries had outgrown its usefulness. In consolidating branches, the administrators were faced with the prospect of deciding which branch head would be the new, consolidated branch head. To avoid this and other difficulties and make the library organization more flexible, these were appointed heads of branches or units for a specified period with an additional salary stipend for fulfilling that managerial role for that defined period. At the end of the temporary appointment period, say three years, the administration was able to decide to continue with that structural component or to change it, without the additional complication of deciding what to do with the permanently hired department head. With these considerations in mind, some concrete approaches to coping with short-term and long-term budgetary shortages affecting personnel are described.

Financial Approaches for Covering Short-Term or Temporary Funding Shortages

Any library can be faced with a short-term shortage of funding. What should the library administration do in such cases? Assuming that no short-term revenue generation is possible, administration has to decide where to reallocate the budget. As this chapter deals with personnel, only personnel cuts will be considered. However, in any situation where there is a shortage of funds, the library administration must choose among several options that can cover all areas of library expenditure: personnel, collections, and operating expenses.

Three methods are commonly used to temporarily decrease expenditures in personnel. These are furloughs, salary reductions, and short-term layoffs.

Furloughs

Although the word furlough generally has a positive connotation, a vacation, it does not possess that connotation in this context. In using the furlough, the library administration will mandate that, for example, each employee take one day of unpaid leave each month. If done for every employee in the library, this could amount to approximately a 4.6 percent decrease in personnel salary and wage expenditure for the year.14 However, the administrator should recognize that this is a financially regressive measure, hitting the lower-paid employees harder than the higher-paid employees. Organizations have therefore employed a variety of furlough techniques, such as having higher-paid employees take more days as furlough than lower-paid employees. One advantage of such an approach is that employees retain their overall salary level, even though they are not paid at that level for the period when mandatory furloughs are in place.

Salary Reductions

Another approach is to reduce the salaries of employees, which is essentially what the furlough approach does. Here, however, the original salary level for all or a group of employees is reduced by a specific percentage, with the number of days worked remaining the same. One disadvantage here is that by reducing everyone’s salary by a specific percentage, say 5 percent, it will take a 5.26 percent increase to bring that salary up to its former level.15 Institutional, municipal, or other policies may be in effect that prohibit such action. Needless to say, each of these options is unpalatable for employees. Feelings of resentment, not being appreciated by management, and justifiable anger often arise.

Short-Term Layoffs

Another approach to this problem is to institute short-term layoffs. Layoffs, however, are restricted to that group of employees who are either at-will employees or whose employment contract does not preclude layoffs. In addition, once the budgetary shortage is passed, it may not be possible to hire these personnel back, necessitating additional expenditure for hiring and training of new personnel. For this and other reasons, this is the least desirable approach to short-term budget shortages. To complicate this further, civil service and union employees may be subject to “bumping”; when they are laid off, they bump employees with less seniority in similar situations.

In some cases, during normal budget times, a manager may purposely not fill a vacated position, using the funds released or lapsed for short-term special projects. When either a short-term or long-term budget shortage occurs, the cut is made by eliminating this lapsing salary. The effect is more salutary for employees who do not bear the brunt of the methods described above and below. But some institutions do not allow the flexibility of this approach.

Financial Approaches for Covering Long-Term or Permanent Funding Shortages

When faced with long-term or permanent funding shortages, other approaches come into play. Sometimes these shortages are known in advance of when they take effect, but at other times they are not. When they are abruptly forced on the library, management can employ some of the short-term approaches outlined above to allow more time to make a wise and considered decision. This is important because anything done permanently will affect the library’s goals and its relation with the community served for a long period of time. It will also adversely affect employee morale. Therefore, anything that can avoid any abrupt, permanent changes in staffing is preferred.

Short-Term Deficit Spending

Another way to provide time to make a wise decision is to engage in short-term deficit spending. By doing this and dipping into cash reserves, a major disruption in service can be avoided. However, this may not be possible in many libraries. First, there may not be any cash reserve to tap. Second, deficit spending may not be allowed by the parent organization or the library board.

Improve Efficiency of Workflows and Service Delivery

Improving workflows and service delivery assumes that such analysis is ongoing and that the library knows how to carry out such analyses well. It further assumes that the library has not yet acted on an analysis that points to possibilities for improved efficiency. It also assumes that there are already vacancies in the library and the transfer of personnel between departments is allowed. The savings then materializes from not filling empty positions. In this particular approach, by using techniques such as activity-based costing and workflow analysis, redundancies and non-value-added activities can be eliminated. This type of analysis will be covered in chapter 22 of this volume.

Retirement Incentives

The library or parent organization may also offer retirement incentives, depending on the age of the current workforce. Of course, it makes little sense to offer retirement incentives if there are few if any employees that are near retirement age. This underlines the importance of monitoring the various characteristics of those employed for this and other human resource management reasons.

Termination of Employees

The final and least-favored approach among managers is to terminate employees. This not only creates hardship for the terminated employee, but it also has negative effects on morale for retained employees, many of whom will fear that they may be next. In many cases, the burden of this approach falls on the latest hire or on part-time personnel. In either case, these employees likely have to be notified between two weeks and one year of the designated termination date, depending on their employment status and any employment contract or civil service requirements or labor agreement in place. The disadvantages of this approach also reinforce the advantages of short-term deficit financing, which were discussed above. Although funding shortages are probably the most disruptive, short-term and long-term increases also pose their own sets of problems.

Financial Approaches for Temporary and Long-Term Increases

Although seen more positively than funding decreases, an increase in funding can be just as difficult to administer. Of course, whatever steps are taken depend on the amount of the increase and any constraints that come with it. Prudence is also required of the library administrator because what may seem to be a long-term increase may actually be a short–term one. Sole reliance on the assurances by administrators of the parent institution that an increase is permanent or long term is seldom wise.

In view of this caution, the manager should initially consult established library goals and its strategic plan for areas in which to invest unrestricted new resources. The purchase of needed fixed assets, such as computers near the end of their useful life, has immediate benefits and does not commit the library to the same dollar amount of expenditure in the long term. The only caveat here is the incurring of maintenance or replacement costs in the future. Another approach is to consider temporary or visiting positions for specific projects or areas that are in flux. In general, the library management should think strategically, examine past trends, and determine whether building a cash reserve for big-ticket items or other major foreseeable expenditures is called for.

Presentation in Library Financial Statements

Direct and indirect personnel expenditures are presented in both the statement of activities (government-wide financial statements) and in the statement of revenues, expenditures, and changes in fund balances. Depending on the chart of accounts for the library, indirect personnel expenditures may or may not have separate lines in these statements. Because personnel are not considered assets in accounting terms, they will not appear on the statement of net position or balance sheet.

One element of personnel costs that should be recorded on the statement of net position or balance sheet and often not handled properly is recording a liability for accrued vacation time. That is, employees are often given a specified number of vacation days per year. If they do not take all of their vacation time, they may be able to accrue those days to take vacation at a later date. In many workplaces, there is a limit on how many vacation days may be accrued before they are lost. This is not a problem until an employee with accrued vacation days leaves employment. When that happens, the library may have to reimburse the employee for his or her accrued vacation days. Depending on the number of days that one can accrue and the pay rate of the employee, this could be a sizeable amount.

Therefore, it is prudent to annually record the number of accrued vacation days for each employee and to create the liability for each employee by multiplying these accrued days by the employee’s current daily pay rate. After you do this for each employee and sum them, you will have the total accrued vacation pay. Each year, you will then estimate how much of this will be paid out and record this portion as a current liability and the remainder as a noncurrent liability. The amount of this liability may also be restricted in net assets. Failure to do this may result in a required unbudgeted expenditure.

In some organizations, sick days are also compensable, that is, if you do not take sick days, you can both accrue them up to a specified limit and be paid for them when you leave the organization. If this is the case, they should be handled in the same way as compensable vacation days.

Other elements of personnel expenses, such as allied costs (e.g., supplies, furniture, and equipment), can appear on all four statements (the statement of net position and statement of activities of the government-wide financial statements, and the general fund balance sheet and general fund statement of revenues, expenditures, and changes in fund balances for the governmental funds financial statements), depending on whether they are considered noncurrent assets. Additional information about pensions and other postemployment benefits, if applicable, can also appear in the notes to the financial statements and other required supplemental information. Because the totality of personnel expenditures is reported in several different places and sometimes not identified as such, care must be taken when referring to personnel expenditures. That is, one must clearly identify what elements, besides the most obvious one of salary and wages, should be considered in this category. Identification of the totality of these costs will likely involve further analysis and cost accounting techniques.

Summary

In this chapter, the legal aspects of the financial management of personnel were discussed, highlighting major aspects of the FLSA, the FMLA, and the EEO Act. The definition of personnel was described and ways in which employees might be classified. The financial constraints and aspects applicable to them were also covered. With this background established, various personnel costs were discussed, including separate sections on general costs, pensions, and other postemployment benefits. The use of volunteers in the library was also presented, indicating the pros and cons of their work. Finally, several budgetary approaches for dealing with temporary and long-term budget shortages and increases were given.

Exercises

1.It is July 1. Your academic library is ready to begin a new fiscal year, and you have just learned that you will be receiving money for pay raises for the librarians. Your paraprofessionals are unionized, so they will be getting pay raises according to their labor agreement. The provost has sent a letter telling you that you will be receiving a sum for distribution to the librarians. The sum will be equal to 3 percent of 95 percent of the base. The base is the total of all librarian salaries on a given date. On July 1, your base is $685,120.

a.What money will you receive from the provost?

b.What will be the average percentage salary increase for all librarians currently employed on July 1?

2.Despite being voted Missouri Public Library of the Year in 2016 and successfully getting the citizens of Kirkwood to vote for a bond referendum to renovate the library, there is trouble in River City! The recession has hit and hit hard. Fortunately, the library board does not have to worry in the long term about repaying the bond issue or its periodic interest payments because that will be done through taxes over 20 years. But the tax base was affected, and because of that, tax revenues are not expected to come in at last year’s level, but 5 percent lower. (This figure must also allow sufficient funds to pay interest on the bond and create a fund to repay the principal in 20 years.)

To deal with this shortfall, the library board, a soulless bunch, has directed you as library director to take a big hunk (note: this is not an accepted financial term) reduction in terms of total personnel expenses. This reduction is mandated at 5 percent of total personnel expenses. Why? Because that’s where a lot of the money is. You also have to take a large percentage from collections, but that is a problem for another day. After much thought, you decide not to resign in protest and try to make the best of a bad situation.

Your actual total personnel expenses for last year look like this:








	Element

	Amount

	% of salary and wages




	Salaries and wages

	$642,016

	 




	Pensions

	44,718

	6.97%




	Payroll taxes

	$49,236

	7.67%




	Medical insurance

	$81,040

	12.62%




	Workman’s comp.

	$5,320

	0.83%




	Professional development

	$17,327

	2.7%




	Total

	$839,657

	 





Five percent of $839,657 is $41,962. Observe that for every dollar of salaries and wages you eliminate, you also eliminate 28.06 cents for the related items (i.e., pension, payroll taxes, medical insurance, workman’s comp).

First, you need to figure out how many dollars from the salaries and wages line you need to cut to equal $41,962. Note that this will not be just 5 percent of the salaries and wages because that amount is $32,100.80 and 28.06% of that amount is $9,007.48; those two amounts together equal $41,108.28. So here you have to use a formula to determine how much you have to cut from salaries and wages, which will have a reduction cascade effect on the other elements of personnel expenses so that your total cut will be $41,962. How do you do this?

You know it is close to $32,100, so for the time being, you could use that as an approximate target. But after working the rest of the problem, try to determine the exact amount. (It is $32,782.81.) This is not as hard as it first appears. You have all the data you need above. Also, see the caveat below about not cutting the professional development category.

You have nineteen employees. All are full-time except one, the daughter of the chairman of the library board, and she is one-third time. The average salary for the eighteen full-time employees (including yourself) is $35,028 per year, or $17.51 per hour. The range of salaries is from $22,000 per year to $70,000 per year. There is no union or mandatory civil service wage base. Nine of the full-time employees, including you, have employment contracts. Other than for disciplinary reasons, the full-time employees must be given one year’s notice prior to being laid off. But there is a clause that states that mandatory furloughs can be imposed up to a maximum of 200 hours per year (or 10% of their salary). The other nine full-time employees are hire-at-will employees, which means they can be fired tomorrow without any justifiable reason. All full-time employees work 2,000 hours per year. The one-third time person works 666 hours per year ($11,664 salary).

With all this knowledge, you have to cut, on average, 1,871 hours to achieve your goal. (How did this get figured out? Is it correct?) You cannot eliminate the professional development funds because they are guaranteed by contract. So how would you make the decision? Below are some possibilities.


1.Fire one of the at-will employees, as long as that person’s salary plus benefits will equal your goal.

2.Fire the one-third time employee, plus reduce the hours of other (who and how many to be determined by you) at-will employees to part-time salary by an amount equal to what you have to cut.

3.Make everyone take a sufficient number of furlough hours during the year without pay to achieve your desired goal.

4.Have the higher-paid employees take more furlough hours without pay and the lower-paid employees fewer than the option in number 3. (You will have HR work out a sliding scale of hours to figure out what the hours are so that the total number of hours equals 1,871.)

5.Other options you can think up.



For each option rejected, give your rationale. For the option you choose, give your rationale. In providing rationales, what consequences do you foresee? (Isn’t this a form of forecasting? How sound are your forecasts?)

How did you feel making these decisions? What did you say to yourself to make yourself feel better, if in fact you felt bad at all?

Conceptual Questions

1.What major federal laws directly or indirectly affect personnel expenditures?

2.Name two important elements of the FLSA vis-à-vis personnel.

3.Who is an eligible covered employee under the FLMA?

4.Does the FMLA require employers to obtain medical certification supporting the need for leave or is this just allowed by the law?

5.Describe two major unlawful employment practices under the EEO Act of 1972.

6.What is a hostile work environment?

7.What is the difference between an exempt employee and a nonexempt employee under the EEO Act of 1972?

8.Name the three classes of personnel described in the chapter and their salient characteristics. That is, what differentiates them from one another?

9.Describe the features of (1) direct personnel costs, (2) indirect personnel costs, and (3) allied personnel costs.

10.Describe a defined benefit plan and a defined contribution plan and how they differ from one another.

11.What is OPEB?

12.Imagine that an employee has filed an appeal for salary review based on gender inequity. How would you investigate this appeal? What evidence would you bring to bear in deciding the validity of the employee’s claim?

13.What are the pros and cons involved in allowing volunteers to work in the library? What safeguards and policy elements would you employ to maximize the benefits gained by having volunteers while minimizing the costs and problems involved?

14.How can a well-developed culture of assessment in the library assist in personnel management?

15.Discuss some approaches for covering short-term funding shortages along with the pros and cons of each.

16.Discuss some approaches for covering long-term or permanent funding shortages along with the pros and cons of each.

17.Are indirect personnel expenditures presented in the financial statements? How?

18.How are allied personnel expenditures presented in the financial statements?

Notes

1.For a detailed explanation of the FLSA, see the Department of Labor Web site, last accessed February 26, 2015, http://www.dol.gov/whd/flsa.

2.“Are My Workers Employees?” United States Department of Labor, last accessed February 26, 2015, http://www.dol.gov/elaws/esa/flsa/scope/er13.asp.

3.“Family and Medical Leave Act,” United States Department of Labor, last accessed February 26, 2015, http://www.dol.gov/whd/fmla/index.htm.

4.Ibid.

5.Ibid.

6.Bogardus, Anne M. Human Resources Jumpstart. San Francisco: SYBEX, 2004, 25.

7.Ibid.

8.“McDonnell Douglas Burden-Shifting,” Wikipedia, last accessed February 26, 2015, http://en.wikipedia.org/wiki/McDonnell_Douglas_burden-shifting; the non-gender-neutral language is quoted from the court case in which the complainant was male.

9.Mary Williams Walsh, “Borrowing to Replenish Depleted Pensions,” New York Times, May 28, 2015, B3.

10.Shlomo Benartzi, Ehud Peleg, and Richard Thayer, “Choice Architecture and Retirement Savings Plans,” in The Behavioral Foundations of Public Policy, edited by Eldar Shafir (Princeton, NJ: Princeton University Press, 2013), 245–263.

11.See also, Tom Coens and Mary Jenkins, Abolishing Performance Appraisals: Why They Backfire and What to Do Instead (San Francisco: Berrett-Koehler Publishers, Inc., 2002).

12.Amos Lakos and Shelley Phipps, “Creating a Culture of Assessment: A Catalyst for Organizational Change,” Portal: Libraries and the Academy 4(3): 345–361.

13.One method of doing this is activity-based costing, an element of cost accounting that will be covered in some detail in chapter 22.

14.Calculations of this percentage will vary with the organization and the rules governing indirect personnel expenses. Here assume that there are 260 paid days of work each year, and if every employee is not paid for 12 of those days, the salary and wage expenditure will decrease by this amount (12/260 = 0.04619, or 4.6%).

15.Assume the combined salary of staff is $500,000. A 5% decrease would be equal to $25,000. To bring this reduced salary base of $475,000 back up to $500,000 would require $25,000, or a 5.263% increase (25,000/475,000 = 0.05263, or 5.263%).
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Expenditures: Collections
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Context

What This Chapter Covers

This chapter is an introduction to expenditures on collections. While much has been written on acquisitions and collection building, this chapter will focus on the financial management of collections, not the day-to-day operations involved with acquisitions and collections.

Why This Material Is Important

After personnel, the second-largest area of expenditure in a library budget is for collections. For major research libraries, this can reach up to one-third or more of the library budget. Prudent financial management of collections expenditure is called for, not only because it is intimately connected with library service provision but also because it is a major area where the library has to deal with for-profit entities and their different approach to financial management.

What You Should Learn from This Chapter

After reading this chapter, you should have a basic understanding of the financial management of collections.

Introduction

The term library collections has expanded over the years to include a wide array of materials of interest to library patrons. Librarians have traditionally thought of books as the main element of a library collection, related, no doubt, to the eponymous connotation of the institution itself. Nowadays, in addition to the physical books and journals, libraries also provide access to electronic books and online journals. But books are only part of the allure of the library. Audiovisual materials, such as sound recordings and movies, realia (e.g., games and kits), and serial publications of all sorts, are among the nonbook items that now populate most libraries.

In addition to these generic items, useful for any population served, different libraries also acquire materials specifically tailored for their patrons. This tailoring can take the form of materials in specific languages; specialized reports published by for-profit, nonprofit, and governmental entities; collection-related artifacts, such as the bust of a well-known author; rare books and manuscripts; and others. How these materials are selected for the population served is not the focus here, however. In this chapter, the focus is on the processes and methods used to obtain these materials and the financial management concerns attendant to these processes and methods.

Overview of Collections Systems and Procedures

The process of obtaining library materials begins with the selection of materials from a publisher’s catalog; another information source, such as a book review; a vendor’s approval plan; or a request from a patron, among others. The items are then ordered from a publishing source or jobber. This order implies that the library can pay for these materials from its current budget. Once the items are received in the library, they are paid for and eventually cataloged or processed in some other way that makes these materials available for use in the library. To unpack this simple description and focus on processes in which financial management figures importantly, you begin with ordering and purchase orders.

Ordering and Purchase Orders

Once selected, items are ordered from the publisher or jobber using a purchase order (PO). This purchase order can be a paper document or, increasingly, an electronic form sent directly to the supplier.

The PO includes several elements, such as the name of the library ordering the material; a sequential number used to track and refer to the purchase order; the author, title, and International Standard Book Number (ISBN) or International Standard Serial Number (ISSN) of the material ordered; and the expected price. Internally, it may also include the person selecting the material, the fund against which the item will be charged, and other information. Nowadays, most purchase orders are electronic and submitted directly to the vendor. This eliminates the need for voluminous paper files. Some libraries have also integrated this ordering process with the electronic catalog and cataloging.

Once completed and having undergone any necessary review, the PO is submitted to the appropriate vendor. At this point, the fund against which the item was charged is encumbered for the expected amount of the purchase. This last sentence requires some additional explanation.

Fund Accounting in Acquisitions

In chapter 5, the use of funds in the governmental funds financial statement is explained. A fund, you will recall, is a subset of the financial resources of an entity. In that chapter, the general fund, a debt service fund, and fiduciary funds, among others, are described. Fund accounting in acquisitions is just a further subset of the library’s fund accounting system. Figure 18.1 portrays the structure of these funds for a college library that has separate collections funds for different types of materials. Such a structure may easily be amplified by adding elements for e-resources, realia, and so on, but here we will keep this straightforward.

Figure 18.1Structure of Collections Funds in a College Library

[image: images]

Figure 18.1 shows the structure of these funds in a simplified manner. At the top of the figure is the overall collections fund, which is a major expenditure category in the library’s budget. At the next level down are funds for monographs or books and serials or periodicals. Other categories are possible, of course, and the figure here is simply illustrative of the simplest structure. These monograph and serials funds are a subset of collections. The bottom level indicates how these subcategories are spread among the three areas: general, humanities and social sciences, and sciences. Public libraries may have different categories, such as reference, adult, and children and youth.

In monetary terms, the library might have a $100,000 budget for collections as a whole. The staff has decided that $65,000 will be spent on serials and $35,000 on monographs. Within serials, $45,000 will go to the sciences, $15,000 to humanities and social sciences, and $5,000 to general. Within monographs, we decided that $5,000 would go to the sciences, $25,000 to humanities and social sciences, and $5,000 to general. This could be portrayed as the following chart.








	Collections




	Monographs




	Sciences

	5,000




	Humanities and social sciences

	25,000




	General

	5,000




	Total monographs

	35,000




	Serials




	Sciences

	45,000




	Humanities and social sciences

	15,000




	General

	5,000




	Total serials

	65,000




	Total collections

	100,000







So the price of an item on an individual purchase order is charged against a particular fund. In this example, it would be one of the bottom three funds under monographs in figure 18.1. But the library has not yet received this item, nor can you be confident that the stated price is the one it will eventually pay. The price may change because the library may receive a discount on the item ordered, or the price is changed by a small amount for some other reason by the retailer, provider, or other entity. So the amount encumbered is not necessarily the price that will be paid, but it is the closest approximation that the library staff has.

The library still has the money under its control, but now it has encumbered the amount for that purchase. Basically, it has set aside that amount to pay for the item ordered when it is received. The fund is temporarily reduced by that amount to prevent ordering items in that fund that exceed the unencumbered balance. Once the item is received and the correct price entered, the invoice for the item is paid and the encumbrance is removed. The fund is then permanently reduced by that amount. If, for some reason, the item is no longer available, the encumbrance is removed, restoring that estimated dollar value (the encumbrance) to the fund.

Receipt of Item, Shipping Lists, and Invoices

Items that have been ordered through individual orders, blanket orders, or by other means are eventually received in the library. These packages usually include copies of the PO(s) involved, a shipping list either in the package or sent separately, and invoices for the items ordered. Staff compares items ordered against those received and verifies that the items invoiced and ordered are in fact the items received. The processing of e-resources follows this basic paradigm, albeit with additional steps. If all is in order, the invoice is approved and sent to the business office for payment. The invoice is then paid, and any encumbrances for those items are removed. The items are then further processed through cataloging or serial check-in and made available for patrons.

With this general scaffold in mind, you can begin to differentiate between one-time and recurring purchases and some salient features of both. The reason these two categories are highlighted directly relates to the presence or absence of any continuing financial obligation on the library’s part.

One-Time Purchases and Recurring Purchases

One-Time Purchases

One-time purchases include different types of materials, such as monographs, movies, sound discs, “dead” serials or serials that are no longer published but deemed necessary for scholarly research, and back files of current serials, among others. Once these items are received and paid for, no further financial obligation to other parties is involved. The renting of some materials, such as best sellers, also falls into this category, even though the materials themselves are not purchased, just leased. In the case of rented materials, any contractual obligation usually ceases once the materials are returned to the company providing the rental.

Recurring Purchases

Several types of materials fall into the category of recurring purchases. Among them are subscriptions to current serials without back files, blanket orders and approval plans, foreign-exchange agreements whereby a U.S. library will purchase materials for a foreign library and in turn receive publications purchased or produced by that foreign library. After having been selected, a subscription to serial publications or the continuance of an approval plan or blanket order is renewed or reaffirmed, usually on an annual basis or as dictated by the existing contract.1

As was indicated in the introduction to this chapter, libraries also purchase electronic resources. This type of content has other complications involved in their purchase and maintenance.

Electronic Resources and Licensing

Until the past 25 years, electronic resources such as computer tapes, audiotapes, CD-ROMs, and DVDs were available only in tangible formats. Over the past two decades, however, we have seen an enormous increase in electronic resources that are served to libraries from the cloud. Currently, when speaking of electronic resources, a librarian has in mind a broad array of resources, including books and serials, that are available online through the library portal. These resources, while greatly appreciated by librarian and patron alike, have brought with them an increasingly complicated procurement process. By association, this has also extended to nonelectronic resources, but not to such an intense degree.

With electronic resources, librarians, especially academic librarians, are usually purchasing them from publishers rather than aggregating those purchases through vendors. Because of this, the amounts of money involved often exceed various state-imposed procurement limits that govern large purchases. As a result, to be in compliance with these regulations and laws, libraries and their parent institutions have to deal with an entire new layer of constraints that is usually not operative with nonelectronic publications. In addition, the electronic materials are often not purchased and thereby becoming an asset of the library, but are licensed on an annual or other temporal basis. This licensing, a contractual arrangement, carries obligations by both sides, extending to maintenance and availability on the part of the licensor and to security and prevention of copyright abuse on the part of the licensee. Librarians now must ensure that their patrons are not abusing the right to read licensed material. There have been instances where individual patrons have downloaded huge numbers of electronic publications with the intent of selling this content elsewhere for their own gain, thereby violating not only the terms of the license but of copyright law. If a library does not prevent or stop such abuse once discovered, it could be sued for breach of contract by the vendor and be refused access to those publications. These licensing agreements also include restrictions on remote use by the commercial sector as well as by anyone not affiliated with the institution or municipality.

The negotiation of these licenses has become an art form in and of itself, with thousands of dollars in potential savings riding on the outcome. As a result, licensing and contract negotiation are new skills required of the librarians and library staff whose jobs entail acquiring access to electronic resources. Because of the expense of such arrangements, some libraries have come together to license these materials as a consortium. For example, Consortium of Research Libraries in Illinois (CARLI) regularly enters into licensing agreements with electronic publishers and vendors to provide their materials to its 139 member libraries in Illinois. The deal they obtain through this consortial bargaining is much better than any individual library could obtain acting alone.

Up to this point, it is implicitly assumed that all of these materials, both electronic and physical, are obtained with U.S. dollars from domestic sources. But, most academic and some public and special libraries also obtain materials from abroad. This requires knowledge of exchange rates and other currency considerations.

Currency Considerations in the Payment for Library Materials

When using U.S. dollars as the medium of exchange, libraries are very much aware of the effects of inflation on purchasing power. Domestically, with an increase in U.S. inflation from one year to the next, for example, the U.S. dollar will not be able to purchase the same basket of U.S. goods this year as it did last year. It will cost more dollars to purchase the same set of library materials. When purchasing foreign materials, denominated in foreign currency, an added complication arises. In this case, the individual inflation rates for the United States and Germany, for example, would be different. In addition, the exchange rate (i.e., the value of one currency in terms of the other) might also change. So if the Euro increases in value in relation to the U.S. dollar on the international foreign-exchange markets, it will be more expensive for U.S. libraries to purchase German materials or materials handled by German vendors. This would have a direct effect on the library’s ability to purchase German materials.

The complications of purchases involving foreign currencies also affect the financial statements. Payments for foreign invoices are often made in dollars, but the fluctuating rate of any materials from when the items were ordered to when they were invoiced and paid can differ. As a result, any encumbrance made at the time of order will probably not equal the final price paid.

Vendor Relations and Ethical Concerns

The relation between library personnel and vendors has become a focus of concern over the past couple of decades. The concern arises from some evidence that certain vendors may try to influence the purchasing decisions of librarians in their selection of various publishing products that are offered for sale. This influence takes the form of meals and other perquisites and gifts furnished to library collection managers as a form of enticement. As a result, libraries, along with their parent organizations (municipalities, colleges and universities, school boards), have established strict guidelines and ethical principles regarding the acceptance of gifts from outside vendors. These rules can stipulate maximum dollar amounts on any gift or meal that an employee may receive or even rule them out altogether. The intent, of course, is not only to prevent undue influence by any vendor in purchasing decisions, but hopefully to focus the purchase decision on the quality of the service or product and its benefit to the purchasing organization.

One additional way of obtaining collection materials is through gifts. This can be a boon or a bane.

Gifts of Collections

In chapter 14, which dealt with other revenue sources, the primary discussion was on monetary gifts. Here the focus is specifically on books and other materials that donors offer to libraries.

Many librarians welcome the donation of books and other materials. These materials may be added to the collection under certain circumstances or, if not added, then offered for sale at periodic library book sales. In either case, the library stands to gain, either by enlarging its collection or by obtaining revenue from the sale of these items. However, there are several considerations of which the library should be aware before accepting donations of library materials.

Donors give books and other physical materials to libraries for several reasons. Some may be moved by a spirit of generosity; others may be clearing out a recently deceased relative’s library and, having no interest in some or all of the books, decide to give them to the library; and others may have mixed motives and, in conjunction with the previous two possibilities, may also wish to receive a charitable tax deduction. The motives are many but not of great importance to the library except when it comes to what donors expect in return for their gifts. Some may not require anything, not even a receipt from the library; others may be more demanding. Such a situation calls for a policy regarding book and other physical material donations. A policy is not only required to deal consistently with donors, but also because the receipt of gifts does place an indirect financial burden on the library, albeit a burden that sometimes results in additional revenue.

The first financial burden results from the necessity for library staff to process any gift material that will be added to the collection. Donations not added to the collection may end up in a periodic book sale where the items then have to be priced and made available for sale. Often these books sales are run by library friends volunteers, thereby reducing some of the library staff cost involved.

The second financial burden occurs when some donors ask for an appraisal of items donated. As an interested party, you are legally obligated to refuse to provide an appraisal; you may only offer to provide a letter simply stating that on such a date the donor gave specific materials (e.g., 43 volumes) to the library.2 If a donor requests that a list of the items donated be provided, then you should also politely refuse. You are not an appraiser, and as an interested party, any appraisal you might supply would be suspect. Any appraisal will surely be used to claim a tax deduction for the donor. Sometimes tax returns are audited, and if they are, you may be called upon to justify an appraisal of a collection. If asked, you should say that you do not provide appraisals but suggest that the collection be appraised by a qualified appraiser. Such a policy will obviate any difficulties that you and the library may face if called upon to justify an appraisal of a collection.

Once the collections are received and made available to the public, the library also has to consider the conservation and preservation of these materials to protect its investment. Other suggestions relating to large gifts have already been detailed in chapter 15.

Conservation and Preservation of Library Materials

A responsible manager, after purchasing equipment, will try to have that equipment last as long as possible. If it requires maintenance, it will be maintained. If it requires cleaning, it will be cleaned. If it requires repair, it will be repaired. To not do so would be irresponsible. The same approach is required of collections. To prevent deterioration of either physical or electronic objects, they must be properly housed and their immediate environment monitored so as not to allow for the buildup of mold, water, or insect damage or deterioration of the physical or electronic media on which they are stored. This conservation and preservation of collections is undertaken to prevent future, more extensive expenditures.

The conservation and preservation of materials is a complicated field that, at its best, requires knowledge of chemistry, paper and paper manufacture, heating, air conditioning, ventilation systems, and other fields. Its introduction here is only meant to indicate yet another area where the library staff needs to consider wise expenditure of funds to have the collections available for the longest time possible. For the small public library, this activity may be negligible. For the major research library, it may require several hundred thousand dollars a year. The presentation of these collections on financial statements and budgetary documents is related to transactions on financial statements.

Presentation on Financial Statements and Budgetary Documents

In the following section, the focus is on expenditures for collections but not on personnel involved in the development of collections or on any equipment such as bookshelves, servers, or other items related to collection activities. These are covered in the chapters on personnel (chapter 17) and on IT, facilities, and other operating expenses (chapter 19), respectively.

Government-Wide Financial Statements: Statement of Net Position (or for Nongovernmental Libraries, Simply the Statement of Net Position)

Collections may appear on at least three areas on the statement of net position: as an asset, as a liability, or in net assets as restricted net assets. When books and other materials are purchased, the conventional approach is to treat these items as assets. They are listed on the statement of net position at cost and depreciated (a contra asset), using straight-line depreciation, for 10 years.3 The only exception to this would be rare book materials and other valuable museum pieces, which are not depreciated but instead initially listed at cost and thereafter this dollar valuation is revised to reflect market value. Leased databases and electronic publications are usually not considered assets and therefore only appear as expenses or expenditures on the appropriate financial statement. Collection expenditures may appear as a liability if already expensed and yet not paid for, just as with any other purchase. In this case, the unpaid invoices would most likely be subsumed in the liability category of accounts payable. Finally, collection funds may appear as a restricted net asset if there is an endowment for a specific collection. Depending on the contractual arrangement for the gift of these funds, the funds are invested, and the library makes use of interest each year to purchase materials related to the goal of the fund, for example, a fund established to purchase specialized reference materials.

Government-Wide Financial Statements: Statement of Activities

As with any other expense, the depreciation of collections will also appear on the statement of activities, using the accrual basis of accounting. Some libraries also will record encumbrances, prior to their being incurred. Remember that an encumbrance is an estimate of what a book will cost. The actual cost is revealed and the expense incurred once the invoice is received.

Governmental Funds Financial Statements: Balance Sheet

Because collections are a depreciable asset, that is, a noncurrent asset, collections will not appear on the balance sheet of the governmental funds financial statements. Recall that this statement, as part of the governmental funds financial statements, uses the financial resources measurement focus and therefore excludes noncurrent assets and liabilities.

Governmental Funds Financial Statements: Statement of Revenues, Expenditures, and Changes in Fund Balances

Governmental funds financial statements characterize expenditures on collections as capital expenditures. Equipment and other fixed assets are also handled in this manner. That is, the statement of revenues, expenditures, and changes in fund balances reports the expenditure for collections and expenses it in this statement. When the statement of revenues, expenditures, and changes in fund balances and the statement of activities are reconciled in the formal presentation of the consolidated financial statements, this is one item that always differs and has to be reconciled with the statement of activities, where it is not reported as an expense but as a capital asset. In addition, no depreciation is listed in the statement of revenues, expenditures, and changes in fund balances because depreciation relates only to noncurrent assets; because the purchase of collection materials is expensed, there is no depreciation. This is another element that appears on any reconciliation with the statement of activities, where the depreciation expense does occur.

Other Areas in the Financial Statement Where Information about Collections Will Appear

Information about collection expenditures will also appear in the notes to the financial statements, in the management’s discussion and analysis (MD&A), and in the supplementary information about budgetary comparisons. In addition, if special endowment funds exist for collections, information about specific funds will also be present in the governmental funds financial statements.

Finally, the various budgetary strategies to use in managing collections budgets is presented.

Budgetary Considerations in Managing Collections Budgets

Librarians have always had to contend with fluctuations in the revenue available for collections and other expenditures. When it comes to collections, there are specific strategies that have been developed or suggested to deal with both reductions in allocations. What follows are several approaches for this problem.

When a decrease in revenue for collections occurs, many librarians’ first impulse is to try to figure out how to maintain the current level of expenditures. This behavior is especially prevalent in academic libraries. But if there is a decrease in revenue, there is often little choice but to purchase less. Besides, if your users do not feel the effect of the decrease in revenue, they will not know that it has occurred, resulting in the possible loss of an important ally in budget negotiations.

Mark Funk surveyed medical librarians in 2009 to find out what they might do in the face of decreases in revenue. His presentation recounts these suggestions, some of which are included below.4 A prudent manager should have identified and secured these savings in the normal course of good financial management.


1.Join a consortium. By joining a consortium, you can usually get more and spend less. The consortium can be local within a large academic library; regional, such as academic or public libraries in a specific state or library system; or even national, such as the Big Ten Committee on Institutional Cooperation. The logic behind this is that groups of libraries, acting jointly, can more easily negotiate better deals, especially in the area of electronic resources, because they can bring more resources to the negotiating table than an individual library.

2.Use statistical data to guide buying and retention. All major commercial and society journal publishers can provide online usage statistics on specific journals.5 When faced with having to cancel serial subscriptions, knowledge of how your current subscriptions are being used is invaluable. You should let your patrons know that if a resource is not being used, it will be cancelled. If only a few patrons are using a resource, the cost per usage will be much higher than if it were used by more patrons.

3.Buy less. This seems self-evident, but the attitude, especially in major research libraries, that you have to buy all you can just in case someone may need it in 15 years is no longer a viable option. Other suggestions under this rubric include not buying new editions unless the previous edition was well used by your users, canceling databases that overlap each other, and reducing site license seats depending on the actual usage.

4.Reconsider the approval plan. As discussed earlier in this chapter, approval plans send you the books in your profile. Instead of having the books delivered, which may influence your purchasing them, even if they may not really be needed, you can get weekly notifications that can be reviewed online. You might also consider altering your profile.

5.Buy smarter. Question all increases from publishers and vendors and ask for a reduction in price increases. It is often better for a publisher to lower increases than lose your account altogether. This strategy also applies to reviewing tier price quotes, such as what the tier is based on, for example, FTE (Full-Time Equivalent), to verify that you are in the correct tier. Finally, do not duplicate collections that exist elsewhere, especially if you belong to a consortium that easily permits patron-initiated interlibrary borrowing.



The foregoing is certainly not a comprehensive list of possible strategies, but it suggests that there are still ways to focus collection dollars toward purchases that are manifestly necessary and that support the library’s goals.

Summary

This chapter has surveyed the major facets of collections that affect financial management. It has also outlined some strategies for dealing with reductions in revenue available for collections.

Exercises

1.Your library has been purchasing microfiche from Inter Documentation Company (IDC) for several decades. As a good customer, you receive a 5 percent discount on all orders and an additional 2 percent if you pay your bill (invoice) within 30 days. IDC has misjudged the market for microfiche, underplaying the impact that digitization would have. It has a large inventory of several microfiche sets applicable to your collection area. To clear out their inventory, IDC will sell these to their customers at a 20 percent discount that will be applied in addition to any other discounts to which you may be entitled. Assume that a microfiche set you want to buy will cost $18,500 retail.

a.How many combinations of discounts are available?

b.Does it make a difference which discount is applied first (i.e., the good customer discount or the sale discount)?

c.Including the 2 percent early payment discount, which sequence of discounts would be to your advantage?

d.Including the 2 percent early payment discount, which sequence of discounts would be to IDC’s advantage?

e.What would be the effect of giving a 27 percent discount (20% + 5% +2%) from the beginning, that is, applying a 27% discount to the $18,500?

2.Two years ago, your school was able to buy the BAII calculator for $45.50. These calculators are used in your learning lab, which is part of the library. You have an increased demand for the calculators and decide to buy 10 more. The price has now fallen to $39.99. What is the percentage decrease in the price of the calculator?

3.Two years ago, your school was able to buy the BAII calculator for $45.50. These calculators are used in your learning lab, which is part of the library. You have an increased demand for the calculators and decide to buy 10 more. The price has now risen to $50.01. What is the percentage increase in the price of the calculator?

4.This problem has two parts, each consisting of a separate scenario.

Scenario 1

You have just been notified that you will receive an increase in your collections budget that will cover all forecasted price increases for journals, monographs, and other materials for the coming year. In addition, you will have an additional $100,000 to spend on collections. You have a relatively short time to decide what to do (about three weeks) before you have to start making contractual commitments to some of your vendors. Here are some possibilities that you have identified where you can spend the money:

a.Reinstate paper-based periodical subscriptions that were cancelled in the past three years and about which several professors have complained. The cost is $120,000 for approximately 300 subscriptions of varying individual subscription prices.

b.Purchase the back files of those cancelled paper-based periodical subscriptions with an average cost of $1,200 for a three-year back file.

c.Purchase a desiderata list of monographs that were published over the past 50 years that you believe the collection needs. The cost is $60,000.

d.Subscribe to new periodicals in fields that are relatively new and groundbreaking. The cost is $25,000.

e.Broaden your approval plan to include an additional 10 publishers in the humanities. The cost is $15,000.

f.Subscribe to three new databases in the sciences that have a 15 percent overlap with existing databases. The cost is $10,000 for all three together.

In preparing to make a decision about what to purchase, indicate what might be convincing evidence to fund any or all (proportionally, for example) of these possibilities. That is, imagine that you can obtain various types of evidence to justify these purchases. What is that evidence and how do you weigh it against equally solid evidence for the other items? Try to use common sense here, aware that you don’t have 20 years’ experience in purchasing library materials. Also keep in mind the long- and short-term effects of your decisions. Why did you decide to make the choices you made?

Scenario 2

You have just been informed that you will get an increase of 3 percent in your $3,000,000 acquisitions budget for next year ($90,000). Unfortunately, the forecasted inflation rate for serials (periodicals) is 9 percent. Periodicals make up 60 percent ($1,800,000) of your total collections budget. This means that just to stay even with periodicals you will not only have to put all the increase into periodicals, but you will also have to find an additional $72,000 just to have a balanced budget. (Nine percent of $1,800,000 is $162,000. Your increase is $90,000. The difference is $72,000.) Here are some possibilities, but you need not limit yourself to these:

1.Cancel $72,000 of serials. (Careful, what other implications would this have and would this solve your problem?)

2.Take some of the funds from your monographs budget, which, for the purpose of this exercise, is $700,000. The remaining $500,000 of your collections budget is spent on databases ($400,000) and audiovisual materials ($100,000).

3.Cancel some of your databases.

4.Other possibilities?

As with scenario 1, indicate what might be convincing evidence to choose any or a combination of these possibilities. That is, imagine that you can obtain various types of evidence to justify these purchases. What is that evidence and how do you weigh it against equally solid evidence for the other items? Also, keep in mind the long- and short-term effects of your decisions. Why did you decide to make the choices you made?

Conceptual Questions

1.In your own words, what is the process by which a library goes about obtaining materials for its collection?

2.Why does money spent for library collections appear on the statement of revenues, expenditures, and changes in fund balances but not on the statement of activities?

3.Why would the dollar value of collections purchased 40 years ago most likely not appear on the statement of net position, even if the library still possessed those collections?

4.Why would the dollar value of collections purchased last year not appear on the governmental funds balance sheet?

Notes

1.Approval plans are contractual arrangements with a vendor or publisher whereby the library agrees to consider the purchase of a specified group of library materials. A blanket order is similar, but under this arrangement the group of items specified by the library in their profile is actually sent by the vendor or publisher to the library, which accepts these items without further review.

2.See IRS Publication 561, Determining the Value of Donated Property, http://www.irs.gov/pub/irs-pdf/p561.pdf.

3.The useful life of most collections extends well beyond 10 years, but many libraries have adopted this convention. The depreciable life may, of course, vary across institutions. Note that this is just an accounting artifact. Unlike equipment, which may after its useful life really be useless, most books and other materials may continue to exist and be useful for many decades or even centuries.

4.Mark Funk, “Collection Development in Times of Shrinking Budgets,” an invited presentation at the UNYOC Chapter of the Medical Library Association, October 1, 2009, last accessed March 7, 2015, http://vimeo.com/7363049.

5.See, for example, Counting Online Usage of Networked Electronic Resources (COUNTER), last accessed March 7, 2015, http://www.projectcounter.org.
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Expenditures: IT, Facilities, and Other Operating Expenses
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Context

What This Chapter Covers

This chapter focuses on the financial management of information technology (IT), facilities, and other operating expenses not previously covered in the chapters on personnel expenditures and collection expenditures. It is not designed to cover the general management of these topics. Instead, it discusses several financial concepts that are common to all of them, that is, purchasing, inventory control, depreciation, and how these elements are reflected in the financial statements and budget documents.

Why This Material Is Important

After expenditures for personnel and collections, these areas essentially account for the remainder of library expenditures. Knowing the factors that affect their purchase and valuation over time will enable the manager to plan effectively for the delivery of services.

What You Should Learn from This Chapter

After reading this chapter, you should have a basic understanding of the financial management of this area of expenditures.

Introduction

Almost every manager at every level is involved to some degree with the use of information technology, the management of facilities, and ensuring that the cost center for which he or she is responsible has sufficient supplies and other items to achieve set goals. Depending on the size of the library, these individual managers often confer or work directly with other personnel who do the actual purchasing and supervision of these areas for the entire library.

The common types of purchases in each area will be described. Then inventory management, the valuation of inventory, and the depreciation of noncurrent assets (furniture, equipment, etc.) will be discussed. Finally, how this information is presented in the financial statements is described.

Categories of Nonpersonnel Expenditures

Categories of nonpersonnel expenditures include information technology expenditures and facilities and security.

Information Technology Expenditures

The major expenditures for information technology include hardware, software, related supplies, and maintenance. According to the Bill and Melinda Gates Foundation, in 2002, expenditures for hardware and software generally consumed 30 percent of an annual information technology budget with the remaining 70 percent allotted to training, maintenance, and other support functions.1 In 2012, figures for the industry are similar.2 These items include the following:


1.Wired network (wiring, hubs, switches, routers, servers, workstations, secure Internet connections)

2.Wireless network equipment

3.Workstations for readers

4.Computers for library staff

5.Assistive and adaptive technology (screen and text readers), teletype, assistive listening devices

6.Self-checkout equipment and software

7.Software for maintenance reporting and scheduling

8.Printers and copiers

9.Integrated library systems software and circulation equipment

10.Data storage and backups, Web filters, library Web site, and telecommunications

11.Radio-frequency identification tags and software

12.Electronic security gates

13.Supplies for peripherals and other equipment



Despite this lengthy list, these items would account for only about 30 percent of the IT budget, if the library’s operation is average. But once these items are purchased and installed, there are other things that must be done to make IT operational. These items include the following:


1.Using project management for installation of hardware and software as well as planning for any future IT-related projects

2.Training of both IT staff and library personnel

3.Providing procedures and routines for maintenance, support, and troubleshooting

4.Carrying out maintenance, support, and troubleshooting

5.Periodically considering the implications of new technologies on existing policies and laws

6.Implementing core policies (Internet use, e-mail and chat, personal storage devices, downloading, individual vs. group use, printers and printing, time limits on use of specific equipment or equipment in special places, copiers, wireless, laptops, confidentiality, rights and responsibilities of users)

7.Revising library policies or creating new ones in light of the capabilities of new technology or new uses of existing technology

8.Monitoring computer and network security

9.Creating a comprehensive technology disaster plan

10.Monitoring and oversight of licensing of software products

11.Deciding whether to purchase insurance or to self-insure against theft or damage



All these activities are carried out by IT personnel and demand highly trained staff who have the ability to interact with other staff who may not be as well versed in technological matters.

Facilities and Security

Facilities and security operations also include various types of equipment and a staff to operate the equipment and carry out facilities-related activities. The operations carried out by facilities staff include the following:


1.Cleaning and hygiene (floors, bathrooms, surfaces)

2.Moving furniture and equipment within the library and shifting physical collections

3.Providing renovation and construction oversight (the actual renovation and construction is usually undertaken by an outside contractor)

4.Providing security and key control, which can include library security staff



In addition to these operations facilities staff are usually directly involved with


1.Ergonomic concerns for health and safety, such as suitable seating for staff and patrons

2.Monitoring of environmental concerns and air quality

3.Oversight of library vehicles, such as cars, trucks, operating, and maintenance

4.Oversight of the heating, ventilation, and air conditioning (HVAC) systems

5.Forwarding of work orders to the various trades specialists (carpenters, electricians, etc.)

6.Preparation of disaster plans in conjunction with all library units



Depending on the size of the library, the facilities unit may also be responsible for an in-house “store” that dispenses office supplies, such as paper, pens, pencils, staplers, and computer supplies, such as printer cartridges.

Financial Accounting Elements Common to These Areas

Of course, every library has its own internal organization for carrying out the operational tasks just described. The library business office is also often involved in many of these processes. Regardless of which department is given the responsibility for these activities, there are several financial accounting elements that are common to them. These are inventory management and accounting for depreciation of fixed assets.

Inventory Management

In general, inventory management has two meanings: the recording of tangible assets for internal control, maintenance, and depreciation and the valuation of the cost of saleable goods or parts in the period in which they are used. All libraries must record tangible assets; libraries that run their own kiosks, coffee shops, or other entrepreneurial activities must engage in cost valuation.

Recording of Tangible Assets for Internal Control, Maintenance, and Depreciation

When a capitalized (noncurrent) asset (e.g., furniture, equipment) is purchased, management records it in an inventory control system (often a spreadsheet of some kind or, in larger operations, specialized software). The elements recorded in this inventory control system include the description of the asset (including model numbers, serial numbers, etc.), the initial cost, the location where it is being used in the library, an internally assigned inventory number, and other information determined by the library.

Each of the recorded assets is usually tagged with a sticker and its unique inventory number, which is also recorded in the inventory management system. Periodically (e.g., annually), those involved in inventory control physically ascertain whether these items are still present in the library and are located where they are supposed to be. This is a way of keeping track of noncurrent assets and to inhibit the theft these items from the library. When an item is no longer functional or is sold, it is removed from the active inventory list and a note is made of its final disposition and reason for removal. This system may also be used to record depreciation of the item.

Valuing the Cost of Inventory

Another element of inventory control deals with the valuation of the cost of saleable goods or parts used in providing services in the period in which they are used. For example, a car dealer purchases parts for repairing vehicles. The parts are held in inventory until they are needed for a repair. When a part is retrieved from inventory to make the repair, the cost of that part is assigned to the specific job and the period when the transaction takes place. In libraries, this only happens when the library is running a kiosk, coffee shop, or similar business activity. In such a case, the library purchases coffee, tea, and other consumables, such as honey, half and half, or pastries. The manager of the coffee shop has to decide whether to keep inventory records on items such as pastries and bottled beverages, especially if they are consumed within a fairly short period of time. But some items may be less expensive if bought in bulk, such as paper cups, and a single purchase of such items may last several months.

Another example is a library “store” where office supplies are bought in bulk and dispersed, or “sold,” to individual units throughout the year. In these situations, the material purchased is regarded as an asset. When it is purchased, it is not expensed. The expense is charged when it is used or “consumed.” Often items that are used regularly may not be treated as an asset when purchased but immediately expensed. The decision whether to record such items as an asset (as inventory on the statement of net position) or just to expense it upon purchase lies internally with the library or with the parent body (municipality, county, college or university, corporation) of the library. What follows is an explanation of the different methods that can be used to value inventory when capitalized and eventually used. This would not apply if the items were immediately expensed when purchased.

Example: Boxes of Security Strips

Let’s say you are engaged in a multiyear grant project to security strip your collection of 1,000,000 physical volumes. In the first year, you estimate you will use 20 boxes of strips. The cost per box is $100. These are recorded as an asset (inventory). Halfway through the year, after having used about 9 boxes, your security strip vendor offers a sale of security strips for $90 per box. Knowing that you will definitely need these strips in the second and subsequent years, you buy 25 boxes at $90. These are also recorded as an asset (inventory). The boxes are identical and stored in the library basement. During the rest of the year, you use another 12 boxes. In the first year, when you record the expense for the grant, which price do you use in valuing the security strips you have used?

Methods of Valuation

Several methods may be used in inventory valuation. We will only discuss the two most common methods for our security strip example. The first, the last-in first-out (LIFO) method, assumes that the last box of security strips purchased is the first one used. The second, the first-in first-out (FIFO) method, assumes that the first box of security strips purchased is the first one used. The choice of the method of inventory valuation is not as crucial for governmental and nonprofit organizations as it is for for-profit companies. The reason is that the method chosen affects the net income of for-profit companies and, as a consequence, their tax liability.

Let’s see how the two different methods of inventory valuation affect the cost attributed to security strips for our project in the first year. Recall that we used 9 boxes valued at $100 per box and then purchased another 25, leaving 11 boxes that were purchased at $100 per box and the recent purchase of 25 boxes at $90. In the second part of the year, we used 12 more boxes, for a total of 21 boxes. What was the total cost of items used?

Using the FIFO method, you calculate the cost in the following manner for the 21 boxes we used, the first 20 purchased at $100 per box and the 21st box purchased at $90 per box:


(20 × $100) + (1 × $90) = $2,090



If you use the LIFO method, you calculate the cost in this manner for the 21 boxes you used, the first 9 purchased at $100 per box and the remaining 12 purchased at $90 per box.


(9 × $100) + (12 × $90) = $1980



Note that the example for LIFO could be different if you had not already expensed the first 9 boxes. In that case, you would make the calculation assuming that you used all 21 boxes purchased at $90 per box:


(21 × $90) = $1,890



In either case, the expense charged under the FIFO method is more than charged under the LIFO method. However, this relation does not always hold. For example, if the initial purchase of 20 boxes cost less than the second purchase of 25 boxes, this calculation would be reversed. In some contexts with library financial management, it is instructive to know how the use of inventory is valued because this may affect the statement of net position and the statement of activities and, by extension, budget preparation in subsequent periods if the budget is based on the statement of activities. It will not affect the statement of revenues, expenditures, and changes in fund balances because all capital purchases in that statement are expensed, not capitalized.

Depreciation

Depreciation is the expensing of a capital asset, such as equipment and furniture, building at periodic intervals over its useful life. The depreciated value of the asset is then recorded on the statement of net position, most likely as a summary figure that includes all depreciable fixed assets. The depreciated value is not the current market value of the asset, but a value that is calculated according to a prescribed formula based on the asset’s type, its useful life, and, in some cases, its predicted salvage value.

The key elements involved in a calculation of depreciation are


1.The original cost of the asset

2.The type of asset (e.g., building, equipment, furniture, books)3

3.Its useful life, a period usually applied to the type of asset

4.Its estimated salvage value at the end of its useful life



Methods Used

Units of Production

The units of production method is usually applied to machinery, such as a copier. If a copier can be expected to produce 1 million copies over its lifetime, the units of production method simply divides the original cost by 1,000,000 and obtains a fraction. Each period that depreciation is calculated, the number of copies made is obtained and multiplied by this fraction to give the amount of depreciation for that period.

For example, the library has purchased a copier for $10,000, and it is expected to produce 1,000,000 copies over its lifetime. You divide the purchase price by 1,000,000 to obtain the fraction:


$10,000/1,000,000 = $0.01



Depreciation is applied on an annual basis. In a given year, the copier has made 185,000 copies. Multiply this times the fraction 0.01 and get $1,850. This is the depreciation amount for the year.

Activity

The activity method may be applied to vehicles, based on the number of miles driven. The number of miles that the vehicle will be driven before its value is equal or close to the salvage value is estimated. Then, each period, the number of miles driven is recorded and that number is divided by the estimated number of miles in its lifetime to obtain a fraction. That fraction is then multiplied by the purchase price to obtain the depreciation for the period.

For example, you have a truck that you purchased for $40,000, and you estimate that its useful life will be 100,000 miles. You record how many miles you drove in the period under examination and multiply that fraction by the original cost. If you drove 10,000 miles in the period, that makes it 0.10 multiplied by the original cost ($40,000), which means $4,000 in depreciation for the period.

Straight-Line Depreciation

With the straight-line method, you obtain the purchase price, the salvage value, and the useful life. After subtracting the salvage value from the purchase price, you divide the remainder by the useful life. Each depreciation period constitutes a fraction of useful life, which is divided into the purchase price to produce the depreciation amount for the period.

For example, if you have a security gate that costs $10,200 with a salvage value of $200 and useful life of 5 years, you calculate depreciation on an annual basis. Initially, take the salvage value and subtract it from the purchase price and then divide that amount by 5. The resulting figure is the depreciation for that annual period:


$10,200 − $200 = $10,000



With a 5-year life, you end up with $2,000 per year in depreciation:


$10.000/5 = $2,000



The three methods described above are the most common methods, along with something called the composite depreciation method. This latter approach is used with assets that are related but not similar, such as printers and computers, that are purchased at the same time. This approach applies the straight-line method to the composite purchase.

Figure 19.1Example of Double-Declining Balance Method
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Double-Declining Balance

With the double-declining balance method, the asset depreciates at twice or more, depending on various considerations, the amount of the straight-line method each year, but the salvage value is ignored in computing the base amount that is depreciated. The declining balance rate remains constant and is applied to the reduced book value of the asset each year. The process continues until the book value is reduced to its salvage value, at which time the process is discontinued and the asset removed from the financial statements, or the library then switches over to regular straight-line depreciation for the remainder of the period.

For this example, the asset was purchased for $10,000 and has a 5-year life. The normal straight-line method would call for depreciating this asset at $2,000 per year, or 20 percent of the original purchase price. With the double-declining balance method, you use twice that rate, that is, 40 percent, and apply that percentage against the remaining book value after depreciation for the year is deducted.

Figure 19.1 shows an example of the double-declining balance method using an asset valued at $10,000 without any salvage value. Note that with this method any salvage value is ignored. Further, the depreciation costs become lower as the asset ages to compensate for high maintenance and repair costs. For-profit companies often use this method to manage the recording of expenses in earlier periods of an asset’s life.

Sum of the Years’ Digits Method

With the sum of the years’ digits method (figure 19.2), the depreciation charge is based on the decreasing fraction of depreciable cost or value. This method first takes the initial cost of the asset and subtracts the salvage value from it. It then begins to apply the method.

In this example, you have a fixed asset costing $10,000 with a salvage value of $200 and a useful life of 5 years. So for this 5-year asset, you use the sum of years (5 + 4 + 3 + 2 + 1 = 15) as a denominator and the number of years of estimated life remaining as of the beginning of the year as a numerator.

This method also accelerates the depreciation expense so that a larger depreciation expense can be taken in the earlier years of the asset.

Which Method Should Be Used?

The choice of method depends on how one allocates the cost of using the asset to specific accounting periods. If used constantly and equally each period, then straight line would be appropriate. If a new asset is used up early in its life, then some kind of accelerated depreciation would be applicable. In for-profit businesses, tax considerations also play a major role.

Figure 19.2Sum of the Years’ Digit Method
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Factors That Can Affect the Purchase Price of Items Used in IT, Facilities, and Other Operating Areas

Many factors can affect the eventual purchase price of items used in IT, facilities, and other operating areas of library operations. Some of these factors are also applicable to collections:


1.Bulk purchasing. The more the library buys at one time (e.g., toilet paper), the more it will save over the stated retail price.

2.Early payment discounts. Discounts are often given for many purchases if the library pays the bill within a short period of time after receipt (e.g., 10 days).

3.Vendor negotiation. Direct contact with vendors can result in a better deal than what is published in the vendor’s catalogs.

4.Consortial purchasing. Agreements with local and regional library consortia can also prompt a vendor to provide items at a reduced rate because of the increased volume involved in the sale.

5.Other discounts based on other parameters. For example, licensing of software for multiple workstations will often result in a discount over the price of a sum of individual units.



Needless to say, investigating possibilities for purchasing items at lower prices is usually worth the effort involved.

How These Elements Are Reflected in the Financial Statements

To begin with, these elements are reflected in financial statements because any purchase not capitalized is expensed.4 As stated in chapters 4 and 5 on accounting and governmental financial statements, any capital expenditure is initially presented in the statement of net position (government-wide financial statements) as an asset. As that and other assets depreciate, the declining value can be represented in two ways. In the most direct form, the summary figure for the current value of assets may be presented alone. For example:







	Assets




	Noncurrent assets

	XXXX





Information about how much depreciation reduced the last period’s noncurrent assets will most likely be reported in the notes to the financial statements.

In other statements, you may find a two-tiered presentation. For example:







	Assets




	Noncurrent assets

	XXXX




	Less accumulated depreciation

	XXX




	Total noncurrent assets

	XXXX





Because the purchase of these items was capitalized, the initial purchase price will not appear in the statement of activities, but the depreciation charge will appear there in subsequent periods.

In the governmental funds financial statements, capital purchases are not reflected in the general fund balance sheet because that statement does not include noncurrent assets. The expenditure for capital items will appear in the statement of revenues, expenditures, and changes in fund balances as a current expenditure. That is, the expenditure is not capitalized. In addition, depreciation will not appear in this statement because it does not involve an expenditure of funds.

Other Financial Aspects of Providing Services in These Areas

One aspect of management that is applicable here and which is covered in greater depth later in the chapter on activity-based costing (ABC) (chapter 22) is efficiency of operations. One way that IT and facilities managers have reduced costs in their operations is by using automatic queuing systems to manage service requests. These systems work in the following manner: When someone in the library makes a request for IT assistance or reports a needed repair, they either send an e-mail to the help system or fill in a form on the help system’s Web site. These requests are then queued and responded to in the order given. The manager of the help system has the ability and prerogative to respond to more urgent requests as they come in (such as an overflowing toilet in the basement). These systems have greatly reduced the time that staff spend in receiving and logging requests for assistance. Once a response is submitted, an automatic acknowledgement is sent to the requestor. Guidelines for the information required in the request are available to reduce the amount of back and forth that might be required to clarify the degree and urgency of help requested.

Summary

The focus of this chapter is the financial management of information technology (IT), facilities, and other operating expenses not covered previously in the chapters on personnel expenditures and collection expenditures (chapters 17 and 18, respectively). After a brief description of these areas, we elaborated on inventory and depreciation, which are central financial management aspects in these areas. The chapter ends with illustrations of how these items are presented in the library’s financial statements.

Exercises

1.You have bought the following equipment for your library.









	Item

	Cost

	Useful life

	% per year




	Security gate

	$10,000

	7 years

	14.3%




	Five laptops at $500 each

	$2,500

	4 years

	25%




	Ergonomic chair

	$500

	5 years

	20%





Create a depreciation schedule for these items using

a.Straight-line depreciation without any salvage value

b.Double-declining balance method with salvage value as follows

Security gate = $500

Laptops = $50 each

Chair = $50

c.Sum of the years’ digits method, with no salvage value

Using the straight-line method as a base, describe how the different methods will affect

a.Depreciation expense over the course of the life of the equipment

b.Net position over the course of the life of the equipment

c.The debt to asset ratio over the course of the life of the equipment

For each, specify which set of financial statements are involved. In all cases, round to the nearest dollar.

2.Show or describe how these depreciation schedules could be used for inventory control.

Conceptual Questions

1.What is the largest category of information technology (IT) expenditures?

2.What activities do facilities staff ordinarily perform?

3.What are the two meanings of “inventory management”?

4.What information is usually included in the recording of tangible assets?

5.Provide a general description of purchases that become part of inventory and those purchases that are simply expensed.

6.Describe the difference between FIFO and LIFO. What effects would these valuation methods have on the amount of the expense charged in a given period?

7.Does the LIFO valuation method always result in a greater expense? Why or why not?

8.In general, what are the key elements involved in calculating depreciation?

9.Name and describe four depreciation methods. What key elements are needed in each of them to calculate the appropriate depreciation?

10.Name several factors that can affect the eventual purchase price of items used in library operating expenditures.

11.What determines whether a purchase is capitalized or expensed?

12.How would purchases that are capitalized in the government-wide financial statements be presented in the governmental funds financial statements?

Notes

1.Kimberly Bolan and Robert Cullin, Technology Made Simple: An Improvement Guide for Small and Medium Libraries (Chicago: ALA, 2007), 92.

2.Gartner IT Budget: Enterprise Comparison Tool. http://my.gartner.com/html/itbudget/ITBudget_Sample_2012.pdf, last accessed April 16, 2016.

3.Some libraries retain their book collections for several decades or more while other libraries do routine weeding of their collections. This has little to do with the market value of the collections, but very much to do with accounting rules. Under GAAP, books are a noncurrent asset because they are not consumed within one year. Before 2000 or so, many librarians never capitalized their book purchases on the statement of net position or statement of net assets. They merely expensed them. But around 2000, revisions to GAAP moved libraries to capitalize these purchases. Generally, there is some policy in the organization’s accounting manual that gives an expected useful life for books, say 10 years. Of course, once the books are fully depreciated, they are removed from the financial statements even though they may be used for many decades to come.

The problem comes in with insuring the collection. If one just looks at the figure attributed to books on the statement of net position, you will most likely not find the replacement value of the collection. Therefore, when insuring the collection against fire or water or other damage, care must be taken to accurately estimate the replacement value and to use that as a figure for insurance purposes.

Rare book collections do not fall under these same rules, because as museum-like artifacts, the value attributed to them on the statement of net position or statement of net assets is tied to their estimated market value, unlike other noncurrent assets.

4.An exception to this simple statement is a prepaid expense, such as a year’s rent or year’s insurance premium. The prepaid expense is initially carried as a current asset. Each month, the monthly fraction of this prepaid amount (e.g., 1/12) is expensed with a corresponding reduction in the prepaid expense asset account.
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Section V

Cost Accounting in Libraries
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The next four chapters deal with various aspects of cost accounting in libraries. Chapter 20 is a general introduction to cost accounting and the common terms used. Chapter 21 illustrates the role of cost accounting in the measurement and evaluation of services in libraries. Chapter 22 focuses on a widely used approach to cost accounting called activity-based costing. And chapter 23 provides some examples of cost estimation, break-even analysis, life-cycle costing, differential costing, leasing, and outsourcing.
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20

Cost Accounting: General Aspects, Types of Costs, and Calculations
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Context

What This Chapter Covers

This chapter focuses on cost accounting, which is the financial analysis of past, current, and future projects, operations, and processes.

Why This Material Is Important

This topic is directly related to financial decision making. One of the main responsibilities of a financial manager is to ensure that the financial resources at his or her disposal are used in the most efficient and effective manner. Cost accounting consists of several techniques that enable the financial manager to meet those responsibilities.

What You Should Learn from This Chapter

At the end of this chapter, you should be able to understand the basic elements of cost accounting and how they relate to the everyday management of a library.

Introduction

Cost (managerial) accounting is the financial analysis of past, current, and future projects, operations, and processes. It is closely tied to the whole area of measurement and evaluation and used in conjunction with it. Cost accounting differs from financial accounting in that financial accounting is only concerned with reporting what happened in the past or what might happen in the future. Another way of thinking about it is that the results of financial accounting are reported in financial statements. The presentation of this information and the way it is measured is guided by generally accepted accounting principles (GAAP). Cost accounting can be used in making estimates and forecasts that are used in certain elements of financial statements but are more concerned with determining the most efficient and cost-effective way of providing services and, in the for-profit world, producing goods.

Cost accounting examines and analyzes two types of information:


1.Financial accounting data, which are actual expenditures and revenues

2.Estimates and forecasts about future costs and phenomena that will affect costs



In broad terms, the purpose of cost (managerial) accounting, especially for nonprofits and government entities, is to add value for services provided. That is, managers must continually seek to make the best use of resources at their disposal to provide services. This increasing demand for accountability and efficiency is brought about by several factors, including the following:


1.Diminishing resources. Libraries never seem to have sufficient resources (and probably never will). Rather than give up or provide substandard service, it is incumbent on the library manager to figure out other ways of approaching the problem at hand and how to change long-held ways of doing things.

2.Escalating costs. Closely tied to diminishing resources, costs in several areas of the library, most notably energy consumption and library materials, demand innovative and creative approaches.

3.Increased competition in the information marketplace. Now considered a truism, libraries have competition in the information sphere. This includes bookstores of all kinds, the Web in general, and e-readers and other mobile devices that enable people to obtain information in various formats, at all hours, on demand.

4.Demands from various stakeholders and revenue providers for more effective management and accountability. This has, in a sense, always existed, but in today’s American culture, there is a demand for more transparency in how decisions are made and how tax dollars are being spent. The advent of a service accomplishments and efforts (SEA) report as part of public institutions’ financial statements is one indication of this trend.1



This new regime seems to be more easily accepted in public and special libraries than in academic libraries. In academic libraries and in the academy in general, there is an increasing unease with what is loosely called the “corporatization” of the university. This perception in the academy as a whole directly affects the library and its operations.

Earlier you learned that the purpose of a budget is to ensure that spending not exceed appropriations or planned deficit spending. To do this, you monitor variances in the budget, those differences between what was budgeted and what was actually spent. However, if you limit yourself to only looking at the variances in your formal budget and go no further, you may be deceived. For example, if you had all favorable variances, you might conclude that your operations were sound. But having favorable variances says nothing about the quality or the level of services provided. Appropriate cost accounting techniques can help library decision makers determine whether the services they are providing are cost effective. Of course, basing decisions on cost figures alone is not sufficient. Social, moral, and political factors must also be considered.

Furthermore, budget variances only tell us that a budget was over- or underspent. They tell very little about what something actually costs, how those costs can be controlled, or how activities represented by that cost can be controlled. With these introductory remarks in mind, let’s proceed to an examination of a typical problem in library cost accounting and an introduction to some of the terminology of cost accounting that relates to this concrete problem.

Determining the Cost of Cataloging

At Medford Public Library in Massachusetts, the push is on for cost reduction. The reason for the push is a decrease in the rate of additional tax revenues. All city services have been told that they must become more efficient and cost effective, including the library. Josephine Greene, the director of the library, has decided that a good place to start is cataloging (a cost center). Cataloging consumes 15 percent of the personnel budget, and with all the different options now available through book jobbers and outsourcing (potential differential costs), as well as the support offered by the library system to which Medford PL belongs, Josephine figures there must be a better way.

The first thing she has to do is to determine how much cataloging now costs. Just knowing that 15 percent of the library’s budget goes to cataloging personnel (fixed cost) is not sufficient.2 She also knows that catalogers have nationally tried to determine the standard rate of cataloging, or how much it costs to catalog a book or periodical (standard cost). Whether her catalogers meet this standard rate or not, actual cost is something to be discovered in her analysis of the cataloging section.

During Josephine’s investigation, she suspects that over time there are parts of the cataloging process that have become irrelevant to producing a cataloged volume (non-value-added cost). As part of the analysis, she hopes to remove these processes and reduce the cataloging process to the most essential and important aspects (value-added costs).

She begins by determining the salaries and benefits of the personnel currently working in cataloging. She also wants to count the equipment (sunk costs) they are using, when the equipment needs to be replaced (future sunk costs), and any supplies that are involved in cataloging (variable costs). While she is at it, she also needs to know what other costs are involved in providing support to cataloging and the utilities that are used (phones, electricity, gas, janitorial services) that are involved (direct costs and indirect costs). Because she is a good manager, she realizes that the head of cataloging has some control over the efficiency of the unit, but in other cases may not. For example, the heat is controlled for the whole building and not in each individual department (controllable costs and noncontrollable costs).

One other element to look at is the travel and conference allowance that is given to all full-time personnel (discretionary cost). While she believes this is an important benefit for working at Medford PL, she realizes that she may at some point have to eliminate this for all personnel.

In her analysis, Josephine will probably want to determine what the cost drivers for the cataloging operation are. The obvious cost driver is the number of books and other materials received that have to be cataloged. This is part of determining the cost per book or periodical cataloged. Once she has all this data, there are several approaches she can take in determining the cost of cataloging.

This brief scenario, even though it has not presented one monetary figure, illustrates the major terms used in cost accounting, the very basic language that a manager should know before embarking on a cost study of library operations. Let’s review what these terms actually mean.

Basic Language of Cost Accounting

Cost center. The cost center is where direct costs for services and operations are accumulated and managed. They are potentially controllable by the cost center manager.

Differential costs. Differential costs are important for decision making. These are differences in the costs of possible alternative future actions.

Fixed, variable, and mixed costs. Fixed costs do not change with the level of activity, while variable costs do. Mixed costs have characteristics of fixed costs and variable costs. In some cases, there are step increases in fixed costs that are driven by certain increases in the level of activity.

Standard and actual costs. Standard costs are estimated future costs set at efficient levels that can be attained by employees. Actual costs are based on actual expenditures and incurred when a transaction takes place.

Value-added and non-value-added costs. Value-added costs are central to an activity, while non-value-added costs are not. The latter may have had added value at one point, but they no longer do and therefore must be eliminated.

Sunk costs. Sunk costs cannot be changed, such as depreciation on a piece of equipment purchased several years ago.

Direct and indirect, or allocated, costs. A direct cost is an actual cost directly attributable to the service provided, such as labor hours needed to catalog books. An indirect cost is also associated with providing a service, but it is not directly attributable to the service provided, such as electricity, janitorial services, or administrative oversight. Usually direct costs are controllable costs. Direct costs can legitimately affect the performance evaluation of a manager because they can be controlled. But unless a manager can control the amount of electricity provided to his or her work area, it would be inappropriate to evaluate performance based on the library’s electricity bill.

Controllable and noncontrollable costs. A controllable cost is one that can be affected by a manager taking a specific action. If a cost is not affected by a managerial decision, it is uncontrollable.

Discretionary costs. Discretionary costs are based on the discretion of management (e.g., travel).

More on Indirect Costs

Besides determining the direct costs involved in providing a service, indirect costs are often allocated to specific activities or programs to get a more comprehensive view of the total cost attributable to that service. Many methods used to allocate indirect costs are widely used in industries where GAAP requires that indirect costs (overhead) be allocated to the units produced.

This mandatory use of indirect costs is not usually operable with library cost accounting. The methods often used to allocate indirect costs are the direct method, the step method, and the reciprocal method. Whatever method is used, the key thing is that the allocation base must reflect a cause-effect relationship, for example, maintenance based on square footage and computer use based on CPU time. These methods differ to the extent that they account for service departments providing service to other service departments and to production departments. Further discussion of these methods is beyond the scope of this brief introduction.

Dangers of Monetization

Although cost accounting provides some very useful tools for analyzing operations and services, cost accounting should not be allowed to exercise cognitive dominance in library decision making. Not everything can be monetized, for example. Monetization refers to the practice of reducing every cost consideration to monetary terms, including social, political, ethical, legal, and environmental elements. That is, although you may be able to perform a calculation, this does not mean that the results should be accepted blindly.

For example, a well-known case of cost accounting rightly engenders indignation and disbelief.3 In the 1970s, the Ford Motor Company marketed a car called the Pinto. It was a cute little car and sold well. There was only one problem, however. When hit from behind, the Pinto’s gas tank tended to explode, killing or seriously injuring the occupants of the car; 27 people died and many more were injured when the car burst into flames. Ford did a cost-benefit analysis of the problem. They determined that it would cost only $11 to fix this problem and avoid unnecessary death and injury. The problem was that with the 12.5 million Pintos on the road, this would cost $137.5 million dollars to fix. On the other hand, their engineers determined that there was a likelihood that if they didn’t fix this, there would be continued death and injury. The estimated cost of litigation was thought to be less than fixing the cars, so a decision was made to opt for the less-expensive option.

What the Ford cost accountants and actuaries did was to place a dollar cost on a lost life or an injured driver. They monetized that event. Needless to say, the public didn’t quite see it that way once their calculation became public.4 While library cost accounting would probably not descend to this level of apparent iniquity, the Ford case is a sobering reminder of the dangers of monetizing things that should not be monetized, like human life.

Summary

This chapter provided a brief introduction to the purpose of cost accounting, which is also known as managerial accounting. It provided an overview of the basic terminology used in cost accounting and some comments about the dangers involved in monetization.

Exercises

Joan Wells, the library’s only cataloger, is retiring in six months. You have doubts that hiring a full-time cataloger is still necessary and that cataloging can be outsourced either to the regional library system or to one of several independent cataloging outsourcers. Your accountant has provided cost estimates that will support an intelligent decision and convince the library board to accept your proposal. You have at least three possible options: (1) hire a full-time cataloger to replace Joan; (2) outsource the cataloging; or (3) hire a part-time cataloger.

For each option, review the costs involved and what problems you foresee. What other information you would like to have at hand? The following data was provided to your accountant to calculate the cost differentials that are reflected in each option. The summary of this data is provided after the data below:


1.Joan’s annual salary and benefits are $50,000.

2.Joan’s current productivity is 8 books per day.

3.The system-wide standard is 12 books per day.

4.To prevent backlogs, the library needs to catalog 1,900 books per year.

5.There is a current cataloging backlog of 150 books. Assume this will not increase by the time Joan retires.

6.A library temp agency would charge $20/hour for a cataloger who meets the system-wide productivity standard.

7.A full-time employee has 20 days of vacation and holidays and 12 sick days per year.

8.The library is open 50 weeks per year.

9.A new cataloger could be hired for $40,000 per year.

10.To outsource the cataloging would cost the library $10.00 per volume.



Conceptual Questions

1.Discuss some of the factors that underlie the increasing demand for accountability and efficiency in nonprofit and governmental institutions.

2.How might favorable variances in the budget be misleading regarding the provision of services?

3.Review the cost terminology introduced in this chapter and be sure you understand the terms. If you need further guidance, search for these terms in Wikipedia or some other common reference source.

4.What is the danger involved in monetizing every aspect of library operations?

Notes

1.The Government Accounting Standards Board has issued a document, available via a free download, that lays out in detail what such reports should contain and the benefits of issuing them. See www.gasb.org (located under “Store – User Guides”).

2.It is fixed at the present time because it doesn’t change with the amount of current services provided.

3.Retold in Michael J. Sandel, Justice: What’s the Right Thing to Do? (New York: Farrar, Straus and Giroux, 2009), 43–44.

4.Although much was made of it at the time, Wikipedia cites other research that mitigates to some extent the apparent callousness Ford showed. See M. T. Lee and M. D. Ermann, “Pinto ‘Madness,’ a Flawed Landmark Narrative: An Organizational and Network Analysis,” Social Problems 46(1), 30–47.
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Cost Accounting: Role in Measurement and Evaluation of Services
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Context

What This Chapter Covers

This chapter covers the link between the measurement and evaluation of library services and cost accounting and financial management.

Why This Material Is Important

This material is important because managers at all levels are increasingly held responsible for the wise use of resources provided to them either by the taxpayer or by other stakeholders. Execution of this responsibility entails a detailed knowledge of how the library functions and how the employees of the library carry out their tasks. Without such analysis, the manager is just making a guess about the effectiveness and efficiency of the library’s operations.

What You Should Learn from This Chapter

The purpose of the chapter is to provide you with a general overview of the methods and approaches of contemporary measurement and evaluation techniques in the library and how the results of these analyses can translate directly into sound financial management.

Introduction

The chapter on personnel expenditures (chapter 17) introduced the concept of measurement and evaluation of library services. The purpose at that time was to provide an incoming manager with some tools to determine the appropriate capacity for the service demands faced by the library. This would entail identifying the area to be examined, obtaining data about the various activities undertaken in that area, attributing costs to those activities, and analyzing the results. Analysis might reveal inefficient workflows consisting of non-value-added activities or areas where service and attention is needed but where the library has not yet altered its operations to meet these new demands.

In the next chapter, on activity-based costing (chapter 22), how this analysis is carried out is examined in some detail. The focus there is on some general approaches to data collection and the relation of that endeavor to cost accounting. The field of measurement and evaluation of library services is developing rapidly. It would be impossible to provide an in-depth discussion of this topic in such a short chapter; however, there are several books and national programs already devoted to it. Rather, what follows will provide the link from this growing literature to financial management of libraries and information centers.

What Is Measurement and Evaluation?

Measurement and evaluation are directly connected to the overall planning process. Evaluation is the feedback loop of the planning process. It provides the information needed to keep the library headed in its chosen direction. Evaluation consists of comparing “what is” with “what should be.” Information about what is in the library’s current performance comes from a variety of sources. One source is measurement.

Prior to embarking on any measurement and evaluation study, there are several questions a librarian should ask and answer given the current data and impressions at hand:


•Is our library accomplishing its goals, and how well are we accomplishing them?

•Is our library a good or a bad library?

•How can we improve?

•What is needed to improve?

•Can we justify the expenditure of current resources?

•How can we justify additional resources?



By engaging in this questioning, you may begin to think more specifically about the connection between what you say you want to accomplish and what you actually do accomplish. However, this initial speculation is not data. To obtain data, the librarian has to measure. The assessment paradigm is a useful way to structure the gathering of data, that is, measuring.

The Assessment Paradigm

The assessment paradigm is organized in a logical fashion that mirrors the obtaining of resources; applying processes to these resources; using those resources and the chosen processes to produce output, whether that output is a product or a service; and then determining what impact that product or service has on a target audience. In our case, that would be the library patrons who use the library. A simple diagram illustrates this paradigm.1


Resources > Capability > Utilization > Impact



With each of these stages, different measures are required:


Resources are described by input measures. Input measures are resources that have been allocated to the library currently and in the past and that can be quantified. Examples are the annual budget, the size of the collection, and the number of staff.

Capability uses processing measures. Processing measures transform resources into activities. These measures quantify the time or the cost to perform a specific task or activity, such as ordering, receiving, and cataloging.

Utilization uses output measures. Output measures indicate how resources and capability are utilized. Examples of utilization are annual circulation, the number of reference questions answered, and the number of users served.

Impact uses outcome measures. Outcome measures are difficult to assess, and they relate both to individuals served and to the community served. Examples of impact would be the role of the academic or school library in increasing student learning or the role of the public library in promoting a civic society.



What Are You Looking for with Any of These Measures?

To be useful, measurement results must have validity, reliability, and comparability.


1.Validity means the results measure what they are intended to measure.

2.Reliability means that the same thing must be counted in the same way by everyone doing the counting.

3.Comparability means that the same things must be measured in the same way each time.



In thinking about the most appropriate measures, you should also try to place each measure in context in relation to the community served. The best way to do this is to present the measure as a ratio. Examples of some useful measures are the following:


Library use (annual visits per capita, registration as a percentage of the population)

Materials use (circulation per capita, in-library materials use per capita, turnover rate, i.e., average annual circulation per physical item held)

Materials access (fill rates, i.e., proportion of items sought that were filled during the user’s visit)

Reference services (reference transactions per capita, reference completion rate on day asked)

Programming (program attendance per capita)



Some Useful Techniques

Data is obtained in several ways to obtain these data. The most common approaches are detailed below.

Surveys

Patron surveys are very popular if one may judge by their ubiquity in the library literature. Unfortunately, many surveys are not well designed, have questions that are clearly biased toward obtaining an expected answer, have low response rates, and their sampling methods are suspect. Therefore, an interpreter of the results should be wary of attributing undue significance to them. This is not to say that the information obtained from surveys lacks value. When carried out with even a modicum of integrity, information obtained from surveys may be useful in gauging the satisfaction with a particular library service, spotting possible trends in user attitudes toward the library, and other matters.

Focus Groups

Focus groups bring together a group of library users to conduct a group interview with them regarding a program or service. The composition of the focus group is chosen by the library, and, if not done well, the information obtained can be biased. For example, if the library chose only library users between the ages of 15 and 25 and asked them about opening the library on Sunday afternoons, the results would obviously omit a significantly large demographic group of potential library users that may or may not want or prefer such hours. Once the focus group has assembled, a person who has been trained in conducting focus groups conducts the interview. Another person records their responses to the various questions asked. The responses are then analyzed and used in making a decision on the topic discussed. This technique can be useful in getting a feel for what users think or want, but, like surveys, should be used with caution.

Web-Usability Studies

Web-usability studies are employed when the library wants to ascertain the degree to which a product (e.g., Web page) or service (e.g., self-checkout procedure) meets specific usability criteria. The library staff seeks volunteers or hires “typical users” and asks them to use the product or service, given minimal instruction. The evaluator, perhaps a library employee, makes note of the user’s behavior and ascertains how the product or service presents difficulties for the user. After several typical users have gone through this process, staff then may alter the product or service accordingly to improve it.

Secret Shopper

Normally used in the retail, for-profit sector, the secret shopper has increasingly been employed in nonprofit and governmental arenas. With this method of data collection, one or more secret shoppers are hired who then simulate patron behavior to see whether service values are being observed and services are being delivered competently.

For example, to ascertain whether service-point employees are welcoming to patrons and know how to perform their jobs competently, the secret shopper would approach the service point and ask a relevant question about library services, such as asking for help to find a specific book or materials on a specific topic. After the encounter, the secret shopper records impressions of the encounter as well as the degree to which the library employee answered any questions. Although this technique can yield useful information about service attitudes and service competency, the library staff may resent this subterfuge, especially when inadequate or substandard service provision is identified.

Specific Testing

In some areas of the library, specific testing can yield reliable and robust data, especially if the data obtained is not just a sample but a collection of data about the entire process under investigation. For example, the librarians may want to determine how long it takes books to arrive on the shelf after they are ordered or received in the library. With most currently available library-integrated systems, it would be possible to run such a report during a specific time period. This report would include all transactions of this nature during the period studied.

Other areas of the library may not yield such robust and reliable results. For example, the library staff may want to determine what percentage of the answers given to reference questions are accurate. Such specific testing would most likely be done with a sample and would involve expert judgment, interpretation, and time to carry out the study. The cost involved may not then be outweighed by what can be done with the results obtained.

Best Practices

Many library organizations create “best practices” documents for specific areas of the library. For example, the Association of College and Research Libraries (ACRL) has best practices and guideline documents for information literacy, distance-learning library services, and others.2 With such a guideline or best practices document in hand, the library can compare their service or program with national standards and alter the local arrangement if necessary.

Service-Level Agreements

Service-level agreements are common in the information technology (IT) area. These agreements are between the provider of the service, for example, the IT department of the library, and library management. The agreement may state that the integrated catalog will have no more than two minutes of downtime in each 24-hour period. The IT department did not just pull this desired standard out of a hat. They relied on past performance of the system, the quality and competence of the IT staff, and possibly other factors. Both IT and library management then track this type of performance to see whether the standard is met.

Balanced Scorecard

The balanced scorecard technique focuses on four areas of measurement: users, finance, internal processes, and learning and the future. It gathers data in each of these areas to get a comprehensive view of organizational performance. The technique was first introduced in the early 1990s for application to for-profit companies.3 Since that time, it has been widely applied in all types of organizations. The University of Virginia Library provides an example of its application in libraries.4

Beyond Current Techniques and Creating a Culture of Assessment

This listing of data-gathering techniques by no means exhausts all the possible ways of obtaining data on performance. New approaches and techniques are developed and promulgated by such organizations as the Association of Research Libraries (ARL) in the United States and by international conferences such as the Northumbria Conference on Library Assessment.5 But having a good technique does not always translate into a robust and sustainable assessment program in a library.

Authorities on measurement and evaluation techniques also recognize that for measurement and evaluation to be most effective, it must take place in a library where there is a pervasive culture of assessment. According to Amos Lakos,


A Culture of Assessment is an organizational environment in which decisions are based on facts, research and analysis, and where services are planned and delivered in ways which maximize positive outcomes and impacts for customers and stakeholders. A culture of assessment exists in organizations where staff care to know what results they produce and how those results relate to customers’ expectations. Organization mission, values, structures, and systems support behavior that is performance and learning focused.6



Lakos’s comments also urged that performance measures be included in library planning documents, such as strategic plans. These plans should also include, along with identifying a specific set of measures, a time frame for achieving targets for each measure defined.

The key in creating and sustaining such a culture of assessment is the leadership provided by library managers. They need to be committed to supporting assessment and should encourage the use of assessment at all levels. Assessment must become a part of the normal work process. These assessments also should include the actual outcomes or impacts of the library program on the lives of the users.7

Finally, to complete this introduction to measurement and evaluation, a few aspects of the data gathered by these and other techniques are examined. The first aspect to examine is data integrity.

Data Integrity

When data is collected in any measurement endeavor, you want to make sure that the data you collect and rely on to make decisions is relevant, reliable, and robust. With financial information that is reflected in the financial statements, we acknowledge that the data reflected in a financial statement is true and as free from misstatement at possible. In financial accounting, you rely in large part on internal controls to ensure that the information presented in those financial statements is relevant, reliable, and robust. However, for data collected through any measurement activity, there is no national standard regarding similar safeguards. You must ensure that the way the data is collected and that what data is collected meets those three criteria: relevant, reliable, and robust. Further, there is no external, unbiased data auditor upon whom you can rely to verify that any data collected has met these criteria. Therefore, the following information is presented as a surrogate for those analogous formal financial accounting safeguards.

Source of the Data

In collecting data, you must ask who collected the data, when and where the data was collected, and how it was collected. In asking who collected the data, you try to ensure that the person or persons collecting the data do not have any biases that may affect their method. This is closely tied to how and when the data was collected. What helps here is to have clear protocols for how the data is collected. These protocols should be tested among several data collectors to see whether they uniformly follow the instructions given for collection. Closely tied to this is the question of when the data is collected. Many surveys that are performed in libraries may only last for one week or only be done on the library grounds or via e-mail. These approaches, depending on what kind of data is collected, can carry inherent biases that will sharply reduce their reliability and representativeness of the population surveyed.

Type of Data

Some types of studies will collect quantitative data, such as how many books circulated this year. For other studies, qualitative data such as measuring patron satisfaction with circulation services will be gathered. Each carries with it potential problems for data integrity.

Application of the Data Collected to Outcomes

For many years, librarians have collected data on how many reference questions were answered in a given period. The number of reference questions was somehow assumed to indicate the quality of the reference service provided. But this type of data collection does not support that assumption. Many of those questions may just be directional questions; many of the answers to those questions may not have been helpful or could have been wrong. A more appropriate approach would be to ask, how does the number of reference questions answered relate to the quality of the answers given?

Intertemporal and Interlibrary Comparability of the Data

Data collected in one library in one year should be able to be compared over time and also compared with other similarly sized and types of libraries. This is a standard to which the ARL and ACRL statistics aim. Those professional organizations provide guidelines on data collection and rely on individual libraries to follow them. The data collected, if the guidelines are followed, allow for comparison over time and among libraries. The element of this process that may not be reliable is that there is no way of knowing or certifying that each library has followed the given guidelines. The professional associations rely on the integrity and intelligence of librarians to do so.

Level of Data Collection

What is assessed and at what level? If you are assessing library service overall, at the macrolevel, you might want to know how well the library serves its community. The questions you ask in this regard may well be different if you are assessing a particular service at the microlevel, such as how well does the reference desk perform its work?

Other Challenges with Data Collection and Use

Closely tied to these concerns are further considerations. Once data is collected it should be used. If you don’t consider its use prior to collection, then the way it is collected and the type of data collected may be inappropriate for your purposes. Data, once collected, is often repurposed and manipulated for other ends. These is little you can do to prevent this, and there may be perfectly good reasons for using it for other purposes. But care should be taken not to use it dishonestly for purposes where it has little relevance.

Finally, any assessment project faces several challenges in addition to the technical ones outlined above. You must have sufficient resources to collect reliable data. It is easy to have volunteer high school students hand out surveys in the library, but this may not be the best way to collect this data. In figuring out how to collect the data or design the survey and then to analyze the results, there needs to be someone who has the competence to analyze this data. If done by someone on the library staff, that is all well and good, providing that that person has the requisite skills. These skills not only extend to data gathering and recording but also to measurement and design requirements, project management skills, and, in the case of sampling, some expertise in statistical methods. It is up to library management to organize assessment as a core activity to secure individual and institutional buy-in; otherwise, any assessment activity undertaken will be in danger of failure.

Summary

As noted at the beginning of this chapter, measurement and evaluation is directly connected to the planning process. In financial management, planning implies budgeting, and budgeting depends on forecasts and estimates, among other things. In addition, many forecasts and estimates not only rely on past financial management data and external information regarding specific revenue and expense items (e.g., estimated tax receipts, projected rates of inflation for utilities, collections, and personnel) but also on information regarding the current cost of providing a service or the projected cost of providing an alternate service. In creating the budget, therefore, we bring together the data provided by assessment activities as well as information provided by managerial/cost accounting activities. In the next two chapters, some of these specific cost accounting approaches are explored.

Exercise

The library board has received numerous inquiries and pleas from patrons to add library hours on Sunday from 1:00–5:00 p.m. The library is currently closed on Sundays. You have been asked to (1) provide a cost estimate for this; (2) provide a justification for doing so (that is, what you would say to a reporter asking why the library will now be open those hours and why the cost is justified); and (3) figure out how it will be evaluated. The board will be responsible for both approving the new hours and finding the revenue to support them.

As you work out your cost estimate, the following facts and costs (in no particular order) are provided. Note that, in some cases, you have cost choices to make, such as in items “b” and “d.” Note that some cost information is given on an annual basis and other cost information on a weekly or hourly basis.


a.The utility cost will be an additional 3 percent over the annual library-wide utility cost of $10,000.

b.For security, the annual pay for a full-time guard is $24,000 per year. All current guards are full-time, and it is not possible to hire a permanent guard for less than part-time year round. You could hire guards from a temp agency at the rate of $14.00 per hour.

c.For IT support, a support person would have to be on call at a cost of $20 per 4-hour period, with an additional $20 per hour overtime if his or her presence is required to fix a problem.

d.To staff the library during open hours on a weekend requires a supervisor and two other support staff. The cost for the supervisor is $19.00 per hour and for support staff $15.00 per hour. However, all staff currently employed already work full-time. Overtime rates are time and a half for overtime. It is necessary that at least the supervisor be a permanent member of the staff. Permanent members of the staff can be full-time or part-time. You can hire part-time staff, and they can work anytime at the same constant rate.

e.Although the library will be open for 4 additional hours, remember that the staff must arrive at least 15 minutes prior to opening and leave 15 minutes after closing.

f.A security gate records the number of times a person walks through a security gate.

g.Circulation terminals record the number and types of items checked out. This data can be aggregated to produce a report.

h.The library is only open 48 Sundays per year.



Also, answer the following questions:


1.What problems do you foresee?

2.What other information would you like to have at hand?

3.What are the pros and cons of trying this out on a pilot basis? Give consideration both to the effect on the public and the effect on any changes in schedule or additional hirings.

4.What questions are the library board likely to ask you?



Conceptual Questions

1.How is measurement and evaluation of services related to managerial accounting?

2.Describe the four elements of the assessment paradigm.

3.What are the three elements of measurement results that make them useful?

4.Describe different ways to obtain measurement data. What are the limits and advantages of each?

5.What is the “culture of assessment”?

6.What elements are central to data integrity? Why are each of them important in the measurement of services?

7.Why should you think about how to use the data you want to collect before you collect it?
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Cost Accounting: Activity-Based Costing
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Context

What This Chapter Covers

This chapter is concerned with one of the major approaches to cost accounting, activity-based costing (ABC), which is part of activity-based management (ABM).

Why This Material Is Important

This well-established approach to cost accounting focuses on the activities involved in providing a service or producing a product and not just the dollar level of resources consumed, as in traditional cost accounting. The ability to determine what an activity costs is the first step in determining whether it is efficient and how it might be changed to increase efficiency and effectiveness.

What You Should Learn from This Chapter

After reading this chapter, you should know the steps necessary for carrying out an ABC analysis of a library activity and be able to apply these steps to any service activity in your library.

Introduction

Activity-based costing provides financial and other information that enables managers to make decisions concerning the optimal allocation of resources. Under traditional organizational management, little emphasis is directed at identifying activities performed; instead, emphasis is placed on the dollar level of resources consumed, for example, the human resources budget, the supplies budget, or the travel and training budget. ABM begins with identifying activities, followed by cost assignment, rather than emphasizing departmental expenditure budgets.1

The methods used in traditional cost accounting were not designed to ferret out non-value-added activities in providing a service or producing a product. As a result, even after performing a traditional cost accounting analysis, inefficient elements of activities were allowed to continue because they were not identified in the analysis.

This is important because a cost accounting analysis should go beyond identifying what costs are by also determining what costs might be avoidable. With ABC, non-value-added activities are identified and their costs determined and subsequently eliminated. The resources involved in those non-value-added activities are thereby freed up and made available where they will most benefit the library. In many organizations, there is a built-in inertia that inhibits the critical examination of work processes and workflows. To enable this type of analysis and reform of workflows and processes, it is helpful to apply a logical method to ferret out inefficiencies. This is what activity-based costing (also known more broadly as ABM) does.2

What Is an Activity?

“An activity describes what an enterprise does—the way time is spent. An activity has inputs and outputs. The principal function of an activity is to convert inputs, using resources (supplies, people, and technology), into outputs.”3 Activity management identifies activities performed in an organization and determines their cost and performance (time and quality).4 When you actually look at what is happening in your library, this neat little definition can raise more questions than it answers. For example, at what level do you define an activity? Are technical services an activity? Cataloging? Assigning call numbers? Assigning just the class number? These are valid questions that must be answered once you decide to use an activity-based cost analysis. By the end of the chapter, having shown how ABC analysis is carried out, you should have some guidance on identifying the level of activity to be analyzed.

The Library Is a Dynamic System

In any service or program, you are usually dealing with a dynamic system. So even though you think about the service or program in static terms, it is dynamic. This means that change creeps in unnoticed, that inputs and outputs vary over time, and that it may be difficult to predict results or outcomes over all but a short period. Also, this service or program interacts with other parts of a larger system, so you must be cognizant of where your program or service ends and other programs or services begin. That is, drawing the boundary between one program or service and another is a key element in analysis. If you look at the cost of an existing program or service from a traditional cost accounting point of view, what are some of the questions you should ask and how should you approach it?


1.First, you should describe what is being done. What should you call the service or program and what is its purpose? What is the output or outcome? Do these outputs or outcomes achieve the short- and long-term service goals in this area? At this stage, you also apply conventional workflow analysis that looks at how a process is currently carried out and tries to ferret out inefficiencies and outdated practices.5 In libraries, such traditional workflow analysis is usually framed by departmental boundaries, staff expertise, and civil service job descriptions. This framing can limit the usefulness of this type of analysis, which often does not include explicit cost analysis.

2.You then take the workflow analysis and identify the various cost components or elements involved and the actual or projected costs. The obvious elements are personnel and benefits, equipment, supplies, and overhead. Overhead are costs that are not directly attributable to the production of a good or service but are indirectly used (e.g., lighting, heat and cooling, phone, janitorial service, HR services). There are various methods for allocating these overhead costs, among them are the direct method, the step-down method, and the reciprocal method. (See the appendix to this chapter for an explanation of these methods.) With all of these methods in the traditional approach, the cost accountant tries to attribute these indirect costs to the various departments within the library.

3.Is each component a fixed, variable, or mixed cost? The answers help to differentiate costs that may vary with the workload involved (variable costs) from costs that are permanent (fixed), even if the activity varies widely.

4.Is the service or program likely to continue into the near future? What about two to five years from now? These answers directly relate to service goals, which are often articulated in the strategic plan.

5.What benefit is the service providing to patrons? If an internal benefit (e.g., the patrons’ ability to check out as many books per year as they want), what would this benefit cost the patron if it were not provided by the library (e.g., the cost of purchasing those books by the patron)?

6.Are there any quality control issues involved? Is a specific level or quality of service expected? Do you measure this on a regular basis? How much does this quality control cost?

7.Is there waste or inefficiency in the workflow or process involved? That is, are you sure that everything that is done contributes to the value of the service? While your workflow analysis will hopefully identify any inefficiencies, traditional cost accounting, focusing on allocating overhead costs to a department and not to an activity, will just calculate what this operation costs.

8.If you were to eliminate any part of the operation, what would be the projected effect? Would it negatively impact other systems in the library? Here again, a robust workflow analysis would do this, but a traditional cost accounting of this operation will just look at costs.



With these steps outlined, let’s look at a concrete example: Cataloging in Publication (CIP) materials. The CIP program catalogs books in advance of publication, and the publisher includes that cataloging information in the published book.6 Materials purchased by any library that have CIP data as part of that publication qualify for this type of processing. The logical steps using workflow analysis and traditional cost accounting are shown below related to a fictitious university, Big U.

Step 1: Description and Result

At Big U, CIP publications are all cataloged within the cataloging department by one paraprofessional. The volume of publications is approximately 10,000 titles per year. The current process is as follows: After the acquisitions department receives the materials and pays the invoice, a bar code label is placed on the book, and the bar code is copied onto the electronic record for that title. Any book with CIP data is put on a book truck. If the book is going to a departmental library, a departmental library routing streamer is placed in the book. Once the book truck is full, it is sent to cataloging.

Figure 22.1CIP Processing
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When the book arrives in cataloging, properly designated as CIP material, it is delivered to the cataloging paraprofessional who catalogs CIP monograph titles. The cataloger removes the book from the truck and calls up the record from the integrated library computer system. He or she then adds the pagination, illustration information, and size to the CIP record; verifies that the Library of Congress (LC) call number is not already duplicated in Big U’s catalog; and, if so, creates a unique book number. After writing the call number in the book, along with the location, the cataloger places the book on another book truck. Once that book truck is filled, it is sent to the marking section, where a label is made for the call number and a security strip is placed in the book. When that is completed, the book is sent to its appropriate location and shelved, ready for circulation. This process is visualized in figure 22.1.

With this traditional analysis, the assumption is that there are three separate departments or units involved: acquisitions, cataloging, and marking. This is the frame within which we view the activity. To streamline this process, you might suggest certain actions that each unit may carry out to lessen the time involved in processing, but this may not yield any significant cost savings.

Steps 2 and 3: Identify Cost Components, Costs, and Types of Costs

Once the process is described, then the various costs involved are identified. With traditional cost analysis, you would focus on the cataloging of CIP materials. For Big U, the data for cataloging these materials is as follows:


•The salary of the paraprofessional is $31,200 per year plus 27 percent of salary for various benefits ($8,424), which equals $39,624 (or $3.96 per volume at 10,000 volumes per year). This is a mixed cost. The person is hired to catalog CIP books. If there were no CIP books, the position would not exist. If there were fewer CIP books, this person may be assigned other cataloging duties.

•The standard rate for the cataloger is 5 titles per hour, or 40 per day. At 2,000 hours per year, this equates to 10,000 volumes.

•The computer used by this paraprofessional costs $600 and is depreciated over 4 years with no salvage value, or $150 per year. This is a fixed cost.

•Supplies (in cataloging, none) for the title include bar code, security strip, and routing slips, or, for 10,000 titles, $150 per year. This is a variable cost because it depends on the number of titles received and cataloged, but we estimate it at $.015 per volume. We might not include these supplies in the cost analysis because they are not attributable to the cataloging cost, but to acquisitions, where the supplies are actually used.



Now other indirect costs are included that are determined by one of the three methods mentioned above.








	Cost summary




	Salary of cataloging paraprofessional

	31,200




	Benefits

	8,424




	Total salary and benefits

	$39,624




	Computer cost per year

	150




	Indirect costs allocated to this department

	9,000




	Total cost

	$48,774




	Cost per title ($48,774/10,000)

	$4.87







The cost per title is $4.87. What does this tell and is it helpful? If the number of titles declined, would you be saving that amount per title? No, because 99.69 percent of the cost is the paraprofessional’s salary and benefits and allocated indirect costs. Similarly, if the number of titles increased, how would you add capacity and at what cost? Remember the types of costs you are dealing with. If the number of titles increased by 1,000 titles, would you hire someone for $3,980 per year to do this work? Unlikely.

Step 4: The Program’s Future

Is this program likely to continue? Yes, at least in the near future. If the answer here were no, you could either continue with this analysis, assuming that any change that might eventuate from it would be worth the effort in resources saved, or determine how the activity or program would eventually be eliminated.

Step 5: The Benefit Being Provided

The process makes certain types of purchased materials accessible to patrons. This is an essential part of the library’s mission and so is necessary to achieve the library’s goals. This benefit may not be easily monetized, but nonetheless it is deemed essential. In analyzing other programs or activities, the analyst may determine that they are not essential to the library’s mission and should probably be discontinued. This is a policy decision that should involve the library director. The decision to discontinue a program or activity should not be left entirely to the analyst.

Step 6: Meeting Standards and Quality Control

Is the incumbent meeting the standard? Is the standard reasonable? Do you have other quality control issues? Do you measure this on a regular basis? The answers are not clear from the description. Even if the cataloger is meeting the standard, a backlog will most likely be created. Although you have used 2,000 hours in your calculation, this obviously includes vacation and sick leave for which the person is paid. How do you figure this in? Do you have other quality control issues? The call number and subject heading is provided, so there is little room for classification, subject heading, or other errors. If a mistake is made in recording pagination, will this affect access? If not, should you worry about it or even monitor it? If you do evaluate quality control issues, what does this cost, and is this an element of cost you should add to your CIP cost amount?

Step 7: Waste or Inefficiency in the Workflow or Process

Within the system as described, there do not seem to be any non-value-added processes. But what if you took a larger view and included adjacent systems (acquisitions and marking)? Would there be any non-value-added activities there? This invites the question of how we define an activity and will be dealt with in the next section.

Step 8: Effect of Elimination

If you were to eliminate any part of the operation, what would be the projected effect? Would it negatively impact other systems in the library? This depends on what should be eliminated or changed. Does this job require a paraprofessional at the level currently used?

Differences between Traditional Cost Accounting and Activity-Based Costing

As stated, this would be a perfectly reasonable workflow analysis as currently practiced in libraries. The traditional cost accounting analysis would state that this cataloging costs the library $48,774 per year. As suggested above, the traditional cost accountant would probably stop there. Any reduction in cost could only be achieved by increasing the incumbent’s productivity or by using a lower-paid employee to carry out this work. But this approach has been framed by the departmental boundaries and the definition of what the operation within that departmental boundary costs as well as the type of indirect cost allocation method that is used. ABC, however, goes further. In your examination of CIP cataloging, you were moving toward this procedure by flowcharting the elements involved in all the processes related to CIP cataloging, namely, acquisitions processing and marking.

In traditional cost accounting, you only use the personnel costs, the equipment costs, and other overhead costs allocated to the department, not the activity, to determine how much CIP cataloging costs. That is, you would have calculated how much it costs to catalog each title with CIP cataloging data but would not have examined the entire process or activity of CIP cataloging and the processes or activities that feed into it or that lead out of it. Further, the allocation of indirect costs is made using one of three methods, all of which allocate indirect costs to departments. In our CIP example, you would be limited to examining the CIP cataloging process but perhaps not look beyond it or not look at what was going on in a different way.

On the other hand, with ABC, costs, including indirect costs, are first assigned and allocated to activities and then to the services or products that eventuate from the activities. Remember that no cost system measures costs perfectly. In the traditional method described above, you missed identifying the non-value-added activities, such as moving the books from one section to another, because those seemingly insignificant actions were outside your frame of analysis, especially if you did not flowchart the processes involved. This focus on activities resulted from the realization by cost accountants in industry that activities, not production volume, cause costs to be incurred.

In ABC costing, the analyst collects costs, including indirect costs, to what are called functional cost pools (just groups of individual costs) and then allocates these costs to products or services on the basis of activity cost drivers (generators of costs). Cost behavior is viewed as being caused by variations in activity volume. In general, note that costs are always a function of both volume and complexity. Recognize that an activity is an event or task undertaken for a specific purpose. Activity cost pools are accumulations of all overhead and direct costs involved in the processing of each activity cost driver. The calculation of the overhead or indirect costs is very likely to be different from the result obtained by the three traditional methods mentioned above and described more fully in the appendix to this chapter.

Once costs have been collected into cost pools, they can be disaggregated (analyzed in more detail) to provide a more accurate way of determining and measuring a service cost. However, as our cost measurement becomes more detailed, the cost of applying ABC also increases. The decision to use ABC is, ironically, a cost-benefit decision. That is, will the cost of using ABC be outweighed by the benefit or reduction in costs for the production of goods or the provision of services?

Cost-Benefit Estimation Using ABC

As you did earlier in the examination of financial statements and budgets, you are again going to be required to forecast and estimate monetary amounts. In this case, you are estimating the costs and benefits of specific activities. Granted, these estimates are based on concrete figures of salary, benefits, equipment, supplies, and overhead, but the precision with which we do this is limited. The procedures to approach this analysis from the perspective of ABC are shown below.

Procedure for ABC

1. Identify Key Activities

This may seem fairly straightforward, but care must be taken in identifying key activities or a distorted view of the process will result. For example, the analyst should interview the actual workers, not their supervisors, because the supervisors may not understand the detailed procedures involved in the activity. This is similar to a traditional approach, with the difference being that more thought is given to identifying what the activity actually is. In the traditional example, you identified the activity as cataloging of CIP materials, and your analysis was focused on the department with the overhead costs allocated to the department. Here you will identify the activity as the processing of CIP materials, and the overhead costs are allocated only to the specific activity or activities under examination. Of course, if this were a negligible amount of a library’s acquisitions, it may not make much sense to do this, but in this case, the number of titles involved warrants this approach.

2. Analyze Each Activity to Determine the Cost Driver

A cost driver is any factor that causes a change in an activity’s cost. For your CIP cataloging example, the major cost driver is the number of materials received in acquisitions that provided CIP cataloging data. The identification of a cost driver may not always be so straightforward. For example, if you were to analyze the interlibrary loan function, you might identify separate cost drivers for borrowing and lending materials. The cost driver for lending materials is the number of requests received from other institutions. For borrowing materials, the cost driver is the number of requests from within the institution for materials not apparently held by that institution. These are different cost drivers and must be disaggregated to enable an accurate analysis.

Part of this process also involves identifying the relationship between the cost driver and the activity cost. That is, under most cases, as the cost driver increases, the activity cost will increase. Once this relationship is confirmed, you must also ask for the specific amount that each cost driver increases the cost. In the CIP case, the question is this: for each book received that has CIP data, how much does this cost? Does this cost vary at different levels of activity or is it constant regardless of the number of materials received with CIP data? In the traditional approach, this question was ignored, simply taking total costs and dividing them by the number of titles to arrive at an average cost per volume.

This type of cost estimate is often not one that is easily obtained from the library’s accounting system. You will have to obtain salary and equipment cost information, and you would have to use this to determine the cost driver cost.

3. Allocate Staff Time to the Activities Identified

Allocating staff time to activities may also be difficult in that time sheets or time cards may not reflect what specifically an employee was working on, only that she or he was working in the cataloging department or in the acquisitions department. For employees that do many different tasks, an analysis of their specific work activities may be required to accurately estimate the amount of time spent on the activity under investigation.7 This is just another example of where forecasting and estimation plays a role in financial management and may contribute to inaccuracies.

4. Attribute Staff Salaries and Other Costs to Activity Cost Pools

Once staff time is attributed to activities, the appropriate percentage of their salaries and benefits are then calculated, and those amounts are attributed to the activity cost pool. A cost pool is simply the total amount of costs attributable to an activity, such as staff salary and benefits directly involved in the activity, any supervisory costs, supplies, equipment, and overhead.

5. Determine a Cost per Cost Driver

The final step, determining a cost per cost driver, helps the analyst see what each step of the activity costs, depending on the cost driver involved. Non-value-added activities may be more easily identified if the analysis is sufficiently detailed. Of course, the more detailed the analysis, the more such an analysis costs, which may be a deterrent.

6. Eliminate Non-Value-Added Activities

Using the results of the analysis, it is time to eliminate any non-value-added activities. What is an added-value activity or non-value-added activity? “If an activity does not directly contribute to the achievement of a patron-service objective, it is considered to a non-value-added activity. Examples of non-value-added-activities are reporting, moving materials, sorting, storing, counting, recording, or checking. The time devoted to these activities generates non-value-added costs.”8

Reevaluation of the Cost Analysis Using Activity-Based Costing

With these steps outlined, let’s reevaluate the initial cost analysis of CIP cataloging. In the original, admittedly simplistic analysis, you identified the area for analysis as CIP cataloging. In that analysis, you determined that each title cost $4.87 per year. Is this the true cost of that activity? In answering this question, look at the activity involved in a slightly different way. As before, assume that the process analyzed is the same. That is, the workflow (figure 22.2) is unchanged.

But now, let’s isolate the activity differently. Rather than just view CIP cataloging as the activity, view the processing of CIP materials as the activity, from their arrival in acquisitions to the placement on the shelf. From this perspective, you still have the same cost driver, the amount of CIP materials received, but now you also have additional costs. Those additional costs are attributed to the personnel in acquisitions that process those CIP materials upon receipt as well as the personnel who mark the volumes after leaving cataloging. It also includes the equipment and supplies used by those personnel as well as any supervision required of those personnel. As a result, this analysis does increase the cost per volume simply because it includes processes that occur with these materials prior to cataloging, but it also reveals several non-value-added activities: for example, the repetitive action of placing a book on the book truck, transferring the book truck to the next processing station, removing and handling each volume for that next step, and repeating the procedure again. This adds no value to the cataloged volume.

From this procedure, the analyst can then ask whether other arrangements are possible that would eliminate those non-value-added actions. One possibility would be to concentrate all of the processing of CIP materials in the acquisitions unit itself. That is, have the same person do the receipt processing, the cataloging, and the marking of the volume all in one place, thereby eliminating all the handling of material.9 This, of course, would necessitate the training of the paraprofessional to carry out all the processes and may necessitate the transfer of some personnel within the library. Let’s apply this approach to another concrete example, again in cataloging.

At Northeast Public Library District in Northeast, New York, the push is on for efficiency and effectiveness in municipal operations. The city of Northeast (population 29,234) has instituted a program to decrease costs while maintaining the quality of services. As a first step in this citywide project, all city departments have been asked to perform an ABC assessment of its operations. In the library, the director has asked each unit head to carry this out. As the head of acquisitions, you have been asked to perform such a study with the monographs acquisitions unit. Your methodology will then be used as a paradigm for the rest of the library.

Figure 22.2Workflow
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From last year’s library’s annual report, you have the following data for acquisitions:









	Salaries

	(including benefits, etc.)

	$164, 291




	Additional data:

	 

	 




	Depreciation expense and maintenance on equipment

	 

	$14,230




	Facilities expense

	 

	$6,000




	Office supplies

	 

	$3,250




	Total

	 

	$187,771







Because of the tough financial situation, the revenue stream is static for this year, and you can fortunately (unfortunately?) expect to have the same expenditures as last year in all of these categories.

The monographs acquisition section consists of four people. Their activities include receiving purchase orders (PO) for monographs from selectors, verifying that the item being ordered is not a duplicate unless the selector allows this, verifying the information on the purchase order as accurate, and entering the PO information into the automated ordering system where it is communicated to the library’s jobber. When items that have been ordered are received, the employees check the invoices against the items received, indicate that the item has been received in the automated system, and then send it either to the cataloging department, or, if the item is shelf ready, to another employee in the acquisitions section who verifies the bibliographic data in the record against the item received and then sends it to be shelved. Two employees are involved in ordering, receiving, and disbursing the item to be cataloged. One employee does the shelf-ready “cataloging,” And one employee supervises the operation of the other three employees. This person also does troubleshooting and resolves problems that occur and communicates with the jobber.

That ABC consists of six basic steps:


1.Identify the key activities.

2.Identify relevant cost drivers for each activity.

3.Allocate staff time to activities.

4.Attribute staff salaries and other costs (e.g., overhead or indirect costs) to activity cost pools.

5.Determine a cost per cost driver.

6.Eliminate non-value-added activities.



Once this analysis is carried out you will at least know what each part of the activity costs.

Upon investigation, you have found out the following: The two people doing the purchase order and receipt processing earn $36,920 and $35,760, respectively. The shelf-ready cataloger earns $31,200 per year, and the section head earns $60,411 per year. The indirect costs for these three specific activities have been calculated as $1,500 each. Here is further information to assist your analysis:


12,361 monograph titles were ordered last year.

11,825 monograph titles were received and processed.

10,820 titles were shelf ready.

1,005 titles were sent to cataloging.



This would result in the following analysis:

1.Identify the key activities:

Supervision and problem resolution

Ordering

Receiving

Disbursing

Cataloging

2.Identify relevant cost drivers for each activity.







	Cost pools

	Cost drivers




	Ordering

	Number of POs




	Receiving

	Number of books received




	Disbursing

	Number of books received




	Cataloging

	Number of shelf-ready books





3.Allocate staff time to activities.











	Time Allocation




	Employee

	Supervision and problem resolution

	Ordering

	Receiving

	Disbursing

	Cataloging




	A

	 

	50%

	25%

	25%

	 




	B

	 

	50%

	25%

	25%

	 




	C

	 

	 

	 

	 

	100%




	D

	100%

	 

	 

	 

	 





4.Attribute staff salaries and other costs to activity cost pools. Here note that we have attributed $1,500 of overhead costs to each activity identified.











	Dollar Allocation to Cost Pools




	Employee

	Ordering

	Receiving

	Disbursing

	Cataloging

	Total




	A

	$18,460

	$9,230

	$9,230

	 

	$36,920




	B

	$17,880

	$8,940

	$8,940

	 

	$35,760




	C

	 

	 

	 

	$31,200

	$31,200




	Supervision

	$15,103

	$23,000

	$7,206

	$15,102

	$60,411




	Indirect costs

	$1,500

	$1,500

	$1,500

	$1,500

	$6,000




	Depreciation & Maintenance

	$3,557

	$3,558

	$3,557

	$3,558

	$14,230




	Office supplies

	$900

	$250

	$600

	$1,500

	$3,250




	 

	$57,400

	$46,478

	$31,033

	$52,860

	$187,771





5.Determine a cost per cost driver.










	Activity Cost Driver Table for Monograph Cataloging




	Activity

	Cost driver

	Total cost

	Driver volume

	Cost per driver




	Ordering

	Number of POs

	$ 57,400

	12,361

	$ 4.64




	Receiving

	Number of books received

	$ 46,478

	11,825

	$ 3.93




	Disbursing

	Number of books received

	$ 31,033

	11,825

	$ 2.62




	Cataloging

	Number of shelf-ready books

	$ 52,860

	10,820

	$ 4.89





6.Eliminate non-value-added activities.

Non-value-added activities are identified during the course of the analysis.

Describing this process with artificial examples is one thing. Carrying it out in real time in an actual library is another. For example, you would certainly need additional information about the library and the activities involved. Additional questions you might ask include the following:


•If you were able to identify non-value-added activities, how would you manage the time freed up by this change? Keep in mind the maxim that “work fills the time allotted.”

•Do you have library personnel that are able to carry out such an analysis?

•Would the potential savings achieved be worth the cost of the analysis? Granted, this is an estimate, but it is necessary to consider this prior to embarking on such a study.

•What is the activity that you are investigating? As we showed above, if the identification of the activity is too narrow, you may not be able to identify non-value-added activities. If you define it too broadly, you may be dealing with more complexity and have difficulty in properly identifying costs.



Summary

Many municipalities and institutions of higher education use activity-based costing (ABC). Being conversant with its principles and procedures has the potential to add credibility to any budget presentation and, most importantly, to create more efficient and effective services. Note that ABC focuses on ways to save time by eliminating non-value-added tasks; this in turn can save money. It does not directly result in cost reduction.

Appendix: Traditional Methods of Indirect and Overhead Cost Allocation

Besides determining the direct costs involved in providing a service, indirect costs are often allocated to specific activities or programs to get a more comprehensive view of the total cost attributable to that service. These traditional methods allocate indirect costs to the department, not to the activity.

There are many methods used to allocate indirect costs. These are widely used in industries where generally accepted accounting principles (GAAP) require that indirect costs (overhead) be allocated to the units produced. The following points should be kept in mind when determining indirect costs in a library setting.


1.This mandatory use of indirect costs in industries is not usually operable with library cost accounting but is recommended.

2.The methods often used to allocate indirect costs are the direct method, the step-down method, and the reciprocal method.

3.Whatever method is used, the key thing is that the allocation base must reflect a cause-effect relationship. For example, maintenance is based on square footage, and computer use is based on CPU time.

4.These methods differ to the extent that they account for service departments providing service to other service departments and to production departments.



Direct Method

The direct method charges the costs of service departments to user and production departments without making allocations between service departments or to other service departments. For example, in May, the HR department processed seven new hires. Three of them went to cataloging, three went to reference, and one went to ILL. The cost of processing these hires was $7,000. Here is the cost allocation:








	Cataloging

	$3,000




	Reference

	$3,000




	Circulation

	$1,000







The direct method is the most widely used. It ignores services provided to other service departments. Other direct methods would be using the number of square feet occupied by the user or production department. In activity-based costing, the cost accountant would record the time and resultant cost actually incurred in the processing of each hire and then attribute those costs to the specific activity.

Step-Down Method

The step-down method of indirect cost allocation recognizes that some service departments provide services to other service departments.

Example of Step-Down Method of Cost Allocation

Total Cost% of Services Provided by Service Department to:













	All Departments →

	Service Department

	HR

	IT

	Facilities

	Tech Services

	Public Services

	Total




	$80,000.00

	HR

	0

	10%

	10%

	30%

	50%

	100%




	$200,000.00

	IT

	5%

	0

	15%

	40%

	40%

	100%




	$100,000.00

	Facilities

	0

	0

	0

	50%

	50%

	100%





1.Amounts provided to itself are ignored.

2.Row sums to 100%.

3.HR allocated first due to internal library rationale, e.g., provides greater amount of services to other departments.

4.Tech Services and Public Services are solely the recipients of “services” from HR, IT, and Facilities.














	 

	 

	HR

	IT

	Facilities

	Tech Services

	Public Services

	Total

	 




	Cost Prior to Allocation

	 

	$80,000.00

	$200,000.00

	$100,000.00

	$−

	$−

	$380,000.00

	row total




	Allocate HR costs

	 

	$(80.000.00)

	$8,000.00

	$8,000.00

	$24,000.00

	$40,000.00

	 

	 




	Allocate IT costs

	 

	 

	$(208,000.00)

	$33,280.00

	$87,360.00

	$87,360.00

	 

	 




	Allocate Facilities Costs

	 

	 

	 

	$(141,280.00)

	$70,640.00

	$70,640.00

	 

	 




	Total

	 

	'$

	$−

	$−

	$182,000.00

	$198,000.00

	$380,000.00

	row total





Once you allocate the HR and then proceed to IT allocation, you can’t allocate the IT allocation back to HR so your percentages do not sum to 100% (15 + 40 + 40= 95%, i.e. omiting the 5% of IT used by HR) so you have to normalize it to 100%. (The 5% allocated to HR reduces the allocation to 95%.)









	15/95

	=

	16%

	−0.16




	40/95

	=

	42%

	 




	40/95

	=

	42%

	 




	 

	 

	100%

	 





A specific service department allocates costs to another service department, but once it allocates its costs, no other costs are allocated back to it. The choice of which department to begin the allocation with is important. Usually the first department chosen to allocate costs is the one that provides services to the most other users or production and service departments or the one that has the highest costs. A change in which one you start with affects the costs allocated to the other departments. (See the example on the previous page.)

Reciprocal Method

The reciprocal method recognizes all services provided by any service department to users or production departments, including services provided to other service departments. This is deemed the most accurate traditional method because it recognizes the reciprocal services provided to other service departments. It is also the most complicated because it involves solving a set of simultaneous equations.

Exercises

Chose an activity or department in your library and answer the following questions. After answering the questions below, decide whether you should perform a full-blown activity-based costing analysis on this activity or department or some other activity or department.


1.Describe the possible methods involved in identifying the key activities. In doing this, specify what the shortcomings of these methods are. Which method is likely to be most accurate? What activity cost pools did you identify?

2.Identify the relevant cost drivers.

3.Describe the methods by which you would allocate staff time to the activities identified in exercise 1. Again, what are the pros and cons of each of these methods?

4.Attributing staff salaries to activity cost pools is relatively straightforward based on the data obtained in exercises 1 and 3. How would you allocate nonsalary costs to these cost pools?

5.If you were able to identify non-value-added activities, how would you manage the time freed up by this change? Keep in mind the maxim that “work fills the time allotted.”



Conceptual Questions

1.How does activity-based costing differ from the traditional approach to cost accounting?

2.Define activity cost pools and how they figure in activity-based costing.

3.Under what type of cost accounting are indirect costs allocated to departments?

4.Under what type of cost accounting are indirect costs allocated to activities?

5.Discuss how an analyst identifies cost drivers.

6.Define a non-value-added activity. Why is the identification of non-value-added activities important in carrying out an activity-based costing analysis.

Notes

1.G. Stevenson Smith, Cost Control for Nonprofits in Crisis (Chicago: American Library Association, 2011), 20.

2.Closely related to ABC or ABM is the lean manufacturing movement. For library applications of this, see John J. Huber, Lean Library Management: Eleven Strategies for Reducing Costs and Improving Services (Chicago: ALA, 2011).

3.Note how this is closely related to the assessment paradigm.

4.James A. Brimson and John Antos, Activity-Based Management for Service Industries, Government Entities, and Nonprofit Organizations (New York: John Wiley & Sons, Inc., 1994), 15.

5.Robert H. Burger, “Caveat Lector, Caveat Descriptor: Or What You Think Flowcharts Say Is Not What They Should Have Meant,” Journal of Academic Librarianship 6(5): 260–263.

6.“About CIP,” Library of Congress, last accessed May 29, 2015, http://www.loc.gov/publish/cip/about/index.html.

7.J. L. Divilbiss and Phyllis C. Self, “Work Analysis by Random Sampling,” Bulletin of the Medical Library Association 66(1): 19–23.

8.Smith, Cost Control, 44–45.

9.Lynn Wiley, head of acquisitions at the University of Illinois Library, implemented such a change in workflow several years ago.
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Cost Accounting: Cost Estimation, Break-Even Analysis, Life-Cycle Costing, Differential Costing, Leasing, and Outsourcing
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Context

What This Chapter Covers

This chapter is concerned with several cost accounting approaches and methods. The purpose of the chapter is to provide an introduction to these topics rather than a detailed explication of all their complexities.

Why This Material Is Important

This material is important because every financial manager should at least be able to critically assess any cost accounting study and ask appropriate questions regarding assumptions and estimates. Only by knowing the basics of these techniques can someone offer intelligent criticism and questioning of their appropriate application.

What You Should Learn from This Chapter

After completing this chapter, you should be familiar with the basic techniques covered here and also be aware of the roles that estimation and forecasting play in many of these applications.

Introduction

Traditional costing approaches and activity-based costing are based on analysis of what is currently being done with financial information for salaries and other operating expense categories already identified. In this chapter, the focus shifts to estimating what something will cost. These techniques are used in budgetary projections and grant applications as well as in deciding between a current cost and an estimated cost. We will first deal with cost estimation, which is closely tied to chapter 8, on estimation and forecasting.

Cost Estimation: General Approaches

In carrying out cost estimation, you must be clear concerning the element or elements that are being estimated. Are you trying to figure out the time to do a task, the number of users or enrollees necessary to make an offered program cost neutral, or some quantity of material needed to carry out a task or project? The element that is being estimated will dictate, to a large degree, the approach you take. Here are some common ways of obtaining these estimates.

Past Experience

Data from past experience can be used in most cases as an initial estimate. Of course, this requires actual data from past practice to support the estimate, and this data must be used with care. For example, if you are estimating how many patrons might attend a program on the use of archives, you should not only take into consideration the number of attendees at past programs of this nature but also the time of year when the program was presented, the amount of marketing and advertising and other efforts that went into announcing the availability of the program, the fee, if any, and any other factors that may have affected attendance. As you can see, this type of estimate requires a lot of assumptions about past behavior and its applicability to the present.

Probabilities and Sensitivity Analysis

Several techniques are closely related to past experience. The first of these estimating techniques is subjective probability. This entails asking an individual manager what the estimated number of attendees might be. Obviously, it relies on the experience and expertise of the individual manager, and that manager is most likely relying on past experience and past data.

Another technique is empirical probability. This estimate is calculated through sampling or a count of activities. The probability is then calculated based on the frequency of past occurrences of these counted activities. For example, a manager might want to estimate how much time he or she devotes to supervising a specific worker or activity over the course of a month. He or she could randomly sample activities over the course of a month and determine the percentage of time that was devoted to that specific activity within an acceptable margin of error.1

These types of probabilistic estimates are often identical to or at least closely related to sensitivity analysis. However, once the estimates are obtained, the analyst then uses different values of these estimates to determine how the event affected by these estimates, the dependent variable, would be affected.

Learning Curve

The learning curve technique is often based on a pilot procedure, replicating the proposed task, of how long and with what constraints it takes an employee to carry out the task. For example, suppose the library staff is preparing a budget for the cataloging of a well-defined rare book collection and intends to hire a cataloger to do this. The budget for the grant will specify the number of rare books to be cataloged in the collection and an estimate of the amount of time needed to do this. The cataloger hired through the grant will then be required to catalog the collection in the time initially estimated or else the project will not be finished within the fiscal and temporal constraints of the grant.

One way to obtain this estimate is by past practice or using current standards of the amount of time needed. But in some circumstances, the task may be just different enough from past practice that another approach is needed. This is where the learning curve technique is applicable. With this technique, several iterations of the task are measured, and a calculation is made to determine how long it will take to reach an expected standard rate of performing a task. Granted, the first several iterations will not meet the standard, but, with practice and familiarity with the task, a reasonable estimate can be made. The caveat with this technique is to allow for other normal intrusions on an employee’s time, such as bathroom breaks, sick leave, and vacation.

Cost Estimation: Break-Even (BE) Analysis

The break-even (BE) analysis technique uses projections of costs, revenues, contributions, and appropriations to determine the level of operation where total costs are equal to total revenues. It is called BE because the point of intersection between total cost and total revenue is the BE; at that point, there is neither a loss nor a profit.

Formula for BE Point

Here is the formula for figuring the BE point:


BE Point = Fixed Cost Dollars/(Selling Price (Per Unit) – Variable Cost (Per Unit))

OR

BE Point = Fixed Cost Dollars/Contribution Margin per Unit



Example: Selling Book Bags to Patrons

The cost of book bags from a supplier is $12 per bag. The library will purchase 300 bags that are nonreturnable and will sell them for $15 each. How many bags must the library sell to break even?

In this case, there is the fixed cost of $3,600 because the library must buy 300 bags. With no variable cost per bag, the denominator is $15. A variable cost would be an expense incurred with each bag, thereby lowering its selling price.


BE Point = $12 × 300/$15

OR

$36,000/$15 = 240 bags



You must recognize some limitations. First, you must be able to distinguish between fixed and variable costs. In the example above, recognizing that the cost was fixed with what might have been considered a variable cost is central to obtaining the correct answer. Second, you must be careful to identify the fixed costs and the time period under analysis because fixed costs may not remain constant over the long term.

Let’s look at another example.

Example: Financial Planning Program for Patrons

Suppose that the library staff members want to offer a program for the public on personal financial planning. Let’s assume that they would have to hire a financial planner to present the program. They charge a fee of $1,000, with the only constraint that the paying audience has to fit into the library’s auditorium. They also estimate that it will cost approximately $1,000 in advertising and materials to present the program. Finally, they intend to provide a pen and notepad to each attendee for a cost of $2 per person. This will be part of the total fee charged to each attendee.

The library management is not sure what to charge the public. They all know, of course, that the lower the cost, the greater number of people will attend, and the higher the cost, the lower number of people will attend. Above all, they want to break even with the program. How should they proceed? If they charge $50 per person for the all-day program, they will break even if they get 42 people to register and pay.


Fixed cost: $2,000 ($1,000 for the financial planner and $1,000 for advertising and materials). They must incur these costs just to offer the program.

Price per participant = $50

Variable cost (pen and notepad for each participant) = $2

BE Point = $2,000/($50 – $2)

BE Point = $2,000/$48

BE Point = 41.66 patrons (round to 42)



Based on previous programs of this nature, they know that attendance is usually high, and the auditorium can sit 100 people. If they have more than 42 people register, this program will be a moneymaker. But another consideration arises. This $50 fee may prevent some people who very much need the program from attending; if they lowered the attendance fee to $25, it would be more affordable, and they would still be able to fit all the attendees into the hall.


Fixed cost: $2,000 ($1,000 for the financial planner and $1,000 for advertising and materials). They must incur these costs just to offer the program.

Price per participant = $25

Variable cost = $2

BE Point = $2,000/($25 – $2)

BE Point = $2,000/$23

BE Point = 86.95 patrons (round to 87)



The only problem they now have is that if they don’t meet their attendance goal of 87 to break even, the library will be responsible for making up the difference.

As you can see, this simple calculation does not completely solve the problem for us. Other considerations weigh in, especially when the library has a choice of setting the price. The advantage here, however, is that the decision can also be informed by past experience regarding attendance and optimal scheduling times. The financial risk is now more clear than it would have been, absent the BE calculation.

Differential Costing

Like BE analysis, differential costing analysis uses projected cost information to make decisions. Unlike BE analysis, however, the manager is only concerned with costs that change when faced with making a choice between two alternatives. Here you will consider differential costing from two different perspectives. The first is where you are dealing with a short-term project in which only cash costs between alternatives are considered or if for longer term, no equipment costs figure in the calculations. An example is making a choice between performing an activity within the library or outsourcing the activity. Cataloging is an activity that librarians often approach from this perspective. The other perspective of differential costing usually involves the purchase or lease of equipment. From this perspective, the analyst must consider the costs over time and depreciation. This type of analysis uses present value calculations in making a decision.

As with many other planning techniques, with both perspectives data are not always hard data but include projections developed by managers and vendors. What follows is, first of all, a description of leasing and the two different types of leases and then of outsourcing. After this, the chapter discusses life-cycle costing, the term used to describe the differential cost analysis between two or more alternatives that involve any fixed asset.

Leasing and Outsourcing

Libraries are often faced with a choice between performing an activity within the library or engaging an outside firm to perform the activity. Examples include security guards, cataloging, or different types of copying and reproduction services. The general term for hiring external parties to perform library operations is called outsourcing. Engaging outside parties to perform these activities not only involves the negotiation of a contract, which was covered in chapter 15, on contract basics, but can also involve a lease. A lease is a contractual arrangement calling for the lessee or user to pay the lessor or owner for use of an asset, such as a piece of equipment, property, or software program. Leases usually involve equipment or buildings, but for your purposes here can be viewed as the non-in-house alternative. Let’s examine the general features of leasing and outsourcing.

Leasing

You will choose between two types of leases, an operating lease or a capital lease. Operating leases are used in private life for apartments and car rentals. In libraries, it may involve copier machines, security gates, or other equipment. In this type of lease, the lease or rental payments are made to the owner of the property or equipment for services rendered. Other possible incidental costs may be involved. At the end of the lease term, any property in the lease is returned to the owner. The owner of the property is called the lessor, and the person leasing the property is called a lessee.

The other type of lease is called a capital lease. In this type of lease, the terms are often more complex.2 With this type of lease, the risks of ownership are transferred to the lessee because the lease is essentially an agreement to purchase the leased property at the end of the lease’s term. For financial reporting, the lease is an asset recorded on the financial statements of the lessee and capitalized. Under generally accepted accounting principles (GAAP), the lease is therefore essentially considered as a purchase. From a managerial point of view, it is more important to understand the cash inflows and outflows related to the lease agreement. A capital lease is likely to include several options that do not occur with an operating lease. For example, at the end of the capital lease, there is usually a bargain purchase option, which allows the lessee to purchase the leased equipment for essentially salvage value. Because the equipment is already listed as an asset on the lessee’s financial statement, such a sale will likely only slightly alter the carrying value of the equipment, assuming that depreciation has been applied to the equipment over the life of the lease.

Another complexity that can occur, although not common in libraries, is the sale and leaseback transaction. For example, the owner of a piece of equipment may sell a piece of equipment and then lease back the piece of equipment from the buyer. This has been done in certain aerospace defense contracts as well as real estate transactions. It is rare in libraries.3

When making cost comparisons between lease versus purchase, the costs of each alternative are compared over the same time periods, the term of the lease versus the useful life. In addition, present value analysis is usually used, and this, of course, involves the time value of money calculations. Furthermore, periodic rental payments in a lease are treated as annuities in such calculations. They are usually paid at the beginning of a period, so they are calculated as an annuity due.

Outsourcing

As discussed above, outsourcing is essentially renting or leasing labor to perform a task. Outsourcing can be useful in some situations but does carry some risks. For example, the ability of the library staff to control the quality of the product, such as shelf-ready cataloging, or service, such as security guards, is only as good as the contract with the outsourcing company. This is also a good application of differential cost analysis. The difficulty comes in choosing what are relevant costs. For example, in considering whether to hire security guards in house or to sign a contract with a firm that provides security guards, should training be included in the cost calculations? Certainly, when hiring in house, any new employee receives orientation and training according to the policies in effect for the library. Orientation and training cost the library in terms of staff time. This cost can be calculated.

But what about orientation and training of security guards obtained through outsourcing? Presumably these guards are already trained, but they will also require some orientation to the library and its policies. One might conclude that these costs are the same and therefore should probably not be included in the differential costing analysis. However, can the library staff assume that the outsourcing company will always assign the same guards to the library? If not, then additional orientation and training for the specifics of the library will be necessary, thereby generating costs in excess of those that would be incurred with hiring in house. This is just one example of determining what the relevant costs may be with either alternative.

Life-Cycle Costing

According to G. Stevenson Smith, “Life-cycle costing is defined as the accumulation of all costs related to an asset, project, service, or management policy over its entire life from start to completion or abandonment. It is usually applicable to long-term purchases where the asset involved has annual maintenance costs, beginning installation costs, and removal costs.”4 Life-cycle costing usually demands determining the present value of future expenditures related to the asset or activity. These values at the present are determined by time value of money (TVM) considerations, as shown in the following example.

Your library currently has three copiers that are at the end of their useful lives, and so you have to do something to replace them. You have two possibilities: the library can purchase one or it can lease one for a five-year period. The useful life of a copier under either option is five years. The purchase option would require that you have a monthly maintenance contract and purchase paper on your own. The other option entails leasing the three copiers with a monthly leasing charge and a per page fee. The lease would be an operating lease.

Here are the specifics for the purchase option:








	Purchase Option

	 




	Purchase price per copier

	$8,200.00




	Cost of a ream of paper (500 pages/ream)

	$3.50




	Maintenance contract/per month/per copier

	$200.00







Under this option, you estimate that the price of paper will increase 3 percent per year. With the purchase, you would also opt for a maintenance contract for five years, with a 5 percent increase in the maintenance fee per year.

Here are the specifics for the lease option:








	Lease Option

	 




	Leasing fee per copier per month

	$150.00




	Paper per page fee

	$0.03







Under this option, you know that the leasing fee will increase 5 percent per year, and the page fee will remain constant throughout the life of the lease. You estimate that you will be using 360,000 pages per year. To compare the costs of the two options you will have to do the following:


1.Find the total cost of each element of each option for the five-year period and then the total cost for each option. Based on this calculation, which at this point does not involve time value of money considerations, you will see the total future cost, other considerations aside.

For the purchase option you have the following:














	Purchase

	 

	 

	 

	 

	 

	 

	 

	 




	 

	Cost per

	Total cost

	Year 1

	Year 2

	Year 3

	Year 4

	Year 5

	Total




	Copier

	$8,200.00

	$24,600.00

	$24,600.00

	 

	 

	 

	 

	$24,600.00




	Paper

	$3.50

	$2,520.00

	$2,520.00

	$2,595.60

	$2,673.47

	$2,753.67

	$2,836.28

	$13,379.02




	Maintenance Contract

	$200.00

	$7,200.00

	$7,200.00

	$7,560.00

	$7,938.00

	$8,334.90

	$8,751.65

	$39,784.55




	 

	 

	 

	 

	 

	 

	 

	 

	$77,763.57





 

For the leasing option you have the following:














	Lease

	Cost per

	 

	 

	 

	 

	 

	 

	 




	Monthly fee

	$150.00

	$5,400.00

	$5,562.00

	$5,728.86

	$5,900.73

	$6,077.75

	$6,260.08

	$29,529.41




	Per page fee

	$0.03

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$54,000.00




	 

	 

	 

	 

	 

	 

	 

	 

	$83,529.41







The difference in cost by this method is $5,765.84. This is a significant amount that may lead you to choose the purchase option, even if you can see some nonfinancial downside to it, such as potential administrative costs that you had not figured in here.

2.Now find the present value (PV) of the total cost of each option using a 2.5 percent discount rate, discounted annually, and FV is the future value.5 This is a PV problem:


PV = FV × (1 ÷ (1 + i)n),



where

i = 0.025, n = 5, and FV = your total five-year cost

Based on this calculation you find that although the lease option is still more expensive, it is not as expensive in present dollar terms as the purchase option. Now, in PV terms, there is only a difference of $2,238.98. Of course, this PV calculation uses a relatively conservative discount rate. Note that in this calculation of the purchase option you do not discount the cost of the copier because the cost of purchase is incurred in the present.














	Purchase

	 

	 

	 

	 

	 

	 

	 

	 




	 

	Cost per

	Total cost

	Year 1

	Year 2

	Year 3

	Year 4

	Year 5

	Total




	Copier

	$8,200.00

	$24,600.00

	$24,600.00

	 

	 

	 

	 

	$24,600.00




	Paper

	$3.50

	$2,520.00

	$2,520.00

	$2,595.60

	$2,673.47

	$2,753.67

	$2,836.28

	$13,379.02




	Maintenance contract

	$200.00

	$7,200.00

	$7,200.00

	$7,560.00

	$7,938.00

	$8,334.90

	$8,751.65

	$39,784.55




	 

	 

	 

	 

	 

	 

	 

	 

	$77,763.57




	Copier PV

	 

	$24,600.00

	 

	 

	 

	 

	 

	 




	Paper PV

	 

	$11,825.10

	 

	Use a 2.5% discount rate for each item (inflation)




	Contract PV

	 

	$35,163.75

	 

	 

	 

	 

	 

	 




	Total PV

	 

	$71,588.85

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 




	Lease

	cost per

	 

	 

	 

	 

	 

	 

	 




	Monthly fee

	$150.00

	$5,400.00

	$5,562.00

	$5,728.86

	$5,900.73

	$6,077.75

	$6,260.08

	$29,529.41




	Per page fee

	$0.03

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$54,000.00




	 

	 

	 

	 

	 

	 

	 

	 

	$83,529.41




	Monthly fee PV

	 

	$26,099.70

	 

	 

	 

	 

	 

	 




	Per page fee

	 

	$47,728.13

	 

	 

	 

	 

	 

	 




	Total

	 

	$73,827.83

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 





 

Note here, though, that you are dealing with an estimated discount rate. Would a different discount rate change your decision making? Let’s say you used a 5 percent discount rate. Here are the results:

 














	Purchase

	 

	 

	 

	 

	 

	 

	 

	 




	 

	Cost per

	Total cost

	Year 1

	Year 2

	Year 3

	Year 4

	Year 5

	Total




	Copier

	$8,200.00

	$24,600.00

	$24,600.00

	 

	 

	 

	 

	$24,600.00




	Paper

	$3.50

	$2,520.00

	$2,520.00

	$2,595.60

	$2,673.47

	$2,753.67

	$2,836.28

	$13,379.02




	Maintenance contract

	$200.00

	$7,200.00

	$7,200.00

	$7,560.00

	$7,938.00

	$8,334.90

	$8,751.65

	$39,784.55




	 

	 

	 

	 

	 

	 

	 

	 

	$77,763.57




	Copier PV

	 

	$24,600.00

	 

	 

	 

	 

	 

	 




	Paper PV

	 

	$10,482.81

	 

	Use a 5% discount rate for each item (inflation)




	Contract PV

	 

	$31,172.24

	 

	 

	 

	 

	 

	 




	Total PV

	 

	$66,255.05

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 




	Lease

	Cost per

	 

	 

	 

	 

	 

	 

	 




	Monthly fee

	$150.00

	$5,400.00

	$5,562.00

	$5,728.86

	$5,900.73

	$6,077.75

	$6,260.08

	$29,529.41




	Per page fee

	$0.03

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$10,800.00

	$54,000.00




	 

	 

	 

	 

	 

	 

	 

	 

	$83,529.41




	Monthly fee PV

	 

	$23,137.07

	 

	 

	 

	 

	 

	 




	Per page fee

	 

	$42,310.41

	 

	 

	 

	 

	 

	 




	Total

	 

	$65,447.48

	 

	 

	 

	 

	 

	 




	 

	 

	 

	 

	 

	 

	 

	 

	 





Now the lease option is less expensive in present value terms ($807.57 less). Does this change your previous decision? This example illustrates two principles that have been discussed earlier in this text:


1.You must be aware of the basis of any estimate you make because it will affect your decision making and may result in negative unavoidable consequences.

2.Numbers don’t tell the entire story nor should they exclusively inform your decisions. Other nonquantitative factors may come into play.



Summary

In this chapter, several cost accounting techniques and approaches were examined, namely, general approaches to cost accounting, break-even (BE) analysis, differential costing, leasing and outsourcing, and life-cycle costing. These topics and their relation to libraries and other nonprofit organizations are covered more extensively elsewhere.6 The presentation in this chapter was only intended to serve as an introduction to these areas.

Exercises

1.Your library has thought of a way to raise additional revenue during its semiannual book sale. At the book sale, the library sells books that have been donated that the library will not add to its collection. You feel that you cannot greatly increase the prices of the books sold (traditionally in the neighborhood of $1 to $10), but you have thought of a way to increase the revenue gained. You decide you will offer library embossed coffee mugs to anyone who attends the book sale. In investigating the possibilities, you determine that you can purchase attractive coffee mugs with the library’s logo for $3.50 per mug if you buy at least 100 mugs. This is the minimum order. Each mug after that, regardless of the number bought, will cost $3.40 per mug. Additional data you know is that in the past 5 years, on average, 2,000 people have attended the book sale and that number has remained steady, even increasing slightly.

a.How many mugs will you need to sell at $4.25 if you want to break even?

b.How many mugs will you need to sell at $4.25 if you want to realize $200 in additional revenue?

c.How likely is it that you can break even, given the price of $4.25 per mug? Give a rationale for your answer.

d.How likely is it that you can realize $200 in additional revenue, given the price of $4.25 per mug? Give a rationale for your answer.

e.With the cost of the mugs in mind, what price would you set to maximize the amount of revenue you could obtain? In calculating this, use the previous rationales as a constraint. That is, rely on your estimates of how many you could reasonably sell to break even or to realize a profit of $200.

2.You are investigating possibilities for either purchasing a planetary scanner for your library or leasing it for 5 years (the expected useful life of such equipment). You will need to consider the following:

a.List the types of possible costs involved in each option (just the types, not actual monetary amounts).

b.Will you employ the life-cycle costing technique to compare the costs of each option? In answering this question, list the advantages and disadvantages to using this technique.

c.Assuming you have decided to use this technique, describe how you will decide what discount rate to use in this analysis.

d.In making your final decision whether to purchase or lease, describe the advantages and disadvantages of each option.

e.In making your final decision, what weight will you give to the least-expensive option, considering your response to question “d”?

f.How great a percentage difference would there have to be in the present value of each option for you to override your common sense preference?

Conceptual Questions

1.Describe some common ways of obtaining cost estimates.

2.Describe break-even analysis. Why is the identification of fixed and variable costs so important to the successful application of this technique?

3.What is differential costing? Give an example.

4.What are the two types of leases? What are the defining characteristics of each?

5.What is outsourcing? What financial caveats might you offer when engaging in outsourcing library functions?

6.What is life-cycle costing? Why is the choice of discount rate so important in this type of analysis?

Notes

1.For an example of work sampling, see J. L. Divilbiss and Phyllis C. Self, “Work Analysis by Random Sampling,” Bulletin of the Medical Library Association 66(1): 19–23.

2.Under generally accepted accounting principles, a lease is considered a capital lease if it meets at least one of the following criteria:


•Ownership. The ownership of the asset is shifted from the lessor to the lessee by the end of the lease period.

•Bargain purchase option. The lessee can buy the asset from the lessor at the end of the lease term for a below-market price.

•Lease term. The period of the lease encompasses at least 75% of the useful life of the asset (and the lease is noncancellable during that time).

•Present value. The present value of the minimum lease payments required under the lease is at least 90% of the fair value of the asset at the inception of the lease.



“What Are the Criteria for a Capital Lease,” Accounting Tools, last accessed December 13, 2015, http://www.accountingtools.com/questions-and-answers/what-are-the-criteria-for-a-capital-lease.html.

3.See, for example, “Leaseback,” Wikipedia, http://en.wikipedia.org/wiki/Leaseback.

4.G. Stevenson Smith, Managerial Accounting for Libraries and Other Not-for-Profit Organizations, 2nd edition (Chicago: ALA, 2002), 113.

5.The discount rate is an estimate based on the analyst’s judgment and prevailing and forecasted economic conditions.

6.G. Stevenson Smith, Cost Control for Nonprofits in Crisis (Chicago: ALA, 2011).
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Section VI

Marketing and Community Trust
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The next two chapters deal with marketing and ethics. Chapter 24 is an introduction to the marketing of library services. It describes the types of analysis required to formulate and carry out an effective marketing plan. It also identifies the various costs in doing so. Chapter 25 focuses on the ethics of financial management. Rather than dealing solely with the theoretical aspects of ethical financial management, it also provides ways in which established principles and rules can help to ensure ethical behavior in this area. The chapter concludes with a case study in the ethics of financial management.
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24

Marketing, Public Affairs, and Development: Communicating the Library’s Value1
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Context

What This Chapter Covers

This chapter introduces marketing terminology and a framework for using marketing to articulate the value of the library to multiple stakeholders. Furthermore, it provides a context for fund-raising and public affairs as they relate to the financial management of the library.

Why This Material Is Important

Marketing is becoming increasingly important for libraries of all kinds in part because of increasing competition for the services libraries provide and also because of the increasing costs of providing services and the inadequacy of conventional funding sources to cover those costs.

What You Should Learn from This Chapter

After reading this chapter, you should be able to use marketing techniques to articulate the value of the library to taxpayers, administrators, community members, and others. Both the internal and external costs to creating and maintaining this value will be covered as will the communication tools that are used to raise funds and publicize valuable services.

Introduction

Libraries provide valuable services to their communities. Really? How do you know? How do libraries pay for all of those books, programs, speakers, databases, and computers? Who needs all of those things? As someone interested in and learning more about library marketing, you are probably reading this chapter with the overwhelming assumption that libraries are indeed valuable. There is no question. You do not need it explained to you; you just know! This truth, self-evident to librarians, is not necessarily a collectively shared belief, nor should it be. Public, academic, and school libraries should not only want to explain their value to their patrons, but they have a financial duty to explain it to their stakeholders: taxpayers, businesses, university administrators, and private granting organizations. This explanation is broadly and commonly called a return on investment (ROI). These investments are made throughout the library and, if done successfully, can themselves demonstrate value to the library’s stakeholders. The purpose of marketing is to clearly communicate this value.

Marketing, therefore, is integral to every part of the organization. As a result, marketing activities generate real costs throughout the library. These costs vary from personnel salaries, professional development, and training to maintenance of the physical building and technological infrastructure and the acquisition of library materials. Libraries use different sources of funds to pay for these things. Some of these funds have certain restrictions on how they can be used. For example, certain city or state funds may only be used to pay for salaries. Often gift funds, which are discussed later in this chapter, are earmarked for certain types of collections or programs. These funds must not only be used appropriately but strategically as well. This is where marketing and fund-raising come into play because those activities not only have the potential to augment needed funds for the library but can also identify where new services are needed and where current services need to be altered or abandoned.

Basic Concepts

Marketing

The general idea of marketing actually encompasses several different aspects of an organization’s strategy to reach new customers, deliver value to those customers, interact with the customers and community in a positive way, and maximize the results of fund-raising and development. Proceeding through this chapter, it is essential to understand the formal definitions of terms related to marketing for libraries. As with other aspects of financial management, this chapter also relies on its own special vocabulary and techniques.

The American Marketing Association (AMA) provides a comprehensive definition of marketing. The definition, revised in 2014, states that marketing is “the activity, set of institutions, and processes for creating, communicating, delivering and exchanging offerings that have value for customers, clients, partners and society at large.”2 This makes the case that marketing must move beyond the notion of just communicating; rather, value to stakeholders must be created, delivered, and exchanged. As such, marketing is an integral part of library management in general and library financial management in particular.

The four most important items to extract from these definitions as it relates to public institutions such as libraries are the following:


1.Creating

2.Communicating

3.Value

4.Products and services



Silk puts this into a concise definition: “In general terms, marketing refers to what an organization must do to create and exchange value with customers.”3 Therefore, library administration and staff need to identify, refine, and create services and products that are valuable to the people they serve. They then need to communicate that value to their customers. Attempting to do one without the other will likely be in vain.

The curious reader might wonder what value is “exchanged.” In the for-profit world, the exchange value is the price paid for a good or service. In the nonprofit and governmental worlds, services are often not paid for directly. In this other realm, services are called nonexchange transactions. The customer doesn’t usually pay a price when receiving a service. However, the services are paid for through taxation, donations, or tuition. This indirect payment for services received presents challenges to those marketing library services. You must somehow explicitly demonstrate the link between the quality of services received to the indirect payment for those services, resulting in value to your library “customers.”

Public Relations

Public relations, often considered a cousin of marketing, carries out effective communication with library users. Although practitioners in the latter part of the 20th century viewed public affairs as serving mostly publicity functions, there was a marked shift in this perception in the early part of the 21st century. Currently, the Public Relations Society of America defines public relations as “a strategic communication process that builds mutually beneficial relationships between organizations and their publics.”4 Unlike marketing, which stressed providing information and value to citizens, the term public relations emphasizes a two-way relationship between an organization and the people it serves. In many organizations, the two functions are closely related. In libraries and other public institutions, creating and maintaining relationships often serves the same purpose as creating and communicating value; thus, public relations and marketing activities essentially become one and the same.

Fund-Raising

Another close cousin of marketing, especially in the public arena, is fund-raising, often called development. Oxford Dictionaries defines fund-raising as “the seeking of financial support for a charity, cause, or other enterprise.”5 For fund-raising to be effective, the message defined and delivered by the marketing and public relations functions needs to be clear and accurate. Therefore, the three functions should ultimately be performed in conjunction with each other.

Essential Elements of Marketing

Regardless of your position in the library, it is beneficial to have an understanding of the essential elements of marketing. At the end of this section, you will see how these essential elements are pulled together to create a marketing plan for the library. The essential elements of a marketing plan include the following:


1.The four Ps: product, pricing, place (distribution), and promotion

2.Observational analysis of the state of the organization and its environment

3.Formal assessments and analysis of the state of the organization and its environment

4.Mission, vision, and value statements

5.Implementation

6.Evaluation



The Four Ps of Marketing

When the staff in charge of marketing at a library determine how products and services should be positioned relative to other libraries, educational institutions, and nonprofit organizations in the community, they should ensure they are analyzing the four Ps: product, pricing, place (distribution), and promotion. The term was coined in 1953 by Neil Borden.6 The four Ps constitute the framework for a marketing plan for the library. Their significance for libraries is discussed below.

Product

The product defines what the library is actually producing for its users. For public libraries, this may include fee-based and free services, breadth or diversity of holdings, technology access, community meeting places, after-school programs, community archives, and home schooling support. For academic libraries, this would include collection development, information literacy instruction, reference services, and related faculty and student services. For school libraries, it includes classroom support, enrichment program support, and school library services, among others.

Pricing

As it relates to public libraries, pricing can refer to the cost to use products and services for residents and nonresidents, the property tax base, and any other fees associated with use of the online or physical library, such as fees for best sellers and meeting room rental. For academic libraries, much of this pricing is often included with tuition, but there may be services that require additional fees, such as printing, certain interlibrary loan transactions, and reproduction services. For school libraries, this may be more difficult to identify because the school library is often funded centrally and usually does not impose other fees on its students or the teachers. As mentioned above, pricing is indirect for the library user because nothing is actually exchanged at the time the service is provided.

Place (Distribution)

In corporations, place refers to the distribution of the product and what generally makes the product available to customers. In libraries, it refers to how customers access services and products; this may encompass the hours the library is open, Wi-Fi availability, overall condition of the physical structure, and community outreach.

Promotion

For librarians to ensure that their facilities and services are used, promotion is essential. This may encompass direct advertising, public relations, or simply being a presence in the community to ensure visibility.

Observational Analysis

As institutions prepare to develop and implement a marketing plan, one of the first items of business is to make formal and informal observations about the state of the external and internal environment. This is generally broken down into the following sections.

Environmental (External) Analysis

One must understand how the library is affected by outside influences, and these influences are further refined into four specific variables:


Economic variables, including gross domestic product, (GDP), individual income levels, unemployment levels, energy costs, and so on. All of these factors can have a direct impact on how people spend their money and time.

Sociocultural variables, including family structures, immigration policy, generational differences, leisure activities, and education. All of these factors can influence how people use the library and help to identify different needs for different people.

Government and legal variables, including relevant laws and regulations, taxes, state and municipal spending, and the general political environment. All of these factors can influence appropriations for the library and, consequently, internal library policies that need to be implemented.

Technological variables, including telecommunication infrastructure, cloud-based security, energy sources, and computing trends. All of these factors may directly influence the type of services libraries can provide and what leading trends exist elsewhere that create service expectations for library patrons.



Industry Analysis

The industry analysis seeks to identify the commonalities and unique services that exist in other libraries. It is important to first identify the specific “industry” into which your library fits, even beyond the common classifications of public, academic, school, and corporate. Within academic libraries, for example, there are community college libraries, small liberal arts college libraries, mid-sized universities, and major research institutions. Once you identify this subclass, you then identify trends and competitive elements within that sector. These include competition within your library’s sector, including growth of service providers that mirror or overlap with library services as a whole and the degree of differentiation between competitors.

Further, one must consider how likely library users are to move between your library and other similar service providers, including factors such as how much information those actual or potential users have; how much time, money, and resources it costs to switch; and the degree of loyalty they have to one institution or organization. For example, 10 to 15 years ago, bookstores began having coffee shops and comfortable chairs on their premises, resulting in competition between bookstores and libraries. It was not long after that that libraries also offered these amenities.

Finally, one must identify the types of relationships that the library has with its suppliers, including vendors for library materials, furniture, equipment, and technology, as well as the potential labor force. These are often fairly specialized for libraries and therefore stable; nevertheless, these vendors may alter their pricing structure in response to other customers and economic conditions.

Internal Analysis

The internal analysis can be the most contentious of the observations. There are often very different opinions about the state of the internal workings of the organization, and whoever is completing this analysis should be careful to elicit and report on all perspectives. The specific areas analyzed in this section include the following:


Analysis of management, including upper-level management; the board of directors and administration; human resources, including recruitment; training and development; compensation and benefits; and organizational issues, such as structure and culture.

Analysis of marketing, including segmentation of the market (who are the target library users, by geography, demography, and psychographic variables); products and services that are offered (including functionality, design, and support services); pricing; and promotion.

Analysis of financial issues, including revenue and expenses, liquidity (using working capital), and debt to asset ratio, among others. (See also chapter 6.)

Analysis of operations, including public and technical services, information technology, and facilities management.



SWOT Analysis

Once the environmental analysis, industry analysis, and internal analysis have been completed, the SWOT analysis almost writes itself. SWOT is an acronym for strengths, weaknesses, opportunities, and threats. This is often a bulleted list or chart that takes into account the following:


Internal strengths: Services, processes, and products within your organization that are relative strengths with respect to other areas of the library as well as compared to other libraries.

Internal weaknesses: Services, processes, and products within your organization that are relative weaknesses with respect to other areas of the library as well as compared to other libraries.

External opportunities: Happenings outside your library that might provide opportunities within it. For example, an environmental analysis of technological factors indicates that prices of home Internet connections are rising. This can be construed as an opportunity for the library to publicize its free Internet access.

External threats: Happenings outside your organization that might threaten your services. For example, an environmental analysis of sociocultural factors shows that adults in your target demographic list “coffee shops” as their most preferred social gathering place. This can be construed as a threat to your library’s common areas, which have recently been redone to facilitate conversation and study.



Formal Assessment and Analysis

Although observational and SWOT analyses can certainly provide a good overview of the strengths and weaknesses of your library, they can also be biased by the observer. Observers may have personal motives in identifying a particular strength, such as the head of the reference department noting that “the reference services are the best in the county!” It may be too easily discounting the competition’s services, with the circulation department head noting that “being open late hours on a Friday night is an unnecessary service.” These unbiased opinions, whether they are recognized or not, may cloud the reality of the relative advantages and disadvantages between library systems.

To compensate for these human fallibilities, formal assessments and analysis can and should be used in conjunction with those previously mentioned, and potentially biased, observations. These formal assessments are discussed below.

Formal Interviews with a Variety of Stakeholders

Stakeholders may include employees of different departments and with different seniority levels, community leaders, and, of course, library users. Interviews can be structured, nonstructured, or semistructured and are generally conducted to explore the individual beliefs about a particular topic.7

Focus Groups with the Same Stakeholders

Focus groups are generally conducted when the interviewer wants more brainstorming around a particular topic and is interested in how the views of one person may influence the perceptions of another.8

Surveys

Surveys may be either quantitative or qualitative, or they may have components of both. The University of Illinois uses extensive surveys in assessing the perceptions of their library system by employees and customers.9 Topics of these surveys have ranged from assessing the morale of library employees to capturing the necessary features of online catalogs, to collecting service satisfaction surveys. One of the more recent surveys is ClimateQUAL. The Association of Research Libraries recommends ClimateQUAL as a survey of staff members. Here is a description:


ClimateQUAL: Organizational Climate and Diversity Assessment is an assessment of library staff perceptions concerning (a) their library's commitment to the principles of diversity, (b) organizational policies and procedures, and (c) staff attitudes. It is an online survey with questions designed to understand the impact perceptions have on service quality in a library setting. The survey addresses a number of climate issues, such as diversity, teamwork, learning, and fairness, as well as current managerial practices, and staff attitudes and beliefs.10



Once the foregoing data gathering and analysis has been completed, several formal statements should be created to reflect both the results of that analysis and the actions to be taken to create better services and to communicate those services to the library’s stakeholders.

Mission, Vision, and Value Statements

Imagine working somewhere and you weren’t sure why the organization existed, what their vision was for the future, or what values were sacred. You might guess at the mission and vision, but your guess may be different than the next person’s and result in different motivations and outcomes of your job. It’s important for any organization to have clear mission and vision statements—for their employees and for their customers and stakeholders. These statements are not created in isolation from the foregoing research and analysis, but rather as a direct result of them.

Mission Statements

For libraries, a mission statement should “guide your library’s planning and drive its marketing effort.”11 Simply put, it’s a statement of the overarching aim of the organization that’s communicated to all stakeholders. Clear mission statements have three primary components:


1.State the need satisfied by the organization (the “what”).

2.State the customers whom the organization serves (the “who”).

3.State the broadly defined technologies and tools that are used by the organization (the “how”).



As an example, the Champaign (Illinois) Public Library has a two-sentence mission statement: “The Champaign Public Library connects our community with the power of knowledge, the world of culture and ideas, and the joy of reading. We support the essential role of reading for success in life and work, the need for easy and equal access to lifelong learning, and the value of enriching and inspiring experiences.”12

The need (“what”) is clearly defined as “connect[ing] our community with the power of knowledge, the world of culture and ideas, and the joy of reading.” The customers (“who”) are defined as “our community. And the “how” is the entire second sentence.

Vision Statements

The vision statement of a library should clearly reveal its view of the future and the role the library will play in that future. This means looking at what your view of the library is down the road, while still being cognizant of the present. A vision statement is often a detail-oriented statement that may have multiple bullets or headings.

Value Statements

Marketing plan specialists have relatively recently added value statements to mission and vision statements. These serve as reminders to stakeholders about what is valued in the organization. Some examples from libraries include the following:


1.Knowledge, Service, Quality, Integrity, Respect, Communication (University of Chicago Libraries)13

2.Exceptional service, Customer convenience, Responsible stewardship, Ongoing innovation, Fostering community (Champaign Public Library)14

3.Instruction, Credibility, Flexibility, Reliability, and Engagement (University of Illinois Libraries)15



The preceding section of this chapter constitutes what must be accomplished prior to creating the library’s marketing plan. Now we will discuss the creation and implementation of a marketing plan.

Implementation: Creation of a Marketing Plan

A marketing plan is written and developed as a tool to identify the current state of the library and then to propose strategies to improve the effectiveness and efficiency of specific library services. In this regard, it is similar to a strategic plan, and many of the elements used in marketing plans are also used in strategic plans. However, a strategic plan is much broader in scope and is strategic, encompassing a longer time line than a marketing plan, which may be considered tactical in nature, focusing on the near term. Further, a marketing plan derives from the library’s strategic plan.

To start the process of developing the marketing plan, a person or a group of people use informal observation and structured interviews or surveys to complete an analysis of the four Ps, external environment, and internal environment. From there, a SWOT analysis is compiled that organizes the previous sections into a more targeted picture of the internal strengths and weaknesses and external opportunities and threats. A clear statement of mission, vision, and values should also be included in a marketing plan. After these items are compiled, the primary issues that face the library should begin to emerge. Patterns often appear by doing these focused analyses. Some examples of issues that can be addressed by a marketing plan include decreased visibility of the library, lack of service innovation, reduced service offerings compared to competitors, and a noninviting structure, among others.

The foregoing description and analysis identifies issues facing a library. On this, basis goals, objectives, and plans are written to address these shortcomings. This begins the implementation phase of marketing. A goal is a broad statement of purpose, while an objective is an action or project that supports a goal and is measurable. A plan indicates what methods will be used to achieve the objectives and the order in which these methods will be carried out. Let’s look at an example.

A SWOT analysis at a municipal public library indicates that customers are reluctant to frequent the library in the evening. Several reasons were cited, including a lack of appealing programming and dark parking lots.

Goal: Increase customer visits to the library during nonpeak hours.

Objectives:

1.Increase visits to the café and study areas by 10 percent over a six-month period.

2.Increase attendance at evening events by 10 percent over a six-month period.

Plans (or action items):

1.Offer evening specials at the café, including half-price drinks between 6:00 p.m. and 8:00 p.m. and a buy one, get one free for pastry items.

2.Schedule a community music group to perform once a week in the café area. This could include school groups, local bands, and storytellers. This will serve to bring in new customers to the café area.

3.Conduct a survey of the community and library patrons to solicit ideas for evening programming. Appoint a small group of interested library staff members to think outside the box for the offerings over the next six months.

4.Add solar lighting to the library parking lot. Although this will require an initial investment, it will match the “go green” initiative of the library and provide much-needed lighting.

Note that in formulating these plans, specific, measurable goals are provided, such as “Increase attendance at evening events by 10 percent over a six-month period.” Using such a metric also requires identifying the base from which this 10 percent increase is to be measured.

Evaluation of Marketing Plan

Each objective in the marketing plan should state the time frame in which it will be accomplished. The person or group who is proposing and implementing the plan should use readily available data, including the number of patrons who checked out library materials, used computers, ordered from the café, or entered the library to do ongoing assessment of the plan. At the end of the time period (in this example, six months), a complete review of the plan will assess the efficacy of the plan and whether specific objectives and broad goals were met.

Marketing Costs

With this shared understanding of marketing and its components and life-cycle (as stated earlier: the four Ps; observational analysis; formal assessment; mission, vision, and value statements; implementation; and evaluation), let’s now look more closely at the costs that are associated with effective marketing. These costs can be divided into two categories: indirect and direct costs. Many of these costs are associated with running a library or information center as the indirect costs.16 Examining these costs through the lens of their effect on marketing allows you to see how integral they are, not just to the life of the organization but also to the success of the marketing strategies. Other costs are directly related to planning and executing a marketing plan itself, which is a direct cost). (See chapter 20 for a general discussion of these types of costs for library operations.)

Indirect Costs for Marketing

Staffing

How a library goes about hiring and scheduling its staff plays an important role in being able to effectively execute a plan. Writing job descriptions that will lead staff to perform such duties as executing patron programs, cataloging certain types of collections, and developing Web-based guides and tutorials are part of the strategic direction of the plan and are important. Ensuring that supervisors schedule staff at appropriate times of the day to meet these needs is also crucial. However, with any marketing plan, it is critical that all staff understand the goals of a plan and the value their efforts bring to the successful outcome of such a plan.

An easy first step in maintaining a plan’s time line and budget is scheduling staff meetings where staff who perform different duties can reflect on the successes and challenges they are having. It also provides staff the opportunity to feel a part of the process, which can often lead to ownership of and initiative in carrying out the plan. This ongoing evaluation helps to keep the plan on track.

Training is the largest cost to an organization with regard to staffing. Whether you have just recently hired staff or are training them to perform new duties as part of the plan, training takes up staff time and therefore personnel costs, both on the part of those being trained and those performing the training. During this time, other duties are either left unattended or delayed. Building training time and costs into the plan time line and budget can prepare an organization for these costs.

Process Chain and Environment

Process chain refers to the day-to-day operations of the library and its ability to be efficient, economical, sustainable, and adaptable. It is this category of the internal costs that provides the greatest cost to the organization. These costs include, but are not limited to, processing and purchasing collections, maintaining and upgrading technology, and maintaining the building, including heating, cooling, landscaping, safety, and signage. Both during the planning process and during the execution of the plan, these costs can become unwieldy if not taken into consideration. For example, if part of a new plan is to purchase more Spanish language collections for e-readers, the cost to both purchase and process those new materials plus the cost of purchasing and maintain the technology has to be considered. More often than not, the cost to maintain items purchased as part of a marketing plan are often overlooked as part of the budget process. As a result of this short term perspective, maintaining and sustaining these services may not make their way to the overall library’s budget when indeed they should.

Services and Technology

Services are what attract users to the library, and technology and equipment are required to offer these services. There are numerous costs directly related to providing services that may not be immediately evident when creating a marketing plan. Costs associated with organizing the collections, such as cataloging; collection tools such as Voyager, Polaris, and SirsiDynix; and providing e-resources and virtual services, such as databases, e-readers, library terminals, and loanable technology are all part of the library’s budget, including their original costs as well as ongoing maintenance, repair, and operations costs.

When implementing a new marketing plan, additional technology, such as discovery tools to bring to life items not easily found in the past, may be needed. Additional database packages might be considered to increase the range of materials and services available. Other services, such as patron programming, community events, education and technology labs, and makerspaces are often augmented or enhanced as part of marketing plans and provide additional costs to the library.

Direct Costs for Marketing

Planning Personnel and Materials

Planning a marketing strategy takes time, and although it doesn’t need to involve everyone in your organization, everyone should be represented. This ensures that planners identify a multitude of ideas, concerns, and factors throughout the library as part of the planning process. It also ensures that library staff will more likely embrace the inevitable changes and feel more inclined to be a part of making those changes positive and successful. Even a planning committee of 8 employees in an organization of 50 can cost the library in services not performed or reduced productivity in day-to-day operations. Some librarians may choose to spend money to hire an outside consultant to assist in the planning process. Such a hire can range in cost, depending on the type and range of consulting desired, for example, carrying out an operational analysis for the creation of a final plan.

The cost to perform internal and external analyses can be expensive. It will take library personnel or an outside consultant time to develop, execute, and analyze surveys. It will also require funds to mail or administer the survey and time to analyze the results. Conducting focus groups is an art and is best incentivized with small gifts or monetary exchange, yet another additional cost.

Publicity and Promotional Materials

Most marketing plans result in new or improved services or materials. Letting your patrons know about these services or materials requires publicity, both before implementation of new service projects as well as after the evaluation of these projects and their success evident. Costs for these items can include graphic designers, printing and paper, digital development costs, radio or TV spots, permanent signage, and staff time to talk to community groups.

Development and Fund-Raising

Raising additional sources of revenue is often required for marketing but can also be the reason for a marketing plan. Often called development or advancement, fund-raising solicits funds from sources other than the organization’s conventional source of funding. These funds can come from private organizations, granting institutions, or an individual. To solicit funds from these entities, librarians must have data and information about why they need the additional funds and how they will use the money. Many of the same data sources described above in the market analysis are used to describe or provide information on the needs of the library.

In addition to requiring data to describe a need, fund-raising requires a willing donor. The willingness of a donor to give money is dependent on many factors, from the library itself to an individual’s own philanthropic interest. When you couple the need of the library with the interest of a donor, you have a value proposition, or ask. That is, does the donor value what their money will be used for? The ask can be transformed into a story with relevant information coupled with compelling and carefully crafted prose.

For example, if an academic librarian wants to purchase 10 video cameras for students, he or she will first want to have data that reflects that 10 video cameras are needed. It would be helpful to have data and information from faculty members who teach classes that require students to create short films and perhaps survey responses from students that demonstrate their interest in having video cameras accessible in the library. It may also help to have data that shows that most students can’t afford their own video cameras and the lack of access to such equipment could disadvantage them academically. It would also be useful to describe what the likely outcome of having these video cameras would be both for the students and the library as a whole. It is then important that the librarian identify an individual donor with an interest in technology or a granting organization that is distributing funds whose criteria include the spending of funds on technology.

Fund-Raising Structures

One major fund-raising structure is the research component. This research focuses on potential donors as well as projects within the library that may attract donors. The research effort also maintains records on donors and their interests. Many donations are not given with a specific project in mind but for general use within the library. These amounts may be spent in the short term or invested in safe investment vehicles for the long term. If invested, a specified amount of the interest earned each year is spent on prescribed activities; the remaining investment return is reinvested to enable the principal to grow. (See also chapter 15, on other revenue sources, for a discussion of donors and gifts as revenue.)

Generally speaking, the prescription of activities for which funds can be used and investing these funds in low-risk investment vehicles is called stewarding funds. This stewardship must be executed to meet legal parameters placed upon donations and to comply with state and federal tax laws that affect or govern financial donations.

The type and administrative structure of a library will determine how the solicitation and management of money through fund-raising are carried out. Academic libraries are governed by a higher administrative body at the university or college level, including a board of trustees. Public libraries are similarly controlled by a city or county, its city council, and a library’s board of trustees. And public school libraries are controlled by the city and the school board. Because of these administrative structures, the job of fund-raising, the management of those funds and rules for allocations vary.

Pulling the Three Elements (Marketing, Public Relations, and Fund-Raising) Together

Communicating your marketing plan and goals to your patrons and customers reflects the four Ps presented earlier in this chapter and is often called the marketing mix. This communication also serves to build the important relationship between the library and its patrons as well as other stakeholders, such as city government, teachers, the board of trustees, and donors, among others. The positive results of marketing efforts, such as meeting attendance goals for programming or increased use of e-resources, serve as material for the narratives that are used to further solicit gift funds.

For every goal in your plan, you will evaluate the marketing mix differently and determine which part of your market segment should be addressed to achieve that goal. Market segmentation is the process by which you categorize your patrons. Historically, librarians have relied on already established categories, such as student, staff, faculty, seniors, children, adults. While these categories are useful to a degree, they do little in helping understand how you can effectively communicate the value of a product or service to specific patrons. Instead, categorizing users by their behaviors can be more of an effective way for staff in public affairs offices at universities or marketing and administration teams in public or school libraries to publicize the plan and its goals.

For example, instead of categorizing all students as just “students,” you can further divide this group into students that “browse instead of search,” students that “primarily use their mobile devices to access the library and its tools,” and the student “who is more likely to come into the library and talk to staff.” By looking at behavior, you are able to identify the different communication tools you will need to reach each of these populations. As you learn more about your users’ behaviors from surveys, focus groups, and other evidence, you will be able to improve your services. This is demonstrative of the cyclical nature of marketing. Furthermore, you might be able to determine when certain times of day are better for live or streaming publicity and through which channels (i.e., Facebook, Twitter, Instagram) patrons will likely access information related to services relevant to their academic success.

To further help you communicate the value of the plan, a marketing professional can start by asking a few simple questions: “To what market segment does this goal need to be communicated?” “Why is this goal important to them?” “What will success look like to them?” Once these are understood, you start to enact the four Ps or the publicity part of the marketing plan. You publicly communicate (promotion) the product (or service), identify where (place) you want to publicize it, and how much it will cost (price) to do so. Large organizations, such as universities, large public library systems, and cities, have entire staffs who are located in the public affairs or public relations office. These offices work closely with fund-raisers to use the four Ps or elements of the four Ps to communicate the value and services of the library to donors.

Summary

This chapter explained that marketing is a cyclical activity that incurs its own set of costs. The costs to carry out marketing are both indirect, costs already being incurred by the library but needed for marketing, and direct, additional costs specific to the marketing strategy and activity. Marketing can also be a means by which to raise additional funds. Whether you use money to conduct marketing or use marketing research to solicit money for the library, you must demonstrate the return on investment. By providing services or products to customers or using or stewarding the funds given to the purposes for which they were given, libraries can demonstrate the value of the investment made to all their stakeholders.

Appendix: Service Efforts and Accomplishments (SEA) and Their Relationship to Marketing and Fund-Raising

In the discussion of governmental financial statements in chapter 5 and cost accounting in chapter 20, service efforts and accomplishments (SEA) were mentioned as a part of a municipality’s comprehensive annual financial report (CAFR). The SEA report provides information about the efforts of the library or municipality to provide services to citizens given the amount of resources available and the various service accomplishments in the previous period. The communication of these efforts and accomplishments to the public is one way of demonstrating accountability to them for the expenditure of tax dollars on their behalf.

Normally the SEA report is provided by the municipality or higher-level governmental body. The municipal report often includes chapters that specifically address the service efforts and accomplishments of the municipal departments, including the library. In municipalities where there is no comprehensive SEA, the library itself may issue such a report. In colleges and universities, a similar report is often made to the university administration, usually when the budget for the coming year is being decided.

However the library communicates its services and accomplishments to its patrons, the Governmental Accounting Standards Board (GASB) document is useful in suggesting an approach that has proven to be effective. This also ties in closely with the discussion of measurement and evaluation in chapter 21. Here, GASB refers to the same efforts as “managing for results.” Although there is not a singular formula for carrying this out, the GASB document suggests the following basics:


1.Plans (or strategic plans) that focus on real needs and desired outcomes

2.Programs and services that address those needs

3.Performance measures for gauging results: how efficiently and effectively government fulfills the needs and delivers on the desired outcomes

4.Adjusting services (or the management of those services) and budgets in response to performance data reported back to decision makers19



The discussion of marketing and fund-raising presented above is intended to address these elements. Although financial statements are important, they usually do not provide sufficient information “to completely assess a government’s achievement of its job.”20 Additional information is required. In outlining the content of the ideal SEA report, GASB has suggested the following 16 criteria for SEA reporting:


1.Purpose and scope

2.Statement of major goals and objectives

3.Involvement in establishing goals and objectives

4.Multiple levels of reporting

5.Analysis of results and challenges

6.Focus on key measures

7.Reliable information

8.Relevant measures of results

9.Resources used and efficiency

10.Citizen and customer perceptions

11.Comparisons for assessing performance

12.Factors affecting results

13.Aggregation and disaggregation of information

14.Consistency

15.Easy to find, access, and use

16.Regular and timely reporting21



As was made clear in other parts of this chapter, GASB’s suggested SEA reporting criteria are in line with what is considered effective marketing strategies for the library. SEA is introduced here so that public librarians are made aware of some marketing resources that might be available to them locally, through their own municipality’s comprehensive annual financial report.

Exercise

You are a small college library at a liberal arts school (1,700 students) in a small town in the Midwest (population 20,000). As part of the graduation requirements, all students must write a short thesis in their core department. Your library staff is great, with varied skills, but small. Your collection budget is tight, and the majority of the funds are allocated to predefined areas based on faculty teaching and research. Students use the senior thesis to explore areas of their major that fascinate them and will allow them to explore the area beyond the classroom and traditional collection of the library. The library would like to expand its collection (defined broadly) to address the specific research being conducted each year by the graduating seniors.

Answer the following:


1.What kind of research will you need to acquire that will inform the marketing plan you will write to fulfill this need?

2.Write two goals of a fictitious plan and their corresponding objectives that will allow you to meet this need.

3.What are your products in this plan?

4.What will the price be to produce, advertise, create, develop, launch, and maintain these products? Include direct and indirect costs.

5.How will you promote these products, taking into account principles of market segmentation?

6.Identify sources of additional revenue to support these efforts, including granting agencies and characteristics (what they value) of potential individual donors.



Conceptual Questions

1.Why should marketing, public relations, and fund-raising be carried out in conjunction with one another?

2.Identify the four Ps and their significance for marketing in libraries.

3.Identify the four major elements of observational analysis and the role each one plays in this type of exercise.

4.Why might it be advantageous to use both formal methods of soliciting views about library services as well as informal methods that are potentially biased?

5.What roles do mission, vision, and value statements play in the marketing plan?

6.Describe how a strategic plan differs from a marketing plan.

7.Describe how a marketing plan is evaluated.

8.Identify the major direct and indirect costs of a marketing plan.

9.Describe how library management may perceive direct and indirect costs differently than someone involved in identifying those costs from the perspective of a marketing plan.

10.Describe what service efforts and accomplishments (SEA) are and how they fit into marketing and fund-raising for libraries.
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Context

What This Chapter Covers

This chapter is concerned with the role of ethics in financial management.

Why This Material Is Important

When you manage other people’s money (the taxpayer’s and others’) you incur certain obligations toward them. Often you might take these obligations and your own ethical behavior for granted and not directly discuss or consider them. However, if you are not reflective and cautious about your ethical behavior in making decisions using other people’s money, you not only risk the loss of trust from those people but your behavior may have undesirable personal and institutional results.

What You Should Learn from This Chapter

After reading this chapter, you should be familiar with various approaches toward ethical decision making and ways to be ethically reflective about your decisions.

Introduction

In previous chapters of this work—chapter 7, Internal Control and Auditing of Financial Statements; chapter 8, Estimation, Forecasting, and Financial Risk Management; and chapter 10, Budgets, Behavioral Economics, and Decision Traps—decision making and its difficulties were discussed. Here that discussion is extended and focused on the responsibility that each financial manager, at whatever level, has to his or her organization, colleagues, library patrons, and other stakeholders.

Financial management is more than calculations and numbers. It is, at its core, a moral enterprise. This is not to overstate the importance, or even to claim the otherworldliness of financial management, but only to indicate that it is a multifaceted endeavor that places responsibility on the manger to act ethically.

Why is this so? In her essay on Darwinism, Marilynne Robinson states,


But economics [or financial management] is simply human traffic in what people make and do and value and need, or think they need, a kind of epitome of civilization. It is the wealth of nations, and also their fraudulence and malice and vainglory. It is no more reliably benign or rational than any other human undertaking. That is to say, it requires conscious choice and control, the making of moral and ethical judgments.1



Throughout this book, the need for conscious choice and control and the necessity of making moral and ethical judgments is emphasized. Of course, you have to approach each situation as if it were unique and bring to bear your intelligence, knowledge, and values.

You have several ways to analyze a decision. Terry Cooper points out that you use both deontological ethics and teleological ethics (or consequentialist ethics) in decision making:


Deontological approaches to ethics focus on one’s duty to certain ethical principles, such as justice, freedom, or veracity, without regard for the consequences of one’s actions. Teleological ethics, in contrast, involves a concern for the ends or consequences of one’s conduct.2



To carry this out effectively and with integrity, he takes what he calls a design approach; that is, he assumes that there is


no best solution to a significant ethical problem but rather numerous possible solutions, some of equal value and some of greater or lesser worth. The task is to design a response to a problem at hand that addresses the immediate short-term situation but also looks to the wider organizational, legal, and social contexts for the longer-term answers.3



Beauchamp and Childress, writing on biomedical ethics, also embrace this approach and provide four theories: consequentialist, deontological, rights theory, and virtual theory:


We accept as legitimate various aspects of all four of the theories discussed in this chapter[: consequentialist, deontological, rights theory, and virtue theory]. We do not, however, hold that the goal of philosophical ethics is to identify the single best theory and give it moral priority. There is no reason to rank one of these four theories above the others when much is to be learned from each.4



In keeping with these authors’ line of thinking, the purpose here is not to discuss the ethical theory of financial management but to outline some practical aspects of applying ethical reasoning and decision making in this area of librarianship. Needless to say, given the previous discussions of decision making throughout this book, the application of ethical reasoning is invariably carried out in a climate of uncertainty, human self-deception, and dynamic change.

Decision making, in all of its applications, also implies knowledge. This knowledge is not only of the subject matter of the topic at hand—financial statements, budgets, revenues, expenditures, as well as the rules and standards that prescribe how they are to be recorded and presented—but this knowledge also requires “moral knowledge.” Martha Nussbaum defines this phrase in the following way: “Moral knowledge . . . is not simply intellectual grasp of propositions; it is not even simply intellectual grasp of particular facts; it is perception. It is seeing a complex, concrete reality in a highly lucid and richly responsive way; it is taking in what is there, with imagination and feeling.”5 Ethical decision making cannot be reduced to a straightforward set of rules and principles because those rules and principles cannot take into consideration all the complexities and nuances of a specific situation. The rule or principle, if adhered to, can also exonerate the actor from specific responsibility for the import of a decision. “After all, I was only following a revered principle and therefore I have acted ethically.” On the other hand, to act using your imagination and feelings can also be disastrous. Caution and reflection are always needed, but because of unknowns, surprises, and moral blindness, you always have the capability of making wrong decisions. This is the personal cost of assuming responsibility.

No writer can grant a reader the ability to perceive in this way. It comes from effort, success, failure, and experience in general. As Beauchamp and Childress further attest, “Moreover, the moral life is a constant process of acquiring skills and making judgments. This form of learning involves the acquisition of skills roughly analogous to the process of learning and using a language.”6 So with these preliminary remarks, this chapter proceeds to describing a framework that will be useful in helping financial managers make ethical decisions.

Ethical Decision Making in Financial Management: Existing Framework

A framework already exists that encourages and supports ethical decision making in financial management. That framework consists of several areas, some overlapping, that either prescribe proper actions by financial managers or encourage behaviors that are prudent regarding the expenditure of others’ money.

General Fiduciary Responsibility and Agency

The concepts of fiduciary responsibility and agency are the basis of all financial management ethical decision making. These concepts are much broader than the prohibition “do not embezzle.” They are also less concrete. Any library financial manager is dealing with other people’s money. Those other people could be the taxpayers, donors, parents and students contributing tuition dollars, and granting agencies. Managers are agents acting on behalf of their institutions for which they work and need to act responsibly in spending funds to accomplish institutional goals. These agents have a fiduciary responsibility both toward the institutions for which they are agents and, by extension, to the various entities providing funds to those institutions.

A fiduciary responsibility is the responsibility or duty to act in another person’s or institution’s best interest and not for personal gain. The library administration entrusts the financial manager with this responsibility. This responsibility by itself does not provide any concrete guidance in making decisions, but only keeps the financial manager aware of this general overarching responsibility. The financial manager has several explicit guidelines in this regard, as described below.

Generally Accepted Accounting Principles (GAAP)

Generally accepted accounting principles (GAAP) govern the creation and presentation of financial statements. The purpose of GAAP is to ensure that all companies, government institutions, and nonprofit enterprises use the same methods for recording transactions and preparing financial statements.7 When an institution follows GAAP, its financial statements can be deemed trustworthy in that they accurately and comprehensively reflect the current financial status of that institution as well as a summary of the revenues and expenditures that have occurred during a past period.

The enforcement of GAAP can occur in several ways, depending on the institution. For libraries, the annual audit is the primary enforcement tool. The audit, as seen in chapter 7, gives assurance to the readers of the library’s financial statements that management has prepared them in accordance with GAAP and that there are no material misstatements. The audit can point out specific deficiencies in the financial statement, but the auditor has no authority to force the correction of financial statements other than to issue a qualified or unfavorable opinion of them. The audit only reports on what it finds.

Ethical misbehavior and malfeasance occur when library managers at any level try to distort the recording and reporting of financial transactions. This may occur either through ignorance of GAAP or a willful distortion of financial reporting, such as the deliberate creation of a bogus vendor actually controlled by the financial manager. Therefore, library management must ensure that anyone who handles money is well trained and knows the proper procedures for handling money and recording financial transactions.

Federal and State Laws Relating to Financial Management

In addition to any strictly financial guidelines, like GAAP, and local procedures for internal control, the library manager should also be conversant with federal and state laws that have financial implications. In chapter 17, on personnel expenditures, the basic provisions of the Fair Labor Standards Act (FLSA) and the Family and Medical Leave Act (FMLA) were discussed. The FLSA covers federal requirements for payment of a minimum wage, regulations regarding overtime, and other matters. The FMLA deals with the right to unpaid leave for eligible employees. What often trips up the financial manager, either because of ignorance or willful disregard for the law, is applying this law to employees that are not eligible according to the law’s guidelines or not allowing eligible employees the rights due them under the law.

Proper Relationships

Three other areas that often provide ethical guidelines to a financial manager are the relationship of the library and employee, the relationship between the library and its vendors, and the relationship between the library and donors. In all three of these relationships, it is incumbent on both parties to act ethically. Needless to say, if for some reason the employee, vendor, or donor does not act ethically, it does not give the financial manager involved the excuse to also act unethically.

Library and Employee

Once hired, an employee either explicitly or implicitly agrees, at a bare minimum, to do the work assigned in a responsible manner, to accurately report hours worked, and to not steal from the library. The library agrees to pay the employee fairly, to ensure that the employee records accurately the hours worked, and to abide by any rules regarding sick leave, vacation, and so on. If the supervisor or, for all intents and purposes, a financial manager at the basic level fails to do what is required in ensuring accurate reporting of hours worked, monitoring vacation and sick leave, or managing other information, that is malfeasance because that supervisor is failing to safeguard the library’s assets: cash to pay the employee. So here and in other instances, there is an overlap between good human resource policies and sound and ethical financial management.

The Library and Vendors

A similar requirement exists with the library and vendors. As seen in chapter 18, on collections, a common way that a library employee may embezzle money is to set up a dummy vendor that bills the library for services rendered or products delivered without actually doing the rendering or delivering. This goes back to the requirement for a robust internal control system that prevents this from happening. Looking at this from the other party, the vendor, to the relationship can also be instructive. Some vendors may try to curry favor with the financial manager or librarian placing the order. Favors may be granted, gifts given, and dinners hosted. With all the personal attention focused on the library manager who might accept these favors, that manager may not exercise due diligence in ensuring that the particular vendor who is giving all the gifts is, in fact, the best one for the library’s purposes. To limit this kind of influence over employees, most libraries have policies that restrict the types and dollar-equivalent amounts of gifts that employees are allowed to receive.

The Library and Donors

As with the other two categories, the librarian and a donor have a mutually beneficial relationship. The library receives money or other item of value from the donor. The donor enjoys providing the gift and the various psychological and emotional benefits that go along with it. The donor also enjoys a tax deduction. As discussed in chapter 15, on other revenue sources, the librarian may be asked to provide an appraisal or estimate of the value of the donation. It may be seen as a legitimate quid pro quo, but it was pointed out in that chapter, that it may not only violate the law but also give rise to questionable financial practices. Another possible pitfall for the library manager is the misuse of donor funds for purposes not intended by the donor. This is why it is wise to have a deed of gift that specifically spells out how the gift is to be used. The responsible and ethical financial manager should ensure that the library abides by the conditions of this deed of gift.

Planning and Budgeting

Ethical principles are also operative in the area of planning and budgeting. In several chapters on budgeting, estimating, forecasting, and cost accounting, the principle of conservatism was emphasized. That phrase encompasses several activities. They include underestimating revenues and overestimating expenditures and legitimate forecasting of activities both within and outside the library that may affect revenues and expenditures. It also requires the financial manager to be aware of both short-term and long-term obligations and their effect on current and future operations. In the area of cost accounting, it requires the manager to be honest about the imprecision that is inevitable in what might appear to be precise cost accounting activities. Finally, it also forces the financial manager to be aware of and to accede to any restrictions on spending within specific categories. For example, the municipality may require that funds budgeted for personnel not be redirected to purchase collections. Another more obvious example is abiding by the restrictions and regulations regarding the expenditure and reporting of grant funds.

Awareness of Choice Architectures, Decision Traps, and Bounded Ethicality

In chapter 10, the roles of choice architectures, heuristics, and decision traps were explored. When viewed from an ethical perspective, these psychological phenomena are referred to as bounded ethicality. Bazerman states,


The term bounded ethicality is used to refer to the psychological processes that lead people to engage in ethically questionable behaviors that are inconsistent with their own preferred ethics. Bounded ethicality comes into play when an executive makes a decision that not only harms others, but also is inconsistent with his or her conscious beliefs and preferences.8



Many behavioral economists and decision theorists have suggested ways of overcoming or compensating for these mismatches between a desired ethical decision and an actual unethical or irrational decision. Several of these were discussed in chapter 10.

Generally speaking, the primary way to minimize the damaging effects of bounded ethicality is to be aware that human beings are fallible and easily make bad decisions, all the while unaware that they are bad at the time of deciding. The ethical lapse becomes evident after the fact. It bears repeating that discussing proposed decisions with colleagues and trying to project how those decisions will affect employees and patrons is probably the best insurance against unethical behavior. This requires, in addition to the concrete knowledge related to rules and procedures, the “moral knowledge” of the situation described at the beginning of the chapter.

Closely related to this is the concept of decision making under risk. As seen in chapter 10, decisions of all sorts involve risk. This is especially true of financial decisions. The financial manager’s tolerance for risk can influence decisions and result in unethical behavior. This is another reason for discussing proposed decisions and actions with colleagues. Their tolerance for risk may be different than yours, and an honest discussion with them may allow you to see the element of risk inherent in your decision of which you may not even be aware.

Thus far, the focus has been on existing checks and balances on the actions of a financial manager that help to ensure ethical behavior using an established rules-based framework. At this point, it would be instructive to present a practical case study of a financial manager’s dilemma and its outcome to provide the reader with an example of the complexity of ethical behavior and how our rules-based framework has its limits in making ethical decisions.9 It will also illustrate how ethical behavior can appear to be unethical to others, but not to the decision maker.

Example: The Director Deals with Budget Cuts

Jim Hayman is the recently hired director of Ourtown Public Library in Vermont. The library board purposely recruited him from outside the immediate geographic area so that their new director could see the library with fresh eyes. Although Ourtown Public Library has solid financials and no debt, Jim is aware that a major corporation has recently moved its operations to another state, leaving Ourtown with a $1,000,000 shortfall in property tax revenue. The city council and mayor have done all they can to soften the blow to city departments, but unfortunately the library will lose approximately $240,000 in property tax revenue in the coming year—its share of the city’s shortfall.

Jim has met with the heads of the major departments of the library and his associate director to determine how to deal with this financial crisis. In the first few months of his tenure at the library, Jim has become aware of the following:


1.A new self-checkout system, purchased 18 months ago, has been very successful, reducing staff-assisted checkout by almost 50,000 volumes per year.

2.The staff has not had any raises in several years. The city had previously provided money for raises, but with this budgetary crisis, it told the library that it would no longer do so. If the library wants to give raises to their employees, it will have to find the money within the library’s current budget.

3.Two years ago, there were cuts to the collections budget and all the department heads agreed that cutting this area of the budget further would not only compromise the collection, and by extension services to patrons, but would be a public relations disaster. Cutting collections might also violate certain state-level guidelines.

4.Some staff have suggested that the library reduce the number of hours that the library is open, provided that library management not cut staff hours in turn. Library management has rejected this solution.

5.Staffing at the circulation desk has not been reduced, even with the increase in self-checkout. Circulation has decreased over the past two years.



Jim and the other senior managers closely examine the budget and are able to reduce several budget amounts, but these efforts only result in partially reducing their former $240,000 shortfall.

All of them agree that layoffs are the least-desirable action and should be avoided at all costs. Jim is concerned that layoffs may not be avoidable. He knows the responsibility is his, even though the other senior managers were consulted and have agreed with his suggested cuts thus far. He decides to look at the budgetary categories more closely to see if there are other possibilities.

In carrying out this review, he notices two things that give him pause. First, compared to the libraries in which he previously worked, there are a fairly large number of part-time and hourly employees, all of whom are at-will employees. This pattern has grown over the past two decades in response to the variable nature of library funding in town. This was effective as a cost-cutting measure when it occurred, but at some point in the past, it became a cost-increasing measure, unobserved by library management. The reason for this reversal of original intent is that, according to municipal regulations, all part-time employees were generously given both fully paid health insurance and pension benefits as long as they had a 50 percent appointment. Surprisingly enough, the hourly employees were also given generous benefits. As a result, the benefits part of the library’s personnel budget has greatly increased.

Jim does some cost analysis and realizes that it would be less expensive for the library to cut several part-time positions and replace them with full-time employees. The cost rationale for this is based on the significant reduction in benefits that the library will have to pay. For example, a full-time employee with fully paid health insurance and pension benefits would be less expensive than two part-time employees each requiring fully paid health insurance and pension benefits. The difficult part, of course, is deciding which part-time employees will consent to a full-time job and which part-time employees will be laid off.

The other salient fact that gives him pause is that the need for hourly employees, primarily employed at the circulation desk, has dramatically decreased because of the self-checkout system and the decrease in physical checkout of materials. Many more patrons are now reading e-books, which are checked out remotely, online. Therefore, it makes good financial sense to reduce the number of hourly workers at the circulation desk.

Jim brings all this information to his senior managers. There is no question of any padding of the workforce by past managers. The practice, when instituted, made sense. The problem is that over the ensuing years, management has not done any cost analysis to see the financial implications of this practice. After careful consideration of the facts and some genuine exploration of other cost-cutting possibilities, the management group comes to the conclusion that the most feasible action is to combine several part-time positions into full-time positions and to cut some hourly employees from the payroll. These actions, along with the previously identified nonpersonnel reductions, will solve their budget problem.

By making this decision, the management group does not have to cut collections or other areas. They also have not violated any of the various structural guidelines for ethical and legal behavior specified in the first part of this chapter. They are very aware that employees will be angered and morale will be affected. Several months prior to implementing this decision, they clearly communicate their proposed actions to the library staff. They personally inform the people that will be laid off about the decision so that they will have some time to find other employment. They plan to use reserve funds to prolong the transition time for those employees that are to be laid off.

When Jim informs the affected part-time and hourly employees of the decision, their response is for the most part anger. They argue that they have come to rely on this employment over the years. They have made financial decisions based on the assumption that they will be able to continue working, such as mortgage payments and apartment rent. They feel betrayed and unappreciated.

When the decision is presented to the library board, they approve Jim’s decision. Many of the employees complain about the decision at the library board meeting and a few of them, long-time, valuable employees of the library, write scathing letters to the board.

Did Jim and his management team make an ethical decision? They had to find ways to reduce the budget. They initially were able to find cuts unrelated to personnel, but because of local municipal rules related to pension benefits and other constraints on where they could cut the budget, they were essentially forced into making a very difficult decision.

What would you have done differently? As director, Jim had no choice but to cut the library’s budget. The reduction in available revenues was not of his doing but caused by a corporate decision that reduced Ourtown’s property tax revenue. Jim had not created the expectation on the part of the part-time and hourly employees that their work was guaranteed for life. This expectation had been inadvertently created in the past, prior to his arrival. Jim’s decision balanced the budget, but he now has a major morale problem to deal with in the library. What lessons can we draw from this case study?

Reflection

Some observers might remark that there was no ethical lapse by Jim. The director acted within the rules established by the institution when dealing with budget cuts. The result was unfortunate for those who could no longer work the hours they would like to work, but they had not been formally promised otherwise. Other observers might conjecture that, on the surface, there was no ethical lapse, but the fact that some employees were hurt by the decision and felt betrayed implies some kind of ethical lapse somewhere in the situation and decision-making process. Whatever you think about the moral aspects of this case study, what advice might be proffered to Jim for guidance in the future?

First, humans often judge the morality of a decision from their own perspective. Bazerman and Tenbrunsel describe what is called “bounded awareness.” Bounded awareness


refers to the common tendency to exclude important and relevant information from our decisions by placing arbitrary and dysfunctional bounds around our definition of a problem. Bounded awareness results in the systematic failure to see information that is relevant to our personal lives and professional obligations.10



Second, many employees and others outside the institution may not understand how budgets are managed, and if a budgetary decision affects them adversely, they may not wish to understand. How does this help Jim? At the very least, it reinforces the advice given earlier in this chapter that in making financial and other decisions, it is best to follow the rules governing the matter at hand—in this case study, the requirement to reduce the budget by a specified amount without reduction in service quality and also to try to see the consequences of the decision beyond the short-term implications. This still may not allow the decision maker to emerge faultless, but it will allow him to understand and perhaps mollify any negative results of the decision.

In terms of the case study, Jim thought about the personal implications of layoffs for those hourly and part-time employees and how to deal with the inevitable fallout. He did think beyond his own bounded awareness about how it would affect those employees, but it still didn’t change the decision. However, it did affect how the decision was communicated to those employees affected. The affected employees’ anger and resentment still arose, but Jim presumably did everything possible to respect those employees and the burden that they would have to bear as a result of his and his management team’s decision. In this case, Jim personally told each person that was to be laid off and also used reserve funds to give them more transition time to unemployment.

Managing money is a moral challenge in part because managing money usually affects people. A financial manager can only do so much to affect employees’ expectations of management. This means that managers will inevitably disappoint some employees and even elicit anger from them. The perfect financial decision that everyone applauds rarely exists. However, as long as managers follow rules and procedures that affect financial management and try to develop their own sense of “moral knowledge,” at least they will know that they have done their best. True, this may not help them to sleep better at night or have all the employees applaud their decisions, but such is the human condition. As noted at the beginning of the chapter, in the quotation from Marilynne Robinson, economics, and in the case study financial management, “is no more reliably benign or rational than any other human undertaking. That is to say, it requires conscious choice and control, the making of moral and ethical judgments.”11

Summary

In this chapter we showed that the manager cannot take ethics for granted. While there are some rules pertaining to financial management that can guide us in ethical behavior (e.g., generally accepted accounting principles), these do not cover every situation. We also need to be ethically reflective in our financial decision-making. This chapter has provided a few common frameworks by which we can be ethically thoughtful in stewarding other people’s money in library service.

Exercises

Observe or review the consequences of a financial decision in your workplace. If possible, try to ascertain the decision-making process that was employed and the factors and risks that were considered in making the decision.

Answer these questions:


1.Would you have acted differently if you were the decision maker?

2.How does your perspective and the decision maker’s perspective affect the way you initially judged the consequences of the decision?

3.If you are able to see the situation from the decision maker’s perspective, does this change your judgment of the consequences?

4.Did the decision maker provide a rationale for the decision?

5.Do you think that the decision maker was thinking primarily of the consequences of the decision or primarily of the principle involved?



Conceptual Questions

1.Describe the difference between consequentialist ethics and deontological ethics.

2.What is bounded ethicality? Give an example.

3.What is bounded awareness? Can humans overcome this tendency when making decisions?
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Conclusion
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This text, an introduction to library financial management, is designed to provide basic information relevant to a semester-long general graduate library management course. It may also be used for the financial administration section of general library management courses or in continuing education courses on budgeting and finance, or for any librarian as a professional resource on the topic.

Librarians, especially academic librarians, have generally learned financial management on the job. However, the increasing complexity of both the financial and information environments demands that training in this area of librarianship should begin in graduate school. What the reader should realize now is that having been introduced to these topics, you need practice in reading and understanding financial statements; working with budgets; attending to the often politically charged budget processes in your library; and employing cost accounting and other measurement and evaluation techniques to improve performance. As you gain experience in your profession, you should also pursue other topics, such as the time value of money, financial statement analysis, and material focusing on the major revenue and expenditure categories of library operations.

For a public or school librarian, familiarity with the complexities of the property tax revenue system, bonds, and annuities are a must. In specific areas of librarianship, such as personnel, collections, information technology, and facilities, there are special applications of the basic principles explained here as well as a basic knowledge of contract law. In the area of cost accounting, knowledge of the potential application of activity-based costing and break-even analysis is necessary.

For the current library professional, the hope is that this volume will be a helpful professional reference source as you manage your library’s finances.
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Glossary
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accrual basis of accounting—An accounting principle that specifies that a revenue is recorded when earned and an expense when incurred.

across-the-board salary increases—Entails increasing every employee’s pay by a set percentage, regardless of performance, seniority, or any other factor.

activity—Describes what an enterprise does—the way time is spent. An activity has inputs and outputs. The principal function is to convert inputs, using resources (e.g., supplies, people, technology), into outputs.

activity-based costing (ABC)—Also called activity-based budgeting. Approach where costs are first assigned to activities and then to the services or products that eventuate from these activities.

activity-based management (ABM)—Approach that begins with identifying activities followed by cost assignment, rather than emphasizing departmental expenditure budgets.

actual cost—The cost in particular circumstances for performing a service, such as a specific cataloger cataloging a book. Compare with standard cost.

agreement—One of the two essential elements of a proper contract. There must be agreement between or among the parties to a contract regarding the promises made.

allied costs—Costs affiliated with work that an employee performs. Examples of these costs are office equipment, supplies, computers, tools, and uniforms.

allowance for uncollectible property tax—Accounting term that is an estimate of potential tax revenue that is probably not collectible for a variety of reasons.

anchoring—A bias whereby you cling to a fact or figure that should have no bearing on your judgments or decisions.

annuity—A financial instrument whereby a series of dollar amounts is either invested or received periodically, such as a loan that is to be repaid in one lump sum at the end of a specified period of time. By definition, an annuity requires three elements: (1) periodic payments (rents) that are always the same; (2) intervals between the payments are always the same; and (3) interest is compounded once each interval, either at the beginning or the end of the interval.

annuity due—An annuity where the periodic rents are made at the beginning of each period. Compare with ordinary annuity.

annularity—The concept that a budget is operative for a given year.

appraised value—Value that an appraiser thinks your property would sell for if put on the market. Compare with assessed value.

architect—A professional who tends to view projects in terms of problems and their solutions. The architect works from the program prepared by the building consultant.

assessed value—Value a taxing body determines for a property based on a percentage of the appraised value. In Urbana, IL, for example, the assessed value is about 33 percent of the appraised value. The tax rate is applied against the assessed value. Compare with appraised value.

assessment paradigm—A useful way to structure data used in assessment so that it can be measured.

assets—Resources owned or controlled by the organization. Examples are cash, investments, property, and amounts owed to the organization.

associational technique—A technique that predicts a variable based on the value of other variables.

at-will doctrine—In common law, an employer may fire an employee at will, without any reason. This doctrine is void if an implicit or explicit contract has been made with the employee.

at-will employee—An employee not covered by civil service regulations, a union contract, or an individual employment contract who can be terminated without cause by the employer at any time.

audit—A detailed examination of an organization’s financial statements and the accounting records and procedures that supported the creation of those statements.

auditor’s letter—A brief summary report by an independent auditor regarding the accuracy and reliability of the financial statements.

availability bias—Basing a decision on the most recent and vivid experience available in memory rather than on an entire history of related experiences.

balance—For budgets, it means that revenues and expenditures equal one another.

balance sheet—A financial statement that shows the assets, liabilities, and net assets of an entity at a specific point in time.

balanced scorecard—Technique that focuses on four areas of measurement: users, finance, internal processes, and learning and the future. It gathers data in each of these areas to get a comprehensive view of organizational performance.

bargain purchase option—An option in a capital lease that allows the lessee to purchase the leased equipment for salvage value at the end of the lease term.

bases of accounting—The rule governing when revenues and expenses are recorded.

bearer bond—A type of bond that is not recorded in the name of an owner and can be transferred from one owner to another. See also coupon bond.

behavioral economics—A field that has challenged the assumed decision-making processes of traditional economic theory, which posits a rational actor who always acts and decides rationally, based on the information at hand. Behavioral economics explores the way people actually decide as opposed to how traditional economic theory assumes they behave.

benchmark—Data that is used to assess change in a service or process. The benchmark is measured and recorded prior to the introduction of change in a service or process and again after the change has been introduced. The gap between the original benchmark and the postchange measurement is one way to assess the effect of change.

best practices—Documents that record the best ways to carry out a process or conduct a service, usually prepared by experts in the area under consideration. The documents serve as benchmarks against which to compare current operations.

BFOQ—See bona fide occupational qualification.

bias—A proclivity to view some thing or activity through a selective lens of perception.

blanket order—A method of acquiring currently published library materials on the basis of a profile of desired publications provided to a vendor. The profile might specify items by specific publishers, specific subjects, or other facets.

bona fide occupational qualification (BFOQ)—An exception to the Equal Employment Opportunity Act of 1972. It allows an employer to require job candidates to possess certain qualifications that are not discriminatory toward protected classes. An example is requiring that someone be a male Roman Catholic to become a Roman Catholic priest.

bond—A debt instrument issued by one party to borrow a specific amount of money for a specific period. The amount borrowed must be repaid at the end of the term of the bond. Interest on the bond must also be paid periodically, generally every six months.

bond covenant—An agreement that is usually part of a bond indenture that specifies additional requirements that the issuer of the bond must observe, such as a specific debt-to-equity ratio or ensuring that the assets of a municipality have adequate insurance.

bond indenture—A contract that specifies a promise to pay (a) a sum of money at a designated maturity date, plus (b) periodic interest at a specified rate on the maturity amount (face value).

bond interest—Interest paid on the face amount of a bond. This interest rate is constant over the life of the bond.

bond issuer—The party that creates a bond to borrow money for a specific period at a specific interest rate.

bond principal—Amount borrowed through issuance of a bond.

bond referendum—A proposal put before the voters for an increased tax meant to pay for a loan (bond). The increased tax will cover both the repayment of the bond principal and the interest that is periodically due to the bondholder.

bond underwriter—The party that handles the sale of the bond to the public and then sends the proceeds from the sale of the bond to the bond issuer.

bounded awareness—This is the human tendency to ignore certain information in making decisions by placing artificial borders around the problem at hand.

bounded ethicality—Our ability to behave ethically is limited because of the frames through which we view any potential ethical dilemma. The decision made often conflicts with our own ethical values, had we but seen the situation differently.

breach—The nonfulfillment of a promise made in a contract.

break-even (BE) analysis—A technique that uses projections of costs, revenues, contributions, and appropriations to determine the level of operation where total costs are equal to total revenues. At this break-even point, there is neither a loss nor a profit.

budget—A plan, consisting of numbers and text, that specifies the sources of revenue, the amount expected from each source, the categories of expenditures, and the amount expected to be expended in each category.

building consultant—A professional who develops a program that specifies how much space of what kinds and in what juxtapositions a building and organization needs.

cafeteria benefit plan—A benefits plan with several benefits available from which an employee can choose which options are most important. The choice of benefits is usually limited by a dollar value placed on each and the dollar amount for benefits made available to an employee.

CAFR—See comprehensive annual financial report.

capital— Money that one has invested.

capital budgeting—A process that controls the receipt and expenditure of funds for such capital projects as renovation, new construction, or the purchase of large equipment.

capital lease—An agreement to purchase leased property at the end of a lease’s term, transferring the risks of ownership to the lessee.

capital project fund—Fund to keep track of revenue sources and interest earned on unspent revenue as well as expenditures over the life of a construction project. The fund is closed out in the period when the project ends.

capitalizing a noncurrent asset—A capitalized asset is added to the statement of net position at its cost rather than expensing the cost when purchased. It is then subject to depreciation over a specific period, essentially expensing that asset over its useful life. See also expensing a noncurrent asset.

cash basis of accounting—Accounting principle that specifies that a revenue or expense is only recorded when cash is received or spent.

cash flow statement—Records the inflows and outflows of cash from operating, financing, and investing activities.

charitable exemption—An exemption from property taxes based on the nature of the entity owning the property, often a complete exemption. See also nontaxable property.

chart of accounts—A classification system of financial accounts used in financial statements that generally specifies at least four elements for each account: its name, a numerical designation assigned by the institution to reflect the classification of the account, the larger class to which the account belongs (e.g., asset, liability, net asset, revenue, or expense), and any subclasses to which it belongs. The larger class and subclasses are generally reflected in the numerical designation.

choice architectures—When the structure or presentation of tangential facts and events influence the way we make the decision.

ClimateQUAL—This Association of Research Libraries program is an assessment of library staff perceptions concerning (a) their library's commitment to the principles of diversity, (b) organizational policies and procedures, and (c) staff attitudes. It is an online survey with questions designed to understand the impact perceptions have on service quality in a library setting.

closing of temporary accounts—The bookkeeping task of totaling the debits and credits in each temporary (revenue and expense) account and transferring the debit or credit balance to net assets.

commodity-backed bonds—Bonds that are redeemable in measures of a commodity (e.g., barrels of oil, tons of coal). They are not usually issued by municipalities.

common law—That branch of the law derived from case law. This is law developed by courts and other legal tribunals. It is different from civil law, which relies on law codes rather than exclusively on precedent.

community needs assessment—Gives a more complete picture of specific needs that will or could be met by a capital project. It also helps to assess the ability to obtain funding through increased taxation by estimating the likelihood that a bond referendum would be approved by the electorate.

comparability—An aspect of data integrity that states that data collected in one library in one year should be able to be compared over time and also compared with other similarly sized and types of libraries.

component unit—An organization, such as library friends, that has a separate charter and board but is closely connected with the library. Library management has no direct control over the organization’s funds.

components of internal control—The major components of internal control are control environment, risk assessment, control activities, information and communication, and monitoring.

composite depreciation method—Method that is used with assets that are related (computer equipment) but not similar (printers and computers) and that are purchased at the same time. It applies the straight-line method to the composite purchase.

compound interest—Interest calculated on the sum of the principal amount and any interest earned that has not been withdrawn prior to the calculation of interest.

comprehensive annual financial report (CAFR)—An overarching term that includes the financial statements, budgetary information, and other financial schedules and data related to the operation of a municipality during the previous year.

comprehensive budget—Consists of both the operating budget and any capital budgets that may be active.

comprehensiveness—The concept that a given budget includes all the operations of the organization in question.

confidence interval—Specifies the range of probable accuracy of an estimate.

confidence level—The probability of the accuracy of a sample.

confirmation bias—A tendency to search for, treat kindly, and be overly impressed by information that confirms your initial impressions or preferences. This is also called disconfirmation disinclination.

consequentialist ethics—Involves a concern for the ends or consequences of one’s conduct. Also known as teleological ethics.

consideration—Anything of value promised to another when making a contract. It is one of the two essential elements of a contract.

context—One of the four issues necessary to fully understand any financial ratio. Context means examining the ratio in comparison with past periods or with libraries of comparable size.

contingency defenses—A back-up plan in the event that an estimate or forecast is incorrect, such as having cash reserves in the case of a revenue shortfall.

contract—An agreement, with consideration, by two or more parties to perform a service or provide goods.

contractor—Professional who provides a project bid, including a fixed price based on the architect’s plans and the building consultant’s recommendations, and then, once approved, proceeds to build the capital project.

control activities—Procedures and processes that contribute to the mitigation of risks to acceptable levels. An example is segregation of duties in handling financial assets.

control environment—The organizational culture within which internal control takes place.

controllable cost—Cost that the manager of a cost center can influence. Compare with noncontrollable cost.

convertible bonds—Bonds that can be converted to another security of a corporation after a specified time. These are usually not issued by government entities.

corporate bonds—Bonds issued by a corporation.

cost center—An operation or department where costs are generated, such as a reference department or a conservation unit.

cost driver—The element in cost analysis that is responsible for variable costs.

cost estimate—An estimate of the cost of various elements of a capital project.

cost (managerial) accounting—The financial analysis of past, current, and future projects, operations, and processes.

coupon bond—A type of bond that is not recorded in the name of an owner and can be transferred from one owner to another. A coupon bond is similar to a bearer bond but different from a bond coupon.

coupon rate—The interest rate that must be paid on the face value of the bond by the bond issuer to purchasers of the bond. This interest rate remains constant throughout the life of the bond.

credit rate of interest—An additional increment of interest based on the credit worthiness of the borrower. Risk is considered and is proportional to the perceived ability of the borrower to repay the amount borrowed.

culture of assessment—An organizational environment in which decisions are based on facts, research, and analysis, and where services are planned and delivered in ways that maximize positive outcomes and impacts for customers and stakeholders.

current financial resources measurement focus—Used with financial statements to reflect changes in the financial resources available in the near future as a result of transactions and events of the fiscal period being reported.

current ratio—Current assets divided by current liabilities. This is one of the liquidity ratios.

data integrity—The concept that the data we collect and rely on to make decisions is relevant, reliable, and robust.

debt service fund—A self-balancing set of accounts that reports on the assets and liabilities of the debt incurred by a library and the transactions that occur to pay off that debt and to make interest payments on it.

debt to asset ratio—Total liabilities divided by total assets.

decision trap—A mental state that inhibits rational decision making.

deed of gift—An agreement between an institution and a donor specifying the amount of the donation and how it is to be used.

deep discount bonds—Bonds sold at a discount that provide the buyer’s total interest payoff at maturity. Also called zero-interest debenture bonds.

default risk—Risk that is incorporated into the coupon rate and borne by the lender if the borrower fails to repay the bond or loan.

deferred annuity—An annuity whose payments are not made until a specific number of periods has elapsed.

defined benefit plan—A pension plan where the employee contributes a set percentage of salary each month. The employer also contributes a percentage of the employee’s salary each month. The eventual resulting pension benefit typically consists of an amount determined by the number of years an employee has worked, the average salary of the employee over the last 36–48 months of employment, and a percentage of that average multiplied by the number of years of service.

defined contribution plan—A pension plan where the employee contributes a set percentage of salary each month and the employer also contributes a percentage of the employee’s salary each month. These amounts are invested in securities, often chosen by the employee, from a defined set of securities and mutual funds made available to the employee through the plan. The eventual pension benefit depends on the investment success of the benefit plan.

definition—One of the four issues necessary to fully understand any financial ratio. It requires that one understands how the ratio is computed and defined because there are no standard definitions of these ratios.

Delphi technique—Asking individual experts their opinion on a matter and then bringing them together to arrive at a consensus.

deontological ethics—An approach to ethics that focuses on one’s duty to certain ethical principles, such as justice, freedom, or veracity, without regard for the consequences of one’s actions.

depreciation—The expensing of a capital asset (equipment, furniture, building) at periodic intervals over its useful life. Capital assets have different depreciation schedules, depending on their estimated useful life.

development—See fund-raising.

differential cost—The difference in costs between two or more alternative ways of producing or purchasing a service.

differential costing—An approach concerned with costs that change when faced with making a choice between two alternatives. It is generally used on short-term projects that do not require any type of present value calculations.

direct cost—A cost directly involved in the provision of a service, such as personnel. From a marketing plan perspective, these are costs directly related to carrying out the plan, such as staff time or consultants to carry out the observational and other analyses, the creation or purchase of marketing materials, and media fees for the use of newspaper or TV advertisements.

direct method—Method that charges the costs of service departments to user departments without making allocations between service departments or to other service departments.

direct personnel costs—There are four major elements of direct personnel costs: salary or earned wage, Social Security and Medicare benefits paid by the employer, workers compensation, and Unemployment Insurance.

disability exemption—An exemption from property taxes based on a certifiable disability.

disconfirmation disinclination—See confirmation bias.

discretionary cost—A cost not necessary for the provision of a service that can be eliminated without any immediate noticeable effect on the quality of service.

disparate impact—This is an unlawful practice. The Equal Employment Opportunity Act of 1972 prohibits actions that on the surface appear to be neutral but “result in a disproportionate negative consequence on a protected class.”

disparate treatment—This is an unlawful practice. The Equal Employment Opportunity Act of 1972 bans the treatment of members of a protected class in a way that intentionally discriminates against them and is motivated by the fact that they are members of a protected class.

double-declining balance method—An approach where the asset depreciates at twice (or more, depending on various considerations) the amount of the straight-line method each year, but the salvage value is ignored in computing the base amount that is depreciated.

double-entry bookkeeping—A system that involves recording each financial transaction or event in two accounts.

dual process theory—Cognitive theory that posits two systems of cognition, System 1 and System 2. Each system makes decisions but in different ways. See also System 1 thinking and System 2 thinking.

economic resources measurement focus—Measurement focus based on whether an entity is economically better off or worse off as a result of events and transactions that occurred during the fiscal period being reported. This results in a broader range of transactions being recorded than the current financial resources measurement focus.

encumbrance—A method of restricting available funds on the basis of what has already been ordered. It provides a safeguard against spending funds that have already been committed but not yet paid to a vendor.

endowment effect—Valuing what we already have and expecting others to value it just as highly.

entrepreneurial activities—Fund-raising activities that seek revenue by engaging in business-type activities, such as a kiosk or coffee shop within the library.

Equal Employment Opportunity (EEO) Act of 1972—Federal law that governs the hiring and treatment of personnel in the United States.

error protection countermeasures—A method to allow for, and to some extent mitigate, inevitable errors in estimates and forecasts.

estimation—A technique that attempts to provide a quantifiable approximation of a result in the past or present with minimal uncertainty.

execution of the contract—A contract is executed or completed when the parties to a contract sign it. This term is also used to describe when both parties fulfill the promises made in the contract.

exemption—An elimination of some or all of a tax on a property, usually expressed in terms of a dollar amount that is subtracted from the assessed value.

exemption status—Refers to provisions of the Fair Labor Standards Act. Nonexempt employees must be paid in accordance with the minimum wage and overtime provisions of that law. Exempt employees are usually paid a salary and are therefore exempt from the requirements of minimum wage and overtime pay.

expected inflation rate of interest—Compensates for the loss of purchasing power of the amount borrowed due to inflation. This portion of risk is independent of the borrower; it relates to the expected rate of inflation in the economy.

expected utility theory—Assumes that decision makers were rational and had a well-developed ability to think clearly about probability of outcomes when making decisions under risk.

expected value theory—See expected utility theory.

expenditure—The disbursement of cash for goods and services.

expense—an outflow of resources from an organization. In certain contexts, can also be an expenditure.

expensing a noncurrent asset—Assets that are capitalized in the statement of net position are expensed in the governmental funds statement of revenues, expenditures, and changes in fund balances. The purchase of a capital asset is an expenditure, and expenditures are reported in this manner, regardless of whether the expenditure is a current asset, a noncurrent asset, or just a normal expense. See also capitalizing a noncurrent asset.

extremeness aversion—A behavior where a person is more likely to choose an option if it is an intermediate choice within a group, rather than at one extreme end.

Fair Labor Standards Act (FLSA)—Created in 1938, this federal law regulates the wages and overtime pay of workers in the United States.

Family and Medical Leave Act (FMLA)—Federal law that governs medical leave and the employer’s obligations to the employee in the United States. It provides an entitlement of up to 12 weeks of job-protected, unpaid leave during any 12-month period to qualified employees.

FASB—See Financial Accounting Standards Board.

Federal Insurance Contribution Act (FICA)—Federal law that requires both the employee and employer to contribute a set percentage of the employee’s salary or wages to fund the Social Security and Medicare programs.

Federal Unemployment Tax Act (FUTA)—Law that provides unemployment insurance to qualified employees in the United States who lose their jobs through no fault of their own.

fees—Charges to patrons for use of library facilities, printing services, and the like.

FICA—See Federal Insurance Contribution Act.

FIFO—See first-in first-out method.

Financial Accounting Standards Board (FASB)—Accounting regulatory body that prescribes how specific financial transactions are to be measured and recorded for nonprofit and for-profit entities.

financial statements—Reports of financial transactions that occur during a specific time period, such as a month, quarter, or year.

financial transaction—A measurable event that happens at a given instant involving the transfer of money between two or more parties.

financing—The act of borrowing money to carry out a capital project.

fines—Charges to patrons for violation of borrowing privileges, usually confined to overdue or lost materials.

first-in first-out method (FIFO)—Method of expensing inventory that uses the cost of the first purchase of the inventory item as the value of the expense. Compare with last-in first-out method (LIFO).

fixed cost—A cost that does not depend on the number or frequency of the service provided (e.g., a permit fee for a construction project or an annual cost of database subscription).

FLSA—See Fair Labor Standards Act.

FMLA—See Family and Medical Leave Act.

focus group—A group of people who are interviewed together about a particular subject, program, or service. The information gathered is then used as an element in decision making.

forecast—A technique that attempts to predict some quantifiable result (e.g., cost, frequency) in the future with minimal uncertainty.

four Ps—The bare essentials for a marketing plan: product, pricing, place (distribution), and promotion.

framing—The particular lens or viewpoint through which a situation is viewed when making a decision. It often prevents the decision maker from seeing the decision in a different way.

fraud—An intentional action that involves deception. Most fraud is directly connected with some kind of misappropriation of assets.

FTE. See full-time equivalent.

full-time equivalent—One full-time equivalent is equal to one employee working full time. This measure is used to make workloads comparable in different contexts. Two half-time employees would equal one full-time equivalent.

fund accounting in acquisitions—Used in larger acquisitions departments, this is a detailed breakdown of collections revenues and expenditures for specific subject areas or types of materials.

fund-raising—Seeking financial support for a charity, cause, or other enterprise.

funds—In governmental and occasionally in nonprofit accounting, a subset of the financial resources of an entity.

fungibility—A property of a good or commodity that allows mutual substitution of one unit for another. For example, cash is fungible.

furloughs—A temporary budget reduction technique whereby employees are required to take a specified number of vacation days without pay.

FUTA—See Federal Unemployment Tax Act.

future value of an annuity due—The value of an invested principal in the future, based on the interest rate, the periodic rent payments made at the beginning of each period, and the number of periods over which the interest is compounded.

future value of an ordinary annuity—The value of an invested principal in the future, based on the interest rate, the periodic rent payments made at the end of each period, and the number of periods over which the interest is compounded.

future value of a present sum—The value of an invested principal in the future, based on the interest rate, the present sum of invested principal, and the number of periods over which the interest is compounded.

GAAP—See generally accepted accounting principles.

GAAS—See generally accepted auditing standards.

GASB—See Governmental Accounting Standards Board.

general fund—Fund that is required for all governmental agencies. It reports on the current financial resources of the entity using the modified accrual basis of accounting.

general journal—See journal.

general obligation bonds—Government bond with repayment based on the full faith and credit of the issuer. They often carry the lowest interest rates because they are considered safe.

general revenues—Revenues derived from general sources, such as taxes, fines, fees, intergovernmental transfers, and interest. Compare with program revenues.

generally accepted accounting principles (GAAP)—Principles promulgated by the Financial Accounting Standards Board for for-profit and nonprofit institutions and the Government Accounting Standards Board for governmental institutions that ensure accurate and comparable reporting of the financial state of the institutions.

generally accepted auditing standards (GAAS)—National standards that prescribe how audits are conducted to verify the veracity and accuracy of an organization’s financial statements.

gifts—Donations in cash or in kind.

Governmental Accounting Standards Board (GASB)—Accounting regulatory body that prescribes how specific financial transactions are to be measured and recorded for governmental entities.

governmental funds financial statements—General fund statements that are a subset of the government-wide financial statements.

government-wide financial statements—Comprehensive financial statements of governmental entities that use the economic resources measurement focus and the accrual basis of accounting.

grant overhead—Funds provided by a granting agency in addition to costs of personnel, equipment, and travel. These additional funds are intended to reimburse the library for utilities, space, and maintenance.

grants—Funds provided by a granting agency for a limited time to complete a project or provide a service.

heuristic—A mental rule of thumb or shortcut.

hindsight bias—Maintaining faith in an overall, abstract ability to make accurate predictions in the face of concrete predictive failure.

homestead exemption—Property tax exemption based on a length of time that a property owner has owned and lived on a property.

hostile work environment—Environment created when any employee is exposed to taunts, comments, or physical conduct that would be considered offensive by a reasonable person.

income tax—Tax imposed on someone’s income.

incremental budgeting—The act of budgeting by increasing or decreasing the previous year’s budgetary amounts by specific increments as opposed to ensuring that budgeted amounts are sufficient to accomplishing the organization’s goals.

indirect cost—A cost that is indirectly involved in the provision of a service, such as electricity or janitorial service. From a marketing perspective, these costs are commonly seen as direct costs from the library administration’s point of view and include costs for personnel, collections, and other operating expenditures that create and enhance library services.

indirect personnel costs—Costs that encompass such benefits as medical, dental and vision insurance; vacation and sick leave; disability and life insurance; and retirement and pension contributions.

inertia—A psychological phenomenon whereby someone sticks with the status quo rather than choosing another option, even if the other option is more beneficial.

information and communication—A component of internal control that requires the organization to identify, assemble, classify, analyze, record, and report the entity’s transactions and maintain accountability of related assets.

input measures—Resources that have been allocated to the library currently and in the past and that can be quantified. Examples are the annual budget, the size of the collection, and the number of staff.

interest—An amount paid on a sum (principal) that is based on an interest rate and paid to a lender over a specified period.

internal control—Operating procedures and policies that, if followed, will support stakeholders’ assumptions about the reliability, validity, and accuracy of financial statements.

internal taxation—A practice common to academic institutions whereby the institution’s academic officers require each unit to return a specified percentage of their annual allocation to fund specific projects or non-revenue-generating units within the institution.

inventory—(1) The recording of tangible assets for internal control, maintenance, and depreciation; and (2) the valuation of the cost of saleable goods or parts used in the period in which they are used.

investments in capital assets, net of related debt—The current value of all capital assets minus any debt still outstanding on those assets. It is one of three elements of net assets.

invoice—A bill from a vendor that states the items ordered and delivered and their prices.

journal—A log of financial transactions, usually arranged chronologically.

journal entry—A recording of a financial transaction in the journal.

last-in first-out method (LIFO)—Method of expensing inventory that uses the cost of the last purchase of the inventory item as the value of the expense. Compare with first-in first-out method (FIFO).

learning curve—Technique where several iterations of the task are measured and a calculation made to determine how long it will take to reach an expected standard rate of performing a task.

lease—A contractual arrangement where a lessee (user) pays a lessor (owner) for the use of an asset, such as a piece of equipment, property, or software program.

leaseback. See sale and leaseback.

ledger—A record of the transactions applied to a specific account.

liabilities—Claims against the resources of an organization. An example is an amount that an organization owes to another entity.

life-cycle costing—Technique that involves the accumulation of all costs related to an asset, project, service, or management policy over its entire life, from start to completion or abandonment. It is usually applicable to long-term purchases where the asset involved has annual maintenance costs, beginning installation costs, and removal costs.

LIFO—See last-in first-out method.

line item budget—The simplest kind of budget where the budgetary categories are fairly broad and do not relate specifically to individual departments or programs within the organization.

loss aversion—Psychological behavior where someone would rather not lose, no matter what the objective facts tell the person, because losing is more painful than gaining pleasure.

macrolevel budget manager—A budget manager who both supervises other budget managers and has the responsibility for ensuring that the broader budget is followed. This person must also monitor other factors that can affect the overall budget.

management’s discussion and analysis (MD&A)—A part of the financial statements, prepared by management, that provides information about the state of the finances of an organization, based on the accompanying financial statements.

market segmentation—Process by which libraries categorize patrons, preferably according to their behaviors and not standard classes (e.g., faculty, staff, youth).

marketing—The activity, set of institutions, and processes for creating, communicating, delivering, and exchanging offerings that have value for customers, clients, partners, and society at large.

marketing mix—Entails communicating a marketing plan and goals to patrons and customers, reflecting the four Ps of product, pricing, place, and promotion.

MD&A—See management’s discussion and analysis.

mental accounting—A mental construct where some dollars are perceived to be worth less than other dollars, thereby violating the principle of fungibility.

microlevel budget manager—A budget manager who is responsible for a limited set of budgetary categories within a library. These categories may be focused on a specific department, project, or operation.

millage rate—The rate at which property is taxed. For example, a property assessed at $20,000 with a millage rate of 10 will have a tax of $200. Also called per mille or mill levy.

minimum wage—The hourly wage rate mandated by the Fair Labor Standards Act (FLSA) that may be raised, but not lowered, by state law.

misstatement—These are significant errors in financial statements. They can result from human error but often involve manipulation, falsification, or alteration of accounting records or supporting documents from which financial statements are prepared; misrepresentation in or intentional omission from the financial statements of events, transactions, or other significant information; or intentional misapplication of accounting principles relating to amount classifications, manner of presentation, or disclosures.

mixed costs—These costs have characteristics of fixed costs and variable costs. In some cases, there are step increases in fixed costs that are driven by certain increases in the level of activity.

modified accrual basis of accounting—An accounting principle that specifies that revenues are recorded when available, or nearly available (usually not more than 60 days in the future), and expenses recorded when incurred.

monetization—Assigning a monetary value to a concrete object or to an outcome, such as the health impacts of coal-fired power plants.

monitoring—A component of internal control in which the organization selects, develops, and performs ongoing or separate evaluations to ascertain whether the components of internal control are present and functioning

multiyear budget—Usually confined to capital budgeting, this type of budget lays out the projected expenditures over the life of a capital project.

municipal bonds—Government bonds that usually have a lower coupon interest rate than corporate bonds because their interest is not subject to federal taxes and have a lower default risk incorporated into their interest rates. These are also known as tax-exempt bonds.

net assessed value—The value of a property after all allowable exemptions have been applied

net assets—An accounting entity, defined as the difference between assets and liabilities.

noncontrollable cost—Cost that the manager of a cost center has no influence over. Compare with controllable cost.

nontaxable property—Property on which no tax is levied. See also charitable exemption.

non-value-added cost—Cost that exists but whose removal will not affect the service provided. Moving books to various cataloging stations might be considered a non-value-added cost.

notes to financial statements—Notes that provide information that is essential to a user's understanding of the basic financial statements. They provide additional information about specific assets, liabilities, and net assets.

object budget—See line item budget.

observational analysis—Encompasses formal and informal observations about the state of the external and internal environment of the library and includes four subsections: environmental/external, industry, internal, and SWOT.

offeree—Party to a contract to whom an offer is made.

offeror—Party to a contract by whom an offer is made.

old age exemption—A property tax exemption granted to the elderly, usually with an income ceiling applied. That is, not all seniors receive the exemption, only those whose annual income is less than an amount that is determined locally.

OPEB—See other postemployment benefits.

operating lease—Lease or which lease (or rental) payments are made to the owner of the property or equipment for services rendered. Other incidental costs may be involved. At the end of the lease term, any property involved is returned to the owner.

ordinary annuity—An annuity where the periodic rents are made at the end of each period. Compare with annuity due.

other postemployment benefits (OPEB)—Benefits for employees after their retirement. These may include health benefits, life insurance, disability, legal, and other services.

outcome measures—Measures that are difficult to assess and relate to both individuals served and the community served. Examples include the role of the academic library in increasing student learning and the role of the public library in promoting a civic society.

output measures—Measures that indicate how inputs and processes are utilized. Examples include annual circulation, the number of reference questions answered, and the number of users served.

outsourcing—Hiring external parties to perform library operations or processes, such as cataloging or accounting.

overconfidence—This is the inability to temper confidence or optimism as a result of prior experience.

parol evidence rule—The legal rule, applicable to contracts, which states that a contract only contains the written agreement and not any preliminary verbal elements that have not been included in the final written contract.

pension—A regular payment to retirees based on their work history or money paid into an investment vehicle during employment by both the employee and the employer. There are two major types of pensions: defined benefit plans and defined contribution plans.

permanent accounts—Accounts that do not revert to zero after the accounting period ends. These accounts are assets, liabilities, and net assets.

persistence—One of the four issues necessary to fully understand any financial ratio. It requires the analyst to persevere in asking questions about the meaning of the ratio and not just be satisfied with a simple calculation.

personal property tax—Tax imposed on the owner of real property, excluding land and buildings, in a taxing district. Also called an ad valorem tax or real estate tax.

posting entries—Act of recording financial transactions in the journal or ledger.

present value of an annuity due—Value of invested principal in the present, based on the discount (interest) rate, the periodic rent payment made at the beginning of each period, and the number of periods over which the interest is discounted.

present value of a future sum—Value of invested principal in the present, based on the discount (interest) rate, the future sum of invested principal, and the number of periods over which the interest is discounted.

present value of an ordinary annuity—Value of invested principal in the present, based on the discount (interest) rate, the periodic rent payment made at the end of each period, and the number of periods over which the interest is discounted.

prima facie evidence of discrimination—Four elements that must be established to prove discrimination under the Equal Employment Opportunity (EEO) Act of 1972.

process chain—Refers to the day-to-day operations of the library and its ability to be efficient, economical, sustainable, and adaptable.

process measures—Measures that quantify the time or the cost to perform a specific task or activity, such as ordering, receiving, or cataloging.

program budget—Budget that shows the planned expenditures for each program or department. Compare with line item budget.

program, planning, and budgeting system (PPBS)—Budgeting system whereby each department’s or program’s budget is determined and monitored with regard to the individual goals of the unit and how it agrees with the library’s overall goals.

program revenues—Revenues generated by a specific program of the library. Compare with general revenues.

project budget—See project cost estimate.

project cost estimate—Cost estimate for an entire capital project. The estimate is operative for the life of the project, often consisting of two or more years. Customarily a distinction is made between a construction cost estimate and a project cost estimate.

project planning—Assessment that is applicable to buildings and equipment purchases. The planner must be aware of the potential use of the equipment, its projected life, estimated maintenance costs, and salvage value, if any. For large, complex capital projects, planning also involves a set of external players (consultants, architects, contractors); a detailed project plan; and a demonstration that the project meshes well with other past, ongoing, and possible future projects.

property tax base—The actual or projected assessed value of property within a jurisdiction.

proprietary fund—Fund that records the transactions of a government whereby the government provides goods and services to the public for a fee. It is a business-type fund, such as a gift shop or kiosk within a library, that provides goods and services beyond that provided by taxpayer dollars.

prospect theory—Unlike expected utility theory, which describes how decisions under risk should be made, prospect theory describes how decisions under risk are actually made. The authors of this theory, Daniel Kahneman and Amos Tversky, found that in making decisions under risk we are less willing to gamble with gains than we are with losses.

protected classes—Classes of employees established under the Equal Employment Opportunity (EEO) Act of 1972 that are protected from discrimination in hiring and employment practices. Currently, these classes are national origin, race, color, religion, sex, age, pregnancy, and disability.

public relations—A strategic communication process that builds mutually beneficial relationships between organizations and their publics.

purchase order (PO)—A paper or electronic document that is transmitted to a vendor to purchase desired materials.

pure rate of interest—Amount charged if there is no expectation of default by the borrower or inflation in the economy. No risk is assumed.

reciprocal method—Method that recognizes all services provided by any service department, including services provided to other service departments.

registered bonds—Bonds issued in the name of the owner that require surrender of the certificate and issuance of a new certificate to complete a sale to a subsequent owner.

reliability—A quality of data used to make decisions. If the data is not reliable, it should not be used in decision making.

remedy—What a contractual party must do or pay to the other contractual party or parties when a contract is breached.

rent—An annuity payment.

required supplementary information (RSI)—In addition to the MD&A and the notes to the financial statements, this provides other information prescribed by GASB and FASB.

responsibility-centered budgeting—A practice developed in 1974 that became common in the 1980s and 1990s whereby funds are allocated to teaching departments based on the number of students that enroll in their courses and the number of students who claim that department as their major.

restricted net assets—Part of the net assets restricted by an external body or contract.

return on investment (ROI)—A financial concept that measures the value gained by an investment over and above the initial amount invested. In broader terms, it can also refer to the outcomes, measurable either in dollars or in the positive societal effects of the library’s services.

revenue—An inflow of resources to an organization.

revenue allocation—The distribution of revenue among individual units, projects, or funds within an organization.

revenue bonds—Bonds for which interest is paid from specified revenue sources. They are most frequently issued by governmental bodies, such as municipal sewage plants.

revenue and expense statement—A financial statement that provides actual expenditures, expenses, and revenues during a specific period of time. It is often accompanied by budget information for governmental and nonprofit entities.

risk assessment—A component of internal control that requires the identification and analysis of risks relevant to the goals of the library in general and to the preparation of financial statements and prevention of fraud in particular.

risk management—Process of identifying, quantifying, and managing the risks that an organization faces. As the outcomes of business activities are uncertain, they are said to have some element of risk. These risks include strategic failures, operational failures, financial failures, market disruptions, environmental disasters, and regulatory violations.

salaried employees—Employees hired at an annual rate of pay that is prorated monthly or biweekly. This type of employee includes managers and some line employees, such as reference librarians, catalogers, IT personnel, at various levels who are required to work a minimum number of hours (e.g., 40 hours per week) but not a maximum number of hours.

sale and leaseback—A leasing arrangement in which the owner of a piece of equipment may sell it to another organization and then lease it back from the buyer.

sales tax—Tax imposed on the sale of specific categories of goods and services.

salvage value—The estimated value of a capital asset once the useful life of the asset has expired.

sampling—The act of choosing specific members of a population in order to predict a specific value of that population.

SEA—See service efforts and accomplishments.

secret shopper—A method of data collection a library hires one or more people to simulate patron behavior to see whether service values are being observed and services are delivered competently.

secured and unsecured bonds—Secured bonds are backed by a pledge of some sort of collateral. Unsecured bonds are not backed by collateral. A debenture bond is unsecured. Most municipal bonds are unsecured but considered safe because of the taxing power of the municipality.

selection—Process by which a librarian determines which materials the library should purchase. Selection takes place from publishers’ catalogs, book review media, and other sources, including patron requests.

sensitivity analysis—In projecting the effects of certain decisions, estimates are often used. An analyst then uses different values of these estimates to determine how an event (dependent variable) will be affected.

separation of duties—An internal control activity that requires two separate individuals to be involved in many financial transactions, such as the receipt and recording of assets. The purpose is to minimize the likelihood of fraud and misappropriation of funds.

serial bonds—Bonds that mature in installments. They are often used by school or sanitary districts, municipalities, and other local taxing bodies.

service efforts and accomplishments (SEA)—A report, usually included within the comprehensive annual financial report (CAFR), that provides narrative and numerical data on the services that were provided during the past year and the degree to which those services met the goals desired for them.

service-level agreements—Agreements between the provider of a service (e.g., the IT department of the library) and library management. For example, an agreement that the integrated catalog will have no more than two minutes of downtime in each 24-hour period.

sexual harassment—This is a prohibited employment practice under the Equal Employment Act of 1972. Also called a “quid pro quo,” it occurs when a supervisor or other person with power over an employee asks for or demands sexual or other favors in return for a favorable employment action, such as a pay raise, a promotion, or continued employment.

simple interest—Interest calculated only on the original principal and not any previous interest earned.

special funds—In government and occasionally in nonprofit accounting, funds that focus on specific subentities of a government or governmental entity, such as a water treatment plant or a major capital project. These funds have their own self-balancing set of financial statements and are incorporated into the government-wide financial statements for periodic reporting.

special project fund—See capital project fund.

special tax referendum—A referendum held to approve, or not, a special tax for a specific purpose, such as for building a new library or school or other capital projects or improvements.

special use tax—A tax imposed to support particular municipal services, such as sewage, water treatment, or garbage services.

stakeholder—Any person or organization that has a financial or societal interest in the success of the library and its programs.

standard cost—A previously agreed upon cost for performing a service. It is usually based on a widely held standard, such as the time it takes to catalog a book. Compare with actual cost.

statement of activities—A financial statement that shows in summary form the actual revenues and expenditures that occurred during a specific period. The figures from this statement are compared to the budgeted amounts in the categories shown on the statement of activities to ensure that an organization is in conformance with its budget.

statement of net assets—Another name for the balance sheet, used in specific contexts.

statement of net position—A more recent name for the statement of net assets, effective December 15, 2011.

statement of revenues, expenditures, and changes in fund balances—A financial statement that is part of the governmental funds financial statements. It records the revenues and expenditures for a specific period and any changes that have occurred in the general fund as a result of over- or underexpenditure for the period.

statements of accounting standards—Principles published by either the Government Accounting Standards Board (GASB) or the Financial Accounting Standards Board (FASB) that govern the reporting of an entity’s financial transactions to the public and the content and format of financial statements.

status quo bias—Being content to settle for the status quo rather than apply some effort to make a change in status or behavior.

step-down method of indirect cost allocation—Method that recognizes that some service departments provide services to other service departments. A specific service department allocates costs to another service department, but once it allocates its costs, no other costs are allocated back to it.

stewarding funds—The prescription of activities for which funds are allowed to be used along with policies and rules to ensure that funds are used for the purposes intended.

straight-line method—Method of depreciation that requires assigning a useful life and a salvage value to the asset. The cost of the asset minus the salvage value is divided by the useful life, and the resulting dollar amount is then used as the depreciation expense figure for each year of the asset’s useful life.

student fees—Fees charged to students to cover a variety of services, such as information technology, libraries, health insurance, and student activities.

sum of years’ digits method—With this method, the depreciation charge is based on the decreasing fraction of depreciable cost or value.

sunk cost—A cost that has already occurred and is impossible to retrieve, such as the purchase of equipment.

survey—A common method of data collection whereby library management asks patrons to answer questions relating to various aspects of library service.

SWOT analysis—SWOT is an acronym for strengths, weaknesses, opportunities, and threats and is one of the four elements of observational analysis.

System 1 thinking—One aspect of dual process theory that is rapid, nonanalytic, intuitive, associative, tacit, and effortless.

System 2 thinking—One aspect of dual process theory that is slow, analytic, deliberate, methodical, intentional, and effortful.

T account—A visual representation of a ledger account that is used for posting debits and credits from the journal.

tax—A monetary charge placed on the ownership of property, the purchase of goods and services, or the receipt of income.

tax levy—An action by a government to collect taxes on property, sales, income, and so on.

tax referendum—A political action whereby a proposed increase in the property tax rate is brought before the voters on a ballot.

taxable property—Property that is subject to a tax levy.

taxation, internal—See internal taxation.

teleological ethics—See consequentialist ethics.

temporary accounts—Accounts that revert to zero after the accounting period ends. These accounts are revenues and expenses.

term bonds—Bonds that mature on a single date.

thoroughness—One of the four issues necessary to fully understand any financial ratio. An analyst cannot rely on just one favorite ratio but must use several of them to get the most complete picture of the financial health of the library.

time series—Trends over time, here used to project what will occur in future based on what happened in the past.

traditional budgeting—See incremental budgeting.

trial balance—A bookkeeping task that totals all the debits and credits made during a period to ensure that the accounting equation is still in balance.

tuition—Charges to students for attending a higher educational institution or elementary and secondary private schools.

UCC—See Uniform Commercial Code.

unified budget—See comprehensive budget.

Uniform Commercial Code—A set of proposed laws intended for adoption by all the states that cover all types of commercial transactions.

unrestricted net assets—Part of net assets that does not have any restrictions placed upon it, but not necessarily liquid assets.

useful life—An estimate of how long a capital asset is expected to be in use. Many capital assets are assigned to a category of useful life rather than an estimate assigned to each purchased capital asset. Because it is an estimate, there is no clear guidance as to what “useful life” actually means.

value proposition—Coupling the need of the library with the interest of a donor. It is also called an ask.

value-added cost—Cost that enhances the service provided.

variable cost—Cost that varies with the frequency or number of the service provided.

variance—The difference between an actual amount and a budgeted amount. It may be expressed in dollar or percentage terms.

veteran’s exemption—An exemption applied to property taxes granted to military veterans.

volunteer—A person who donates her or his labor to an organization without getting paid.

wage earners—employees who are not salaried but paid an hourly wage. Because they are either covered by civil service regulations, a union contract, or individual employment contract, they are not considered at-will employees.

Web-usability studies—Studies employed when the library wants to ascertain the degree to which a product (e.g., Web page) or service (e.g., self-checkout procedure) meets specific usability criteria.

workers compensation—A form of insurance that provides wage replacement and medical benefits to workers injured on the job and is paid for by the employer. However, any worker covered by workers compensation thereby relinquishes the right to sue the employer for the tort of negligence.

workflow analysis—The analysis of how a process or activity is carried out. It can rely on interviews with workers and supervisors and subsequent flowcharting of the processes involved along with verbal descriptions of those processes.

working capital—Current assets minus current liabilities.

zero-based budgeting (ZBB)—A budgetary method whereby all accounts are reduced to zero and the budget built anew each year, depending on the goals of the organization and the proposals from specific departments as to how the library will achieve those goals.

zero-interest debenture bonds—See deep discount bonds.
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ABC. See Activity-based costing

ABM. See Activity-based management

Accountability: reasons for demand, 248

Accounting: as different from auditing, 71

Accounting artifact: value of collections, 231 n.3

Accounting process: concrete example of, 33–38

Accounting system: ability to provide accounting information for monitoring, 89

Accounting world: divided into two parts, 48

Accounts: creation of, 26

Accrual basis of accounting, 20, 43; used for entrepreneurial activities, 179; used with government-wide financial statements, 51

Accrued vacation: as liability, 213–214

Accuracy (auditing), 73

ACRL. See Association of College and Research Libraries (ACRL)

Across-the-board pay raise, 207

Activity: definition, 266; identification in activity based costing, 273

Activity-based costing, 265–266; activity of analyst, 270; assignments of costs, 270; cost of applying, 271; determining cost driver, 271–272; as different from traditional cost accounting, 270–271; example of analysis and calculation, 271–276; procedure, 271–273; questions to ask, 273, 276; six steps of, 274; as tool to address funding shortages, 212; use for reducing other operational expenditures, 242; use in cost-benefit decision, 271

Activity-based management, 265; purpose, 266

Activity cost: relationship to cost driver, 272

Activity method (depreciation), 239

Actual cost, 249, 250

Adhesion contract, 193, n.2

Advancement. See Fund-raising

AFCE. See Association of Certified Fraud Examiners (AFCE)

Agency: role in ethical decision-making, 315–316

Agreement (contract law), 189

AICPA. See American Institute of Certified Public Accountants (AICPA)

ALA. See American Library Association (ALA)

Allied costs, 203; appearance in financial statements, 214; for volunteers, 209

Allocated cost. See Indirect cost

Allowance for uncollectible property tax, 147, 148

AMA. See American Marketing Association

American Institute of Certified Public Accountants (AICPA), 5–6, 71; standards regarding audit opinion, 74

American Library Association (ALA): affiliation with LibrisDesign, 117

American Marketing Association, 296

Amortization: of discount bond interest, 159; of premium bond interest, 159

Amounts deposited: comparison with amounts received, 69

Amounts received: comparison with amounts deposited, 69

Analysis of financial issues: as part of internal analysis, 300

Analysis of management: as part of internal analysis, 300

Analysis of marketing: as part of internal analysis, 300

Analysis of operations: as part of internal analysis, 300

Analytical procedures (auditing), 73

Anchoring, 104

Annual percentage rate, 130, 131

Annualarity: assumption about budget, 86

Annuity: applications of, 135; definition, 135; elements, 135; relation to multiple-sum problems, 135; two types, 135

Annuity, ordinary. See Ordinary annuity

Annuity due: definition, 135

Appeal process: property tax assessment, 146

Appeals (salary), 207–208

Appraisal: of donated collection, 317

Appraised value: definition, 147

Approval plan: definition, 231 n.1; reconsideration as cost saving measure, 228

APR. See Annual percentage rate

Architect (capital projects), 117

Ariely, Daniel, 111 n. 34

ARL. See Association of Research Libraries (ARL)

Arthur Anderson (accounting firm), 74

Ask (fund-raising solicitation), 307

Assessed value: definition, 147

Assessment paradigm, 256–257

Assets: definition, 16; as element of balance sheet, 16; monitoring existence of, 236; recording of tangible, 236

Association of Certified Fraud Examiners (AFCE), 71

Association of College and Research Libraries (ACRL): statistics, 261

Association of Research Libraries (ARL), 260; ClimateQUAL, 301–302; statistics, 261

Associational technique, 82

At-will doctrine (contract law), 191

At-will employees, 201, 202; layoffs, 211

Attestation audit, 72

Audit: definition, 71;essential activities, 73; opinion, 74; purpose, 72; report, 74; risk types, 72; as tool to enforce generally accepted accounting principles (GAAP), 316;. See also Operational audit; Compliance audit; Attestation audit

Audit tests, 72–73

Auditing: definition, 66; different from accounting, 71; relation to records management, 73; two types, 66

Auditor: as licensed certified public accountant, 66; expectations of financial system, 73–74; internal, 70

Auditor’s letter, 58; management’s influence on, 58; as seal of approval, 6

Authorized persons: signing of checks, 69; withdrawing money from bank, 69

Availability bias, 100; System 1 thinking prone to, 104

Balance: assumption about budget, 86

Balance sheet, 48, 49; description of, 17–18; one of three basic financial statements, 16; related to revenue and expense statement, 22; temporal coverage of, 17–18

Balance sheet equation, 18

Balanced budget: as plan, 22

Balanced scorecard, 260

Ballot question. See Bond referendum

Bargain purchase option, 286, 291 n.2

Basis of accounting, 42–43; differences in, 43; relation to financial statements, 51f; types of, 20

Baumeister, Roy, 101

Bazerman, Max H., 318, 321

BE analysis. See Break-even analysis

Bearer bond, 155

Beauchamp, Tom L., 314, 315

Behavioral economics, 100

Benchmark: judging contractor bid against, 117–118

Benefits, personnel. See Personnel benefits

Best efforts underwriting, 155

Best practices, 259

BFOQ. See Bona fide occupational qualification (BFOQ)

Bias, 100

Bidding, competitive. See Competitive bidding

Bill and Melinda Gates Foundation, 234

Blanket order, 222; definition, 231 n.1

Blood glucose level, 101

Bona fide occupational qualification (BFOQ), 199

Bond: accounting for, 156; building blocks of, 154; creation, 154; face value, 154; financial obligations of library, 156; issuer, 155–156; legal fees, 156; multiple-sum problem example, 160–163; periodic interest, 154, 156; purposes, 154; repayment example, 149–150; repayment in installments, 160–163; sale of, 155; summary of main points, 160; types, 155; underwriting fees, 156

Bond covenant, 154

Bond discount, 158–159

Bond indenture, 154

Bond interest: as simple interest problem, 156

Bond issuer, 155

Bond premium, 158–159

Bond principal: as future value of ordinary annuity problem, 156; repayment of, 154

Bond referendum, 149, 156; definition, 115

Bond underwriter, 155

Book sales: cost of conducting, 179; entrepreneurial activity, 179

Book value, 240

Borden, Neil, 298

Bounded ethicality, 318

Break-even analysis, 283–285; example, 283–285

Break-even point, 283

Budget: absence of revenue source in academic institutions, 169–170; affected by foreign currencies, 87; ambiguous meanings of, xii n.3; assumptions about, 86–87; caveats, 88, 95–96; contractual constraints, 95; definition, 86; different meanings, 85; errors in, 95; formats, 91–93; framing of, 103; functions, 87–91; as funds to spend, 85; legal constraints, 96; minimizing potential error, 80; monitoring, 87–90, 196; monitoring as tool in future budget preparation, 90; narrative, 96; nomenclature 86; over-expenditure, 96; plans for future transactions, 85, 86; preparation of next year’s, 90; processes, 93–95; purpose, 86–87; questions of macro-level budget manager, 10–11; questions of micro-level budget manager, 10; relation to cost accounting, 248–249; relation to fundamental purpose of library, 86; relation to goals and objectives, 87; relation to institutional priorities, 95; relation to services provided, 87; reliance on different types of information, 105; reliance on estimates and forecasts, 87; revenue stability, 96; role of estimation, 79–80; structure, 86, 103–105; summary hides detail, 95; support goals of library, 94

Budget, final appropriated. See Final appropriated budget

Budget, line item. See Line item budget

Budget, multiyear. See Multiyear budget

Budget, original. See Original budget

Budget, program. See Program budget

Budget variance. See Variance

Budgetary comparison schedule: as part of RSI, 59

Budgetary decisions: complexity and contingent nature of, 11

Budgeting, incremental. See Incremental budgeting

Budgeting behavior: mindless incremental, 104

Bulk purchasing (operations expenditures), 241

Bumping: in layoffs, 211

Cafeteria benefit plan, 203

CAFR. See Comprehensive annual financial report (CAFR)

Capability (assessment paradigm), 257

Capacity: determination for service demands, 255–256; measurement and evaluation of, 210; meeting long-term and short-term, 210; related to goals, 210

Capital: definition, 113

Capital assets, net of related debt: explanation, 31

Capital budget: accounting control, 121–122; building replacement or renovation, 117–118; definition, 114; different meanings, 114; financial documents, 120–121; for equipment, 118–119f; major elements, 114–116; presentation on financial statements, 121–122; process 116; purpose, 113; reasons for separation from operating budget, 114; summary worksheet example, 121f;

Capital improvement: advantages, 116

Capital investment: factors to consider, 115

Capital lease: considered as a purchase, 286; criteria for, 291–292 n.2. See also Lease; Operating lease

Capital project: conception and cost estimate, 117; estimating monetary benefit, 115; funding of, 154; personnel involved, 117–118; small scale, 120

Capital project fund, 120–122

Capital purchases: presentation in financial statements, 242

CARLI. See Consortium of Academic and Research Libraries in Illinois (CARLI)

Cash basis of accounting, 20, 43

Cash control policy, 178

Cash flow statement, 22–23, 48, 50; differs from revenue and expense statement, 22–23; entities required to have, 23; one of three basic financial statements, 16; purpose of, 23; sections of, 23

Cataloging in Publication (CIP), 267

Certainty: determined by reference point, 103

Certainty effect, 102

Certified research administrator, 171

Champaign Public Library, 302, 303

Change in net assets: example, 22

Charitable exemption, 148

Charitable tax deduction: for gifts to library, 225

Charlevoix Public Library: balance sheet accounts, 27

Chart of accounts: as budget structure, 103; definition, 28; elements of, 28; hypothetical for Charlevoix Public Library, 29f; importance for auditing, 73–74; indication of indirect personnel expenses in, 213; role in budget, 86, 91

Checks: listing and endorsement, 69; not payable to cash, 69

Childress, James F., 314, 315

Choice architecture, 100; in retirement plans, 104–105

CIP. See Cataloging in Publication (CIP)

Civil service: role in personnel expenditures, 196

Classification (auditing), 73

ClimateQUAL, 301–302

Closing out accounts: procedure, 37

Coffee shops: as entrepreneurial activity, 179

Collateral: of bond, 155

Collection funds: structure, 221

Collections: appraisal of gift, 225; as asset, 226; budgetary considerations, 227–229; as capital expenditure, 227; conservation, 225–226; definition, 219; as depreciable asset, 231 n.3; depreciation of, 226; ethical concerns, 224; fund accounting, 220–223; gifts, 224–225; insurance of, 244 n.3; as liability, 226; presentation on financial statements, 226–227; preservation, 225–226; receipt of ordered items, 222; as restricted net asset, 226; selection of materials, 220; strategies for dealing with reductions in funding, 227–229; systems and procedures, 220–223; treatment as asset or expenditure, 244 n.3; useful life, 231 n.3

Collections, leased. See Leased collections

Committee of Sponsoring Organizations of the Treadway Commission (COSO), 66–67

Commodity-backed bond, 155

Common size ratios: examples, 60–61

Community needs assessment (capital budgeting): influence on type and cost of capital projects, 115; ways of carrying out, 115

Comparability (measurement data), 257

Compensatory time off: wage earners, 202

Competition: from other information entities, as factor fostering accountability 248

Competitive bidding, 118

Completeness (auditing), 73

Compliance audit, 72

Component unit, 52; involvement with gifts to library, 173

Composite depreciation method, 239

Compound interest: applications of, 130; computation, 129–130

Compounding: definition, 133

Comprehensive annual financial report (CAFR), 52, 309

Comprehensive budget, 118; example of, 118–119f

Comprehensiveness: assumption about budget, 86–87

Cone of ignorance: of micro-level budget manager, 12

Confidence interval: definition, 83 n.2

Confidence level: definition, 83 n.2

Confirmation bias, 106

Consequentialist ethics, 314

Conservatism: principle for ethical management, 318

Consideration (contract law), 189

Consortial purchasing: collections, 228; operations, 241

Consortium of Academic and Research Libraries in Illinois (CARLI), 223

Construction budget: vs. project budget, 123 n.13

Consultant (capital projects), 117

Context (financial statement analysis), 60

Contingency defense, 81, 83 n.5; allowance for inflation in budgeting, 96

Continuous learning, 109, 111 n.38

Contra-asset, 30; depreciation of collections, 226

Contract: breach of, 189, 191; caveats for manager, 192; common law provisions, 191; creation process, 189–191; definition, 189; elements, 189; execution of, 189, 191; monitoring, 192; relating to labor, 188–189; remedy for breach, 191; unenforceable types, 189; use in leasing, 285; use in outsourcing, 285 written document as final arbiter, 191

Contractor (capital projects), 117–118

Contractual fee, 176

Control activities (internal control), 68

Control environment (internal control), 67–68

Control over disbursements, 69

Control over receipts, 69

Control risk (auditing), 72

Controllable cost, 249, 250

Convertible bond, 155

Cooper, Terry, 314

Copying fee, 175–176

Corporate bond, 155

Corporatization, 248

COSO. See Committee of Sponsoring Organizations of the Treadway Commission (COSO)

Cost: classification of, 267; escalation of, as factor fostering accountability, 248; for cost driver, 272; function of volume and complexity, 271; identification of components, 267; identification of in traditional approach, 268; in obtaining revenues, 171, 173–174, 176, 177–178, 179, 181; incurring of, 270

Cost accounting: danger of cognitive dominance, 251; definition, 247; different from financial accounting, 247–248; example of traditional approach, 267–270; framing in traditional approach, 266–267, 270; goals of analysis, 266; purpose, 248; shortcomings in any method, 270; traditional as different from activity-based costing, 270–271; traditional methods and approach, 266; types of data analyzed, 248; used in making estimates, 248

Cost benefit analysis: with Pinto (automobile), 251

Cost center, 249, 250; budgetary responsibility, 88; definition, 88

Cost center budget: examples, 88f, 89f

Cost center manager: control over expenditures, 88. See also Manager

Cost driver, 250, 271; relationship to activity cost, 272

Cost estimation: capital budgeting, 115–116, 120; methods, 282–283

Cost pools, 271

Coupon bond, 155

Coupon payment: simple interest, 160–163

Coupon rate, 158

Credit: accounting definition, 31

Credit entries: multiple, 44 n.2

Credit rate of interest, 128

Culture of assessment, 210, 260

Current financial resources measurement focus, 42, 50, 51

Current ratio, 62

Curse of knowledge: of macro-level budget manager, 12

Data: competence to analyze, 262; framing of 109; relation to outcomes, 261; relevant, 260–261; reliable, 260–261; robust, 260–261; sufficient resources to collect, 262; use of, 262

Data collection: level of, 262

Data gathering techniques, 258–260

Data integrity, 260–261

Data sources, 261

Data types, 261

Dead serials, 222

Debenture bond, 155

Debit: accounting definition, 31

Debit and credit: chart of major account categories, 32f; relation to decrease or increase in account, 32f

Debit entries: multiple, 44 n.2

Debt: in capital budgets, 114; in operating budgets, 114

Debt service fund, 49, 52, 120, 121, 122, 153; accounting for bond, 156

Debt to asset ratio, 61; calculated only with government wide financial statements, 61; part of bond covenant, 154

Debt to net position ratio, 61

Decision: desirable qualities of using cost data, 260–261

Decision analysis: ethical aspects, 314–315

Decision chess, 109

Decision-making: evidence, 101–102; under risk, 318

Decision trap: avoidance, 108–109

Deed of gift, 174

Deep discount bond, 155

Default option, 100; in retirement plans, 105

Default risk, 155

Deferred annuity, 139

Deferred compensation, 205

Deferred inflows, 61

Deferred outlflows, 61

Deficit financing, 22

Deficit spending: to meet long-term funding shortages, 212

Defined benefit plan, 205

Defined contribution plan, 205–206

Definitions (financial statement analysis), 60

Delphi technique, 81–82

Deontological ethics, 314

Depreciation: ambiguous bookkeeping classification of, 30; as accumulated depreciation (contra-asset), 30; as distinguished from operating expense, 113; as example in differences between Government-wide and funds financial statements, 51; as expense, 30; key elements in calculating, 238; methods used, 238–241; not tied to market, 238; presentation in financial statements, 242

Depreciation, straight-line. See Straight-line depreciation

Design approach to ethical decision-making, 314

Development. See Fund-raising

Development office: activities of, 173–174

Differential cost, 249, 250

Differential costing: definition, 285

Diminishing resources: as factor fostering accountability, 248

Direct cost, 249, 250; marketing, 304

Direct method (cost allocation), 251, 277

Disability exemption, 148

Disability insurance, 206

Disaster plans: as part of facilities management, 235

Disconfirmation disinclination, 106

Discount, bond. See Bond discount

Discount, early payment. See Early payment discount

Discount rate: estimate in life-cycle costing, 288, 289, 292 n.5

Discounting: definition, 133

Discovery tools: as indirect marketing cost, 306

Discretionary cost, 249, 250

Discrimination, prima facie evidence of, 200–201

Disparate impact, 200

Disparate treatment, 199–200

Divilbiss, J. L., 291 n.1

Documents and records: adequate number of, 68–69

Dollar equivalents, 18–19

Donor base: analysis of, 174

Donor funds: misuse of, 317

Donors: record keeping, 174, 175

Double-declining balance method (depreciation), 240

Double-entry bookkeeping: and balance sheet equation, 26; definition, 26

Dual process theory, 100–102

Dynamic change: and ethical reasoning, 314

Dynamic system: acknowledgment of, in libraries, 266

Early payment discount (operations expenditures), 241

Economic resources measurement focus, 42, 50, 51

Economic theory: challenges to traditional approach, 100

Economic variables: of environmental analysis, 299

Economist (magazine), 111 n.34

EEO Act. See Equal Employment Opportunity Act of 1972 (EEO Act)

Efficiency: improvement to meet long term funding shortages, 212; reasons for demand for, 248

Electronic records. See Records, electronic

Electronic resources, 223

Emperor’s New Clothes bias, 106

Empirical probability (cost estimation), 282

Employee: defined by Fair Labor Standards Act (FLSA), 197–198; termination to meet funding shortages, 212–213

Employment relationship: under Fair Labor Standards Act (FLSA), 202

Encumbrance, 220; as contingency defense, 81; definition, 83 n.6, 222; effect of exchange rate on, 224; process, 222

Endowment effect, 107

Endowment fund: collections, 226, 227

Enron: effect on Arthur Anderson firm, 74

Enterprise fund, 22

Entrepreneurial activities, 178–179; fees generated by, 175; financial record keeping and reporting, 179; rationale for, 178; types of, 179

Environmental analysis, 299

Environmental concerns: aspect of facilities management, 235

Equal Employment Opportunity Act of 1972 (EEO Act), 189, 199–201

Equalization, 146

Equalization factor: calculation of, 146

Equipment: significant purchases, 118

Equipment fee, 176

Equity raise, 207

Error protection countermeasures, 81

Estimate: affect on budget, 90; cost involved, 81; in financial statements, 79–80; monitoring of, 82; reliance on previous year’s, 105

Estimation: definition, 80; as ethical act, 318; techniques, 80

Ethical decision-making: not reductive, 315

Ethical judgments: economics, 314

Ethical reasoning: in climate of uncertainty, 314

Ethics of financial management: case study, 319–322

Evidence-based outcomes: versus clinical-intuitive based outcome, 111–112 n.38

Exchange rate: effect on collection expenditures, 224

Exchange value: definition, 297

Exempt employee, 200

Exemption (property tax): definition, 147–148; examples, 148. See also specific types of exemptions: Homestead exemption; Charitable exemption; Veteran exemption; Old Age Exemption; Disability exemption

Exemption status: under Fair Labor Standards Act, 200

Existence (auditing), 73

Expected inflation rate of interest, 128

Expected life span, 118

Expected utility theory, 102–103

Expected value theory, 102

Expenditures: categories, 103; main control exercised by management over, 88; part of budget, 86; relation to service to community, 107; versus expenses, 51

Expense: definition, 16; as element of revenue and expense statement, 16; versus expenditures, 51

Expert opinion, 82

External analysis. See Environmental analysis

External opportunities: as part of SWOT analysis, 300–301

External stakeholders: as audiences of financial statements, 6. See also Internal stakeholders; Stakeholders

External threats: as part of SWOT analysis, 301

External user: of financial information system, 4

Extremeness aversion, 108, 111 n.34

Facilities: operations of, 235–236

Fair Labor Standards Act (FLSA), 188, 197–198; employees subject to, 201; knowledge of, in ethical decision-making, 316

Fairness: personnel expenditures, 196–197

Family and Medical Leave Act (FMLA), 198–199; eligible employee under, 198; knowledge of, in ethical decision-making, 316; possible requirements of employees, 199

FASB. See Financial Accounting Standards Board (FASB)

Fast thinking. See System 1 thinking

Federal Insurance Contribution Act (FICA), 202

Federal Unemployment Tax Act (FUTA), 203

Feedback: in kind and wicked environments, 108

Fees: allocation methods, 169; caveats, 168–169; effect on service provision, 177; internal control, 176–177; purposes, 176; record keeping and reporting, 176–177; as revenue source, 168–170; as substitute for regular funding, 177; types, 175–176

Fees policy, 176–177

Fees schedule, 176–177

FICA. See Federal Insurance Contribution Act (FICA)

Fiduciary fund, 52; for pension, 204

Fiduciary responsibility, 315–316

FIFO. See First in/first out method (FIFO)

Final appropriated budget: as part of RSI, 59

Financial Accounting Standards Board (FASB), 48; capital budgeting, 122

Financial accounting: different from cost accounting, 247–248

Financial decision-making: following established rules, 321; foreseeing consequences, 321

Financial information cycle: financial decisions by external and internal users, 6–7; recording and presentation, 4–5; stages of, 4–7; verification of accuracy and veracity of financial statements, 5–6

Financial information system: cyclical nature of, 4

Financial issues, analysis of. See Analysis of financial issues

Financial management: decision-making aspect, xii; definition, xi; elements of, xi; ethics case study, 319–322; form of information management, 3; moral challenge, 321; moral enterprise, 313–314; neglect of in LIS schools, xi; overlap with ethical human resource policy, 317

Financial manager: involvement with production and presentation of financial information, 4; uses financial information to manage resources, 4

Financial records: examples, 73

Financial risk management. See Risk management

Financial statement accounts: analogous to classification system, 27; varying names, 27

Financial statement amounts: as summary figures, 5; unidimensionality of, 60

Financial statement analysis, 59–62; four issues of, 59–60

Financial statement ratios: classes of, 60

Financial statements: accuracy of, 39–40; analogy to library catalog creation, 25–26; assumptions about, 66; auditor’s responsibility, 71; capital budgeting, 120–121; creation of, 38–41; effect of exchange rate on, 224; for-profit entities 48; of for-profit and non-profit entities, 48f; governmental entities, 48–49; management’s responsibility, 71; misstatements arising from fraud, 71; names and type differing by type of institution, 16; non-profit entities, 48; as summary of financial transactions, 4–5; synonymous terms of, 49; three basic types, 16; understanding how produced, 25–26; what they report, 25

Financial transaction: definition, 4

Financing (capital budgeting), 116

Fines: disposition of revenue from, 178; limits before privileges revoked, 178; record keeping and reporting, 178; school libraries, 177; types, 177–178

Firm underwriting, 155

First in/first out method (FIFO), 237–238

Fiscal capacity: definition, 61

Fiscal capacity ratios, 61–62

Fiscal environment: awareness of, 146

Fitzbergen Public Library, 4–5

Fixed cost, 249, 250; in break-even analysis, 283–284

FLSA. See Fair Labor Standards Act (FLSA)

FMLA. See Family and Medical Leave Act (FMLA)

Focus groups, 258; as part of formal marketing assessment and analysis, 301

Focusing illusion, 104

For-profit entities: financial statements of, 48

Ford Motor Company, 251

Forecasts: affect on budget, 90; cost involved, 81; in financial statements, 79–80; includes confidence interval, 83 n.1; monitoring of, 82

Forecasting: definition, 80; ethical act, 318; techniques, 80

Foreign exchange rate. See Exchange rate

Formal assessment and analysis, 301; 401k plan, 104–105

Four “Ps,” 298–299, 307

Fraud: examples, 70; reason for unenforceable contract, 189

Fraud risk factors, 70–71

FTE. See Full-time equivalent

Full-time equivalent: as element in electronic publication licenses, 228

Fund: financial statements for, 52

Fund accounting, 53; collections, 220–222

Fund-raising, 173–174, 297, 306–307; research, 307; video camera example, 307

Funding increases: strategies for financial management of, 213

Funding shortages: long-term solution for personnel, 212–213; methods used, 210–213; short-term for personnel, 210–211

Funds: carrying forward to future year, 123 n.12

Fungibility, 103; principle violated by mental accounting, 103–104

Funk, Mark, 227–228

Furlough, 211

FUTA. See Federal Unemployment Tax Act (FUTA)

Future value: annuity due, 137–138; annuity due, repayment of bond, 153–154; deferred annuity, 139; definition, 130; multiple sums, 134–135; ordinary annuity, 135, 137; present sum, 131; present sum, variables, 132–133; use with future value factor, 132–133

Future value factor: of annuity due, 137–138; compound interest, 132; of ordinary annuity, 136; reciprocal of present value factor, 133

GAAP. See Generally accepted accounting principles (GAAP)

GAAS. See Generally accepted auditing standards (GAAS)

GASB. See Governmental Accounting Standards Board (GASB)

General fund, 49; effect of capital projects on, 121

General journal. See Journal

General obligation bond, 155

Generally acceptable accounting principles (GAAP), 5, 48; capital budgeting, 122; criteria for leases, 286; enforcement of, 316; ignorance of, 316; mandatory use of indirect costs, 277; purpose, 316; role in creating chart of accounts, 28; role in ethical decision-making, 316; use by auditor, 71

Generally accepted auditing standards (GAAS), 5, 58

Gift shops: as entrepreneurial activity, 179

Gifts: collections, 224–225; competition for donors, 174; financial burden in receiving, 225; maturation of, 174; policy regarding receipt of, 225; recording in financial statements, 174; revenue source, 173–175; solicitation of, 174–175; types of, 173

Goals: measurable, in marketing plan, 304; related to capacity, 210

Government Accounting Standards Board (GASB): capital budgeting, 122; criteria for service efforts and accomplishments (SEA) reporting, 309–310; OPEB concept introduced by, 206; Statement 34, 58; suggestions for service efforts and accomplishments (SEA), 309–310

Government variables: of environmental analysis, 299

Government-wide financial statements, 49; recording of collection expenditure, 226

Governmental Accounting Standards Board (GASB), 48

Governmental entities: financial statements of, 48–49

Governmental financial statements: structure of, 50f

Governmental funds financial statement, 49; recording of collection expenditure, 227

Grant application: budget estimate, 171; caveats, 172; instructions for, 170–171; preparation of, 170–172

Grant budget, 95

Grant overhead, 171–172; allocation to academic departments, 172

Grants: allowable expenses, 172; allowing for time lags, 171; bookkeeping treatment of, 30; caveats for applicants, 172; financial record keeping, 172–173; hiring personnel for, 171; monitoring of, 173; opportunity for innovation, 170; overhead, 171–172; personnel costs, 171; regulation by granting agency, 170; required reporting, 172–173; responsibilities of principle investigator, 172–173; revenue source, 170–173; transactions recorded in special fund, 173; types, 170

Griggs v. Duke Power, 200

Hardware: percentage of total IT expenditures, 234

Health benefits, 206

Health services fee, 168

Heating Ventilation and Air Conditioning. See HVAC

Heuristic, 100

Hindsight bias, 105–106

Homestead exemption, 148

Honolulu (city): service efforts and accomplishments (SEA), 312 n.18

Hostile work environment, 200

Human resource policy: overlap with ethical financial management, 317

Human subjects research, 172

HVAC: aspect of facilities management, 235

IMLS. See Institute of Museum and Library Services (IMLS)

Impact (assessment paradigm), 257

Incentive (human fraud risk factor), 71

Income: as differentiated from revenue, 24 n.1

Income tax: collection, 145; definition, 144

Incremental budgeting, 93–94

Independent library district: issuance of bond, 156; property tax, 146

Indiana University, 169

Indirect costs, 249, 250; allocation, 251; allocation, 267; attribution to department, 267; marketing, 304, 305; methods for allocation, 277

Industry analysis, 299–300

Inefficiencies: identification in workflow analysis, 267

Inertia: in reconceiving budget categories, 103

Inflation: collection prices, 224

Informatics, macro-level. See Macro-level informatics

Informatics, micro-level. See Micro-level informatics

Information and communication (internal control), 70

Information professionals: use of information managed, 3–4

Information technology fee, 168; expenditures for, 234–235; requirements for implementation, 234–235

Inherent risk (auditing), 72

Innovative projects, 170

Input measures, 257

Institute of Museum and Library Services (IMLS), 170; affiliation with LibrisDesign, 117

Insurance: as part of bond covenant, 154

Inter-library comparability of data, 261–262

Inter-library lending: as cost reduction strategy, 228

Inter-temporal comparability of data, 261–262

Interest: components of, 128f; definition, 128

Interest, compound. See Compound interest

Interest, simple. See Simple interest

Interest expense: bond discount, 159

Interest rate: definition, 128; prevailing, 158; relation to period, 130

Intergovernmental transfer: for bond principal payment and interest, 163

Intermittent leave, 198–199

Internal analysis, 300

Internal Control—Integrated Framework: updated version, 66–67

Internal control: components, 67–70; definition, 6, 66, 67; detection of fraud, 70; prevention of fraud, 70; principles, 67; relations with vendors, 317

Internal service fund, 22

Internal stakeholders: decisions of, 6; monitoring of financial statements, 6–7. See also External stakeholders; Stakeholders

Internal strengths: as part of SWOT analysis, 300

Internal taxation, 180

Internal user: of financial information system, 4

Internal weaknesses: as part of SWOT analysis, 300

Interviews: as part of formal marketing assessment and analysis, 301

Intuitive thinking. See System 1 thinking

Inventory: management of, 236–237; presentation on financial statements, 238; valuation of, 236–237

Invoices: approval of, 68, 69; collections, 222

Job descriptions: for salaried employees, 201

Journal: definition, 31

Journal entry, 31; conventions of recording, 34

Kahneman, Daniel, 100, 101, 102, 107–108, 110 n.3

Key activities: identification of, 271

Key internal control (auditing), 73

Kind environments, 108

Knowledge: confused with familiarity, 106

Lakos, Amos, 260

Lancaster, F. W., 12

Lapsing salaries: as strategy for meeting funding shortages, 211

Last in/first out method (LIFO), 237–238

Layoffs, 211

Lean manufacturing, 280 n.2

Learning curve, 282–283

Lease: as asset, 286; decisions in choosing alternatives, 286; definition, 285; payments as annuity due, 286; useful life, 286. See also Capital lease; Operating lease

Lease, capital. See Capital lease

Lease, operating. See Operating lease

Lease term: as criterion for capital lease, 291 n.2

Leased collections: not viewed as asset, 226

Leasing, 285–286

Ledger: definition, 32

Ledger account: summary posted to financial statement, 39. See also T account

Ledger entry, 32

Legal advice: necessary when dealing with contracts, 188

Legal services: as other post employment benefit, 206

Legal variables: of environmental analysis, 299

Lessee, 285, 286

Lessor, 285, 286

Liabilities: definition, 16; element of balance sheet, 16

Library: as complex dynamic system, 196, 266; three financial categories of, 48

Library and donors: relationship regarding ethical guidelines, 317

Library and employee: relationship regarding ethical guidelines, 317

Library and vendors: relationship regarding ethical guidelines, 317

Library fee, 168–169

Library foundation, 52, 173–174

Library friends, 52, 173–174; role in book sales, 179, 225

Library services: quality related to expenditure pattern, 107; value of, 295–296

Library store: inventory control in, 237

LibrisDesign, 117

License (electronic resources), 223

Life cycle costing: definition, 287

Life insurance, 206

LIFO. See Last in/first out method (LIFO)

Line item budget, 91

Liquidity: definition, 61

Liquidity ratio, 61

Logical thinking. See System 2 thinking

Loss aversion, 103

Lost materials: fines, 177, 178

Macro-level budget manager, 10, 12; revenue concerns of, 103

Macro-level informatics, 12

Mail: receipt of checks in, 69

Mailbox rule (contract law), 190

Malfeasance: of financial managers, 316

Management: no influence on auditor’s letter, 58, 62 n.1; reliance on accuracy of financial statements, 66

Management, analysis of. See Analysis of management

Management’s discussion and analysis (MD&A): collections, 227; description, 58; explanation for presentation order of revenues and expenses, 21–22; elements of, 58

Manager, 10, 12, 202. See also Cost center manager

Managerial accounting. See Cost accounting

Managing for results, 309

Margin of error. See Confidence interval

Market segmentation, 300; definition, 308

Marketing: elements of, 296; communication value of library, 296; costs involved 296; definition, 296, 297; essential elements, 298; implementation phase, 303; integral part of any organization, 296

Marketing, analysis of. See Analysis of marketing

Marketing costs, 304

Marketing materials: as direct marketing cost, 306

Marketing mix, 307–308

Marketing plan: creation, 303–304; evaluation, 304; purpose, 303; similarity to strategic plan, 303

Master of the offer (contract law), 190

McDonnell Douglas Corporation v. Green, 200–201

MD&A. See Management’s discussion and analysis (MD&A)

Mead, Dean Michael, 59, 60

Measurement: quality of, 257

Measurement and evaluation: confirmation of revenue allocation decisions, 107; connection to planning process, 256; considerations prior to initiation, 256; relation to cost accounting, 247; relation to planning, 262; role in determining personnel capacity, 210

Measurement focus: definition, 42; relation to financial statements, 51f

Measurement ratio, 257–258

Medical diagnosis: human-cognitive errors, 106; incorrect based on recently available information, 104; only seeking information to confirm, not deny, diagnostic hypothesis, 106

Medicare: as direct personnel cost, 202–203

Memorandum of understanding, 174

Mental accounting, 103; antidote to, 109

Merit raise, 207

Micro-level budget manager, 10; circumscribed nature of decision-making, 12; relation to macro-level budget manager, 10

Micro-level informatics, 12

Micro-level manager: revenue concerns of, 103

Mikhailov, A. I.: festschrift in honor of, 12

Mill rate. See Millage rate

Millage rate, 148–149, 150; special revenue bond, 147

Minimum wage, 196, 197; deductions from disallowed, 197

Mission statement, 302, 303; components of, 302

Misstatement: of financial statements and fraud, 71; material, 72

Mixed cost, 250; example, 268

Modified accrual basis of accounting, 20, 43; used with governmental funds financial statements, 51

Monetization: dangers of, 251

Monitoring (internal control), 70

Moore, Don A., 318

Moorman, John, 118

Moral hazard: relating to fine policy, 177

Moral judgments: economics, 314

Moral knowledge, 315; in financial decision-making, 318

Moving expenses, 206

Multiyear budget: in capital budgeting, 114

Multiple-sum problems, 134–135; examples, 134–135; relation to annuity, 135

Municipal bond, 155

Municipal government: bankruptcy and effect on pensions, 204

Negotiation (contract law), 189–190

Net assessed value, 147, 148

Net assets: an accounting imaginable, 18–19; definition, 16; element of balance sheet, 16; subcategories of, 31

Net assets, restricted. See Restricted net assets

Net assets, unrestricted. See Unrestricted net assets

Neuronomics, 110 n.4

Nonaccountant test, 95

Noncontrollable cost, 249, 250

Nonexchange transactions, 297

Nonexempt employee, 200

Nonprofit entities: financial statements of, 48

Nonprogram revenues, 21

Nontaxable property, 147, 148

Nonteaching departments: revenue allocation to, 169

Nonvalue added activities, 272–273; identification of, 266

Nonvalue added cost, 249, 250

Northumbria Conference on Library Assessment, 260

Notes to financial statements: collections, 227; elements of, 58–59; explanation for presentation order of revenues and expenses, 21–22

Nussbaum, Martha, 315

Object budget. See Line item budget

Observational analysis, 299–301

Offer (contract law), 189–190; acceptance, 190; communication of, 190; definition, 190; rejection, 190; revocation, 190; when effective, 190

Offer, salary. See Salary offer

Offeree, 189

Offeror, 189

Office supplies: expense or recorded as asset, 237

Old age exemption, 148

One time purchases, 222

OPEB. See Other post employment benefits (OPEB)

Operating budget: reasons for separation from capital budget, 114

Operating lease, 285–286. See also Capital lease; Lease

Operational audit, 72

Operational expenditures: factors affecting, 241; presentation on financial statements, 241–242

Operations, analysis of. See Analysis of operations

Opinion paragraph (auditing), 74

Opportunity (human fraud risk factor), 71

Opportunity cost: of supervising volunteers, 209

Options: framing of 109

Ordinary annuity: definition, 135

Organizational culture: relation to control environment, 67

Orientation and training: cost in outsourcing, 286

Original budget: as part of RSI, 59

Other post employment benefits (OPEB), 206

Outcome measures, 257

Output measures, 257

Outsourcing, 285, 286–287; definition, 285

Overconfidence, 105; following the herd, 106

Overconfidence discount, 109

Overdue materials: fines, 177

Overhead. See Indirect costs

Overhead, grant. See Grant overhead

Overhead costs. See Indirect costs

Overtime pay, 197; wage earners, 202

Ownership: as criterion for capital lease, 291 n.2

Pacioli, Luca, 26

Paper records. See Records, paper

Parking fee, 176

Parol evidence rule (contract law), 191

Patrons: classification in marketing plan, 308

Pay raise: types, 207. See also Across-the-board pay raise; Merit raise; Equity raise; Step increase.

Penal fines: as revenue source, 178

Pension fund: administration, 204–205

Pension obligation bond, 204

Pension plan: contribution to, 204–205; exclusion from Medicare, 204; exclusion from social security, 204; expenses, 205; opt in/opt out provisions, 205–206

Pensions, 204–206; deferral of funding for, 204

Performance measures: inclusion in strategic plan, 260

Permanent account, 35–36; definition, 35; examples of, 36; recording transactions to, 36

Persistence (financial statement analysis), 60

Personal property tax: definition, 144

Personnel: budget approaches, 209–213; types, 201–202

Personnel appointments: flexibility in meeting capacity, 210

Personnel benefits, 203

Personnel costs, 202–204; direct, 202–203; discretionary, 203; indirect, 203

Personnel expenditures: disparate recording in financial statements, 214; elements of, 195–196; influences on, 196; monitoring of, 196; percentage of library budget, 195; presentation in financial statements, 213–214; variance between budget and actual, 196

Physical and electronic security: importance for auditing, 74

Pinto (automobile), 251, 253 n.4

Place: as one of four “Ps,” 298–299

Planning: relation to measurement and evaluation, 262

Planning personnel: as direct marketing cost, 306

Plebiscite. See Bond referendum

Plodding projects, 170

PO. See Purchase order

Porpiglia, Dominic, 19–20

Posting and summarization (auditing), 73

Posting journal entry to ledger, 35

PPBS. See Program, planning, and budgeting system (PPBS)

Prediction: human error, 81; methods, 81–82

Prediction error: minimizing, 81

Preliminary negotiation (contract law), 189–190

Premium, bond. See Bond premium

Prepaid expense, 244 n.4

Present value: analysis used in leasing decisions, 286; of annuity due, 139; as criterion for capital lease, 292 n.2; of deferred annuity, 139; definition, 130; of future sum, 133–134; in life cycle costing, 287; multiple-sum problems, 134–135; of ordinary annuity, 139, 159; use in differential costing, 285; use with present value factor, 133–134

Present value factor, 133; reciprocal of future value factor, 133

Prevailing interest rate. See Interest rate, prevailing

Pricing: as one of four “Ps,” 298

Principal: definition, 128

Principal payment: future value of ordinary annuity, 160–163

Principle of conservatism. See Conservatism, principle of

Printing fee, 175

Probability, empirical. See Empirical probability

Probability, subjective. See Subjective probability

Process chain: definition, 305; indirect marketing cost, 305

Processing measures, 257

Product: as one of four “Ps,” 298

Professional development: difficulty in ascribing monetary value to, 204

Profile: collections, 231 n.1

Profit and loss statement, 48

Program budget, 91–92

Program revenues, 21

Program, planning, and budgeting system (PPBS), 94; irrationality of, 94

Project budget, 95, 120; vs. construction budget, 123 n.13

Project planning (capital budgeting), 115

Promotion: as one of four “Ps,” 299

Proper relationships: ethical guidelines, 316–317

Property tax: assessment, 146; calculation, 147–148; collection, 145; definition, 144; elements needed for calculation, 147–148; fairness in assessment, 146; importance of understanding assessment, 146–147

Property tax base, 147

Proprietary fund, 22, 50, 52; use for entrepreneurial activities, 179

Prospect theory, 102, 107–108; framing of decisions, 108; reference points, 102, 103; risk, 108

Protected classes, 199

Protocols: for data collection, 261

Public relations: definition, 297

Public Relations Society of America, 297

Publicity: as direct marketing cost, 306

Purchase order, 220

Purchases, recurring. See Recurring purchases

Pure rate of interest, 128

Qualitative data, 261

Quality control: in cost analysis, 267, 269–270

Quantitative data, 261

Queuing systems: as way to reduce other operating expenditures, 242

Quid pro quo behavior, 200

Random events: as foil to estimation, 82

Rare books: not depreciated, 226

Ratio, measurement. See Measurement ratio

Rational actor, 100

Rationalization (human fraud risk factor), 71

Real estate tax. See Property tax

Reallocation: as strategy in meeting funding shortages, 210

Receipts: prenumbered, 69

Reciprocal method (cost allocation), 251, 279

Records, electronic: as element of internal control, 68–69

Records, paper: as element of internal control, 68–69

Records management: relation to auditing, 73

Recreation and culture: category on financial statement, 30

Recurring purchases, 222–223

Reference points (prospect theory), 102; role in determining certainty and risk, 103

Registered bond, 155

Regressive tax, 144

Reliability (measurement data), 257

Remedy (contract law), 191

Remuneration: disparity between upper management and line workers, 197

Renovation: financing, 149–150

Rent: computation of number of, 138–139; computation when number of rents and interest rate known, 138–139; periodic annuity payment, 135

Request for proposal (RFP), 118

Required supplemental information (RSI), 59

Resources (assessment paradigm), 257

Responsibility, assumption of: personal cost, 315

Responsibility centered budgeting, 169; use of internal taxation, 180

Restricted net assets, 31, 44 n.1

Retirement incentives, 212

Retirement plan: default option as choice architecture, 100

Return on investment, 114, 296

Revenue: categories, 103; costs in obtaining, 171, 173–174, 176, 177–178, 179, 181; definition, 16; differentiated from income, 24 n.1; element of revenue and expense statement, 16; fungibility, 103; part of budget, 86

Revenue allocation: methods, 180–181; relation to behavioral economics, 106–108; types, 106–107

Revenue and expense statement, 20–22, 48, 49; differs from cash flow statement, 22–23; does not balance, 22; one of three basic financial statements, 16; related to balance sheet, 22; temporal coverage of, 20; versus statement of activities, 20

Revenue bond, 155

RFP. See Request for Proposal (RFP)

Rights theory, 314

Risk: determined by reference point, 103; of ownership with lease, 286; outsourcing, 286; relating to bond, 154

Risk assessment (internal control), 68

Risk aversion, 102

Risk management: aim, 80–82

Robinson, Marilynne, 314, 322

ROI. See Return on investment

Room rental fee, 175

RSI. See Required supplemental information (RSI)

Rule of 72, 133

Ruppel, Warren, 42

Salaried employee, 201; pay raises, 207

Salary and wage administration, 206–208

Salary appeal, 207–208

Salary compression, 207

Salary offer: creation of relationship with employee, 206–207; elements of, 206

Salary reductions, 211

Sale and leaseback, 286

Sales tax: definition, 144

Salvage value: ignored in double-declining balance method, 240; in leasing, 286; straight-line depreciation, 239; sum of the years digit method, 240

Sample: role in estimation, 81

Sampling, 82

Schlipf, Fred, 118

School libraries: fines, 177–178

SEA. See Service efforts and accomplishments (SEA)

Secret shopper, 258–259

Secured bond, 155

Security: as part of facilities, 235

Security, physical and electronic. See Physical and electronic security

Segmentation of the market. See Market segmentation

Self, Phyllis C., 291 n.1

Self-deception: and ethical reasoning, 314

Senior exemption. See Old Age Exemption

Sensitivity analysis, 282

Separation of authorization of transactions from custody of related assets, 68

Separation of custody of assets from accounting procedures, 68

Separation of duties, 68; approval and payment of invoices, 69

Separation of operational responsibility from record-keeping responsibility, 68

Serial bond, 155

Serial purchases, 222–223

Serial subscriptions: usage data, 228

Service efforts and accomplishments (SEA), 52, 248, 252 n.1; 309–310

Service level agreements, 259

Service units: salience to mission, 183 n.2

Services: as indirect marketing cost, 305

Sexual harassment, 200

Shipping list: collections, 222

Sick leave: as compensable liability, 214

Silk, Alvin, 297

Simonson, Itamar, 108

Simple interest, 128–129; as coupon rate for bonds, 129; as incentive to pay bills, 129; computation, 128–129; use in commercial transactions, 129

Single-sum problems, 131–134

Slow thinking. See System 2 thinking

Smith, G. Stevenson, 287

Social cost: volunteers, 209

Social security: as direct personnel cost, 202–203

Sociocultural variables: of environmental analysis, 299

Software: percentage of total IT expenditures, 234

Solvency, 62

Special fund, 49, 52

Special project fund, 120

Special revenue bond, 149; for construction, 147

Special use tax: collection, 145; definition, 144

Specific testing (data gathering), 259

Spending within budgetary guidelines: as ethical act, 318

Staff meetings: use in marketing plan, 305

Staff salaries: attribution to cost pools, 272

Staffing: as indirect marketing cost, 305

Stakeholders: demands for accountability and efficiency, as factor fostering accountability, 248; interest in expenditures, 107; reliance on accuracy of financial statements, 66. See also External stakeholders; Internal stakeholders

Standard cost, 249, 250

Statement of activities, 48; definition, 5; differs from statement of revenues, expenditures and changes in fund balance, 50–51; personnel expenditures presented in, 213; recording depreciation of collections, 226–227; versus revenue and expense statement, 20

Statement of cash flows. See Cash flow statement

Statement of financial position, 48

Statement of net assets, 48; as synonym for balance sheet, 17

Statement of net position, 48, 49; collections, 226; former name of, 31; permanent accounts of, 36

Statement of net worth, 19

Statement of revenues, expenditures and changes in fund balance, 49; differs from statement of activities, 50–51; personnel expenditures presented in, 213; recording of collection expenditure, 227

Statements of accounting standards, 48

Status quo bias, 104–105

Step down method (cost allocation), 277–279

Step increase, 207

Step method (cost allocation), 251

Stewarding funds, 307

Straight-line depreciation, 239

Strategic plan: relation to budget, 106, 111 n.31; role in personnel financial management, 210; similarity to marketing plan, 303

Student activity fee, 168–169

Subjective probability (cost estimation), 282

Substantive test of transactions (auditing), 72

Sum of the years’ digit method (depreciation), 240–241

Sunk cost, 249, 250

Sunk cost fallacy, 102; difficulty in overcoming, 109

Surveys, 258; as part of formal marketing assessment and analysis, 301

SWOT analysis, 300; use in marketing plan, 303

System 1 thinking, 100–102; availability bias, 104; comparison with system 2 thinking, 101f; good at learning patterns, 108

System 2 thinking, 100–102; comparison with system 1 thinking, 101f

Systems manuals: importance for auditing, 74

T account, 32, 36. See also Ledger account

Taleb, Nassim, 83 n.9

Tax: collection, 144, 145; internal in academic institutions, 169; levy of, 143

Tax anticipation bond, 154

Tax code: enforcement, 145

Tax levy, 147, 148

Tax rate. See Millage rate

Tax referendum, 146, 147; proceeds structured like annuity due, 153–154. See also Bond referendum

Tax revenue: in academic institutions, 167; apportionment, 145; definition, 143; estimation, 145; example of computation for bond interest, 156–157; example of computation for bond principal repayment, 157–158; information about sources in financial statement, 150; types, 144

Taxation, internal. See Internal taxation

Taxing district, 144

Taxing power: repayment of bond, 156

Teaching departments: revenue allocation to, 169

Technological variables: of environmental analysis, 299

Technology: as indirect marketing cost, 305

Teleological ethics. See Consequentialist ethics

Temporary account, 35–36; recording transactions to, 36; examples of, 36

Tenbrunsel, Ann E., 321

Term bond, 155

Test of details of balances (auditing), 73

Test of internal control (auditing), 72

Tetlock, Philip E., 82

Thaler, Richard H., 102, 103

Thoroughness (financial statement analysis), 60

Ticket systems: as way to reduce other operating expenditures, 242

Time: as element of interest, 128

Time diagram: compound interest, 130; future value of annuity due, 137f; future value of ordinary annuity, 136f; future value, 132

Time frame: use in evaluating marketing plan, 304

Time series data, 82

Time value of money: applications, 127–128

Timing (auditing), 73

Tolerable misstatement (auditing), 72

Tone at the top, 67–68

Traditional budgeting. See Incremental budgeting

Training: as indirect marketing cost, 305

Transaction: what recorded, 42–43; when it occurs, 15; when recorded, 42–43

Transaction related audit objectives, 73

Treadway Commission, 66

Trial balance, 32–33

Tuition: absence of library control in collecting, 168; allocation methods and rationales, 168–170; formulas for charging students, 168; revenue source, 168–169

Tuition differentials, 168

Tversky, Amos, 100, 102, 107–108

TVM. See Time value of money

UCC. See Uniform Commercial Code

Underwriter. See Bond underwriter

Unemployment insurance, 202–203

Unified budget. See Comprehensive budget

Uniform Commercial Code, 187–188; not a set of statutes, 188; purpose, 188

Unions: role in personnel expenditures, 196

Units of production method (depreciation), 238–239

University of Chicago Libraries, 303

University of Illinois at Urbana-Champaign Library, 303

University of Michigan, 169

University of Pennsylvania, 169

University of Southern California, 169

University of Toronto, 169

University of Virginia Library, 260

Unpaid leave, 211

Unrestricted net assets, 31, 39f, 44 n.1

Unrestricted net position: as one indicator of fiscal capacity, 61

Unsecured bond, 155

Urbana Free Library, 12–13

Useful life: capital projects, 114; double-declining balance method, 240; straight-line depreciation, 239

Utilitarianism. See Consequentialist ethics

Utilization (assessment paradigm), 257

Validity (measurement data), 257

Value-added cost, 249, 250

Value proposition, 307

Value statements, 303

Variable cost, 249, 250; break-even analysis, 283–284; example, 268–269

Variance, 88; narrative explanation, 90; misleading regarding service quality, 248–249; reasons for, 90

Vendor, 224; assurance of legitimacy, 69

Vendor negotiation (operations expenditures), 241

Vendor relations, 224

Veteran exemption, 148

Virtue theory, 314

Vision statement, 302, 303

Visiting appointments, 210

Volunteer agreement, 209

Volunteer policy, 209

Volunteer recognition program, 209

Volunteers, 208–209; benefits of, 208; collecting and disbursing funds, 209; costs of, 208–209; management of, 208; not supervision as cost, 208–209; training as cost, 208–209

Wage earners: not permanent, 202; pay raises, 207; permanent, 201–202

Wagner Act, 189

Wallace, Linda, 302

Walsh, Mary Williams, 204, 217 n.9

Washington v Davis, 200

Web usability studies, 258

Weeks v. Southern Bell Telephone, 199–200

Wicked environments, 109

Wildavsky, Aaron, 94

Wiley, Lynn, 280 n.9

Wisconsin Department of Public Instruction, 119

Wisconsin Public Library Standards, 119

Workers compensation, 202, 203

Workflow: identification of inefficiencies in, 270

Workflow analysis, 266; questions to ask, 266–267; tool to address funding shortages, 212

Working capital, 62

Zero-based budgeting, 95; as method of revenue allocation, 107

Zero interest debenture bond. See Deep discount bond
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Expenses
Recreation and culture

Salaries

Employee benefits

Professional services

Oceupancy

‘Supplies and materials
Depreciation

Amortization

Interest and fees

Other

Total budget program expenses

Program revenues
Grants

Net program expenses

General revenues
Property taxes—general operating
Property taxes—debt service
Investment earnings

Penal fines

State aid

Donations

Other

Total general revenues

Excess of revenues over expenses

460,000
134,500
36,000
210,000
76,000
326,900
2,700
265,000
78,000
1,580,100

875,900
504,650
45,000
15,000
4,880
70,000
40,000
1,555.430

503
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Charlevoix Public Library
Statement of Activities
for the Year Ended June 30, 2010

Expenses
Recreation and culture
Salaries
Employee bencfits
Professional services
Occupancy
Supplics and materials
Depreciation
Amortization
Interest and fees
Other
Total program expenses

Program revenues
Granta

Net program expenses

General revenues
Property taxes—general operating
Property taxes—debt service
Investment carnings
Penal fines
State aid
Donations
Other
Total general revenues

Change in net assets
Net assets—July 1,200

Net assets—June 30, 2010

$460,071
134,496
16,684
201,866
78,144
327,128
2729
260,446
76,124
1,557,688

34263

(1,523,425

875,830
504,614
16919
54,074

1,584,764
61,339
3,498,408

$3,559,747
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1st 6 2006 2007
2005 2006 Months | Year-end | Budget
Capital expenditures | Actual | Budget | 2006 estimate | request
Equipment replacement $2,000 2,000 $1,200 2,000 2,000
New shelving $1,000 $200 $1,000 $1,000
Capital expenditures $2,000 3,000 $1.400 3,000 3,000
total
Total of all
expenditures $62,000 | $64,650 | $34750 | $64,650 | $66,000
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1st 6 2006 2007

2005 2006 Months | Year-end | Budget
Capital income Actual | Budget | 2006 estimate | request
Municipality $2,000 $3,000 $3,000 $3,000 $3,000
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Statement of Net Assets, July 31, 2010

Current assets
Cash and cash equivalents
Taxes receivable
Prepaid expenses
Total current assets

Noncurrent assets
Capital assets, net of accumulated depreciation
Investments
Unamortized bond expenses
Total noncurrent assets

Total assets

Current liabilities
Accounts payable
Accrued expenses
Accrued interest
Current portion of long-term debt
Total current liabilities

Noncurrent liabilities
Long-term debt, net of current portion
Compensated absen
Total noncurrent I

Total liabilities

Net Assets
Invested in capital assets, net of related debt
Restricted for debt scrvice
Unrestricted
Total net assets

Total liabilities and net assets

$1,720,257
2,500

1735610

5,139,135
742,178
38,207
5919520

10,655,130

28347
1,531

5811,813

6264707

1997342

$10,635,130
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Statement of Activities
for the Period July 1-July 31,2010

Revenues
Property tax revenue
Penal fines
Donations
Total revenues

Expenses
pplies
Salaries
Benefits
Total expenses

Excess of revenues over expenses
Net assets, unrestricted, beginning of period
Net assets, unrestricted, end of period

880,245
467
5,000
885,712

6712
38,200
10,034
55,036

830,676
1452510
2,283,186
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Major component $/SF $ X 1000
1. Basement excavation and foundations 769 673
2. Vertical structure 10.95 958
3. Floor and roof structures 18.89 1,653
4. Exterior cladding 2630 2,301
5. Roofing and waterproofing 12.00 452
Shell (1-5) 68.99 6,037
6. Interior partitions 7.30 639
7. Interior finishes: floors, walls, ceilings 11.46 1,003
Interiors (6-7) 1877 1,642
8. Function equipment and specialties 6.93 606
9. Vertical transportation 528 462
Equipment and vertical transportation (8-9) 1221 1,068
10. Plumbing 453 396
11. Heating, ventilation, and air conditioning 2675 2,341
12, Electrical and communications 2650 2,105
13. Fire protection 2.80 245
Mechanical and electrical (10-13) 58,14 5,087
Total building construction (1-13) 15810 13,834
Total building and site (1-16) 16977 14,855
General conditions 7.0% 1188 1,040
Overhead and profit 5.0% 9.08 795
Planned construction cost 19074 16,690
Design contingency 10.0% 19.07 1,669
Allowance for rising costs 3.0% 629 551
Budget for construction 2122 18,909
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Book value Depreciation Book value,
Year beginning expense end

1 10,000 4,000 6,000

2 6,000 2,400 3,600

3 3,600 1440 2,160

4 2,160 864 1,206

5 1,206 518 778
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1st 6 2006 2007

2005 Months | Year-end | Budget

Operating income Actual 2006 estimate | request
Municipality $34,700 35500 | $35 36,300
County $22000 | $21.800 | 21800 | $21800 | $22,000
Stateflibrary system 3950 $950 §1000 $950 $1,050
Federal (LSTA) 550 $800 9385 $800 $1,050
Funds carried forward $0 $600 3500 $600 $525
Fines 700 $900 $390 $900 $945
Donations 3500 $500 $360 $500 $500
Fees/other” §100 $100 $45 $100 $105
Transfer from gift fund 3500 $500 30 $500 $525
Operating income total | $60,000 | $61650 | $59980 | $61,650 | $63,000
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Reference Department cost center budget, fiscal year 20XX, month of

January

Category Actual Budget Variance Variance %
Staff salaries 14345 -2

Collections 2,337 1,002

Equipment 110

—240
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Total

Reference

Tech Services

Children’s

11,250

2,250

6,100

2,900
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Assets (what Dominic owns)
Cash in checking account
Cash in savings account
Certificate of deposit
1999 Dodge Stratus (Blue Book value)
MacBook computer (2 yrs old)
iPod (new in December)
Clothes (if donated to Goodwill)
Books (if sold to secondhand bookshop)
Total assets

Liabilities (what Dominic owes)
Studentloan
Bank loan for computer (remaining balance)
Total liabilities

Net worth (net assets)

Total liabilities and net worth

753
3,400
1,000
1,200
500
195
450
200

4,500
495

2,703

$7,698
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Component

Description

Risk involved

Pure rate of interest

Amount charged if there
s 1o expectation of
default by the horrower
or inflation in the
economy

No risk assumed

Credit rate of interest

‘An additional increment
of interest added to the
pure rate based on the
credit worthiness of the
borrower

Risk considered
proportional to the
perceived ability of the
borrower to repay the
amount borrowed

Expected inflation rate
of interest

An additional increment
used to compensate for
the loss of purchasing
power of the amount
borrowed due to inflation

Risk is independent of the
borrower but dependent on
the expected inflation rate
of inflation in the economy
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Account Category

To increase,
you enter a

To decrease,
you enter a

Normal
balance is a

‘Assets (cash, accounts
receivable, inventory, prepaid
expenses, fixed assets)

Debit,

Credit

Debit

Liabilities (accounts payable, | Credit Debit Credit
accrued liabilities, bank loan

payable, long-term debt)

Net assets Credit Debit Credit
Income (contributions, sales, | Credit Debit Credit
receipts)

Expenses (salaries, supplies, | Debit Credit Debit

cost of goods sold, taxes)
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Book

Remaining value,

Depreciation | life in Depreciation | Depreciation | end of
Year | base years fraction expense year
1 9,800 5 515 3,267 6133
2 9,800 4 415 2,613 4,120
3 9,800 3 315 1,960 2,160
4 9,800 2 2/15 1,307 853
5 9,800 1 15 653 200






OEBPS/images/f0159-01.jpg
e
1+.10”

1,000,000 % 0.1486 = $148.643

FV X (PVFa10) =($1,000,000) x





OEBPS/images/f0136-01.jpg
Year-end value
$101677
101255
100835
100417
10.0000
$50.4184






OEBPS/images/f0268-01.jpg
Processing in
acquistions

Processing in
cataloging

Marking
process






OEBPS/images/f0136-02.jpg





OEBPS/images/f0132-01.jpg
Present value Interest Future value

0 1 2 3 4 5

Number uf periods





OEBPS/images/f0037-01.jpg
fom. STOPICEY X TR
889,581 6712 880,245
880245 38,290
467 10,034
5,000
Net assets, unrestricted Penal fines revenue
1452510 467
Salaries expense Donations revenue
38,290 5,000

Benefits expens

Supplies

expense

10,034

6712






OEBPS/images/copy.jpg





OEBPS/images/f0089-01.jpg
Reference Department cost center budget, fiscal year 20XX, month of January

Current | Current | Current | Actual, Amount

month | month |month |yearto |Budget, |of funds Expended,
Category | actual | budget | variance | date annual | remaining | year to date*
Staffsalaries | 14345 | 14847 —2 100415 | 112164 71749 5%
Collections 2337 | 126 | Lom 9,003 14,940 5937 0%
Equipment 110 350 | —240 624 4,200 3,576 15%
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Expenses
Recreation and culture
Salaries
Employee benefits
Professional services
Occupancy
Supplies and materials
Depreciation
Amortization
Interest and fees
Other

Total program expenses

Program revenues
Grants

Net program expenses

General revenues
Property taxes—general operating
Property taxes—debt service
Investment earnings
Penal fines
State aid
Donations
Other

Total general revenues
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Expenses
Recreation and culture

Salaries

Employee benefits

Professional services

Occupancy

‘Supplies and materials
Depreciation

Amortization

Interest and fees

Other

Total budget program expenses

Program Revenues
Grants

Net program expenses

General Revenues
Property taxes—general operating
Property taxes—debt service
Investment earnings

Penal fines

State aid

Donations

Other

Total general revenues

Excess of revenues over expenses

Total

460,000

36,000
210,000
76,000

326,900
2,700

78,000
1,589,100

34263

1,554,837

875,900
504,650
45,000
15,000
4,880
70,000
40,000

1,555,430

508

Admin

65,000
19,005
9,000
25,000
9,000
38,712
2,700
185,000
33,500
386,917

Ref  Tech

127,000 143,000
37134 41812
9000 9,000
70,000 35,000
25308 10500
108,858 45,164

50,000 25,000
5500 23500
432,800 332,976

Children

125,000
36,549
9,000
80,000
31,192
134,166

5,000
15,500
436,407
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Statement of Net Assets, June 30,2010

Current assets
Cash and cash equivalents
Taxes receivable
Prepaid expenses
Total current assets

Noncurrent assets

Capital assets, net of accumulated depreciation 8,199,135
Investments 742,178
Unamortized bond expenses 38,207
Total noncurrent assets §919,520

Total assets 9,824,454

Current liabilities
Accounts payable 28347
Accrued expenses 1,531
Accrued interest 42,016

Current portion of long-term debt
Total current liabilities

Noncurvent liabilities
Long-term deb, net of current portion
Compensated absences

Total noncurrent liabil 5,877,813
Total liabilitics 6,264,707
Net Assets

Invested in capital assets, net of related debt 1997342

Restricted for debt service 100,895

Unrestricted 1452510

Total net assets $3,550,747

Total liabilities and net assets 30,824,454
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1st 6 2006 2007
Operating 2005 2006 Months | Year-end | Budget
expenditures Actual | Budget | 2006 estimate | request
Salaries and wages 924150 | $24700 | $13,100 | $24700 | $25,650
Employee benefits $16,750 | $17,000 $9.000 | $17.000 | $16350
Books $6.465 6,700 $3,900 6,700 7,035
Periodicals 1,330 $1,400 $600 $1,400 $1470
Video materials $950 $1,000 $400 $1,000 $1,050
Audio materials $380 3400 $300 3400 3420
Software and databases 75 500 $200 3500 3525
Contracted services $950 $1,000 $450 $1,000 $1,050
Staff, board continuing $950 3950 $650 3950 $1,050
education
Public programming 75 500 $200 3500 3525
Telecommunications $1.425 $1,500 $450 $1,500 $157
Utilities $3,800 4,000 $2,800 4,000 $4,200
Equipment repair 75 500 $300 3500 525
Supplies $1.425 $1,500 1,000 $1,500 $1,57
Operating
expenditures total $60,000 | $61,650 | $33700 | $61650 | $63,000
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Statement of Net Assets, June 30, 2010

Current assets
Cash and cash equivalents
Taxes receivable
Prepaid expenses
Total current assets

Noncurrent assets

Capital assets, et of accumulated depreciation 8,139,135

Investments

Unamortized bond expenses

Total noncurrent assets 919,520
Total assets 9,624,454

Current liabil
Accounts payable
Accrued expenses
Accrued interest
Current portion of long-term debt

Total current liabilities
Noncurrent liabilities

Long-term debt, net of current porti 5,865,000

Compensated absences 12,813

Total noncurrent I 5RTIE1S
Total liabilities 6,264,707
Net assets

Tnvested in capital assets, net of related debt 1997342

Restricted for debt service 109,895

Unrestricted 1,452,510

Total net assets 8,559,747

Total liabilities and net assets 0,824,454
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Date Name Account Debit Credit
7512010 Cash 11-100 880,245
Property 5-1-200 880,245
tax revenue—
operating
7/10/2010 Supplies 41500 6712
Cash 11-100 6712
7/15/2010 Cash 11-100 467
Penal fines 5-1-500 467
7/16/2010 Cash 11-100 5,000
Donations 5-1-700 5,000
7312010 Salary expense 41100 38,200
Cash 11-100
312010 Employee 41200 10,034
benefits expense
Cash 11-100 10,034
Total Trial balance 940,748 940,748
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