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s a nonprofit manager,
you need to spend
money to acquire equip-
ment and other assets.
But when is a long-

term expense warranted? How do
you decide if a large expenditure will
pay off in the long run?

A Useful Technique
Educators and professionals

have recommended the Net Present
Value technique for both for-profit
and nonprofit organizations. 

Here’s a rundown of the con-
cepts involved and an example of
how it works:

• Capital Budgeting is the

process of planning to purchase
assets whose cash flows are expect-
ed to continue beyond one year. 

• A  Net Investment is  the

amount of money spent to purchase
a long-term asset, such as a piece of
equipment. This cash outlay is ex-
pected to result in a flow of future
cash benefits extending beyond
one year.

• The Net Present Value

(NPV) of an expenditure is the
present value of the stream of
expected cash flows from the project
minus the net expenditure.

• A project is acceptable if its
NPV is greater than or equal to zero.
If the NPV of an expenditure is posi-
tive, then the project’s rate of return
is greater than the cost of capital.

Example: A firm is considering
a $25,000 investment in a new com-
puterized tracking system. The
system is expected to generate the
following savings over the next
four years:

Year 1 $11,000
Year 2 $ 6,000
Year 3 $ 6,000
Year 4 $ 6,000

If the firm requires a 10% return
on invested capital, it won’t make
this investment because of its nega-
tive $2,400 Net Present Value (the
investment does not create value for
its owners).   

The Added Ingredient
The question for nonprofit man-

agers is how to adapt this model for
their use.  Brigham and Gapenski
(see “References”) show how to
make this adjustment:

• Nonprofit  organizations

should consider an expenditure’s

Total Net Present Value, which
equals the Net Present Value plus the
Net Present Social Value.

• The Net Present Social

Value is the return to the non-

profit in the form of social divi-
dends. To arrive at this figure, ask
yourself: To what extent does this
expenditure help meet the goals and
objectives outlined in the organiza-
tion’s mission statement?

Example: Imagine that your
organization is considering the same
$25,000 investment in a computerized
tracking system as discussed above.
In addition to the cash flow benefits,
you estimate that the system will help
you meet your objective of tracking
job opportunities for your clients. You
consider this objective so important
that you place a non-monetary social
value of $5,000 on the new system. 

Should you spend the $25,000?
To make this decision, first calculate
the Net Present Value of the purchase
as described above. To the Net

Present Value (-$2,400), add the Net
Present Social Value of $5,000. Thus,
the Total Net Present Value of the
tracking system is $2,600. 

Remember, an expense is accept-
able if its Total Net Present Value
is greater than or equal to zero.
According to this technique, then, you
would be wise to make the purchase.

A Note of Caution
This approach to making pur-

chasing decisions can be very help-
ful. It’s vital to remember, however,
that its success depends on having a
clear idea of your organization’s mis-
sion. Be sure that you, your employ-
ees, and your board members all
understand and agree on your mis-
sion statement. A shared, powerful
mission is the best framework for
making good financial decisions. ■
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Is That Expense Justified?
Here’s a concrete way to answer this question to your board’s satisfaction.
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