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Benefits of operating reserves 
The chief benefit of an operating reserve is financial protection 
from unexpected revenue shortfalls or increased expenses. Added 
benefits include:

• improved management of risks
• flexibility to invest in new opportunities
• better strategic decision-making.

Determining the right Amount
The board establishes an operating reserve to maintain a specific 
balance for operating purposes. How much is enough? There’s 
no one formula that works for everyone. To determine an 
appropriate amount for your organization:

•  Identify  potential risks to your organization’s financial 
health.

•  Estimate how long it might take to manage each risk.
•  Quantify the potential revenue lost or expense incurred 

by the risk.

Depending on your organization’s circumstances, your reserve 
needs can change from year to year. For example, a nonprofit 
with a large donor base and a growing investment portfolio might 
decide that a three-month reserve is enough. However, if that 
same organization plans to construct a new building and obtain a 
loan to finance the project, a suitable reserve might be six months 
or more. 

Therefore, you should also consider the factors below when 
determining an appropriate operating reserve amount: 

Planned events. Future plans that involve large financial 
commitments will limit your operating flexibility. Even if the 
planned event doesn’t occur for several years, you need time to 
build up a reserve beforehand. 

Existing financing. An available line of credit gives your 
organization the ability to weather short-term fluctuations in 
cash flow. However, a line of credit that’s in use for an extended 
period may indicate other cash flow difficulties. Principal and 
interest payments on long-term debt require cash for the life of 
the loan, reducing operating flexibility. 

Sources and concentrations of revenue. Revenue 
derived from a small donor base can be more susceptible to 
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competition from other nonprofit organizations and economic 
factors. In addition, if you derive most of your revenue from one 
or two grants, you’re at risk should those grants be curtailed in 
future years. 

Take time to analyze your financial risks, evaluate your 
weaknesses, and consider what might go wrong in the future. 
Then establish and maintain an operating reserve to help you 
weather those risks. By planning ahead, you’ll be prepared to 
manage a potential financial crisis — and take advantage of future 
opportunities. 

Jim Hagestad is an audit senior manager in the not-for-
profit practice at Blackman Kallick, 10 S. Riverside Plaza, 9th 
Floor, Chicago, Illinois 60606, 312-980-3245, jhagestad@
BlackmanKallick.com, blackmankallick.com. 

W h at ’ s  U p  O n l i n e ?
To broaden online discussions on nonprofit topics, 

we’re expanding our Discussion Forum with a 
ListServe, provided by Yahoo Groups. To join, you can 
either click on the “Yahoo” button at:

http://www.NonprofitWorld.org/social/ 
(free Yahoo login required)

or send a blank e-mail to:
NonprofitWorld-subscribe@yahoogroups.com

If you have any questions, contact Jason Chmura 
at jchmura@NonprofitWorld.org.

please get 
in touch...
We would love to hear your response to anything in 
Nonprofit World, your comments about any aspect 
of the nonprofit sector, and your concerns about your 
daily work. Please get in touch in any of the following 
ways:

Drop us a note at: Letters to the Editor, 
Nonprofit World, P.O. Box 44173, Madison, 
Wisconsin 53744-4173.

e-mail to: muehrcke@charter.net or 
Jill@NonprofitWorld.org

Please include your name, organization, address, 
phone number, and e-mail address. If you’d like your 
comments to appear anonymously, please let us 
know. We look forward to hearing from you!

Also, we hope you’ll join the discussion on the 
Nonprofit World Discussion Forum. Just go to www.
NonprofitWorld.org, sign in as a member, and click on 
the Nonprofit Forum link. 


