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Ever since the Tax Cuts and Jobs Act (TCJA) 
changed the rules about unrelated business 
taxable income (UBTI), nonprofits have had 

questions about just how those rules apply. Now there 
are proposed IRS regulations that nonprofits with 
more than one unrelated trade or business can rely 
on until final regulations are published. The proposed 
regs incorporate parts of the previous guidance in IRS 
Notice 2018-67, while making some critical changes.

Then and now
Before the TCJA, nonprofits with multiple unrelated 
businesses could aggregate the income and deduc-
tions from all unrelated businesses. That meant they 
could offset net income from one business with 
losses incurred from another, reducing their total 
UBTI. Prior year net operating losses, or NOLs, 
arising from any line of business could be used to 
offset the total current year UBTI.

Under the TCJA’s so-called silo rule, nonprofits 
must calculate UBTI for each business separately. 
Your total UBTI now is the sum of the UBTI for 
each business, less the $1,000 specific deduction 
allowed when computing UBTI and any deduction 
for charitable contributions made. 

But the TCJA doesn’t set out criteria for deter-
mining whether an organization has more than 
one unrelated business or describe how to identify 
such separate businesses. In response to the  
resulting confusion, the IRS in 2018 published 
Notice 2018-67 to provide guidance until pro-
posed regulations came out. According to those 
proposed regs, nonprofits can rely on them, the 
notice, or any good faith method until the final 
regulations are published.

Identification of separate businesses
Notice 2018-67 allows you to use the North 
American Industry Classification System (NAICS) 
six-digit codes to determine whether you have more 
than one unrelated business. If your businesses fall 
within the same code, you can aggregate them as a 
single business.
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After the IRS issued Notice 2018-67 (see main 
article), some commenters objected. They 
argued that each of a nonprofit’s investments 
shouldn’t constitute a separate business for 
purposes of the silo rules for unrelated business 
taxable income (UBTI). Newly proposed regula-
tions, however, provide that an organization’s 
various investment activities can be treated as 
one separate unrelated business.

While the notice didn’t define the term “invest-
ment activities,” proposed regulations include the 
following exclusive list of investment activities:

u  Qualified partnership interests,

u  Debt-financed properties (excluding property 
already included in UBTI as real estate rental 
and leasing), and

u  Qualifying S corporation interests if the 
organization’s interest in an S corporation 
satisfies the de minimis or control test.

Most nonprofits can treat these as a single 
separate unrelated business. That means you 
can use investment activity losses to offset the 
income from all such activities.

What about investment activities?



The proposed regulations, though, would apply  
the two-digit NAICS codes. The two-digit codes  
are broader, designating sectors of economic  
activity such as retail trade, real estate and rental 
and leasing, educational services, health care and 
social assistance, and accommodation and food 
services. Your organization would apply each code 
only once, as one silo, regardless of whether it has 
businesses in different locations in that code. With 
only 20 two-digit codes, compared to more than 
1,000 six-digit codes, this change should make it 
easier to identify silos and track the NOLs for each.

Treatment of NOLs
Among other things, the proposed regs also address 
the “ordering rules” on the application of NOLs. 
An organization can have two types of NOLs — 
pre-2018 NOLs (which aren’t siloed to a specific 
unrelated business) and post-2017 NOLs (which are 
siloed to a specific unrelated business). The former 
can be used to offset 100% of taxable income from 
all silos. The latter generally can offset only 80% of 
the specific silo that generated them.

If you have both pre-2018 and post-2017 NOLs, you  
can fully use your pre-2018 NOLs in a given tax 
year by deducting them from your total UBTI. You 
then would deduct any post-2017 NOLs from the 
UBTI of the specific separate unrelated business. 

Aggregation of partnership UBTI
The proposed regulations tweak Notice 2018-67’s 
guidance for nonprofits that have investments in 
partnerships with multiple unrelated businesses (for 
example, in hedge funds). You generally can — but 
aren’t required to — aggregate the UBTI from all of 
your “qualified partnership interests” that satisfy the 
de minimis or control test.

These tests have been simplified since Notice  
2018-67. Under the de minimis test, you can hold 
no more than 2% of the profits interest or the 
capital interest in the partnership. The control test 
is satisfied if you directly hold no more than 20% 
of the partnership’s capital interest and have no 
control over the partnership.

Time to amend?
The shift to two-digit NAICS codes could make 
it worthwhile for your organization to amend tax 
returns that applied the six-digit codes. You could 
qualify for a refund and increase your available 
NOLs, which are temporarily more valuable  
under the Coronavirus Aid, Relief, and Economic 
Security Act. Your CPA can help you determine 
how to make the most of the new regulations. n

3

Among other things, the 
proposed regs address  

the “ordering rules” on the 
application of NOLs.



4

Financial statements play an important role 
in assessing your organization’s health. 
However, they aren’t necessarily the best 

way to communicate performance to stakeholders. 
Ratios, on the other hand, grab information from 
your financial statements and can be presented as 
easy-to-process snapshots, an effective tool in the 
COVID-19–related economic crisis.

Ratios help board members and other decision- 
makers keep an eye on your nonprofit’s overall  
financial condition, identify worrisome and  
promising trends and make informed decisions. 
Among other things, they can provide a picture  
of your organization’s current financial standing, 
its adequacy and use of resources, and its reliance 
on certain funding types. 

Gauging financial health
Here are some ways to calculate your organization’s 
general financial health via ratios: 

Current ratio = Current assets / Current liabilities. 
The current ratio indicates the ability to satisfy  
short-term financial obligations — that is, debts 
due within the coming year. A current ratio of “1” 
or more generally demonstrates the ability to meet 
those obligations.

Accounts payable (A/P) ratio = Accounts  
payable aged more than 90 days / Total accounts 
payable. The A/P ratio can reflect cash flow or 
more severe financial problems. For example,  
the organization may be having trouble paying  
its bills on time.

Accounts receivable (A/R) ratio = Accounts 
receivable aged more than 90 days / Total 
accounts receivable. As the A/R ratio gets higher, 
the risk of collection or billing problems — and, 
in turn, cash flow issues due to lack of expected 
revenue — grows.

Covering costs
These ratios compare your nonprofit’s liquid assets 
to the ongoing cost of operations:

Defensive interval (DI) = Cash plus marketable 
securities (excluding permanently restricted 
investments) plus current receivables / Average 
monthly expenses. The DI measures the number 
of months’ expenses the organization can cover 
if no additional inflows of quick assets occur. It’s 
particularly useful when contribution inflows are 
highly variable. A high or increasing value gener-
ally is better than a low value. 

Liquid funds indicator = Net assets less restricted 
endowments, land and plant, property and  
equipment / Average monthly expenses. This  
indicator shows the number of months before  

Financial management

Are you using relevant  
ratios in these uncertain times?
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A s many nonprofits struggle financially as 
a result of the COVID-19 crisis, some are 
considering merging with another organi-

zation to survive. Nonprofit mergers are nothing 
new, of course, but they’re not always a good idea. 
Read on to learn some of the factors you should 
weigh when evaluating merger opportunities.

the nonprofit will completely exhaust its liquid 
funds, assuming no additional revenue inflows. 
Because it excludes plant, property and equipment, 
it’s more conservative than the DI. But like the DI, 
high or increasing values are positive indicators.

Using funds wisely
How efficiently and effectively do you use your 
resources? Consult these ratios:

Fundraising efficiency = Contributed income / 
Fundraising expense. In recent years, many donors 
have focused on the amount nonprofits spend on 
fundraising compared with the amount raised. 
This ratio shows the average dollar amount raised 
for each dollar in fundraising spending.

Program expense ratio = Program expense / Total 
expenses. The ratio evaluates a nonprofit’s mission 
efficiency by considering the extent of funding that 
goes to programs, as opposed to administrative  
or other expenses. Alternatively, stakeholders  
may scrutinize the administrative expense ratio, 
calculated by swapping out program expense for 
administrative expense. 

Cost per unit of service = Program expense / 
Number of units of service. When nonprofits 

provide identifiable units of service (for example, 
meals served), this ratio assesses the financial 
efficiency of the program over time.

Overusing a single funding source
Reliance ratios. Finally, reliance ratios can reveal 
an unhealthy dependence on one funding source. 
To determine your reliance on any specific funding 
type (for example, government grants and contracts, 
individual donations or earned income), divide the 
amount of that funding by total income.

Say the ratios show that your organization receives 
almost all of its support from government funding 
and individual donations. You can see those sources 
recede in a recession or depression, threatening your 
survival. If you haven’t already done so, diversify 
your income now.

Avoid “garbage in, garbage out”
Ratios are only as reliable as the data used to  
compute them. Be sure to take steps to ensure  
that the financial information you use is accurate, 
complete, and calculated in a consistent manner. 
For comparison purposes, your CPA might be  
able to put you in touch with other nonprofits  
that use ratios. n

Deciding if it’s time for a merger
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Wise reasons to merge
Successful mergers are based on a foundation  
of solid motivations. For example, you might 
decide to merge to establish the stability that 
makes it easier to pursue your mission. Such a 
union could lead to a stronger organization better 
able to survive difficult times. You also might  
want to merge to reduce the competition for  
funding, which could intensify as cash-strapped 
state governments cut back on their nonprofit 
grants and contracts in the wake of the pandemic. 

A merger can help nonprofits achieve economies 
of scale that will make the merged organization 
more efficient, too. This might come, for example, 
from combining infrastructures — everything 
from staffing and board leadership to administra-
tion, information systems, human resources and 
accounting. 

A merger could also give you access to a wider net-
work, as well as more perspectives and experiences 
to base decisions on. And it might enable you to 
provide more programming or add locations. 

Questionable reasons to merge
For all of the worthwhile reasons to consider a 
merger, it’s important to remember that mergers 
do fail. One common reason is that the merger 
itself, as well as the new organization, can cost 
much more than expected. In the short term, for 
example, you’ll need to finance transactional and 
integration costs. 

Over the longer term, larger and more complex 
organizations generally incur greater costs than 
smaller ones. Moreover, any dollars saved by a 
nonprofit typically are invested in programming 
because the demand for services is always there. 
Improved efficiency — not reduced costs — should 
be the driving force behind a proposed merger. 

Arrangements intended to “rescue” a failing orga-
nization are another red flag when it comes to 
nonprofit mergers. In this scenario, you usually see 
a larger, more stable nonprofit swoop in to save a 
smaller counterpart that, despite its weaknesses, has 
something to offer, such as loyal donors or lucrative 
government contracts. But a merger isn’t likely to 
solve problems such as poor leadership or business 
practices. The better approach in such a situation is 
for the larger nonprofit to acquire assets, or viable 
pieces, of the smaller organization. These can enhance 
the acquiring organization without adding liabilities.

Potential partners
If you do decide to proceed with a merger, start 
the process by identifying a likely candidate with 
which to combine forces. A misstep easily could 
doom a merger to failure.

What should you look for in a merger partner? 
First and foremost, the two organizations should 
share similar missions, values and cultures. If these 
aren’t aligned, it will prove nearly impossible to 
unite around a common vision for the future. 

That doesn’t mean you have to offer duplicative 
services, but they should at least complement each 
other. For example, an organization that helps the 
homeless find homes might team up with a non-
profit that provides employment services to the 
economically disadvantaged. If you find yourself 
constantly competing with an organization for 
resources, odds are you’re well aligned.

Proceed with caution
Regardless of the impetus, merging two nonprofits is 
no small task, and you’ll want to tap outside expertise. 
Financial and legal due diligence, contract negotiation 
and organizational reintegration are time-consuming 
and challenging. Don’t go it alone. n



NEWS FOR NONPROFITS

Charity Navigator  
launches new rating system

The largest evaluator 
of U.S. nonprofits 
has introduced a new 
tool for evaluating 
organizations. Charity 
Navigator’s Encompass 

Rating System™ dramatically increases the number 
of rated charities, from about 9,000 to more than 
150,000 — including smaller and younger orga-
nizations that have e-filed IRS Form 990 for three 
consecutive years.

The system will analyze nonprofits’ performance 
based on four indicators: finance and accountability, 
impact and results, leadership and adaptability, and 
culture and community. Charity Navigator refers to 
these markers as “beacons.” 

The ratings range from zero to 100. A score of 75 or 
higher means that a nonprofit is effective and trans-
parent in the areas being assessed. Organizations with 
such scores will receive the “Give with Confidence” 
designation on their Charity Navigator pages. n

Survey: 3% to 38% of  
nonprofits could close

Candid, a nonprofit 
information service, 
estimates that as many 
as 38% of organizations 
could be forced to  
close in the wake of 

COVID-19, vs. 4% in a typical year. The service 
looked at more than 300,000 U.S. nonprofits and 
considered 20 possible scenarios that fall into three 
categories. The 38% figure represents the direst 
scenario, with 12 months of “disruption” and a 
35% drop in revenue.

“Baseline” scenarios illustrate what might have 
happened in the absence of the pandemic. “Core” 
scenarios reflect a range of possible effects of the 
financial crisis based on surveys conducted by 
various other organizations, such as the Nonprofit 
Finance Fund and CAF America. Finally, “miracle” 
scenarios envision immense generosity, cost-cutting 
measures and an increase in government investment 
over a short crisis. 

It’s not all bad news. In the most optimistic scenario, 
only 3% of nonprofits shut their doors. That’s with 
nine months’ disruption, no revenue reduction 
across the board, and 15% expense reduction. And, 
under each of the scenarios, most nonprofits survive 
the crisis. n

Many ultrawealthy don’t donate 
A report from the 
Milken Institute 
Center for Strategic 
Philanthropy finds 
that only 36% of 
people who have  
a net worth of  

$30 million or more are involved in charitable 
giving. Notably, more than 50% of people whose 
net worth is $5 million or more don’t know whether 
their giving has any impact. This suggests that  
organizations need to do a better job of communi-
cating their on-the-ground results to current and 
prospective high-net-worth donors. 

The study has some interesting findings on 
gender disparities, too. For example, most of the 
super-rich are men, but a higher percentage of 
the women give — and they give more than the 
men. According to the study’s authors, as women 
assume larger roles as philanthropists, nonprofits 
that support women and girls are booming. n
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2418 W Barrow Drive  
Chandler, AZ 85224 
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The support you need. The service you’re looking for.
Succeeding in the not-for-profit sector today requires more than a strong commitment to your mission. It takes 
shrewd fiscal management, careful regulatory compliance, skillful use of technology and the assistance of advisors 
who know the issues nonprofit organizations face and how to address them. 

This is where Sechler Morgan CPAs, PLLC comes in. Our team of experienced professionals cherishes the opportunity 
to support nonprofit organizations, meet their management challenges and fulfill their missions. We offer a variety of 
specialized accounting, tax and consulting services including:

RESPONSIVE QUALITY

We are committed to providing responsive, personalized service to the highest quality. We take time to truly understand 
your Organization so that we can customize our recommendations to your specific situation. Our goal is to make your 
processes easier, streamline your operations and ensure your success in reaching your goals.

We welcome the opportunity to discuss your mission and vision so that we may assist you with our expertise. Please call 
us at 602-230-2700 or e-mail info@azcpa.com and let us know how we may support you. Be sure to visit our website at 
www.azcpa.com for additional tools and information, as well as our archive of this newsletter.

k	 Audit intermediary services

k	 Budget and policy design

k	 Outsourced accounting/bookkeeping 

k	 Tax form preparation (990, etc.)

k	 Strategic and management consulting

k	 Speaking on financial literacy and other topics

k	 	Technology and virtual system design




