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Resumen. Las entidades que forman parte de la economia social se han creado para dar respuesta a las necesidades
sociales. Son muchas, por otra parte, las que cierran cada afio tras un periodo de dificultades financieras. Dada la
importancia que tanto a nivel social como econdmico tienen estas entidades, el estudio de su vulnerabilidad financiera
es un area de especial interés, no solo para destacar los factores que caracterizan a este tipo de entidades en dicha
situacion, sino como una forma de anticipar situaciones futuras que puedan no ser deseables. De esta manera, la propia
entidad podria hacer frente a los cambios necesarios en su estructura y en su gestion con la idea de reconducir su
gestion. En nuestro trabajo, a través de un andlisis detallado de los diferentes trabajos académicos que analizan dicha
vulnerabilidad, construimos un pentagrama que representa las cinco dimensiones — algunas interrelacionadas — o
elementos que deben ser tomados en consideracion en el estudio de su vulnerabilidad, a saber, el desempefio, la
dimensién operativa, el apalancamiento, la liquidez y, sobre todas ellas, la reputacion. Esta investigacion ofrece una
propuesta para evaluar la vulnerabilidad financiera en las ESAL de una manera mas integral y facilitar su gestion.
Palabras clave: Entidades sin Animo de Lucro; ESAL; Vulnerabilidad Financiera; Rendimiento; Dimension operativa;
Apalancamiento; Liquidez y reputacion.
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[en] The financial vulnerability of non-profit entities: A theoretical framework proposal

Abstract. NPOs (Non-Profit Organisations) are entities created to respond to the social needs of the economy, many of
which fall into financial difficulties and are forced to close. Given the importance that these entities have both socially
and economically, the study of their financial vulnerability is an area of special interest. It is important to highlight the
factors that characterize this type of entity in a situation of vulnerability and also to anticipate future undesirable
situations which could result in closure without timely supervision. In this way, the entity could redirect its management
and make the necessary changes in its structure to ensure its continuity. Our study analyses the academic literature,
from a theoretical perspective, in relation to this vulnerability allowing us to construct a pentagram of five dimensions,
some interrelated, which we propose to be taken into consideration in the study of an entity’s vulnerability. These five
dimensions are performance, operational dimension, leverage, liquidity and most importantly reputation. This research
offers a proposal to evaluate financial vulnerability in NPOs in a more comprehensive way and facilitate its
management.

Keywords: Non-Profit Organisation; NPO; Financial Vulnerability; Performance; Operational dimension; Leverage;
Liquidity and reputation.
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1. Introduction

Non-profit entities are organizations that have been created to respond to social needs, those that are not
attended to by either the public or private sectors (Corral-Lage, Maguregui-Urionabarreneches and
Elechiguerra-Arrizabalaga, 2019; Chaves and Monz6n, 2018; Solana et al., 2017), which is why a residual
field arises, called the third sector (Salamon, L., & Anheier, 1996). This type of entity has a general interest
purpose (Socias Salva, 1999) and are independent from public administrations (Corral-Lage & Pefia-Miguel,
2016), but highly dependent on income from donations and have little financial autonomy. The relevance of
these entities can be seen internationally by the number of organizations that exist, in the employment they
generate, in the social needs they cover and in the number of beneficiaries they serve (Martinez & Guzmaén,
2014).

In the period of the economic crisis that began in 2008, the functioning of the welfare state was
questioned (Martinez & Guzman, 2014) and, to a large extent, its inefficiency was covered by this third
sector, protecting a dissatisfied part of the population. In fact, this sector was faced with unprecedented
challenges of pursuing sustainable development (Hu and Kapucu, 2015). In this context, public entities,
donors or benefactors and society in general have been demanding more transparency and control
mechanisms to ensure the correct use of the scarce resources received by these organizations (Bellostas,
Brusca, & Moneva, 2006; Marcuello Servos, et al., 2007; Corral et al., 2014; Martinez and Glzman, 2014).
These control tools have been evidenced both nationally and internationally through a dispersed regulatory
framework in corporate information and at a social level (Briones Ortega, 2015).

However, this increase in control tools has not been supported by an increase in funding. In this sense, the
scarcity of economic resources to meet society’s demands has been and is the main concern of the sector.

The sustainability and economic stability of this type of entity is based on the fact that its main source of
financing comes from its own resources and generally has a low level of indebtedness (Martinez and
Guzmaén, 2014), together with good governance and transparency management. Traditionally, these entities
were highly dependent on public financing, but this is gradually changing. Nowadays, private financing
plays an important role in the search for diversification in obtaining resources, to avoid dependencies which
could jeopardize the financial structure of the entity. In addition, the collaboration between entities in this
sector together with other public and private sector entities helps to facilitate the adaptation to the current
digital society and to attract and maintain talent. The non-existence of a profit objective should not be
confused with the non-existence of management within the organization (Maguregui Urionabarrenechea,
Corral Lage, & Elechiguerra Arrizabalaga, 2015).

In this sense, non-profit entities (NPO hereinafter), which boast good management of available resources
and offer transparent information on the entity, achieve greater legitimacy as an organization and as a social
entity (Marcuello Servés et al., 2007; Carvalho et al., 2017; Martin and Martin, 2020) and, therefore, a good
management capacity over time. Therefore, transparency together with accountability becomes a channel for
obtaining financing.

Unfortunately, many NPOs close each year and most of these closures are preceded by a period of
financial difficulties (Searing, 2017), but there is a general absence of legal registers relating to bankrupt
NPOs (Hager, 2001; Prentice, 2016a). For this reason, assessing the financial vulnerability of organizations
is increasingly important (de Andres-Alonso et al., 2016). In fact, analysing these organizations makes us
aware of signals indicating that an entity is in difficulty and the reasons for the problems found (Giner & Gill
de Albornoz, 2013). In this way, the entity itself could face the necessary changes in its management to
redirect the situation (Lu et al., 2020). Of course, we must distinguish between financial failure, financial
vulnerability and closure of NPOs when the objective they started out to achieve in the first place is reached.
Our paper looks at financial vulnerability and its management. We therefore examine cases of financial
failures because these were entities which were financially vulnerable before they failed and a mechanism to
manage that vulnerability on time could have prevented the closure of the entity. In fact, good management
procedures to prevent financial vulnerability can aid NPOs success in general.

Logically, it is necessary at this point to determine what we understand by the financial vulnerability of
an organization when conducting a study of these characteristics, since it is a concept underlying the work
involved to detect and anticipate its detection (Flores-Jimeno & Jimeno-Garcia, 2017). Until now, previous
literature has focused mainly on detecting which indicators show signs of financial vulnerability (de Andres-
Alonso et al., 2016), even within the macroeconomic sphere (Adrian, Boyarchenko & Giannina, 2019), and
not on establishing a theoretical framework on the subject in question to serve as an umbrella for future
developments. As in the lucrative field, numerous contributions have been made in this line, although there
has not been a consensus on a single theory on business failure or on the factors that determine it (Mateos et
al., 2011). The definition of financial vulnerability is far from clear within the academic community, which
adds to the difficulty of measuring organizations classified as inactive or defunct (Hager, 2001).

For this reason, the objective of this research is to identify a system of classification or characterisation
that exists in relation to the financial vulnerability in these organizations. We respond to this by examining
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this broad concept of vulnerability and focus on classifying it into subsections which can assist when making
a diagnosis. The former is done taking into consideration the wide spectrum of interrelated elements. We
perform a detailed analysis of academic bibliography that analyses this said vulnerability and advance to
build a pentagram that represents the five dimensions included in the literature which are considered key to
creating a starting point to this theoretical framework: performance, operational dimension, leverage,
liquidity and, above all, reputation. This research is timely and is a step forward in the proposal to avoid
failure in NPOs through financial analysis and management.

The paper continues as follows, in the next section we carry out a study on the general concept of
financial vulnerability, both for profit and non-profit entities. In the third section we analyse the specific
vulnerability of non-profit entities. The fourth area analyses the different dimensions that define financial
vulnerability. The fifth part of the study deals with the relevance of indicators in NPOs. Finally, we present
the dimensions and variables of our financial vulnerability model and offer conclusions in the seventh
section.

2. For-profit and non-profit organisations in the face of financial vulnerability

In previous literature where the financial vulnerability of organizations is studied, analysed and attempts
were made for an advanced diagnosis, we consider that the definition given to the dependent variable is
fundamental (Flores-Jimeno & Jimeno-Garcia, 2017). The definition defines the concept and is the
foundation on which all research is built. In the case of for-profit organizations, the main event used as a
definition is usually different depending on the objective of the model and the research intention (Balcaen &
Ooghe, 2006). This constitutes a difficulty when comparing the results from different studies.

More specifically, some studies simplify the concept of business failure by associating it with a specific
moment in time, which usually coincides with the legal definition (Altman, 1968; Mckee, 2000; Ohlson,
1980; Taffler, 1984; Zmijewski, 1984), subject to, for example, the requirements contemplated in the
bankruptcy regulations for liquidation processes (See Art. 460 et seq. of RDI 1/2020, of May 5, which
includes the revised text of the Bankruptcy Law). It is important, however, to focus more attention on
economic and financial failure, leaving legal failure in the background (Gazengel and Thomas, 1992). Many
studies link a loss to behavioural variables, such as, for example, the relationship between accounting data
and future solvency (Laffarga J. and Mora, 1998). They use a static methodology to study this phenomenon.
In fact, they focus on examining which variables best identify failure and distinguish between healthy and
failed companies, involving an analytical vision in the short term (Altman, E., Iwanicz-Drozdowska, M.,
Laitinen, E., & Suvas, 2015), looking for specific points in time in the data to identify when the frustration in
the entity actually occurred.

However, business failure is not a sudden event. It is a process that, prolonged in time, as a consequence
of not taking adequate measures to correct the situation that causes instability, can lead to the interruption of
the entity's activity (Altman, 1968; Argenti, 1976; Laitinen E, 1991; Lukason, 2012; Ooghe & De Sofie,
2008; Lukason and Vissek, 2018; Lukason and Laitinen, 2019; Laitinen, 2021). Understanding that business
failure is a process of financial struggle, its reality cannot be simplified by analysing certain variables and by
using a static methodology, but its evolution over time needs to be studied and contemplated and thus the
continuous management of financial vulnerability is essential.

If we take this evidence from the existent research base within the lucrative sphere and project it to the
definition of success or failure in an NPO, we are faced with a complex problem due to the peculiarities of
these entities. NPOs are characterized by their orientation towards achieving social objectives, so an
indicator of success is the achievement of the objectives proposed (Helmig et al., 2013), going beyond the
measurement of certain financial variables, such as economic performance. NPOs are entities driven by
moral values and in which there is a high component of volunteerism, so it is crucial that a high degree of
agreement is reached within the organization itself and a vision of its aims and the results to be obtained are
shared (Mataix Aldeanueva, 2001).

As anticipated, we must assume that financial difficulties are common in NPOs (Tevel et al., 2015 and
Searing, 2017), adapting the social services offered to financial capacity in the short term. Some entities are
dissolved due to financial difficulties, and yet others recover despite adversity. The data show that the ability
to carry out its function is above the resources captured on the basis of efficiency criteria by management
(PwC, 2018).

The difference between dissolving or saving the entity resides in how these organizations are managed
(Tevel et al., 2015). There are very few studies on this subject, so we have a very limited understanding of
the dynamics that lead to the disappearance of these entities (Fernandez, 2008). In fact, due to the particular
circumstances of entities in this sector, it is more difficult to associate financial vulnerability with the
moment of failure. The overall vision and the entity’s mission may be relevant (Mataix Aldeanueva, 2001).
More specifically:
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— In the first place, one of the main differences between both sectors is in the availability of financial
information. The information issued by NPOs is limited. In turn, the reception that interest groups have
of this information is more asymmetric than it is for-profit companies (Hofmann & McSwain, 2013).
Different stakeholders have different concerns about management and accountability. This limitation
may have its origin in the specific requirements established by the authorities that regulate associations
and foundations (common legal forms of NPOs), since they are exempt from certain taxes, they do not
need to be part of capital markets. They also have an accounting framework adapted to NPOs, which is
generic and caters for the complexity of these entities and which adapts to the diversity of circumstances
that these entities have. Of interest is the fact that larger NPOs perform better management as they have
more access to activity management and control mechanisms (Ye and Gong, 2021), which help them to
take management decisions to reach the end of the financial year with results that don’t question their
survival.

- Secondly, we have to take into consideration the disparity between the objectives of both types of
organizations. Profit maximization is sought in profit-making entities. While NPOs seek to maximize
services to society from the most efficient management possible of the resources available to them in
the short term.

- Finally, we must also take into account the different forms of financing that these two sectors have.
Funding sources for NPOs are usually member contributions, donations and grants. While, in profit-
making companies, their sources of financing are from capital contributions and loans.

In short, from the differences discussed, we understand that the most important are found in the origin of
their capital and the purpose pursued by their contribution (Rodriguez Martinez, 2005). The nature of the
NPO's mission and its sources of financing make it more accountable (Abraham, 2003). Therefore, financial
responsibility and accountability are two fundamental issues in NPOs that should be developed further. In
fact, both arise as a consequence of both external demands and internal needs.

These differences mean that the predictive measures of profit-making organizations cannot be applied to
non-profit organizations. In fact, there has been a need to adapt the for-profit literature to the financial
situation of NPOs (Green et al., 2021). However, it is possible to estimate the results they have had in both
types of organization, although they do not provide us with the same meaning for the purposes of our study.

In an NPO, the priority is not to measure profitability, but to analyse the degree of compliance with the
objectives established in its budget (Rodriguez, 2005), since its purpose is to provide its beneficiaries with
the highest quantity and quality of services possible, depending on the availability of resources (Gonzalez &
Rua, 2007; Ibafez & Benito, 2013). For this reason, it is not feasible to use profitability as a performance
measure (Martinez and Guzman, 2014), since a profit distribution objective is not established (Grosso,
2013). In fact, obtaining a profit may mean that efficient management was not carried out, and opportunities
were lost when providing services (Arnau, Fuertes, & Maset-Llaudes, 2007). Although, on the other hand,
the generation of surpluses gives these organizations financial stability and room for reaction to the
possibility of loss of financing sources in the future. However, the main objective of NPOs shows the need to
look for alternatives to evaluate performance (Ibafiez & Benito, 2013).

NPOs face the double task of achieving the objectives related to their mission, while maintaining a
healthy - or at least adequate - financial condition that guarantees their survival (Carroll & Stater, 2009). It is
true that if an organization has a good system of financial responsibility, it will be easier and more
foreseeable to bear a financial shock. In fact, an adequate accounting system can help the organization to
take action at the right time (Abraham, 2003). Aguado et al., (2021) shows the feasibility of introducing a
social accounting method in a corporation belonging to the social economy able to produce information
valid to understand and align the value that each organization produces with stakeholders’ interests and
the wellbeing of the community where the corporation operates.

It is also important to bear in mind that in the non-profit sector, alternative measures for similar concepts
can be found when analysing the financial health of these entities. This lack of homogeneity is what
generates discrepancies when determining the specific fact that constitutes organizational failure or, rather,
which fact is what determines the condition of vulnerability in non-profit organizations (Searing, 2017).

3. Definition of financial vulnerability in non-profit entities

The definition of financial vulnerability in NPOs is not clear among academics according to de Andrés-
Alonso et al., (2015), as their equity structure may not be decisive. These are entities highly dependent on
public resources, with high levels of funding from private donations, and less subordination from private
funding (Pardo & Valor, 2012).

In general terms, financial vulnerability can lead to the disappearance of an entity due to financial
problems and its inability to continue providing its social objective. In fact, if the entity is in a situation of
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vulnerability and is not capable of adapting to these circumstances or redirecting the said situation, it may
finally disappear (L6pez-Arceiz et al., 2017), which can lead to legal failure. Therefore, we define the failure
of the organization as its deterioration in adapting to its changing environment with the consequent reduction
of resources associated with this situation. Lack of income (due to the loss of an important benefactor or
group of donors) or poor management by the organization - smaller NPOs have more difficulty adjusting
expenses to changes in income — which can cause them to stop meeting social objectives (Ye and Gong,
2021). This economic slowdown can lead to financial problems, a situation that over time can lead to the
dissolution of the entity (Flores & Jimeno, 2019).

Firstly, this definition has to be focused specifically on non-profit entities due to their characteristics. In
the first place, when giving up profit in the form of performance, it makes no sense to speak of failure from a
strictly economic point of view. As we have already commented, its objective is the achievement of social
goals and not the maximization of profit. This does not mean that, in order to have good financial health,
these entities need to generate some surpluses and incorporate them as reserves but is an issue that requires
further research as maintaining a certain reserve would help in the management of financial vulnerability
when it arises. In fact, to achieve their objectives, they have to manage their resources in the best way
possible and when this is not the case, sooner or later they will end up having financial problems.

Secondly, it is true that entity dissolution can be a consequence of the failure process but equating the
failure of the organization to its dissolution can pose a number of problems (Helmig et al., 2013). Some
authors understand that the disappearance of an NPO does not have to be understood as a failure of the said
entity. In fact, it can sometimes happen that these entities stop operating when they have fully fulfilled their
mission (Fernandez, 2008). However, the disappearance may also be due to a situation of insufficient
resources or from the poor management of available resources... Or that, at a time of economic slowdown, it
IS necessary to reduce the offer of its services because it has suffered the loss of an important benefactor or a
group of donors (Elbers & Arts, 2011; Greenlee & Trussel, 2000). However, good resource management, as
well as analysing the financial situation of the organization can help these entities readjust to complex
situations and even survive them.

It is difficult to measure the extinction and inactivity of these organizations (de Andres-Alonso et al.,
2016), since it can be understood in different ways. In the previous literature there are multiple definitions
(see Thomas and Trafford, 2013) which elaborate a Financial Exposure Index (FEI) by applying the mean
(arithmetic and geometric) of the four original variables by Tuckman and Chang (1991). Despite the efforts
of researchers to develop objective indicators and measuring NPO’s financial health, currently there is no
consensus on what financial health is and how it should be measured (Hung & Hager, 2019; Park, Shon and
Lu, 2021).

Table 1 includes the variables used for the definition of vulnerability, however none of them is absolutely
complete. In fact, according to Searing (2020) there are inconsistent definitions for the disappearance of non-
profit entities. Gilbert, Menon, & Schwartz (1990) define the financial vulnerability of an organization as the
accumulation of losses by the entity over three consecutive years. In NPOs it is understood that financial
problems arise due to similar issues but are not related to profit or loss, for example when there is a reduction
of funds for three consecutive years (Tevel et al., 2015). Thomas and Trafford (2013) elaborate a Financial
Exposure Index using the mean (arithmetic and geometric) of the four original variables disclosed by
Tuckman and Chang (1991).

Table. 1. Definition of vulnerability and variables used in non-profit entities

Authors Definition of vulnerability Variables

Gilbert, Menon, & | Accumulation of losses for three | -
Schwartz (1990) | consecutive years
Tuckmany Chang | Decrease in services provided in the | Debt ratio
(1991) face of a financial shock Net assets
Administrative costs
Operating margin
Greenlee y Trussel | Decrease in programmed expenses | The same variables as Tuckman & Chang (1991)

(2000) during three consecutive periods
Trussel (2002) Decrease in funds by more than | Debt ratio
20% for three consecutive years Income concentration index Operating margin
The size of the organization
The sector

Trussel, Greenlee, | Net asset reduction over three | Debt ratio



& Brady, 2002

Greenlee &
Trussel, (2004)
Keating et al.
(2005)

Bowman (2011)

Cordery, Sim, &
Baskerville (2013)

de Andrés-Alonso
et al. (2015)
Tevel et al. (2015)

de Andrés-Alonso
et al. (2016)

Prentice (2016b)

Searing (2017)

Green et al. (2021)

Total revenues—rtotal expenses

5 total revenues
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consecutive years.

Overall decline in funds for three
consecutive years

Asset reduction

Reduction of programmed expenses
Technical insolvency
Interruption in financing
It does not define
vulnerability.

Defines  financial  performance
(financial capacity and
sustainability).

financial

Compare and contrast different
definitions based on programme
spending, assets, and net earnings
or income concentration.

They use the definition proposed by
Trussel et al. (2002).

Significant decrease in funds for
three years.

Three different dimensions;
operating, leverage and liquidity.

Research that considers the number
of financial measurements to
capture accounting ratios.

Two  definitions:  bad  debt
(liabilities exceed assets) and
financial disruption (when net
assets are reduced by more than
25%).

Rationale and expected sign in
relation to survival probability®

& Inthis paper four models are estimated and define survival as:
In the Zero Model survival is defined as: income concentration, and the other ‘vulnerability variables’ (margin; proxied by total

costs, equity proxied by assets; administration costs, proxied by staff costs).
- In the First Model survival is defined with the base variables and the proportion of income it receives from each type of

funding.

Income concentration index

Operating margin®

Administrative costs

The size of the organization (natural log of total assets)
Tuckman y Chang (1991)

They compare the usefulness of the variables used by
Tuckman and Chang (1991) with the variables used in other
models by for-profit entities such as those used in the study
by Altman (1968) and Olshon (1980)

Indicators that measure short-term and long-term financial
capacity:

Monthly expenses = (Assets without financial restrictions -
Unsecured debt) / Expenses in operations

Debt ratio

Indicators that measure short-term and long-term financial
sustainability:

Margin = (Unrestricted Income + Net Assets released from
Restrictions - Total Expenses + Depreciation) / (Total
Expenses - Depreciation)

ROA

They disclose three models:

Based on the model disclosed by Tuckman and Chang
(1991)

Another model that follows the line disclosed by Trussel
(2002), Greenlee and Trussel (2004), Trussel et al., 2002)
The third is based on a model of net earnings or income
concentration (Carroll & Stater, 2009; Chang, CF, &
Tuckman, 1994; Fischer et al., 2011; Froelich, 1999; Gilbert
et al., 1990; Hodge & Piccolo, 2005; Keating et al., 2005;
Wicker et al., 2012)

FVI defined by Trussel et al. (2002)

Three models: the Olshon model (1980), the Tuckman and
Chang model (1991) and the professional model.

Net assets

Financial leverage

Liquidity

Liquidity,

Solvency,

Margin, and

Profitability

Debt ratio

Net assets

Operating margin

Size

Years

Sufficient equity: Months of asset cover (net assets /income
x 12)

Financial concentration: Herfindahl Index

Administration cost: Staff costs as a percentage of total

In the second Model survival is defined with the base variables and the volatility of income and costs.

In the third Model survival is defined with the base variables, type of income, and volatility.
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income
Margin: Total cost as a percentage of total income
Park, Shon and Lu | Review the dimensions of nonprofit | Solvency
(2021) financial health (in Bowman et al., | Profitability
2005, and Prentice, 2016b) that | Margin: surplus/deficit normalized by total revenue in a year
provide the basis for validating | Liquidity
financial measures against
nonprofit dissolution

Source: Own elaboration

In the research mentioned by Tuckman and Chang (1991) in which the vulnerability of NPOs is evaluated
from accounting variables, we find the first definition of financial vulnerability for these entities. These
authors define vulnerability as the decrease in services provided in the face of a financial shock, although
due to the methodology they used, it was not necessary for them to measure this concept when conducting
their study. The authors considered that an organization is in a situation of financial vulnerability, when at
least one of the four variables they analysed was in the bottom quintile: sources of income (benefactors and
their instability), net assets, administrative costs and operating margin.

This study was followed by others such as Greenlee & Trussel (2000), Trussel (2002), Greenlee &
Trussel (2004). Greenlee & Trussel (2000) propose a first predictive model, making the concept of financial
vulnerability operational, defining it as the continuous decrease in programmed expenditures during three
consecutive years.

Subsequently, Trussel (2002) defines vulnerability as the decrease in funds by more than twenty percent
over three consecutive years. In this way, it is ensured that there really is a financial decrease. Greenlee &
Trussel (2004) use a similar definition, since they conceive this concept as a general reduction of funds for
three consecutive years, they understand that it can be translated into a lower amount of income or an
increase in expenses with the consequent reduction of services (from Andres-Alonso et al., 2016). And,
therefore, if the provision of services is reduced, the entity may not be able to fulfil its mission (Trussel,
Greenlee, & Brady, 2002).

In subsequent studies, these vulnerability definitions have been used together to analyse whether a
situation of financial risk can be predicted in these entities (de Andres-Alonso et al., 2016). Although, in
these latter studies new concepts of vulnerability have also been introduced.

In the study by Keating et al. (2005) four concepts of financial vulnerability are analysed. On the one
hand, the (significant) reduction in net assets and the reduction in programmed expenses are analysed, with a
reduction of at least 25% in one year for both concepts. And, on the other hand, two new concepts of
financial vulnerability are introduced: the concept of technical insolvency’ and financial disruption®.

Previous literature, such as Cordery, Sim, & Baskerville, (2013), by Andrés-Alonso et al. (2015), Searing
(2017), Tevel et al. (2015) follow this same line, showing different definitions of vulnerability, although they
continue to do so in a fragmented way. In other words, their models do not include a multidimensional
definition of what financial vulnerability is. These studies tested their models independently, without looking
for coincidences with organizations that are considered financially vulnerable from their different
dimensions (de Andres-Alonso et al., 2016). However, Bowman (2011) elaborates the first alternative model
to the traditional one by Howard P. Tuckman and Cyril F. Chang, (1991) for NPOs. Bowman (2011) does
not define financial vulnerability in his model, but he does introduce two concepts that are related to
financial performance; on the one hand, it refers to financial capacity and, on the other, to financial
sustainability. Financial capacity is understood to be the resources available to the organization to face the
opportunities it has or to react to possible threats. And financial sustainability is defined as the rate of change
in financial capacity in each period. It can be said that this model is the first to encompass different
dimensions from a dynamic point of view in terms of financial performance.

Along similar lines, the research carried out by de Andres-Alonso et al. (2016) defends that financial
vulnerability is a concept that encompasses several dimensions. In fact, we see that there is a need to define
financial vulnerability from all its meanings in order to form constructive and comprehensive conclusions. In
this sense, the research carried out by de Andres-Alonso et al. (2016) already takes a very important step in
this line of study. It specifies that financial vulnerability must be studied from three dimensions: the
operational, leverage and liquidity dimension. In this way, Park et al. (2021) reviews four different
dimensions of non-profit financial health (solvency, profitability, margin and liquidity) and their result
provides important implications. They discovered that higher solvency, profitability, and margin have
significant effects on reducing non-profit dissolution.

Technical insolvency is understood as when total liabilities exceed total assets in a single year.
8 Financial disruption is the decrease in total income by at least twenty-five percent in one year.
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From our point of view, this definition of vulnerability by Andres-Alonso et al. (2016) and Park et al.
(2021) based on three and four dimensions respectively would be incomplete. We consider that two very
important and essential components to analyse financial vulnerability in non-profit entities are missing:
organizational performance and reputation. These two dimensions are important factors that can generate
vulnerability in this type of entity. Therefore, if we take into account indicators reflecting these two factors
when analysing the situation of NPOs, it can give us valuable information on the entity's vulnerability risk.

Organizational performance is the organization's ability to acquire and process resources to achieve its
objectives (Madella, Bayle and Tome, 2005). According to several authors, it is a concept that takes into
account financial, non-financial and intangible aspects (Muthuveloo, Sharmugan and Teoh, 2017; Tseng and
Lee, 2014). Therefore, organizational performance can give us a vision as to whether the entity is efficiently
managing the resources it has available (Martinez & Guzmén, 2014), a relevant question to ensure the
entity’s survival.

On the other hand, previous literature highlights that reputation is a determining factor when it comes to
attracting both donations and volunteers (Meijer, 2009; Schloderer, Sarstedt, & Ringle, 2014). A previous
study which analysed business reputation in a particular business industry, and which could also be
considered for NPOs in general, highlighted that the quality of the services offered, the organizational culture
and corporate values and finally the sense of belonging to the organisation were considered to be
important issues for reputation (LOpez-Santamaria et al., 2021). In fact, we must bear in mind that
these entities depend both on the donations they receive and, on the activity carried out by volunteers.
Donations are their main source of funding (Pardo, E., & Valor, 2012) and the activity of volunteers, both
individual and corporate (Ibafiez & Benito, 2013), is a fundamental source of labour when developing their
mission. Therefore, both factors are essential and of vital importance for the survival of the entity (Comyns
& Franklin-Johnson, 2018; Gent et al., 2015; Schloderer et al., 2014). And therefore, NPOs need to develop
and strengthen their own reputation (Tremblay-Boire et al., 2016).

Reputation as a social construct is an important aspect for the organization. More specifically, in the
organizational strategy, as it influences the perception of organizational effectiveness and, in the success of
obtaining resources (Santos et al., 2019). In short, reputation is an asset to the organization (Comyns and
Franklin-Johnson 2018), which can have positive or negative impacts depending on the management carried
out. In fact, cases of fraud, corruption, inefficient management or opportunistic practices in these types of
entities cause them to lose part of their income (Burger, 2012; Santos et al., 2019).

Therefore, we understand that financial vulnerability is a long process in time, and that, if the entity does
not manage to redirect this situation, the initial circumstances will worsen over time. This means that the
capacity of the organization deteriorates, and its viability is threatened. This process has to be studied from
the different dimensions that make up the pentagram: the analysis of organizational performance, operational
vulnerability, leverage, liquidity and the reputation of the organization.

4. Relevance of the indicators in NPOs

The Prentice (2016b) financial indices are those traditionally used to predict and diagnose financial
vulnerability (Searing, 2017), something that undoubtedly has a clear application in both for-profit and non-
profit entities. It is a continuous method of measuring financial performance over time and measuring the
effect on equity and ongoing management. In this regard, previous literature shows us that the use of
financial ratios in predicting the financial vulnerability of NPOs, although it does not provide us with any
guidance on how to orientate the entity’s efforts towards recovery, is something that will remain important
for future decision making in this type of entity. In fact, it should be possible to use this knowledge to make
both predictions about vulnerability and to manage the survival of the organization (Searing, 2017; Searing,
2021). Numerous findings have been made regarding this topic, although some of them are ambiguous and
contradictory (Ashley & Faulk, 2010; Bhattacharya & Tinkelman, 2009; Cnaan et al., 2011).

However, the characteristics of NPOs lead us to conclude that in addition to financial indicators, other
types of markers are necessary to study the financial vulnerability of these entities, markers which are
different to those commonly used in profit-making entities. If we focus on the characteristics of these
entities, we must firstly highlight the purpose they seek, which defines their primary objective: to provide a
social benefit, that is, they provide their beneficiaries with the greatest quantity and quality of services
possible with the limited resources available to them (Andersen and Petersen, 1993; Charnes et al., 1997;
Gonzalez & Rdaa, 2007; Coupet and Berrett, 2018), and where maximization of results is not found in
monetary terms. This affects the study of their vulnerability, since profitability analyse or other economic
ratios as a measure of performance of these entities is unnecessary (Martinez and Guzman, 2014). However,
it needs to analyse how they distribute the available resources when providing their services. The way to
carry out this analysis should focus on whether these entities are being managed efficiently (Martinez and
Guzman, 2014).
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There is a current academic debate regarding what is understood by efficiency and effectiveness in NPOs,
as well as what are the best ways to measure these aspects (Hernangdmez, et al., 2008; Solana et al., 2017;
Coupet and Berrett, 2018). In fact, the efficiency assessment shows serious difficulties (Hernangémez, et al.,
2008) especially if it is done in the traditional way, using production and cost (Ibafiez & Benito, 2013) in
purely monetary terms. Specifically, a first difficulty is the establishment of a standard or value reference
that is considered adequate to make comparisons with the values obtained. A second difficulty is to measure
efficiency with an adequate precision in organizational contexts which have multiple dimension objectives -
outputs - and the resources used - inputs - (Hernangémez, et al., 2008; Coupet and Berrett, 2018).

By way of example in this area and for the case of Spain, the Asociacion Espafiola de Contabilidad y
Administracion de Empresas (AECA, 2010) states that the economic-financial information must allow users
to perceive whether the entities are effective and efficient in terms of their management. The result of the
former means that an important part of the indicators used to analyse their viability must come from
transparent financial statements. Along the same lines, (AECA, 2012) recognizes that indicators are nothing
more than instruments for measuring both quantitative and qualitative aspects, which can be used as an
objective guide for comparison or measurement to put in order, control or assess any reality, attribute or
provide information that has a clear purpose of formally and synthetically obtaining a result with reference to
a previously defined time horizon. Among these indicators we find liquidity, cash flows and solvency.

However, and despite the usefulness of this financial information - a reflection on its transparency and the
basis for an adequate image or reputation - some authors such as Ibafiez & Benito (2013) state that we cannot
stick to data extracted from income statements. The inputs of the process - the costs - we can obtain from a
traditional profit and loss account; however, the outputs cannot be measured from the income obtained in
that accounting statement. To measure them, it would be necessary to introduce aspects that are related to the
social value that these entities generate. In fact, some authors propose to substitute production and output
indicators for social economic result or social impact. Along the same lines, (AECA, 2012) incorporates
condition indicators that measure efficiency® in relation to its objectives, such as indicators assessing the
capacity for self-government or the application of surpluses for non-profit purposes, or, for example,
indicators of transparency or corporate social responsibility; (José Gonzélez Quintana, 2003) incorporates a
series of indicators such as: efficiency indicators, which compare the services provided with their cost,
economy indicators, which measure, for example, the average number of workers for each activity, or human
resources indicators.

Likewise, some of the accounting measures that have been used in the previous literature and that are
disclosed in research work by Hernangdémez, et al. (2008) to measure efficiency are, for example, price or
project spending. The price is defined as the cost to each benefactor to acquire a monetary unit of output for
the beneficiaries. And project expenditure refers to project expenditure relative to total expenditures. Other
similar, widely used measures are, for example, technical efficiency — the percentage that represents
administrative expenses over total expenses - and efficiency in allocation — the percentage that represents
expenses in projects over the total income of the entity (Hernangdmez, et al., 2008; Gonzélez & Rua, 2007).

Martinez and Guzman (2014) use total assets, liquidity ratio, indebtedness and seniority as variables to
carry out the study of efficiency on a set of founding entities. The explanatory variables when measuring
efficiency in a set of healthcare type foundations are total assets, liquidity ratio and seniority.

On this line of thought, we consult research by Solana, 1bafiez & Benito (2017), as it uses data from the
annual accounts to measure the efficiency of a set of foundations. The variables that it selects to measure
efficiency are, as inputs, the foundation endowment, total assets, total expenses and the number of
employees, and as outputs, the number of beneficiaries and total income. The results of this study show that
managers must put emphasis on their foundation endowment, assets, expenses and number of employees to
improve their efficiency.

As we can see, in previous literature, proposals have been made to measure efficiency from both a
technical and allocative perspective by using data provided by the annual accounts (Gonzélez & Rua, 2007).
It is true that there are financial indices that can offer us information on efficiency (such as the proportion of
expenses by programmes, fundraising and the cost of its collection), but it is also true that there are other
indicators that provide us with information (Kim, 2017) on the stability (such as income concentration),
capacity (such as liquidity), leverage and sustainability (operating margin). However, they should be
measured with caution, given that although it is true that a higher concentration of income can lead to more
financial vulnerability, having access to less concentrated sources of income increases the expenses of
raising resources and in administration costs (Frumkin and Keating, 2011). In fact, these factors allow us to
know what the organization's survival capacity is (Ryan & Irvine, 2012) and is a way of measuring
organizational performance.

Secondly, the other characteristic that differentiates NPOs from other entities is the origin of their funds.
In fact, these funds often come from member contributions, donations, and grants. Most of these funds come

°® It defines both concepts as the culmination of projects and programs based on the sources of financing obtained.
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from domestic economies, so the image that these entities project on the activities they carry out is
fundamental and has a direct impact on their reputation. Hence, the importance of taking into account image
and reputation when analysing financial vulnerability. These entities use these sources of financing to meet
their purpose, which is in the general interest. This, together with the absence of profit, shows that one of the
entity's objectives is the efficient management of its resources, and therefore certain indicators used in its
diagnosis of financial vulnerability must measure the optimal combination of resources applied / objectives
achieved. Undoubtedly, efficient management of their resources allows them to obtain a greater return in the
fulfilment of their social purposes.

NPOs obtain greater legitimacy when good management is practiced and offers more transparent
information on the activity they carry out (Marcuello Servos et al., 2007). We must bear in mind that
transparency is a fundamental and a necessary factor as a control mechanism, which is increasingly
demanded by society (Corral & Elechiguerra, 2014; Marcuello, et al., 2007; Moneva and Bellostas, 2007).
Unfortunately, these transparency requirements have not been reflected to the same extent in obtaining
public funds (PWC, 2018), meaning a necessity to resort to a more efficient management of contributions. It
should be noted that transparency criteria also results in the existence of better internal control measures,
which, in the long run, allow for better management of this type of entity.

Hence the need to assess both the management and the reputation of non-profit entities. The objective of
this evaluation is to improve the performance of the entities and, also, to increase confidence in them. By
evaluating management, it is possible to learn about the impact that the said entity has on society and with
this knowledge the proper application of the finance obtained by the entities can be guaranteed (Martinez &
Guzmaén, 2014). This gives visibility to the correct application of the funds received and greater confidence
when making a donation (Golden et al., 2012). Hence the importance of offering information about the
activity carried out, in a responsible, clear and legitimate way as it strengthens the image that society has
with respect to the said entity.

We understand that both non-financial variables are relevant when conducting a study on the financial
vulnerability of these entities. But these variables must be accompanied by the entity’s economic and
financial data. Therefore, we make a proposal to study the NPO from different perspectives.

5. Dimensions and variables to study financial vulnerability in NPOs

In previous literature, financial vulnerability has been studied by examining one or more of its dimensions,
without encompassing all of them. On the same lines as Andres-Alonso et al. (2016) and in accordance with
the definition of financial vulnerability raised, a theoretical proposal is made for the study of financial
vulnerability based on a series of variables that encompass the five dimensions previously described
(organizational, operational performance, leverage, liquidity and reputation).

The first dimension is organizational performance. Through performance, we analyse whether the entity
has a good relationship between its input - output in the broad sense, measuring whether an adequate
application of the available resources is carried out when it comes to achieving its objectives. On proposing
variables, we need to consider the limitations that variables determined on the basis of the income statement
have (AECA, 2012; Gonzélez Quintana, 2003), we should consider the following:

— Condition indicators that measure effectiveness with respect to its objectives, such as indicators for
self-government capacity or the application of surpluses for non-profit purposes. They measure the
degree to which corporate objectives are achieved, something complex to measure, and sometimes
lacking a clear measurable objective to pursue.

- Transparency indicators (for example AECA, 2012):

o The functioning of governing bodies and their composition, the frequency of meetings and
member participation at them, as well as the termination of mandates.
o Circularization of information, as well as the publication of ethical goals and values.

— Indicators on corporate social responsibility according to document n® 3 of AECA (2012): external
opinions such as those of the auditor, on the environment and employment stability for the disabled.

— Efficiency indicators, which compare services provided with their cost, for example, the percentage
that administrative expenses represent over the total expenses of the entity or the percentage that
project expenses represent over the total income of the NPO. These indicators detect whether the
process of transforming the resources into goods or services offered by the entity is carried out with an
adequate level of performance. Maximization of output for a given level of input, or limitation of the
inputs to reach a certain output.

— Economic indicators, which measure, for example, the average number of workers for each
activity. They aim to reflect if resources have been acquired at cost, in a timely manner, quantity and
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quality desired for the purposes to be achieved. They can be applied at both the material, human and
financial level.

— Human resources indicators (for example AECA, 2012): dedication of hired staff and volunteers,
job stability, staff absenteeism.

Likewise, some of the accounting measures that have been used in previous literature and that are
disclosed in the work of Hernangémez, et al. (2008) to measure efficiency are, for example, price or project
spending. The price is defined as the cost for each donor to acquire a monetary unit of output for the
beneficiaries. And project expenditure refers to project expenditure relative to total expenditure.

In relation to the operational dimension, some authors have defined it as the variation in revenues less
expenses over time (de Andrés-Alonso et al., 2015; Cordery et al., 2013; Keating et al., 2005; JM Trussel,
2002; Greenlee & Trussel, 2004; Trussel et al., 2002). This dimension is undoubtedly associated with the
variation in net assets. In this sense, the reduction in the organization's net assets over the years may be due
to a decrease in income or an increase in expenses. When these variations persist and affect assets over time,
they lead to serious operational problems in the organization. Andres-Alonso et al. (2016) advocate the use
of net assets as a variable to be analysed and reject the use of margin, since they consider it a more volatile
variable.

However, margin is one of the most used variables in previous literature, but it does not include all the
aspects that measure operational vulnerability. For example, if there is a reduction in operating income and
the organization decides to reduce its expenses in the same proportion, this variable would not be affected
(Garcia Rodriguez, 2017; Lizano et al., 2010). In this case, it is understood that the entity would be adjusting
to the circumstances, adapting to the available resources, even using them more efficiently, increasing its
services with more limited resources (PwC, 2018).

Finally, it is proposed to analyse this dimension over time and to do so using the variation in net assets as
a variable. This operational dimension is undoubtedly linked to the relationship between income (collections)
/ expenses (payments). An imbalance in the cash generated leads to solvency or equity problems and,
without a doubt, problems in cash management.

The third dimension selected and previously disclosed by de Andres-Alonso et al. (2016) is leverage. In
this dimension, what is measured is the ability of the organization to meet the payment of its debts as they
become due, and it does so by measuring the ratio of total assets to debt. Other authors had already taken this
variable into consideration, as they studied technical insolvency or the risk of insolvency (Keating et al.,
2005 and Gordon et al., 2013).

We propose to measure this dimension with the following ratios: distance to bankruptcy and leverage.

The fourth dimension selected is liquidity (from Andres-Alonso et al., 2016). This dimension analyses the
capacity of the entity to meet its liabilities in the short term. Liquidity tensions arise from cash flow
imbalances, occurring from the relationship that exists between income and the amount received, as well as
from expenses and what is paid. The interest of analysing this dimension in non-profit entities in a situation
of vulnerability comes from the ability of the entity to reduce its assets (whether current or non-current
assets) when its income is insufficient.

These last two dimensions, leverage and liquidity, are related to the entity's ability to meet payments. If
the entity has a healthy financial situation, that is, low debts and a high financial balance, the entity could
deal with payment problems over several years perhaps. On the other hand, it must also be taken into account
that there are entities that get used to living with high debt rates. For this reason, it is necessary, when
carrying out an analysis, to take into account the different aspects of financial vulnerability because if we
only consider one aspect, we may wrongly perceive the financial reality of the entity.

The last dimension is reputation, the reputation of the entity in society is a leading element. The image
that the entity portrays will establish a reputation within society and that reputation will determine the
collaboration it receives (either by number of volunteers or financial aid in the form of donations). In fact,
the study by Harvey & McCrohan (1988) revealed that donors are more willing to contribute to organizations
that spend 60 percent or more of their resources on programmes (Ryan & Irvine, 2012). In general, CSR has
a positive impact on reputation and investment in CSR has a direct effect on an entity’s image.

The possibility of imbalance in each of the previous variables can be supplemented by rapidly obtaining
resources supported by the prestige of the entity, by its ability to go to the NPOs capital market: recruiting
volunteers and collecting donations, both public and especially private. However, it should be taken into
consideration that the concept of image and reputation, concepts that are interrelated but can be differentiated
(Gotsi & Wilson, 2001), are used to define a large number of things or phenomena (Capriotti, 2009). This
polysemy results in the difficulty of concentrating its meaning and much more its valuation. Reputation can
be a corporate management tool that acts on stakeholders; while image performs more on the general public
(Capriotti, P., & Losada, 2007). Furthermore, when speaking of a possible mental perception of the receiver
or a desired perception managed by the issuer, we are faced with a concept that is found in both spheres -
receiver and issuer - within a normal communication process. In short, we must appreciate that, but with
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certain nuances with profit-making entities, NPOs are more exposed to social judgment as they base their
activities on the trust of their partners / volunteers who seek to support their cause or objectives. For this
reason, an image of loyalty and trust is of great importance and should be supported by adequate
transparency. Agency problems derive from the fact that the benefactors (main) are related to the recipients
through management (agents).

In this sense, from the scope of our study and the capacity to manage financial vulnerability, the issuer's
approach may be more interesting, as it refers to the image or the set of elements that the organization wants
its public to target or associate with the entity. We speak of a desired perception, as a created product that
must be adequately transmitted (Capriotti, 2009). It is evident that a weak product, poorly defined in terms of
image and poorly communicated, will lead to deficiencies in attracting resources and volunteering, which in
the long run may cause problems in its net assets or in its lack of liquidity, among other aspects. Through this
approach, we subtly indicate that image is one more net asset, but it is impossible to quantify with precision
due to its internal generation.

However, in our analysis, we must not forget the role of the receiver, where misinformation or badly
interpreted information received from the entity has negative consequences and once communicated are less
controllable by the organization. In either case, failure in the communication process, without a pre-existing
reputational issue, can limit the sourcing of resources and volunteers. Therefore, this aspect must be
measured with special care. In short, the scope of the reputational dimension must take into account the
development of a series of typical dimensions used for institutional activity: reality, identity, communication
and image (Chaves, 1998).

At this point, it is important to point out that quantifying reputation in the form of an indicator implies
summarizing data with precision, such as the variation in volunteering and/or the amount of donations
received. Both variables need to consider the relevance of the environment and the economic situation which
are sometimes confronted. In a worst-case scenario, it will be more difficult to receive contributions, but
possibly easier to attract volunteers; in a better case scenario, a decrease in volunteering is possible due to a
lower availability of free human resources, fewer objectives to be achieved, but greater potential to receive
resources.

Specifically, we propose the two variables below to measure reputation:

— Number and quantity of donations received (average variation of donations over several years) and,

— Number of volunteers, total or average during the year and its temporal variation over several

exercises. We also propose more homogeneous policies on information relating to volunteers on a
global basis.

By using both types of indicators, we incorporate the dual perspective, both that of the receiver and that
of the issuer of the NPO's image / reputation, which is reflected in quantifiable objective data.
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Figure. 1. Pentagram including 5 dimensions for detecting the financial vulnerability of non-profit entities
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6. Conclusions

The entities that form part of the social economy and are known as NPOs were created to respond to social
needs. However, many of these entities close each year, after a period of financial difficulty, regardless of
whether they achieve their corporate objectives or not. Given their importance at a social and economic
level, the study of their financial vulnerability is an area of special interest, not only to highlight the factors
that characterize these entities in financial difficulty but also to develop mechanisms to anticipate future
undesirable situations and to avoid financial failure as a consequence.

In this way, the entity itself could incorporate the necessary changes in its structure and its management
to redirect the situation. In our study, after a detailed analysis of previous academic literature that examines
this said vulnerability, we construct a pentagram representing the five dimensions - some interrelated - or
elements that must be taken into consideration in their vulnerability study, namely, performance, operational
dimension, leverage, liquidity and, above all, reputation.

In the area of performance, we are in the area of economic resource management when measuring the
input - output relationship of this type of organizations processes. Relevance is given to the quantification of
the price and value of the input and in the number of processes or services derived from the organisation’s
activity. In the operating area, we examine equity, the relationship between income and expenses and the
effect they may have on the net assets structure of the entity. A logical weakening in its structure could raise
doubts about its continued management and survival.

In relation to the said situation of the entity's resources or solvency, its leverage or its ability to meet third
party obligations, together with its liquidity, delimits the two most relevant areas from the balance sheet
point of view and also the liquidity status of the entity. It presents a static photograph of equity that must be
accompanied by a dynamic vision in a limited time horizon.

Finally, the dimension that acts as an umbrella for the model is an NPO's reputation and image,
represented by a corporate communication process from the entity itself through the appropriate channel and
its perception by the recipient. Although it has its inherent reflection in the recruitment of resources and the
variation in the number of volunteers, it must be appreciated that the said evolution of the entity does not
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necessarily have to be justified by the existence of reputational damage derived from dubious actions. It may
also be due to the fact that the product to be communicated is not adequately defined or because of a
weakness in the message and the channel used, causing negative effects on a limited reputational aesthetics.
In addition, the current situation of the economic environment is also relevant when considering its effect on
these two variables - income and volunteering -. With a positive economic environment, there is greater
capacity to attract resources, but a lower level of volunteering; While, in the face of a bad economic
situation, in which the NPO will have more need to fulfil its objectives, it will probably have a greater
number of volunteers but the capacity to attract both public and private resources will be more limited.

In short, this model establishes a necessary theoretical framework that covers the dispersion of criteria in
the definition of financial vulnerability. This will allow the construction of applied studies on the evolution
and situation of the third sector, justifying pre-existing data and reaching a study on its future evolution.
Future research can develop a mechanism for calculating financial vulnerability based on the five dimensions
analysed and proposed in this study. The objective is to offer a guide to continually assess the possible
vulnerability of the entity, the results of which could provide alerts to focus on needed areas of management
and thus avoid a future undesirable entity failure. More research is necessary on the management and
inormation transparency function in NPOs to detect financial vulnerability at an early stage.
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