What is the optimal level for a Rainy Day Fund (RDF)

Summary results from research on industry standards.
Note:  Detailed reports available in the office of ICANN’s CFO.
· Non-profits have a wide range of operating reserves from 0 to 18 years of operating expenses.  General criteria is as follows:
· 
The reliability of sources of income
· 
Timing of cash flow
· 
Availability of external financing
· 
Stability of expenses
· 
Nature of liabilities
· 
Nature of Assets
· 
Nature of opportunities
· Moody’s and Fitch recommend an a minimum of 5-10% of operating budget as reserve but stress importance of clearly defined and followed structure of an RDF

· States Reserve Levels as a percentage of revenue
· 
0% 

   -
 3 States
· 
0.1 – 1.9% 
   -
 10 States
· 
2.0 – 2.9%
   -
 7 States
· 
3.0 – 3.9%
   -
 4 States
· 
4.0 – 4.9%
   -
 3 States
· 
5.0 – 9.9%
   -
 12 States
· 
10.0% or Higher -
 3 States
· Policy issues usually relate to how and why reserves may be used, or whether or not they represent a legitimate use of funds at all.
· The median percentage of unrestricted expense is 31.1% for membership associations/societies
· Utilities researched kept an average of 6 months operating expense reserve
· How an RDF Affects Credit Agency Ratings of State Bonds

· Fitch explicitly states “…maintaining an operating reserve or rainy day fund is perhaps the most effective practice an issuer can use to enhance its credit rating” and notes that the appropriate size of a reserve depends on the variability of the state’s revenues and expenditures. 
       (http://www.bos.frb.org/economic/neppc/memos/2005/rollins092505.pdf)

· Moody’s also recommends that municipalities establish a plan for when and how to use the reserves, including a fund balance target level and a minimum level to maintain. And while Moody’s does not require a specific level of fund balances, the firm provides a guideline of undesignated reserves that equal one to two months of operating expenses or 5% to 10% of annual revenues.
              (http://www.comptroller.state.tn.us/investor/RainyDayFundReport5-7-07.pdf)
· See Exhibit 1 for a table of each states Reserve level and disbursement policies

State and Local Government Rainy Day Funds
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(http://www.urban.org/UploadedPDF/1001024_Tax_Facts_10-02-06.pdf)

· In 2001 the average balance of all states reserve funds actual balances as a percentage of expenditures was 7.7%

       (Source: “The Fiscal Survey of States”. The National Association of State Budget     
Officers (NASBO))
· See Exhibit 2 for RDF balances as a percentage of total budget and compared to state volatility index
Non-Profit Associations Rainy Day Fund Balances

· United Jewish Appeal-Federation of Jewish Philanthropies of New York, Inc. –


Reserves of $13,000,000 1.8% of Net Asset Value, 5.15% of total revenues.

       (http://www.ujafedny.org/atf/cf/%7BAD848866-09C4-482C-9277-   
1A5D9CD6246%7D/AR_04-05_Financials.pdf)

· United Way of Central Oklahoma recommends a three month operating reserve”

(http://www.unitedwayokc.org/downloadable-files/CommunityInvestment/New_Agency_Policy_Procedure_manual.pdf)

· Army Emergency Relief (AER) – Currently holds 17.6 years of reserve funds.  However, this gives them a rating of F by charity watchdog groups.  According to the American Institute of Philanthropy, a reserve of less than three years is reasonable and does not affect a group’s grade. When years of available assets are 3 years or more, they are shown in a separate chart.
 
(http://www.charitywatch.org/criteria.html)

· Charity Watch, a watchdog group for non-profit and philanthropic companies stated that six months to a years worth of operating capital kept for as a reserve is their standard recommendation.

(Source: Phone interview with Sandra Miniutti, Vice-President of Marketing for 
Charity Watch)
· Delena Wilkerson, executive director of the Nonprofit Financial Center in Chicago, said nonprofits should have a combination of cash and liquid investments in reserves. She suggested that nonprofits have at least 90 days in working capital

(http://www.nptimes.com/fme/oct00/oct2.html)

· The American Red Cross depends greatly on its $61 million disaster relief fund. The reserves are used to help provide services if a large national disaster hits during the year. After money is used from the fund, then Red Cross executives begin raising funds to replace those reserves, said Jack Campbell, chief financial officer for ARC. 


(http://www.nptimes.com/fme/oct00/oct2.html)

· Article about organizations operating with Rainy Day Funds and using contributed money for reserves versus using earned money as reserves:


(http://www.nptimes.com/Nov03/NPT_Top100_2003.pdf)

· Article about the need and appropriate size of rainy day funds


(http://www.nptimes.com/Apr04/sr2.html)

Policy Issues Associated With Rainy Day Funds

· Report on how and when Rainy Day Funds are replaced with the example of Washington D.C.  Addresses the issue of “budget shortfalls” versus “only in extreme cases” for the structure of an RDF


(http://www.dcfpi.org/3-13-03sfp2.pdf)

· Article criticizing the Canadian Finance Minister for setting aside an RDF rather than investing it.


(http://www.cbc.ca/news/story/2001/03/29/nb_rjlose010328.html)

· Report from the Center on Budget and Policy Priorities that states 18% of annual budget should be a targeted Reserve Fund.


(http://www.cbpp.org/4-16-07sfp.pdf)

· Letter from the Indiana Attorney General regarding issues of money transferred into a rainy day fund in terms of it being an improper use of the tax levy.  The response is that it just must be “in the intent” of the tax, to be legitimate.  They also coin the term “Counter-Cyclical Revenue and Economic Stabilization Fund”


(http://www.in.gov/attorneygeneral/legal/advisory/pub/2003/2003-07.pdf)
· HUD’s definition of when they can use operating reserves:


(http://www.hud.gov/offices/pih/programs/ph/hope6/mfph/policy_alerts/pol_alert_reserves.pdf)
· “The trustees need to be careful that amassing reserves does not become an end in itself. Although a fairly rapid build-up of reserves may be prudent for a young charity in order to provide some stability a limit needs to be set. This should strike a balance between prudence and the trustees' duty to apply the income of the charity on its charitable purposes.”

(http://www.charity-commission.gov.uk/supportingcharities/ogs/g043e011.asp)

· An assessment by the charity commission in England of a charities stated reserve policy explaining its pros and cons:


(http://www.charity-commission.gov.uk/supportingcharities/ogs/g043e003.asp)

Trade Associations and Operating Reserves
· In a recent survey, the relationship between current unrestricted funds (operating reserves) and unrestricted expenditures for 25 national associations (both trade and individual membership) was examined. The following is a summary of their findings:

· More than half surveyed maintained unrestricted reserves between one and 49 percent of current unrestricted expenditures. 
· The median percentage of unrestricted expense is 31.1% for membership associations/societies. 
· This percentage of current unrestricted reserves to current unrestricted expenses usually increases as the level of current unrestricted expenses increases. 
· Sixteen percent of the associations had no unrestricted operating reserves; that is, they had a negative unrestricted fund balance.

(http://www.iknow.org/pages/articles/criteria.html)

Utilities and Reserve Levels

· Contra Costa Water Utility reserve requirement of 6 months operating budget as well as a description of the types of expenses the reserves can be used for:

(http://www.ccwater.com/files/ApprovedReservePolicy.pdf)

Calculation

	Reserve Levels

	(Months vs Percentage) of Operating Budget

	1 Month
	8.33%

	2 Months
	16.67%

	3 Months
	25.00%

	4 Months
	33.33%

	5 Months
	41.67%

	6 Months
	50.00%

	7 Months
	58.33%

	8 Months
	66.67%

	9 Months
	75.00%

	10 Months
	83.33%

	11 Months
	91.67%

	12 Months
	100.00%


Exhibit 1
Summary of State Rainy Day Funds and FMA and S&P Bond Ratings
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Exhibit 2
Comparison of Volatility and Rainy Day Fund Balances, By State
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