Objective Outcomes
Nonprofits as economic systems

Bconomists kike (0 make assump-
tions about 4 firm's objectives and be-
havior 10 hielp develop economic
models. For example, the standard “the-
ory of the firm” assumes thar a firm's
objective i to maximize profit (or per-
haps owner’s wealth). The firm’s man-
agers behave “rutionally” 1o arttain that
objective, using a stable “production
funcdon” to trn inputs into sutputs,

Those assumptions. with informa-
lion on market demand and resource
prices, let economists determine the
level of output that will generate the
most profit. The organization’s produc-
tion function is viewed as a sealed
“black box, unlikely to change.

In such a fimited view, managers’
enly important decisions become how
many units to produce, and what price
1 charge,

This model of organization Ius the
virtue of being very simple. Yet, ivs
clearly incomplete. This view has comy-
petition from other big-picture mentat
models for organizations. Some are
more descriptive and figurative, others
e literad. For example, Gareth Mor
gam's “images of Organizations™ (1986)
sugpests how organizations can be
seen as machines, or ag organisms,
brains, cultures, or political systems, or
a few other things.

Economists don't often use those
metaphors, but they may use another
powerful yet literal image: an organiza-
lion is a systen1, As systems, organiza-

" tions seek resources as inputs, change
the inputs in some ways, and create
outputs - just what a stereo receiver
does to a sound signal, a car to paso-
line,and a humarn o oxygen and food.

In a systems view, organizations
aren't sealed black boxes: they're open

to, and interdct with, their environ-
ments, and always acquire new proper-

ties 10 adapt. The resources are owtside
of the organization’s control, and its
outpurs may change the resource envi-
Topment.

But the economie decisions an orga-
nization makes are a way of linking in-
puts and outputs. Systems thinking in
general can be a powerful organizing
proposition for many kinds of organi-
zations. Here's how a systems ap
proach can help nonprofit leaders and
managess.

Svstems theory was firly influential
in organizational studies in the 1960s
and 1970s. it came from a physical sci-
ence discipline - biology - but was
quickly acknowledged by social sci-
ence disciplines like organizational
studies and cconomics. Like organ-
isms. organizational systems are made
up of subsystems, like progruns or de-
pariments, linked o eacly other to
make up the whaole, in time, they con-
neet not only forward (inputs through
transformation process ( owpuats), but
also through feedback loops (output
affeets environment affects the next
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These are relationships that eco-
nomics can describe effectively So ler's
apply this 1o nonprofits, and develop
some cconomic intuition to help man-
agers. AU its core, any system model
his some key components: inputs,
teansformation process, ontputs, 2nd
sume feedback. We'll ook a1 each in
tur,

Inputs

Think of three different kinds of
nonprofits - human service, perform-
ing arts, and policy advocacy. They alk
need 16 combine inputs, for exXample,
the “factors of production” from classi-
cal economics: land, labor and capital
(now supplemented by a tactor of
ideas, entrepreneueship, and/or innova-
tion).

The transformation process and the
desired outputs define some of the
inputs. Take ~land” as a factor of pro-
duction, some physical space. For per-
forming organizations, a stage and
andienve space are critical lind inputs,
A counscling organization needs pri-
vare areas for sessions.An advocacy or-
ganization's space needs may be
defined more by focation (1.e., access
t0 government) than architecture. bn
short, they all need a place o work.

Like most nonprofiss, ey need
many kinds of humap capital: paid scaff
and  volunteers, providing  skilled
and/or unskilled belp, in leadership
and/or service roles. Capital resources
include physical equipment and a
place used 1o deliver service.

Most of these inputs are purchased
with money, obtained from service

_ fees and philanthropy, private and pub-
- lic funding. Over an organization's lifes-
- pan, ane or another kind of input can

be the eritical key to survival. But over
time, for service systems, human capi-
tal is probably the meost critical (i.e.,
valuable) need.

Each difterent input that fuels the
transformation process comes from a
different market. When ivs hard o
find  highly-qualified  volunteer
trustees, that implies a scarcce re-
source requiring more efforts to ob-
tain (2 higher “price™). But in another
marker where nonprofits have to pur-
chase, land costs may be low - a do-
nated hal§ for a concert.

Often, input markets are competi-
tive, so nonprofits can't influence what
they pay - they're price takers. I gen-
eral, the environment includes both so-
calied “exogenous” factors - they can’t
bhe chunged by any one buyer - and fac-
tors that an organization can control.

For example, most nonprofits can't
controt the size of the poot of prospec-
tive volunteers. But effecrive nonprof-
its create communiry legitimacy and
guod repulations 1o attract them —
which is just like lowering the price of
artrcling volunteers.

A transformation process is fiow a
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System converts inputs o outputs
through some praduction activity. Pro-
duction activities are more internal wo
an organization, more within its con-
trol.

Most managers think not of “trans
formarion processes” but of subsys-
Lems, like departments or programs.
Some subsysiems serve the public,
soM1E support tie organization.

Consider three other nonpeofits’
il use INPULS: Art MUSCLINS, Conserva-
tion groups, and higher education,
They have fairly unique program sub-
svstems that do curatorial, remedia-
tion, and curricutum work to serve the
public. But they also share some com-
mon support subsysiems: human re-
sources, accouming, information
technotogy, finance, logistics. Whether
for nuission or support, alk these subsys-
tems rely on the inputs - because that's
whart’s available.

For systems 10 work effectively. they
should be efficient, ranning with mini-
mum friction. Friction is anything 1t
fruitlessly consumes inputs befure
they deliver their inherent promise.
Eeonomists define efficiency as the in-
puts needed for a given level of output
{rehearsals per concert, therupy hours
per patient), kept to a minimun,

A nonprofit system’s stoiegy miy
be to address the needs stated in its
mission, while its manzger’s objective
may be ta find the best resources and
use them in the best (most efficient)
WY

Outputs

Every organization delivers specific
products or {for most nopprofitsy ser-
vices. They seck change in clients or
society in peneral, by producing con-
cers, campaigning for change, or plat-
ing trees, Outputs are measurable,
visible uses of inpuss as transformed by
the process.

This space does not allow 2 full dis-
cussion of program and service out-
puts, bug the kind of organization often
defines the outputs and/or services,
consider the six examples nonprofics.
Their different services are from their
strategy, which is how economists ana-
fyze competition between organiza-
tions. )

What is key is that just like the input
side of the system, the output side
faces the external environment, of 2
target market of clicnts or of a large
slice of society.

Systems thinking
for nonprofit managers

Systems thinking is not just a quaint
tool for scholars. It can help nonprofit
managers and Ieaders, by emphasizing
the relationships between inputs,
transformation, output, and feedback.

Managers who make decisions
about services and delivery over time,
affect environments for the nest round
of inputs. If inputs create outputs
within the system, then, future inputs
dcpcnd onl current ontpurs, for better
orworse. Beyond a nonprofit’s specific
dedivered outputs are outcomes cxpe
ricnced by clients, and hroader impact
on communities - which abso aflect a
nonprofit’s futare,

Remember that inputs, transforma-
ton processes, demand for outpuis,
dursbility of outcomes, and impacts
also respond to environmental change
outside an organization's control In u
sense, managers have 1o think back-
ward av well as forward When they
think in terms of broad organizational
SY5Eems, not just service departments,
when they think about resources as
they plan outpuss, when they effi-
ciently manige their resources, they
are managing systentically,

This is because sound econpmic de-
cision-making is forwarddooking. For
any piven input that becomes avail-
able, the question managers should asi
is: how can my organizational system
produce value from that new resource
at the margin.

What advantage stems from a
prospective volunteer’s unique skills,
or a building’s special characteristics?

How can that input be e0ectively
Uacd to generate Gutpor sk isoworth
(N mission o fmenckld iermis) o
thiaro the reseorees expoded 195 ofs
el - e drhag b mmingd heaeitt
ney of all costs.
This Eind of vivenons iyele of cone
tindalhy wereasing boenel ot the e
Cam iy owhat validates e ideg ol
NoUPIGlies a5 Conlinaeass oy oo
syslegin, o



