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“Combining information from
Congressional hearings, various
governmental reports, and the

Panel’s recommendations, Congress
passed two pieces of major Federal
Legislation involving nonprofits in 2005
and 2006.”
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Introduction

Nonprofit organizations now represent 8.5% of the economy and provide one of every ten jobs
in the U.S. In 2006, U.S. charitable giving increased 4.2% to just over $295 billion." Although
an impressive figure, private voluntary contributions produce only 23% of nonprofit income,
with the majority derived from programs and other investments.?

With this windfall comes increased scrutiny of how nonprofits manage and account for donations,
assets, and expenditures. Congress passed new legislation to address nonprofit issues. For the
first time in decades, the IRS has significantly revised Form 990, the form filed by nonprofits with
gross receipts totaling more than $25,000 annually. The new form includes questions designed to
gauge accountability among nonprofit organizations.

To make matters more stressful, studies show that fraud committed against nonprofits is on the
rise, and very costly. Many of the most common frauds involve employees. Without adequate
processes to catch internal fraud, nonprofits appear vulnerable and donor trust can erode.

Finally, America’s largest generation, the baby boomers, are close to retirement. Now at peak
lifetime earnings, the baby boomers are giving more than ever before. They are also planning
their estates and making careful choices about which organizations will receive significant gifts.

For the above reasons, it's important for nonprofit organizations to ensure that accounting
processes and systems are accurate, auditable, and capable of meeting today’s compliance
requirements, as well as those that will surely come in the future. This paper examines four
realities facing nonprofit organizations that contribute to the need for greater accountability.

New Legislative Activity

For the past five years, the mood in Washington has been one for reform. After enacting
sweeping reforms to ensure corporate accountability and financial transparency, attention
shifted to the nonprofit arena. Members of the U.S. Congress, nonprofit executives, and
community leaders have been working to address some abuses noted in the nonprofit sector
and to encourage greater accountability.

Both the House and Senate Finance Committees in Congress have conducted a number

of hearings involving compliance and accountability for tax-exempt organizations, with the
most recent testimony occurring in July 2007. In 2004, Congress reached out to Independent
Sector, a nonprofit coalition based in Washington D.C. Congress requested research into
problems facing the sector and suggested guidelines for improvement.® To answer the call,
Independent Sector formed the Panel on the Nonprofit Sector, involving leaders from nonprofit
organizations. Combining information from Congressional hearings, various governmental
reports, and the Panel’s recommendations, Congress passed two pieces of major Federal
Legislation involving nonprofits in 2005 and 2006.
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Tax Increase Prevention & Reconciliation Act of 2005 (TIPRA)

TIPRA includes provisions for reporting nonprofit transactions, new excise taxes, and harsher
penalties for organizations that knowingly participate in prohibited tax shelter transactions.
Nonprofits that participate in an abusive tax shelter transaction are subject to a 35% excise tax
on the greater of the net income or 75% of the gross proceeds received from the transaction.
But if the nonprofit knowingly enters into one of these prohibited transactions, the excise tax
amount increases to 100% as a penalty.*

Pension Protection Act of 2006 (PPA)

In addition to reforming laws to protect worker pensions, the PPA contains a number of
reforms for nonprofit organizations that are designed to improve accountability and provide
some temporary incentives for charitable giving. For the first time, nonprofit organizations
with annual incomes of less than $25,000 will have to report basic information to the IRS
electronically. Failure to file this basic information, or a Form 990, for three consecutive years,
will result in the IRS automatically revoking the organization’s tax exempt status.®

In addition to the new reporting requirements, PPA tightens accountability for Donor Advised
Funds and increases penalties for charitable organizations that engage in:

¢ Self-dealing and excess benefit transactions

e Failure to distribute income

e Excess business holdings

¢ Investments that jeopardize charitable purpose
e Taxable expenditures (e.g. political activities)

The above legislation is already in full effect. However, many nonprofit leaders have questioned
whether Congress would go a step further, and apply the Sarbanes-Oxley Act of 2002 to the
public sector. This legislation was designed to restore confidence and accountability to public
corporations in the wake of accounting scandals at companies such as Enron and WorldCom.
Sarbanes-Oxley requires executives at publicly traded corporations to sign off on financial
statements, conduct independent outside audits, establish internal controls over financial
information and systems, and more.

Currently, only two Sarbanes-Oxley provisions apply to nonprofit organizations: whistleblower
protection and document retention. However, many nonprofit executives viewed Sarbanes-
Oxley as a wake-up call to the industry and attempted to enact similar standards within their
own organizations. A 2005 study by The Urban Institute found that 67% of surveyed nonprofits
conduct audits but only 20% maintain an independent audit committee.® The study concluded
that applying the audit committee provisions of Sarbanes-Oxley to nonprofits would present a
significant challenge to 40% of nonprofits. Debate continues about whether the nonprofit sector
should adopt the full measure of standards set forth by Sarbanes-Oxley.

Without Sarbanes-Oxley, many states struck out on their own, passing similar nonprofit
accountability reforms at the state level. According to the National Association of Nonprofit
Associations, 29 states had proposals or bills concerning nonprofit accountability and
oversight before legislators in 2007.” Many states already require nonprofits that exceed
certain contribution thresholds to submit an audited financial report every year to the state.

““New Tax Shelter Reporting Requirements and Penalties Enacted by Congress,” Tax Exempt Organizations Lawflash, Morgan Lewis, September 12, 2006.
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“... the GAO revealed that over 55,000
tax-exempt nonprofit organizations
owed federal taxes —and some owed
the government millions of dollars.”
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Vigorous IRS Enforcement

If a single issue drove the need for increased accountability among nonprofits, it might likely
be the recent increase in enforcement activity by the IRS. Although currently less than 1% of
charities are audited each year, the IRS indicates that increased tax-exempt enforcement is a
high priority.®

Historically, few federal resources were allocated to monitoring nonprofit entities. But in the past
decade, the number of nonprofits proliferated. The IRS added more than 350,000 nonprofits

to their master file in the last 10 years. There are now more than 1.6 million organizations in the
U.S., not including most places of worship.®

With the number of nonprofits growing considerably faster than the staffing resources at the IRS,
the agency became suspicious that some were not playing by the rules. In a June 28, 2007,
letter to Senator Grassley, acting commissioner of the IRS, Kevin Brown, noted, “although most
tax-exempt entities have operated under high standards, some remain casual, indifferent, or
even callous toward compliance.”

Also in June 2007, the Government Accountability Office issued a report titled, Thousands of
Organizations Exempt from Federal Income Tax Owe Nearly $1 Billion in Payroll and Other Taxes.
In the report, the GAO revealed that more than 55,000 tax-exempt nonprofit organizations owed
federal taxes—and some owed the government millions of dollars.

“Nonprofit organizations must earn the privilege to keep their tax-exempt status,” Senator Grassley
recently wrote, “Tightening the rules and regulations governing the nonprofit sector will help repair
the breach of trust that threatens to tarnish even the most reputable charities in America.”°

The IRS hired additional auditors and began auditing the tax-exempt status of more nonprofit
organizations than ever before. Since 2001, the exempt-organizations office has added nearly
100 full-time employees'" and increased examinations. For FY 2008, the IRS has requested a
10.8% budget increase for tax-exempt enforcement—larger than the 6.3% increase requested
for general enforcement. Tax exempt compliance issues specifically identified by the IRS for
targeting include:

¢ Overvaluation of non-cash charitable donations

e Blurring the line between tax-exempt and commercial activities

¢ Regulation of political activities

e Executive compensation

¢ QOverpricing of derivatives in the tax-exempt municipal bond market
In some cases, effects were felt immediately. Following a two-year investigation of the nonprofit
credit counseling industry, the IRS revoked the tax-exempt status of 41% of the once rapidly

growing industry.' The IRS determined that these organizations were engaged in commerce,
rather than tax-exempt charitable work.

8Gary Shapiro, “IRS Identifies Nonprofit Compliance Problems,” The New York Sun, July 25, 2007.
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New Form 990

All tax exempt organizations with greater than $25,000 in gross receipts are required to file Form
990 with the IRS each year. In 2007, the IRS made the discussion draft of the newly revised
Form 990 available for review. The agency hopes to implement the new form in the 2008 tax
year. Tax exempt division director Lois Lerner describes the revisions to the form as “the biggest
thing the Exempt Organizations Division at the IRS has done in the last quarter century.”'®

The revised form includes new questions designed to deal with issues of governance and
accountability, including™:

¢ Organizational mission

e Three most significant activities

e Compensation of officers, directors, trustees

e Fundraising expenses as a percentage of contributions

¢ Investment income

e Formal compilation, audit or review

o Written conflict of interest policy

Written whistleblower policy
¢ Written document retention policy

Once implemented, the new Form 990 will require disclosures nonprofits are not accustomed
to including in their IRS reporting. This increases the need for organizations to keep detailed
accounting records and to have a system for easily obtaining up-to-date financial reporting.

Rising Fraud against Nonprofit Organizations

In the United States, 13.9% of all fraud cases are perpetrated against nonprofit organizations.
According to a study conducted by the Association of Certified Fraud Examiners, the median loss
for nonprofits due to fraud was $100,000 in 2006 —up more than two-fold from two years earlier.'®

Fraud is especially damaging to nonprofit organizations. In addition to potentially devastating
the nonprofit financially, it also tarnishes the organization’s reputation in the eyes of the public
and donors. Operating within a trusting environment, nonprofits can be perceived as easy
targets to fraudsters. In addition, they can be particularly vulnerable to fraud if they lack the
internal controls and formal processes of their corporate counterparts.

The most common types of fraud against nonprofits are corruption, biling schemes, and
expense reimbursements.'® Dishonest employees usually commit corruption and expense
reimbursement fraud. Billing schemes also typically involve someone inside the organization,
though often working in collusion with unscrupulous vendors. It is very unfortunate, but easy
to understand why these types of fraud can damage public confidence in the nonprofit sector.

"“Roger Russell, “After years of tweaking, Form 990 revisions are here,” WebCPA, August 22, 2006. Accessed online at www.webcpa.com.
RS Form 990 Discussion Draft. Available online at http://www.nccs2.org/wiki/index.php?title=Main_Page.

152006 ACFE Report to the Nation on Occupational Fraud & Abuse, Association of Certified Fraud Examiners, pp 18-25

162006 ACFE Report to the Nation on Occupational Fraud & Abuse, p. 24.
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“In 2007, the IRS even listed "Abuse
of Charitable Organizations and
Deductions” on its “Dirty Dozen” list
of the most blatant scams affecting
American taxpayers.”
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Increasing Donor Skepticism

Donors have become quite savvy about their selection of charitable organizations. Nonprofits
must work harder to earn donor trust. The public enjoys easier access to nonprofit financial
information via the Internet and a growing number of organizations competing for their
charitable dollars each year.

Scandals at several high-profile charities, the Jack Abramoff scandal with its misuse of tax-
exempt shelters, and media reports of bogus organizations taking advantage of donors

after 9/11 and Hurricane Katrina, all contributed to a growing sense of skepticism about

the nonprofit sector. In 2007, the IRS even listed “Abuse of Charitable Organizations and
Deductions” on its “Dirty Dozen” list of the most blatant scams affecting American taxpayers.

Experts stress that the antidote for donor distrust is financial transparency. Popular charity
watch Web sites, including Guidestar.org, CharityNavigator.org, and Give.org reflect the need
to earn donor trust through increased accountability. Potential donors can review the programs
and financial reporting of nonprofits by way of the Internet, determining the organizations that
are well-managed and making the most efficient and effective use of donations.

You Can Increase Accountability

In June 2005, Independent Sector released suggestions from the Panel on the Nonprofit
Sector about how to increase accountability and nonprofit governance. Key recommendations
followed by many nonprofits included':

 External Audits or Reviews - 501(c)(3) organizations with greater than $1 million annual
revenues should have financial records audited. Organizations with $250,000 to $1 million
in revenues should have an independent accountant review financial statements.

¢ Audit Committees — Organizations should ensure that their board of directors include
individuals with financial literacy skills, and should establish separate, independent audit
committees if financial statements are audited or reviewed externally.

¢ Full review every 5 years — The board should fully review organizational and governing
instruments, key financial transactions, and compensation policies and practices once
every five years to ensure tax exempt status is appropriate and can be maintained.

¢ Transparency — Provide detailed information about programs, measured outcomes, and
financial management to the public by way of annual reports, Web sites, and other means.

¢ Executive Compensation — Organizations should have a written policy requiring the full
board to approve CEO compensation annually, and in advance.

¢ Conflict of Interest — Organizations should write policies concerning conflict of interest
and whistleblower protection.

"7Strengthening Transparency Governance Accountability of Charitable Organizations, Panel on the Nonprofit Sector, June 2005.
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Conclusion

New federal and state legislation, increased IRS enforcement, growing fraud, and the need to
maintain the trust of donors all point to an increased need for nonprofit financial accountability.
Although the nonprofit sector as a whole has been moving toward greater accountability, it will
take additional effort to reach a consensus on the best practices and methods for achieving
financial transparency and ensuring public trust.

A centralized accounting system designed for the specific needs of nonprofit organizations
provides a critical tool in the push for greater accountability. Commercial accounting programs
often lack the functionality to track multiple funding sources. Nonprofit fund accounting
software solutions provide organizations with accurate and comprehensive tracking and
reporting on the restrictions for money used to support programs. This ensures nonprofits
meet their unique reporting requirements and maintain audit trails for critical financial
information. Fund accounting software supports well-planned accounting processes, helping
organizations to maintain up-to-date, reliable financial information that can be shared openly
with donors, state charity boards, auditors, and the public.

For more information on how Sage MIP Fund Accounting can help you increase your
accountability and transparency, visit www.sagenonprofit.com.

“Fund accounting software supports
well-planned accounting processes,
helping organizations to maintain up-
to-date, reliable financial information
that can be shared openly with
donors, state charity boards, auditors,
and the public.”
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