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| ntroduction

Thank you for agreeing to serve on the board of anot-for-profit
organization. Without your dedication and commitment, we
would not enjoy the thriving not-for-profit community we do.

As aboard member, you are probably very familiar with some
aspects of not-for-profit management. You understand the basic
need to raise money to support the activities of the organization
for which you volunteer, and you probably have seen the
fundamental challenge every not-for-profit management team
faces — to make the dollarsraised go as far as possible.

However, in addition to addressing funding challenges, asa
board member you now have alegal responsibility to protect
the organization’s assetsby overseeing itsfinancial activities
and implementing “best practices” to protect the organization.
For board memberswithout experience in not- for-profit
accounting,and especially for those without any formal
accountingtraining, it iseasy to neglect thisimportant
responsibility and bear someliability for the outcome.

This booklet isdesigned to help you perform your financial
responsibilities more effectively. It outlines someof the key
indicators that we, at Jacobson Jarvis, find that board members
sometimes overlook when they are exercising their fiduciary
dutiesto the organization. It should not be considered as a
substitutefor continued education or professional advice.
Rather, this booklet was produced as aservice to our clients
and friends of the firm, and their board members.
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Roleof the Board Member
In Financial Oversight

As aboard member, your fundamental role isto oversee the
implementation of the not-for-profit organization’s mission. This
includes exercising your fiduciary duty to ensure that the organization’s
financial resourcesare effectively managed and sufficient to assure the
organization’s long-term financial viability.

In Washington state, exercising fiduciary duty incorporates three basic
duties: the duties of good faith, loyalty and care. The duty of good faith
requires that youact in good faith, in amanner that you reasonably believe
to bein the best interests of the organization. The duty of loyalty requires
that youactin amanner that furthers the interest of the organization

and that yourefrain from engaging in personal activities that could

be construed to injure or take advantage of the relationship to the
organization.

As aboard member exercising duty of good faith and duty of loyalty you
should:

+ Maintain confidences
+ ldentify and disclose conflicts of interest
+ Never useinformation obtained asaboard member for personal gain

The duty of carerequires that you exercise diligencein the oversight

of corporate officers, seeking and reviewing all necessary information

in order to make informed decisions. As apart of that duty you must make
reasonableinquiries and exercise independent judgment using the

skill, caution and diligencethat aprudent person would usein handling
corporate affairs.

As aboard member exercising the duty of care, you should:
* Regularly prepare for and attend board meetings
+ Readall the information providedto you

+ Actively participatein board discussions, exercising independent
judgment in decision making

+ Ask questionsso that you have acomplete understanding of the
organization’s financial picture



* Review your organization’s Form 990 prior to filing

+ Consider goingbeyond public disclosure requirements to increase
transparency

+ Adopt and implement appropriate financial governance policies to
protect your organization

+ Understand the impact of various revenue and fund devel opment
approaches on your organization’s financial health

+ Understand the roles of the board treasurer and the finance and audit
committees, and actively participatein identifyingand recruiting
qualified board membersto fill thoseroles

The next several sections of thisbooklet review someof thesepointsin
more detail.

Understanding Financial Statements

One of the most critical requirements of the duty of careisto read

and review the financials, and ask questionsabout the content.

While you may rely upon the information provided by the organization’s
management team and external consultants, including CPAs, that reliance
does not release you from the due diligencerequired by the duty of care.

If youdo not have afinancial background, reviewing the financial
information provided and understanding which questionsto ask may be
adaunting assignment. T his section provides some guidance about where
to begin.

If youdo have financial expertise but have not previously focused on
not-for-profit financial management, this section will point out some
important differences.

How are financial statements used?

Asyoureview your organization’s financial information it ishelpful to
understand who uses the financial reports, and what information they
may be seeking. Common types of financial statements include budgets
and financial projections, internal (unaudited) financials, external
(unaudited) financials, audited financials and the IRSForm 990.

JACOBSON JARVIS



Common usersinclude:

Management team member s. Management team members prepare budgets
and financial projections, aswell asinternal (unaudited) financial
statements for their own internal usein managing the organization’s
operations. Theseare often formatted in adifferent way than the statements
prepared for external use, and may include comparisonsof budgeted
figuresagainst actual results, changes relative to aprior period and notes
about variances. They al so prepare unaudited financials for useby the
organization’s auditors.

Auditors. Auditorsuse unaudited financials prepared by the management
teamto conduct their audit of the organization’s financial statements. The
audit process consists of an assessment of the potential risk of material

error, consideration of internal controls and aseriesof tests designedto
evaluate if the management-prepared statements conform to generally accepted
accounting principles (GAAP). Upon completion of the audit, auditors express an
opinion via an independent auditor’sreport on the accompanying financial
statements. The auditor’sindependent report expresses their opinion about
whether the financial statements are fairly presented in all material respects.

Donor s/Funder s. Donors/funders use external unaudited and audited
financials and the organization’s Form 990 to evaluate whether or not they
believe the organization will usetheir fundswisely. In addition to questions
about the general financial health of the organization, more sophisticated
donors usethe financial statements and the Form 990 governance questions
to review management performance, assess risk and evaluate the resultsthe
organization hasachieved.

Lenders/Bankers. Lenders generally focuson external unaudited and
audited financial statements, budgets and financial projections. They are
interested in how well your organization performed against its projections,
asthiswill give them someideas asto how reliable future projections are.
They will alsoreview the organization’s cash flows, liquidity and the ratio of
current assets to current liabilities (the current ratio).

ThelRSand other gover nmental agencies. Governmental entities are
looking for evidence of compliancewith tax-exempt status and other laws,
and for inconsistencies that may indicate fraud or alack of transparency
in operations. They rely most heavily on the audited financials and Form
990, but may review other tax-related filings or public information.
Interestingly, the revised 990 now asks a seriesof questions about



governance not withinthe jurisdiction of the IRS. The IRSisusing this
information to assess risk and prioritize audits.

Board of Directors. Asamember of the board of directors, youshould
be requesting and reviewing all of thesefinancial documents. The next
sections review the most common financial statements, the types of data
they represent and the kinds of questionsyou should ask.

The Statement of Fnancial Position

The Statement of Financial Position (or Balance Sheet) summarizes the assets
and liabilities of an organization at apoint in time. Many of the asset
categories will seem similar to those on afor-profit company's Balance Sheet.
The biggest differenceisthe Net Assetssection, which appearswhere the
equity section would be on afor-profit Balance Sheet.

Not-for-profit net asstsare classified based upon donor restrictions as follows:

« Unrestricted: Thesefunds have no donor-imposed stipulations, but
may include board-designated funds. For example, if the board issetting
aside funds for reserves or capital improvements, those funds would be
reported here.

« Temporarily restricted: These are assets with time and/or purpose
restrictions stipulated by adonor. Common examples include
contributions from a capital campaign, donations designedto cover a
specific expenditure or fund services of aparticular type, or donations
designedto cover expenses for apre-determined period in time.

« Permanently restricted: The corpus of these giftsismaintained in
perpetuity with income to support either general operations or a
specific purpose based upon the donor’s stipulations. For example,
the corpus of ascholarship fund in which the principal isretained and
the income is used to fund scholarships would fall in this category.

As aboard member, youshould pay particular attention to thesefour issues
relative to the Statement of Financial Position:

Trends. One of the first places to check for financial issues involves
year-to-year trends. Asyoucompare your current Statement of Financial
Position to the one produced for the previous month or the previous

year, you should look for any unusual trends. For example, doesthe
current ratio seem to be decreasing, or have you had asignificant growthin
restricted assets that may affect your operating budget?
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Liquidity. Liquidity refersto the organization’s ability to tap into the
cash required to pay immediate and routine obligations. One of the key
indicatorsisthe Current Ratio. The Current Ratio, current assetsdivided

by the current liabilities of the organization, should be greater than 1.0. In
addition, you should know your financid reservetargets for loans, long-term
asset replacement and other uses, and check to make sure you are meeting
these targets.

Debt. Many not-for-profits have alending relationship with abank or other
financial institutions. As aboard member, you should be familiar enough
with the terms of the loan to understand whether you can access

the capital required to cover emergencies. You should also review the
Statement of Financial Position to ensure the loan balances are consistent
with expectations. Rapid growth in debt might foretell an impending
financial crisis.

Unrestricted Net Assets. Planning for asignificant economic downturn,
natural disaster or other crisisisan important board function. As apart
of that planning, you should anticipate the financial demandsthat could
result from such asituation and ask whether or not your organization has
enough liquid unrestricted net assets, and/or access to credit to protect the
organization.

The Statement of Activities

The Statement of Activities issimilar to the Income Satement prepared by for-
profit entities. Not-for-profits have two key sources of income: revenueand
support. Revenue includesresourcesthat resulted from an exchange trans-
action, such asprogram or service fees, grantsand contractsfrom
governmental agenciesor other sources, ticket sales or eventincome,

and investment return. Support includesresourcesfor which no services,
goods, or reciprocity isreceived by the donor/funder. Thisincludes
contributions, privategrantsand in-kind donations.

The Statement of Activities shows the resultsof the organization’s financial
operations for aperiod of time. Not-for-profits have many of the same
expense categories that other entities do, but they must al so show expenses
by their functional classification: Program Services, Administrative and
Fundraising.

Changein Net Assets, likethe net income in for-profit statements, isthe dif-
ference between revenue (including support), and expenses. However,
activity must also be shown for each of the three classifications of net assets:



unrestricted, temporarily restricted and permanently restricted. Release of
restrictions results in a reclassification between temporarily restricted and
unrestricted when time and/or purpose restrictions are met.

As aboard member reviewing the Statement of Activities, you should
consider thesefour critical areas:

Budget versus Actual. Throughout your term, youwill often have access
to management’sinternal Statement of Activities, outlining budget
versus actual expenses. Asyoureview the document, look for significant
variances, especially those that negatively impact the organization, and
ask questionsso that you better understand both the cause and the effect.
If there are largevariances, you should understand the reasonsfor the
variances and what management'splansare for addressing the variances
to determine whether you feel confident that management's plan will be
effective.

Revenue & Support. While the Statement of Activities identifies revenue
or support, it may not always indicate how dependent the organization
ison any one source. Heavy reliance on asingle source can berisky. For
example, if the organization receives 80% of itsfunding from asingle
donor or foundation, the organization could be at significant risk if that
funding isdecreased or discontinued.

Board members should understand management’s contingency plansto
address unexpected drops in income. Remember, as aboard member you
areresponsiblefor ensuring the long-term viability of the organization,
and for ensuring sound operational and financial planning for acrisis
situation.

Trends. When reviewing actual expenses, look for expenses that arerising
more rapidly than the corresponding revenueor support source. Also, look
for longer-term trends in both revenue and expenses. Such trends may sig-
nal aneed for increased attention to fund development or tighter expense
management.

TheBottom Line (Net Income or Loss). The bottom line isjust as
important to anot-for-profit asit isto afor-profit organization.The
audited format of the Statement of Activities shows not only the total
change in net assetsfor the year, but aso how the change isdistributed
between restricted and unrestricted net assts.
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Asyoureview the data, consider whether or not the net change met
expectations, both overall and across different fund types.

The Statement of Cash Flows

The Statement of Cash Flows converts accrual-based activity into acash- basis
format so that you can seethe actual flow of cash into and out of the
organization. Even when an organization’s Statement of Activities and
Financial Position look strong, an organization can go out of business
because they don’t have sufficient cash. The Statement of Cash Flows can
reveal problemsin thisareaasthey surface. For thisreason, it may bethe
most valuable of the three statements, particularly for smaller organizations.

Cash flows are categorized into operating, financing and investing activities.
Each section shows both the cash sources and uses for that particular
category. The operations section shows all of the day-to-day activities of
your organization. The investments section shows the purchases and sales of
investments and capital asssets, such asproperty and equipment.The financing
section shows the flow of cash to and from debt or other funding sources,
including support received for long-term purposes such asendow- ment
gifts and capital project funding. The three net cash figures, when totaled,
represent the change in cash from beginning to the end of the fiscal period
represented in the Statement of Activities.

When reviewing the Statement of Cash Flows, start with these areas:

TheBottom Line (Total Changein Cash). Organizationsthat consistently
show adecrease in cash over several periods are quite likely to fail. If your
organization isusing more cash than it isgenerating, ask yourself if thiswas
expected. sthe organizaation using itsreserves? What isthe plan to reverse
the cash outflow?

Trends. Aswith the other statements, looking at trends in the Statement

of Cash Flows isimportant. How does your overall cash activity compare to
the prior year? Are there any unexpected variances? Are your cash balances
or reserves growing over time? If so, do you have an anticipated use for the
cash? The answers you get from these questions can guide your short-term
and long-term investment strategies.

Cash Flow from Oper ations. In most organizations, your objective should
be to securepositive cash flowsfrom operations. Thisindicatesthat youare
not relyingon debt or investments to fund your organization’s day to day
operations.
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DaysOperating Cash. One of the most critical indicators of the financial
health of an organizationisits cash reserve. Thisisthe money that the
organization could tap into if, in acrisis situation, all sources of funding
stopped but expenses continued. In general, we recommend having a
minimum of 60 days of operating cash on hand. To calculate your Days
Operating Cash, divide cash balances by the sum of all cash expenses
(exclude depreciation and in-kind), divided by 365 days per year.

The Statement of Functional Expenses

The Statement of Functional Expensesisonly required for voluntary health and
welfare organizations, however, many organizationsfind this statement to be
useful. It classifies expenses accordingto their nature (payroll, rent,
supplies), and function (programs, administration and fundraising).
Functional expensesare allocated between program and supporting services
categories based upon areasonablesystem that can involve avariety of
metrics, such asFTE or squarefootage.

Other Sources of Information in the Anancia Statements

Your review of the financial statements should include all attachments,
including footnotes and, if audited, the auditor’sopinion. When reviewing
these sources of information, be sureto include:

Auditor’s Reports. When the auditors completethe audit of an organization’s
financial statements, they issue areport identifyingtheir level of confidencein
the financial statements prepared by management. In general, there are four
possible opinions they can provide. 1) A “clean,” or unqualified, audit opinion
states that the financial statements present fairly, in all material respects, the
financial position, and the changesin net assets and cash flowsin confomity
with accounting principles generally accepted in the U.S. (“GAAP™); 2) an
“except for” or qualified opinion meansthat the auditors disagree with the
accounting treatment of aspecific transaction, or are unable to determine

what the outcome might be of amaterial uncertainty; 3) adisclaimer opinion
indicates that the auditor cannot give an opinion due to the inability to gather
certain relevant facts; and 4) An adverse opinion indicatesthat the auditors

do not believe the financial statements prepared by management are fairly
presented. As aboard member youwant to seea“clean” audit opinion.

In the course of planning for the audit engagement, the auditor assesses the
designand implementation of key financial statement internal controls
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in order to evaluate risk and designthe audit approach. In the process of
performing this assessment, if the auditor notes any significant deficiencies
or material weaknesses, they are to report theseto the Board of Directors

in awritten report. Board membersshould inquire to the status of any such
findings.

Footnotes. The key asyoureview the footnotesisto look for information
that might alter your perception of the organization’s financial health. For
example, do the footnotes disclose asignificant increasein rent or aballoon
loan payment withinthe next few years? If so, doesthe management team
have aplan to address the resulting financial issues?

Other Thingsto Consider

Bankers’ Perspective. If your organization hasalending relationship, pay
particular attention to the footnotes that review compliancewith loan and
other legal covenants. Lack of compliancecan cause alender to withdraw
future credit, leadingto asignificant cash crisis. Consider the impact
asudden downturn in the economy or another crisis would have. Will
youstill be ableto comply with those covenants? Even if your not-for-
profit organization doesnot currently have debt, you may need alending
relationship in the future, and the best time to prepare for aloan iswhen
youdon't need it. Asyouread through the financial reports, isthere
anything that would concern you as aprospective lender? Do your financial
statements paint atrue picture of strong fiscal management? If not, itis
your duty asaboard member to ensure these weaknesses are addressed.

Donor’sPerspective. One of the most important, and often overlooked,
audiences of financial statements and the IRSForm 990 are donors and
prospective donors. As youreview the financial statements asawhole,
including the footnotes, look for itemsthat might make donors have
second thoughts about how well the organization would handle their
contributions. Remember to consider the information in isolation, not given
the additional information youhave asaboard member. Frequently,
published financials and the Form 990 are the only tool s available to donors
to evaluate whether an organizationisworthy of asignificant gift.

In the next section of thisbooklet we’ll review the Form 990, paying
articular attention to the sections most likely to be of interest to donors
and regulators.

11



Fnancial Statements: Review Checklist

Statement of FHnancial Position

[0 Arethere unusual trends?
[ Isthecurrent ratio greater than 1.0?
[0 Canweaccesscapital in an emergency?

[0 Arewe prepared for asignificant economiccrisis?

Statement of Activities

[0 How areweaddressing large variances between budget and actual ?
O Areweoverly dependent on asingle funding source?
O Isrevenueincreasingat least asfast as expenses?

O Did our bottom line meet expectations?

Statement of Cash Flow

O Arewe usingmore cash than we are generating?
O How doesthe overall cash activity compareto prior year?
O Do wehave positive cash flow from operations?

O Do wehave at least 60 days of operating cash on hand?

Other Sources of Information
[J Did we receive acleanaudit opinion?

Do any of the footnotes cause us concern?

Arewecomplying with loan covenants?

Oo0oao

What impression would adonor or lender have after reading
our statements?

12 JACOBSON JARVIS



Reviewing the IRS Form 990

The Form990 isanot-for-profit organization’s required annual IRS tax
filing. Asaboard member you should be asked to review the Form 990 before
it issubmitted. Even though you may not be asked to signthe document, you
should make sure that the not-for-profit you serve files an annual Form 990
and that the information in it iscorrectly presented. Ask yourself, does

the document present any red flagsto prospective donors or governmental
agencies? You should also confirm that the organization you are serving has
applied for, and received, tax exempt status from the IRS.

Understanding What Tax-Exempt Status Means

The U.S. federal income tax code grantsan exemption from income tax
liability for organizationswho satisfy a charitable purpose and who apply
for, and receive, tax exempt status. Once this exemption isreceived, the
not-for-profit corporation will not generally haveto pay federal income
taxes on donations and other funds directly related to itscharitable
purpose. However, the corporation may beliablefor taxes on unrelated
business income, and may alsobe liablefor stateand local income,
business and/or property taxes. In addition, the organizationis not
excluded from payroll taxes, either at the federal or statelevel.

Becoming aTax-Exempt Entity

In order to becomeatax-exempt entity, an organization must first file

corporate organization documentsin their state. In general, this means
they must have articles of incorporation, bylaws and afederal employer

identification number.

Once the organization hasbeen approved by the Secretary of State, a Form
1023 must be submitted to the IRS. The Form 1023 isthe organization’s
application for tax-exempt status, and must include the approved articles
of incorporation, bylaws and an application fee. When the application has
been approved, the IRSwill issue adetermination letter confirming the
organization’s tax exempt status. Until afavorable determination letter is
received, the organization should consider itsincome to be taxable and file
tax returns accordingly.

After the IRShasissued afavorable determination letter, the organization
must file with the Secretary of State’s Charities Program before soliciting

13
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any donations. Once the IRSand the Secretary of State have both approved
your organization’s charitable status, the organizationisofficialy atax
exempt entity and subject to certain routine reporting requirements, as
described below.

While this processiscomplex, and professional expertiseisadvisable before
filing aForm 1023, the IRS websiteisextremely informative. To find more
information on becoming atax-exempt entity goto www.irs.gov, select the tab
for “Charities & Non-Profits” and search for the “Life Cycle” information.

Routine Reporting Requirements

Asanonprofit corporation your organization must routinely report activities
to: the IRS, Secretary of State, City and State Departments of Revenue,
payroll taxing authorities, City and County Assessors (for property taxes)
and, in somecases, to the SEC. With the exception of the first two,

the other reporting requirements are the same asthey would befor anon-
charitableorganization.

The IRS requires each tax exempt organizationto fileaForm990. If the
organization has limited revenue (i.e., under $50,000) it may fileaForm

990-N. Organizationswith gross receiptsgreater than $50,000 and less than
$200,000, and Assets of less than $500,000, may filethe Form 990-EZ,
asimplified version of the Form 990. Organizationslarger than thissize must file
Form990. Organizationsover $10 million may need to electronically transmit
their return to the IRS using “e-file.”

If your not-for-profit has more than $1,000 of revenueunrelated to

the organization’s exempt purpose you may also need to fileaForm990-T.
Frequently overlooked unrelated business income (UBI) includesincome

from activities such asadvertising, parkinglotsand leased space. Organizations
that have UBI but report continuing losses that are unreasonablein abusiness
setting or that over-allocate expenses, may also incur penalties.

Washington nonprofit corporations must comply with both the Nonprofit
Corporation Act and the Charitable Salicitations Act. The Nonprofit
Corporation Act requires that the organization filean annual report with the
Secretary of State. The Charitable Solicitations Act regulates organizations
that solicit funding from the public and requires those entitiesto register
with the state, whether or not they are corporations.

JACOBSON JARVIS



Not-for-profits in Washington State must al soregister with the Charities
Program unlessthey are political organizations, churches, 100% volunteer-
run organizationsraising less than $25,000 or appeals made on behalf of a
specific individual. This registration must be renewed annually based on the
fiscal financial reporting period of the not-for-profit organization.

The stateregistration requires that the IRStax forms be prepared or
reviewed by a CPA or other professional third-party for organizations

with more than $1 million in revenue. Audited financial statements are re-
quired for organizationswith more than $3 million of gross revenue

and cash contributions exceeding $500,000.

The other reporting requirements are largely the same for both for-profit
and not-for-profit entities. Washington State’s gross receiptstax, the Busi-
ness& Occupation tax, doesexclude most contributions. However, salestaxes
must be collected and paid by not-for-profits and property taxes must be
paid unlessthe organization files and receives an exemption from the Wash-
ington State Department of Revenue.

If your not-for-profit organization has employees it must pay both federal and
state employment taxes. If it fails to do so, board memberscan be held liable.

Reviewing the Form 990: Four Key Pages

If your not-for-profit isrequired to filethe Form 990, rather than the
990-N or 990-EZ, there are four places you should focusyour attention:

Snap Shot: Page1. Thefirst page of the Form 990 contains basic information
about the organization, and asummary of itsfinancial activities. It should
providethe reader with aquick ook at your mission, organizational structure,
unrelated activities and financial health.

Accomplishments: Page 2. The second page of the 990 will catchthe
attention of both governmental agenciesand potential donors. It describes

in more detail the organization’s mission, new programs, three largest
programs, and revenue and expenses by program. As youreview this
information, make sure the activities listed are consistent with the
charitable purpose for which the organization hasreceived exempt status.
Over time, it isnot unusual for an organization to shift to meet the needs of
the community it serves. However, an inconsistency between the exempt
purpose and the language in this section may prompt an audit or, in some cases,
the revacation of exempt status. This sectionisalsoasignificant one for
donors. Asyou review the information, consider whether the statement of
accomplishments would persuade youto make a contribution.
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Checklist of Required Schedules: Page 3. According to LoisLerner,
Director of the IRSExempt Organizations Division, 30 percent of the
organizationsthat filed the Form 990 did soincorrectly. In many cases,
thiswasbecause they failedto filearequired form. A quick review of the
questionsand responses on page 3 should reassureboard membersthat the
required forms have been submitted.

Governance, Management & Disclosures: Page 6. Atthetop of the
Governance, Management & Disclosure page, the IRSnotes that the page
requestsinformation about policies not required by the Internal Revenue
Code. However, the answers to these best practice-based questions serve as
red flags, and are used to assign audit priorities. More significantly, these
questionsare receiving increasing scrutiny for savwy donors and granting
organizations. As aboard member, you should consider the implications
of anegative response, and what can be done to remedy the situation.

Maintaining Your Exemption

+ Abstain from activities that jeopardizethe exemption such aspolitical
activity

+ Providewritten substantiation for cash and non-cash contributions
valued at more than $250

+ Understand donor notification rulesfor gifts madein exchange for
goods and services

« Monitor board independence

« Comply with public disclosure requirements on your exemption
application and annual tax return

« Maintain appropriate financial and other records on behalf of the
organization

Maintaining your exemption should include a thorough review of the four
key ways that well-meaning organizations have lost their tax exempt status.
Theseinclude:

+ Organized and Operated: Update your articles of incorporation if your
exempt purpose changes

« Public Support: Monitor your public support percentage (at least 33%
for most charities)
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« Commerciality Doctrine: Don’t operate in an excessively commercial
manner in competition with afor-profit counterpart in the marketplace

+ Public Benefit: Maintain real and substantial operations that benefit
public, not private interests. Look at the amount of program expenses in
relation to total organizational expenses

For more information about the requirements for maintaining tax-exempt
status, logonto the IRSwebsite, www.irs.gov, select “Charities& Non-
Profits,” and choosethe “LifeCycle” tab. Then, scroll downuntil yousee
the section entitled “Ongoing Compliance.”

Key Fnancial & Governance Policies

While the Internal Revenue Code doesnot require the policies identified

in Part V1 of your organization’s Form 990, several are important best-
practices for the financial health of anot-for-profit organization. If your
review reveals weaknesses, asaboard member you should consider raising
the question about creating policies. Model policies are readily available

on websites including www.irs.gov and www.boardsource.org. However, the
model policy may not be the best choice for your organization. Consulting
an attorney experienced in not-for-profit governance issuesisawise choice.

For newer organizations, these policies can be time-consuming, and often
expensive, to develop. Werecommend focusing first on the following
policies:

Conflict of Interest Policy. A Conflict of Interest Policy defineswhat an
organization and its board memberswill do when considering atransaction
from which adirector or officer would benefit either directly or indirectly.
These transactions may affect aboard member’s independence and ability
to vote on key board decisions.

Record Retention and Destruction Policy. This policy defineshow long
eachtype of record will be retained, and what will happen to those records
after that period. It should include both electronic and physical records,
and should also address how procedures might change if the organization
were faced with an official investigation.

Whistleblower Policy. A whistleblower policy isdesignedto protect
employees who report illegal, fraudulent or unethical activity from
retaliation. It should alsoprotect the confidentiality of the whistleblower.

17
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Investment & Spending Policies. Written separately or together, these
policies define the investment approach the organization will takewhen
investing funds it holdseither on ashort-term or long-term basis, and its
approach to spending both income and principal associated with invested funds.

Executive Compensation Policy. A written Executive Compensation Policy
lends transparency to the compensation process, protects board members
against potential legal exposure, and helpsensure the organization and its
executives will avoid finesassociated with excessivecompensation or private
inurement. The policy should outline how executive compensation and, if
appropriate, board compensation isdetermined, and should include the
three components of the IRS’ safe harbor rule asapart of the process; board
or committeereview, appropriate comparative dataand documentation of
compensation decisionin minutes (including approval before any payment
ismade).

Gift Acceptance Policy. Many not-for-profits accept gifts that have

strings attached, only to find those stringscomewith significant additional
costs. Attimes, the additional costs outweigh the value of the gift. The

next section of thisbooklet reviews some of the most common gift problems.
A written gift acceptance policy helpsavert issues by defining the types

of gifts an organization will accept. The policy should also reaffirm

the organization’s commitment to complying with IRSdocumentation
requirements.

Evaluating Funding Sources

During tough economic times an increasing number of not-for-profit
boards may feel pressured to accept various types of funding sources in
order to meet their fundraising objectives. This may lead to accounting
complexities, donor management issues and other unforeseen costs. Know-
ing what to expect before your organization pursues more complex funding
sources can limit your exposure to unnecessary financial and operational
difficulties.

Below isan overview of the most common types of complex funding sources
to be aware of:

Restricted Contributions. Individuals, corporations or private foundations
may restrict the use of their gifts on atemporary or permanent basis. Such gifts
aretypically not intended for general operations or administrative
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and fundraising costs. As there may be significant costs associated with
trackingthisincome, the gift should be largeenough to merit the additional
monitoring expense.

Donor-Advised Funds. Some funding organizations allow individual
donors to provideadvice asto how grantsof their fundswill be made. This
practice can lead to issues with tax deductibility and appropriate accounting.
To avoid these issues, foundations and other funding organizations hosting
donor-advised funds should make sure prospective donors understand the
limitsof their influence after the contribution to the donor-advised fund
ismade. Organizationswho are recipients of grantsfrom foundations and
other funding sources using donor-advised funds should make sure that the
understanding with donors isclear prior to accepting funding, and should
alert the organization to any behavior on behalf of the donor which might
impact itstax classification.

Government Funding. While government funds typically comewith extensive
tracking and reporting requirements, the recipient may also be barred from
using grant money to manage or administer the program(s) that the funding
was intended to support. In addition, if the organization spends more than
$500,000 in federally-originating funds each year it isrequired to have a
complianceaudit in addition to itsannual financial statement audit. Thisleads
to increased audit fees, which are not alwayscovered by the funding source.

Pass-Through Relationships. Many not-for-profits receive donations
on behalf of another organizationthat hasnot yet received its tax-exempt
status. There are generally administrative costs associated with these

funds for which the host organization may not receive reimbursement. In
addition, there are fiduciary responsibilities to ensure that the funds are
used for charitable purposes.

Annual Auctions and Other Fundraisers. It iscommon for not-for-profits
(or someone on their behalf) to host fundraising events. However, in addi-
tion to requiring asignificant time commitment from staff and volunteers (and
placing the organization at risk for fraud if they are not properly supervised),
there are numerous other accounting and donor perception issues that can
diminish the returns these events deliver.

In addition to the above, there are other enticing revenue streams such as land
grantsand stock gifts that may contain unanticipated tax consequences. Your
organi zation should be aware of the tax and accounting implications before
accepting revenuefrom sources such asadvertising, parking fees, rent and
retail sales.
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Fortunately, there are ways to protect your organization, including the following:
+ Readthefine print on grantsand federal funding programs

« Implement acomprehensive gift acceptance policy that establishes gift
eval uation, acceptance and acknowledgement processes

+ Before hosting afundraising event, evaluate the tangibleand intangible
against required costs and resources

+ Always consider how funding sources may or may not alignwith
your mission

Not all money isgood money, but with the right set of toolsand procedures for
evaluating the appropriateness of funding sources, your organization will be better
prepared to proactively assessrisk and to simplify decision-makingin the future.

Roles & Responsibilities
(Treasurer, Audit Committee &
Finance Committee)

While having aboard treasurer, audit committee and finance committee
doesnot absolve other board membersof their fiduciary duty or
responsibility to actively understand and proactively question the financial
operations of the organization they serve, having experienced advisorsin
theseroles can help ensure the organi zation focuses more effectively on its
mission.

The Treasurer’s Role

Serving asthe treasurer of anot-for-profit board isan important and
often time-consuming responsibility. Ensuring that the organization

hasa succession plan and isproactively recruiting board membersto

serve in thisrole isextremely important. To be most successful, we
recommend developing ajob description that outlines the expectations
and responsibilitiesof the treasurer position. Asyourecruit individuals to
serve, wesuggest searching for candidates who share your passionfor the
organization’s mission and who have:

+ Not-for-profit financial management experience
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An understanding of contract and grant terms and implications
Familiarity with investment practices

Anunderstanding of best practices for not-for-profit policies
and procedures

Familiarity with the requirements of the Form990 and the organization’s
tax exempt status

It may be difficult or even impossible to identify someone with all of these
skills. If that isthe case, you may recommend that the board invest in
training for the board treasurer through the Washington Society of CPAs
or asimilar organization. For more information about classes available
through the Washington Society of CPAS, visit www.wscpa.org.

If youhave been asked to serve in the treasurer’srole we recommend
that you:

Ask for awritten job description

Schedulea meeting with the CFO/CEO to review the organization’s
financial statements, most recent budget and its Form 990

o] Review the financial statements thoroughly in advance of the meeting

0  Askhow any internal control issues identified in the previous
auditwere addressed

I dentify the budget development process and understand when abudget
should be submitted to the board

Identify the organization’s bank, legal counsel and auditors

Review the policies and processes identified earlier in thisbooklet to
ensure compliance

Meet with the Board Chair/President to identify any particular issues
s/he would likeyouto address, and to review expectations for the
treasurer’sreport

At eachboard meeting you should be prepared to give atreasurer’sreport.
The treasurer’sreport typically includes:

A full set of financial statements, including the Statement of Financial
Position and the Statement of Activities

A summary of budget-to-actual financial data, generally with acopy of
the budget
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0 Youshould understand the reasonsfor any significant deviations

+ Recommendations relative to policies or proceduresfor the board’s
consideration and/or vote

« Areport on the finance committee’s activities, if appropriate

In general, your report should be simpleand systematic. One of the
most important responsibilities of any treasurer isto educate fellow

board members, asthey have fiduciary responsibilitiesbut may not have
substantial financial experience.

As aboard treasurer, particularly for alarger organization, we also
recommend that youreview (or consider creating) the committeecharters
for the finance, audit and governance committees.

The FHnance Committee’s Role

A finance committee can improvethe treasurer’s effectiveness, reduce risk,
and increase board oversight by adding perspective or experience atreasurer
doesnot have, and by providing additional peopleto assist with an
important and time-consuming board need. Finance committee members
may be potential treasurer candidates for the future.

The committee should consist of three to five board membersand may
include non-board memberswith expertise in financial matters. It is
generally chaired by the board treasurer.

The finance committee’s responsibilitiesinclude;
+ Reviewing and monitoring financial reports

+ Reviewing the annual budget and recommending it to the board
for approval

* Reviewing major grantsand associated terms

« Recommending financial policies and procedures, including the
organization’s investment policy

The Audit Committee’s Role

Not-for-profit organizationsmust be accountable to donors, members,
federal and state agencies, and others who seek assurance about the
organization’s underlying financial health. A well-informed, responsible
audit committee provides accountability and helpsinstill public confidence
in an organization.
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The audit committee usually includesthree to five directors, none of whom
are employees of the not-for-profit organization. Unlike the finance
committee, it isgenerally not chaired by the treasurer.

The audit committee works with external (and, if applicable, internal)
auditors to ensure compliancewith accounting standardsand reviews the
adequacy of the organization’s internal control structure. Thisincludes:

Reviewing the adequacy of the organization’s internal control structure,
ideally using the COSO Model of Internal Control (www.coso.org):

0 Control environment (overall tone)
0 Risk assessment (identification and analysis of risks)
0 Control activities (policiesand procedures used by management)

o Information and communications (systems and reports that
enable management to carry out itsresponsibilities)

0 Monitoring (processes that oversee controls over time)

Recommending appointment of, and working with, independent
accountants

Monitoring compliancewith the organization’s code of conduct
and conflict-of-interest policy in cooperation with the governance
committee

Reviewing the policies and proceduresin effect for the review of
executive compensation and benefits

Reviewing, with the organization’s counsel, any legal mattersthat
could have asignificant effect on the organization’s financial
statements

Reporting to the full board

Selecting an Auditor

Often, the board treasurer and/or audit committeeare responsible for
recommending a CPA firm. If your responsibilitiesinclude identifying
potential CPA firms, we recommend that you:

Talk to the organization’s banker and attorney, and to fellow
board members
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+ Talkto officers of other not-for-profits

+ Ask for recommendations of auditors who have expertise with
organizationssimilar to yours

Asyouevaluate potential CPA firms, you should:

+ Providecopies of financial statements and ask for commentsor
guestions— the amount of expertise will be obvious in the response

+ Share accounting records with CPAs so that they can provide an
accurateestimate of the time needed to conduct the audit

+ Ask about the individual CPAS’ interest in, and willingness to serve,
your organization

+ Ask about the size of the firm’snot-for-profit practice, and their
commitment to the sector

+ Ask about their audit approach
* Ask how staff are supervised
+ Ask how findingsare handled

+ Call references

The Governance Committee’s Role

While not dtrictly a financial committee, we recommend that every organization
establish a governance committee. One of the most important roles a board
has isto provide strategic guidance to the organization’s management team.

A governance committeefocuses on core governance and board composition
issues, ensuring that the board can fulfill itsfiduciary responsibilities
through adequate skills, training and knowledge.

The governance committeeis generally composed of board memberswith a
variety of backgrounds, including legal and financial experience. In general,
the committeeisresponsiblefor:

+ Conducting an annual evaluation of board & committee performance
+ Nominating directors, officers, committee members

+ Providingboard education and training
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* Overseeing CEO evaluation, compensation and succession planning
+ Monitoring conflict of interest matters

» Periodically reviewing bylaws, governance structure and practices

The roles and responsibilitiesof the committees discussed above may
overlap, and the finance and audit committees are sometimes combined.
Well-defined committee charters (i.e., job descriptionsfor the committee),
can ensure that each committee understands itsresponsibilitiesand that no
important tasks are overlooked.
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Glossary of Not-For-Profit Financial
and Accounting Terms

We hope youwill find this glossary a useful resource when reviewing financial
statements.

Accounts Payable: The amount owed to others (eg., vendors) for services or
merchandise received by the organization.

Accounts Receivable: The amount owed to the organization for services or
merchandise provided to others (e.g., customers).

Accrual-Basis Accounting: A system of financial recordkeeping in which

transactionsare recorded as expenses when they are incurred and asincome when
it isearned, rather than when cash ispaid or received. The alternative is cash-
basis accounting. Accrual-basis accounting is more precisebut al so more complex.

Accrued Expenses. Expenses that have been incurred but have not been paid
(eg., salaries, benefits)

Accrued Interest: Interest costs that have accumulated but have not been paid.

Allocation: A method of dividing expenses among different program,
administrative and fundraising categories using areasonable and consistent basis
(common bases include staff time, number of employees and square footage).

Allowance for Doubtful Accounts: Anestimate reflecting the portion of accounts
or pledges receivable that the organization believes islikely not to be collected.

Assets: What the organization owns or hasaright to use.

Audit: Anexamination, conducted by CPAs retained by the organization’s
Board of Directors, that provides assurance to internal and external usersof the
organization’s financial statements that the statements are presented in accordance
with generally accepted accounting principles (GAAP). The audit resultsare presented to
the Board in the form of an opinion from the CPA.

Balance Sheet: A report showing asnapshot of the financial condition of the
organization at aparticular moment in time. Also referred to asthe Statement
of Financial Position.
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Board-Designated Funds: Funds earmarked by an organization's Board of
Directorsfor aspecific purpose, suchasOperating Reserves. For accounting
purposesthesefunds are still considered unrestricted because the condition was
not specified by adonor.

Capitalizing an Asset: Recordingthe cost of land, building or equipment as
fixed assets (on the Balance Sheet) rather than as an expense (on the income statement)
when purchased.

Cash and Cash Equivalents: Funds that can be quickly and easily converted
to cash (usually bank accounts, money market funds and other investments
that mature within 90 days).

Cash-BasisAccounting: A system of financial recordkeepingin which
transactions are recorded when cash isreceived or spent.

Cash Flow Statement: A report showing cash inflows and outflows for a
specific period of time.

Chart of Accounts: A list of all accounts used in an accounting system,
including assets, liabilities, equity, income and expenses.

Conditional Promiseto Give: A commitment by adonor to make a
contribution to the organization if a specific requirement ismet.

Contribution: A donation, gift, or transfer of cash or other assets.

Current Assets; Cash, investments, receivables and other assets that are expected
to be available ascash withinthe next 12 months.

Current Liabilities: Thoseliabilities due to be paid within the next 12 months
including the Current Portion of Long-Term Debt (loan principal payments
that are due and payable withinthe next 12 months).

Deferred Revenue/Deferred Income: Income for which payment hasbeen
received before it hasbeen earned. It isreflected asaliability on the Balance
Sheet until it isearned and can be recognized asincome.

Deficit: Expenses in excess of income. Also referred to asNet Loss or a
negative Changein Net Assets.

Depreciation: The recognition of the decrease in value of afixed asset over its
expected physical or economiclife. Thisisrecorded asan expense eachyear.
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Financial Accounting StandardsBoard (FASB): The national governing
board which sets the accounting standards known asGenerally Accepted Accounting
Principles (GAAP).

Fixed Assets: Tangible assetsthat have auseful lifein excess of one year such as
land, buildings, furniture and equipment.

Fiscal Year: A 12-month period which the organization uses for accounting and
Form 990 purposes. This period may be acalendar year but can alsobe any other
12-month period. A fiscal year accounting period should normally coincide with
the natural operating cycle of the organization.

Form 990: IRSForm990 (Return of Organization Exempt from Income Tax) is
the annual tax return document used by most tax-exempt organizations

to report information about their financesand operations to the federal
government.

Functional Expenses. Categories of expense delineated by the type of
expense: program services, management and general, and fundraising.
Required for IRSForm 990 and audited financial statements.

Fundraising Expense: Expenses incurred in solicitingcontributions, gifts,
grantsand other funding sources, including volunteer time.

Generally Accepted Accounting Principles (GAAP): The standard
framework of guidelines for financial accounting established by the Financial
Accounting Sandards Board (FASB) to help ensure the accuracy and consistency of
financial records and reports.

Income Statement: A report that summarizes the organization’s activity
(revenuesand expenses) during aspecific period of time. Also referred to as
the Statement of Activities, Statement of Changes in Net Assetsor Profit and
Loss (P&L).

In-kind Contribution: A contribution made of goods or services rather
than cash.

Letter of Determination: A letter from the IRSto anot-for-profit

organi zation stating that the IRSrecognizes the organization asa tax-exempt
entity. In thisdocument, the IRSindicatesunder which section of the
Internal Revenue Code an organizationisqualified.

Liabilities: What the organization owes to others.
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Management and Gener al Expense: Expenses for the general functioning of
the organization, but not related to aspecific fundraising or program activity.

Net Assets: The difference between the organization'stotal assets and its

total liabilitieson the Balance Sheet indicating the net financial worth for the or-
ganization (similar to equity in for-profit organizations). Divided into unre-
stricted, temporarily restricted and permanently restricted net assets, depend-
ing on donor-imposed restrictions.

Permanently Restricted Funds: Contributions that are to be retained, rather than
spent, by the organization. The most common are endowment gifts which are
invested and produce income that can be spent eachyear.

Pledge: A formal commitment to make acontribution of a specific amount.
Also called, "promise to give" or "unconditional promiseto give."

Prepaid Expense: Anexpense that ispaid before use of the good or service
such asinsurance paid in advance.

Release from Restrictions: Transfer of temporarily restricted funds into the organi-
zation'sunrestricted accounts when the restriction hasbeen satisfied.

Reserves: Anamount set aside by the organization to be used in case of losses,
unexpected expense, emergency or planned future events, such aspurchaseof a
building.

Restricted Funds: Contributions restricted by the donor for aspecific use. These
restrictions can be temporary or permanent in nature.

Temporarily Restricted Funds: Contributions given for aspecific useor for use
during a specific period of time. Once funds have been spent for the specified
purpose or the period of time haslapsed the funds are released from restric-
tion.

Unrestricted Funds: Contributionswith no donor restrictions or limitations asto
their use, aswell asall other revenue sources.
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OnBoard— Our Board Member Newd etter

Asthe largest CPA firm in our region focused exclusively on serving the needs of
not-for-profits, we understand the value that an engaged board can bring to an
organization. That’s why we’re excited to provide OnBoard, aperiodic newsletter
geared exclusively towards board members. In addition to finance- related
articles written by our team, we have partnered with investment advisors,
attorneys, nonprofit consultants and marketing experts who will inform and
educate your board about matterscrucial to the not-for-profit community.

To signup for thisvaluable resource, simply email usat: boards@jjco.com, or
cal 206-628-8990.

Contact Us

We hope that the information provided in thisbooklet will help you asyou
fulfill your responsibilities asaboard member. For additional resources,
please review our website, www.jjco.com, or cal our offices at 206-628-8990.
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600 Stewart Street Suite 1900
Seattle, WA 98101-1219

206 628-8990
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