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C1.01 Introduction

The U.S. Government has been awarding grants and different kinds of assistance since the early 1800s. At first, the awards took the form of grants of public land, which were often used to establish land grant colleges. After World War II, grant-making of various kinds by the federal government rapidly grew to what has become an approximately $200 billion business that involves grants, contracts, and cooperative agreements. 

In general, the government distinguishes between awards of grants, contracts, or cooperative agreements based on the purpose of the transaction. If the principle purpose is the acquisition of products or services for the government's own benefit, then a contract is the appropriate instrument of the award. Procurement contracts are governed by the Code of Federal Regulations (CFR). Grant awards, on the other hand, are made when the goal of the award is the achievement of some public purpose in education, housing, social welfare, and the like. A cooperative agreement is more like a grant than a contract and is typically awarded when the government anticipates having substantial involvement in the project. 

Nonprofit controllers need to have a solid understanding of the federal grants process—for many nonprofit organizations, federal sources provide a substantial amount of their funding. In addition, while federal funding for nonprofit programs can be an attractive prospect, there are potential pitfalls that prudent controllers must consider. 

Unfortunately, federal grants can in fact turn out to be money-losing propositions because there is no provision for profit in such awards (the nonprofit organization is only reimbursed for costs incurred or less if there is a cost-sharing element). There almost always will be some amount of unreimbursed costs for a grantee, such as bid and proposal costs, less than full recovery of indirect costs, and the cost of the often excessive administrative time that must be devoted to federal awards. In addition, there is the opportunity cost of failing to develop other sources of revenue. In the end, many nonprofit organizations find that they must derive more and more revenue from other sources in order to make up for losses brought about by their involvement with federal grants. Often the best course for a nonprofit that wants to utilize federal grants is to obtain federal money for a project that would have been performed anyway using money from an unrestricted source. 

Nonprofit controllers shouldn't be discouraged from obtaining federal funding, but they must be aware that significant pitfalls exist and that their organizations should not become complacent recipients of federal grants. Nonprofits should take advantage of such federal grants when it is to their advantage, and work toward developing other non-federal sources of revenue. 

C1.02 Sources Of Grant Law

Unlike government contracts, which have a single codified body of knowledge, the sources of grant law are diverse and are often not completely understood by the nonprofit recipients of the grants. 

Many nonprofit controllers are familiar with the various OMB Circulars governing federal awards, such as OMB Circ. No. A-133, (discussed at length in Chapter C4 ). However, the circulars are only one source of authority over grant awards; there is actually a hierarchy of provisions that affect awards, as shown in the following list, which is arranged by priority: 

1.  <nobr<

The United States Constitution— Although not the source of specific requirements for federal grants, the Constitution plays a fundamental role in the process. Federal courts have, on occasion, struck down agency regulations found to be unreasonable or that fail to meet constitutional standards and requirements. 

2.  <nobr<

Federal Statutes—Federal grants are authorized by federal statute, which establish the terms and conditions for grant approval and operation. 

3.  <nobr<

Program-Specific Regulations—Some federal programs, such as the Head Start Program, are governed by specific regulations outlined in the CFR by the agency responsible for the program. 

4.  <nobr<

Agency Administrative Regulations— Many of the federal agencies have issued agency-specific administrative requirements generally incorporating the OMB Circulars. These regulations often codify the agency's specific requirements, which are left discretionary in the OMB Circulars. For example, OMB Circ. No. A-110 (as revised on 10/14/94) at Paragraph 25 (c)(5) states that if approval is required by the federal awarding agency, recipients must obtain prior approval to transfer amounts budgeted for indirect costs to absorb increases in direct costs or vice versa. The Department of Health and Human Services in their adopting regulations have specifically waived this requirement. 

5.  <nobr<

OMB Circulars— OMB Circ. No. 110, OMB Circ. No. 122, and OMB Circ. No. 133 (discussed in Chapter C2 , Section C3 , and Section C4 , respectively) set forth the administrative requirements, cost principles, and audit requirements for federal awards. 

6.  <nobr<

Policy Manuals—Federal agencies have issued policy manuals that outline their positions on grant issues. For example, the Office of Justice Programs, part of the United States Department of Justice, has published the “OJP Guideline Manual, Financial and Administrative Guide for Grants.” 

7.  <nobr<

Notice of Grant Award/Special Conditions—Grant agreements may contain special conditions or requirements not included in the sources listed above. Such provisions include stipulations such as that grant materials must be reproduced on recyclable paper, and the salary chargeable to the grant by a particular employee can only increase by 3% during the year. 

Many people comment that the notice of grant award is a short document and does not provide much discussion about the requirements to which the grantee is subject. The reason for this is that the legislative authority and applicable regulations are typically incorporated by reference. For example, the signature line for the grantee might state that the grantee understands they become subject to the provisions of a certain section of the CFR when they sign the agreement. 

8.  <nobr<

Other Federal Statutes—Several other federal statutes are deemed to include a significant national policy and are, therefore, applicable to all or most federal assistance programs. These statutes and policies are the foundation of the general requirements for which independent auditors are required to test as part of the OMB Circ. No. A-133 audits. The most important of these are as follows: 

· <nobr<

NondiscriminationThe legal analysis of exactly which nondiscrimination requirements apply to a particular grantee (Title VII of the Civil Rights Act of 1964, the Equal Pay Act of 1963, the Fair Housing Act, and so on) is very involved. The general principle, however, is that no person shall, on the grounds of race, color, national origin, age, or handicap, be excluded from participation in or be subjected to discrimination in any program or activity funded, in whole or in part, by federal funds. Discrimination on the basis of sex or religion is also specifically prohibited in some federal programs.

· <nobr<

LaborAlthough not a grant-specific requirement, federal grantees should nonetheless review their compliance with the Fair Labor Standards Act (FLSA) in order to avoid any illegal practice that might jeopardize their funding. 

The Davis-Bacon Act generally applies to grantees involved in construction. The Act provides for the payment of prevailing wage rates to laborers and mechanics employed by contractors and subcontractors on federal and federally assisted construction contracts. The Secretary of Labor determines the local area wage rates for laborers and mechanics employed under federal and federally assisted contracts exceeding $2,000.

· <nobr<

Political ActivitiesThe Hatch Act of 1940 limits the political activity of public employees involved in programs supported by federal funds. In addition, pursuant to the Internal Revenue Code Section 501(c)(3) organizations (which are the main recipients of federal awards other than state and local governments) are prohibited from participating in any political campaign on behalf of (or in opposition to) any candidate for public office.

· <nobr<

Drug-Free WorkplaceThe Drug-Free Workplace Act of 1988 requires federal grantees and contractors to certify that they maintain a drug-free workplace. The recipient certifies that it will provide a drug-free workplace by publishing a policy statement notifying employees that the unlawful manufacture, dispensing, possession or use of a controlled substance is prohibited in the grantee's workplace, and specifying the actions that will be taken against employees for violation of such prohibition. Grantees are also required to establish an ongoing drug-free awareness program, ensure that all employees engaged in the performance of the grant are given a copy of the drug-free workplace policy and abide by it as a condition of employment and provide certain notifications to the awarding agency if employees are convicted of a drug violation occurring in the workplace.

· <nobr<

Other StatutesIndividual grant agreements could cite numerous other statutes that a grantee is subject to such as the Wild and Scenic Rivers Act of 1968 and the Safe Drinking Water Act of 1974.

Nonprofit controllers should keep in mind that in some cases grant requirements may differ, so the order of priority of the requirements is important. For example, if a provision in OMB Circ. No. A-122 is inconsistent with the grant enabling-statute, the statute would have priority. Nonprofit organizations should retain competent counsel to assist in determining which requirements apply in a particular situation. 

In some nonprofit organizations tremendous emphasis is placed on receiving grant money without an equal effort made to become familiar with all of the rules and restrictions that apply to the funding. Nonprofit controllers must become familiar with the laws and regulations that affect their entities to ensure compliance with critical grants requirements. 

C1.03 Information Resources

There are a number of resources from which nonprofit controllers can obtain information about federal assistance to nonprofit organizations. The primary source is the Catalog of Federal Domestic Assistance (CFDA), which is compiled annually by the OMB and published by the General Services Administration (GSA). It provides uniform information about federal programs and activities of interest to nonprofit grant seekers. The program entries provide useful data that includes information about the enabling legislation that created the program, contacts within the government, and the amount the government has obligated for each program. The catalog is an extremely useful document for the nonprofit controller seeking information about federal grants and is available in many public libraries. 

The Federal Register is another excellent source of information that contains regulations and legal notices issued by the federal agencies, including grant administration regulations and proposed and final OMB circulars. The Federal Register is available on a subscription basis from the U.S. Government Printing Office (GPO) and is also available in many public libraries. 

Two private organizations that provide seminars and training in grants management are: 

The National Grants Management Association 

P.O. Box 5333 

Rockville, MD 20848-5333, and 

Management Concepts, Inc. 

1964 Gallows Rd. 

Vienna, VA 22181 

A number of subscription services that are valuable references for nonprofit organizations are published by: 

Thompson Publishing Group 

1725 K Street N.W. Suite 700 

Washington, D.C. 20066 

C1.04 Key Federal Personnel And Offices

Grant officers are the most common contacts in the government for nonprofit controllers. These personnel represent the official from the awarding agency that has the authority to bind the federal government to an agreement, such as approving budget revisions or other actions requiring prior approval in the administrative regulations. Another common contact is a project officer, who is typically the individual within the government agency who provides programmatic support to the grantee but does not have the authority that grant officers have to bind the government to an agreement. 

The cost allocation branch, the Inspector General's office, and the GAO all perform a number of functions involved in grant awards. Cost allocation branches are the offices within granting agencies that negotiate and approve provisional and final indirect cost rates for nonprofit grantees. This office can either be a separate department within a particular government agency or a part of the Inspector General's office, which represents the audit arm of the various agencies and is charged with protecting the government's interests in grant matters. 

Representatives from the Inspector General's office conduct periodic audits of a recipient organization's records and have the authority to disallow costs. These representatives also conduct quality control reviews of independent accountants' OMB Circ. No. A-133 audits. 

The General Accounting Office (GAO) is managed by the Comptroller General and primarily functions in a reporting capacity, conducting studies of various topics at the request of Congress. For example, the GAO recently completed a study of various aspects of the single audit process that formed, in part, the basis for some of the proposed changes to OMB Circ. No. A-133 that were published in the Federal Register on March 17, 1995. 

C1.05 Budgeting And The Grant Application
Process

Someone other than the controller within a nonprofit organization is usually responsible for identifying the federal programs that can be of use to the nonprofit and for supplying the programmatic content of the applications to those programs. Generally, the controller's role is to provide budgeting support in the application process and overall financial management of the nonprofit organization's grant efforts. 

Many agencies, though not all, require grantees to use OMB Standard Form 424, “Application for Federal Assistance,” when applying for federal grants. Standard Form 424-A, which contains budget information for non-construction programs, is also part of the standard application process. This form asks for dollar amounts budgeted in the following categories: personnel, fringe benefits, travel, equipment, supplies, contractual, construction, other direct costs, and indirect costs. 

[1] Personnel Costs

Personnel budgets should be as realistic as possible, and include provision for possible salary increases during the award period. Estimates of the hours required to perform the proposed project should be based on actual hours on spent similar projects in the past. In addition, the controller should bear in mind that unforseen problems are almost always encountered over the course of a new endeavor. 

Many organizations use consultants for grant projects—professionals who are employed on a per-diem, on-site basis. Consultants of this type are usually treated as independent contractors and, therefore, are not eligible for fringe benefits. These individuals do, however, make use of office space, supplies, and support staff, and so should probably be budgeted as a personnel cost rather than a contractual cost. The reason for this approach is that indirect cost recovery is often only allowed on a limited amount of contractual costs and these individuals are legitimately using office overhead of the organization. If this is done, however, separate fringe benefit allocations should be provided to account for the fact that these individuals do not receive benefits. 

[2] Fringe Benefits

Fringe benefits are usually calculated as a percentage of personnel costs. Two different percentages may need to be calculated for individuals receiving different levels of benefits. A consistent problem that occurs when developing fringe benefits budgets is failing to account for all benefits provided by the organization. Controllers should review their organization's personnel manual and prior years' results to make sure that no fringe benefits are omitted. 

Typical benefits that need to be recorded include: 

· the employers' share of FICA and Medicare taxes

· workers' compensation insurance

· state unemployment insurance and federal unemployment insurance for non-Internal Revenue Code Section 501(c)(3) entities

· life and health insurance benefits provided to employees, including disability coverage

· employers' contributions to retirement plans and post-retirement health care plans, if any

· vacation, sick and holiday pay benefits (discussed below)

· employer-provided parking, education benefits, and whatever other fringe benefits the nonprofit organization offers.

One area of inconsistency among nonprofits is the way in which vacation, sick, and holiday benefits are handled. The preferred method, which is supported by Cost Accounting Standard 408, is to treat these leave costs as a separate pool that is calculated as a percentage of chargeable salaries (personnel costs for time actually worked, i.e., W-2 wages minus vacation, sick, and holiday pay). 

Several agencies directly instruct their grantees to include vacation, sick, and holiday pay as part of personnel costs rather than fringe benefits and to directly charge these costs on some reasonable basis when they are incurred. However, following this course can cause an arbitrary result and require unnecessary allocation decisions when leave costs are incurred. At a minimum, however, grantees should make sure that leave costs are included in their budget process. 

[3] Travel and Other Costs

Miscellaneous categories of costs that have to be accounted for in budgets include travel, supplies, contractual, and indirect charges. Travel costs comprise amounts for staff travel; out-of-town costs for conferences, meetings, and the like; and staff reimbursements for the use of private cars for business purposes. When budgeting for supplies, only large purchases of supplies that can be identified separately for the project should be included—general office supplies are usually recovered as part of the indirect costs (see Chapter C2 for further discussion of indirect costs). Contractual costs pertain to outside parties that perform work in their own office environment. 

C1.06 Conclusion

The process of applying for and managing Federal grants is long and involved. Nonprofit controllers play a major role in the process, and the success of the relationship between a nonprofit and the granting agency depends upon the nonprofit controller's knowledge of the mechanics of the process, familiarity with information resources and government personnel, and the ability to budget realistically. Perhaps the most important aspect of all for a nonprofit controller is to realize the need to use federal grant resources conservatively, and to pursue other sources of funding while enhancing existing sources. 
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C2.01 Introduction

OMB Circular A-110 contains the administrative requirements for federal grants awarded to institutions of higher education, hospitals, and other nonprofit organizations. The nonprofit controller whose organization is involved with federal grants should have a thorough understanding of those requirements in order to implement the necessary systems for compliance with federal regulations. This chapter provides a basic overview of the OMB circular, focusing particular attention on the steps nonprofit controllers must take to ensure this compliance. 

The Office of Management of Budget (OMB) had originally issued Circular A-110 in 1976 and there had only been one minor revision until the Circular was completely revised in November 1993. As discussed in Chapter C1 , OMB issues government-wide circulars on grant administration that are then implemented separately by each agency though their own regulations. When OMB issued the revised circular, it directed federal agencies to adopt it verbatim except in cases where different provisions are required by federal statute or are approved by OMB. As a result, several agencies have adopted the circular without change; however, other agencies have made modifications to the requirements. It is essential, therefore, that nonprofit controllers have copies of the administrative regulations of their particular funding agency that are codified in the Code of Federal Regulations (CFR). 

C2.02 Omb Circular A-110

The stated purposes of OMB Circular A-110 are to set forth standards for obtaining consistency and uniformity among federal agencies in the administration of grants to, and agreements with, institutions of higher education, hospitals, and other nonprofit organizations. The Circular does not apply to grants, contracts, or other agreements between the federal government and units of state or local governments covered by OMB Circular A-102, “Grants and Cooperative Agreements with State and Local Governments” and the federal agencies' grants management common rule which standardized and codified the administrative requirements federal agencies impose on state and local grantees. 

With regard to subawards, if the receiving subrecipient is a state or local government, A-110 will not apply, however, if the subrecipient is an institution of higher education, hospital, or other nonprofit organization, A-110 will apply even if the primary recipient is a state or local government. 

For awards subject to A-110, all administrative requirements of codified program regulations, program manuals, handbooks, and other nonregulatory materials are superseded if they contain requirements inconsistent with A-110 unless they are required by statute, or deviations were granted by OMB to a particular federal agency. 

Circular A-110 breaks down administrative requirements into pre-award, post-award, and after-the award requirements. The main requirements are highlighted here. 

[1] Pre-Award Requirements

Pursuant to Paragraph 13 of A-110, recipients of federal awards are restricted in making subawards or issuing contracts with parties that are debarred, suspended, or otherwise excluded from or ineligible for participation in federal assistance programs or activities. 

Information regarding this issue can be found in a monthly publication issued by the U.S. General Services Administration titled “Lists of Parties Excluded from Federal Procurement or Non-Procurement Programs,” which is available from the Superintendent of Documents, U.S. Government Printing Office, Washington, D.C. 20402. In addition, it is recommended that as part of the basic procurement process, nonprofits should obtain a statement from the subgrantee or contractor stating that neither the organization or anyone assigned to the project has been excluded from federal programs. 

Also of importance in the pre-award requirements are two policy changes from the previous A-110 with regards to special award conditions and certification and representations. Pursuant to Paragraph 14 of A-110, federal awarding agencies can impose additional requirements on an applicant or recipient if the organization: 

· has a history of poor performance

· lacks financial stability

· does not have the management systems necessary to comply with A-110 standards

· has not conformed to the terms and conditions of a previous award or is not otherwise responsible

Organizations to which this applies are supposed to be notified in writing by the awarding agency as to: 

· the nature of the additional requirements

· the reason why the additional requirements are being imposed

· the nature of the corrective action needed

· the time allowed for completing the corrective actions, and

· the method for requesting reconsideration of the additional requirements imposed

Once the weaknesses that have created the special requirements have been corrected, the special conditions should be promptly removed. 

In an effort to ease administrative burdens on grantees, Paragraph 17 of A-110 requests that each federal awarding agency allow recipients to submit certifications and representations required by statute, executive order, or regulation on an annual basis as opposed to on a per award basis if the recipients have an ongoing and continuing relationship with the agency. 

[2] Post-Award Requirements

The majority of the grants management systems that must be established by the nonprofit recipient are outlined in the post-award requirements as follows: 

· financial management systems including: 

— cash management systems 

— cost sharing or matching requirements 

— procedures for communicating revision of budget and program plans 

— reporting and recordkeeping requirements 

· property management systems

· procurement standards

C2.03 Financial Management Systems

Establishing and maintaining a financial management system that complies with federal requirements is of primary importance to nonprofit controllers. The requirements are really no different than what nonprofit controllers should be providing senior management for their non-federal programs if a good management reporting system is in place. 

[1] Disclosure

The federal requirements for a financial management system are met first by providing accurate, current, and complete disclosure of the financial results of each federally-sponsored program on the applicable OMB forms, including SF-269, SF-269A, SF-270, and SF-272. 

Form SF-269 or SF-269A, “Financial Status Report” is generally used to report the status of funds for all nonconstruction projects or programs where advances of federal money are not received by the nonprofit. The filing requirements for Form SF-269 are at the discretion of the federal agency, although the report should not be required more frequently than quarterly (with a due date no later than thirty days after the reporting period) or less frequently than annually (with a due date no later than ninety calendar days after the reporting period). 

A federal awarding agency may allow recipients to use Form SF-270, “Request for Advance or Reimbursement” or Form SF-272, “Report of Federal Cash Transactions” if these provide adequate information, although a final SF-269 or SF-269A is required at the completion of the project when the SF-270 is used only for advances. 

Form SF-272 and, when necessary, its continuation sheet, SF-272a, “Report of Federal Cash Transactions” is required by federal agencies when the nonprofit receives advances of federal funds. Form SF-272 is due on a quarterly basis (reports are due fifteen calendar days following the end of each quarter) and the awarding federal agency may require a monthly report from those recipients receiving advances totaling $1 million or more per year. When practical and deemed necessary, federal awarding agencies may require nonprofits to report in the “Remarks” section the amount of cash received in excess of three days requirements and narrative explanations of actions taken to reduce the excess balances. Federal agencies can waive the SF-272 requirements in certain circumstances as described in Paragraph 52(a)(2)(v) of A-110. 

Federal awarding agencies can also request additional information from any recipient that does not have an adequate financial management system. Also note that agencies will typically accept computer printouts or electronic outputs that contain the same information as the OMB form itself. 

Allowable costs for grants and methods for recovering indirect costs are covered by OMB Circular A-122 (see Chapter C3 ). In connection with financial reporting, note that pursuant to Paragraph 28 of A-110, when the grant specifies a funding period, grantees may only charge to the grant allowable costs resulting from obligations incurred during the funding period and any pre-award costs authorized by the federal awarding agency. 

[2] Recordkeeping

Nonprofits must maintain complete records that identify the source and application of funds for federally sponsored activities and provide comparisons of outlays with budget amounts for each award. To meet this requirement, organizations should: 

1.  Maintain a separate general ledger account or subaccount to identify cash received and revenue recognized from each federal award. Appropriate levels of subaccounts should be used within the chart of accounts if a further breakdown than the overall award is needed (e.g., different phases of an overall award need to be identified separately). 

2.  Establish separate accounts or subaccounts for program income received from each federal award. Program income is defined as the gross income received by a grant recipient that is directly generated by a supported activity or earned as a result of the award. Examples of program income include fees or services performed by federally financed projects and the rental income from federally funded projects. 

3.  Isolate interest earned on federal awards through separate general ledger accounts. Some allocations may be required to achieve this. 

4.  Maintain separate fixed assets records for property purchased with federal money. These records may not be related to your general ledger fixed asset detail, as property purchased from federal awards might have been expensed when purchased (see Section C2.05 for a discussion of property management systems). 

5.  Implement a job cost module in the accounting system that tracks expenses and obligations for each federal award compared to budget information. This could also be accomplished by establishing separate expense accounts within the general ledger for each award, although separate spreadsheets may be required to accumulate information if the award spans fiscal years or to track obligations. Transactions or entries to the cost accounting records must be supported by source documentation. 

6.  Maintain an adequate internal control system to safeguard property and other funds to assure they are used solely for the authorized purposes for which the federal money was received. 

7.  Maintain documented written procedures to minimize the time elapsing between the transfer of funds to the recipient from the U.S. Treasury and the use of the funds for program purposes by the nonprofit. See Figure C2-1 for sample written procedures for cash management systems that highlight the necessary requirements. 

8.  Maintain documented written procedures for determining the reasonableness, allocability, and allowability of costs in accordance with the provisions of the applicable federal cost principles and the terms and conditions of the award. 

9.  Obtain adequate fidelity bond coverage as required by the awarding agency to protect the federal government's interest. Fidelity bonds should be purchased from companies holding certificates of authority as acceptable sureties. A list of these companies is published annually by the U.S. Department of the Treasury in Treasury Department Circular 570. Copies of this circular, interim changes, and other information pertinent to federal sureties may be obtained from the following: 

        U.S. Department of the Treasury 

        Financial Management Service 

        Surety Bond Branch 

        3700 East West Highway, Room 6F02 

        Hyattsville, Maryland 20782 

        (FTS/ 202-874-6850) 

10.  Establish appropriate methods and procedures to document amounts used for cost sharing or matching requirements. To be accepted as part of the nonprofits cost sharing or matching component of a federal project, all of the following criteria for both cash and in-kind contributions must be met: 

· The costs must be verifiable from the organization records.

· The cost cannot be included as contributions for any other federally-assisted project or program.

· The costs must be necessary and reasonable for the proper and efficient accomplishment of the project or program objectives.

· The costs are allowable under the applicable cost principles.

· The costs are not paid by federal funds under another award, except where authorized by federal statute to be used for cost sharing or matching.

· The costs were provided for in the approved budget when required by the awarding federal agency.

· The costs conform to other provisions of A-110 as applicable.

In a policy change from the old Circular A-110, unrecovered indirect costs can be used as part of the cost sharing or matching requirement. To be eligible, however, organizations must have the prior approval of the federal awarding agency. Many exempt organizations have significant unrecovered indirect costs, so nonprofit controllers should be aware of this possibility and budget unrecovered indirects to meet cost sharing requirements. 

Figure C2-1. 

Sample Cash Management Procedures Policy Statement
This policy statement serves as written documentation of XYZ Agencies' cash management procedures as required by Paragraph 21(a)(5) of OMB Circular A-110. 

Advances 

Federal cash advances requested by XYZ shall be limited to the minimum amounts needed for the actual, immediate cash requirements of XYZ in carrying out its federal programs. Although not a specific requirement, XYZ shall attempt to limit federal advances to three days and grant requirements where administratively feasible. Where possible, XYZ shall consolidate its advances to cover anticipated cash needs for all awards made by a particular agency and to the extent available, XYZ will disburse grant funds from repayments to and interest earned on revolving federal funds, program income, rebates, refunds, contract settlements, audit recoveries, and interest earned on federal funds, before requesting additional cash payments. XYZ will generally maintain advances of federal funds in our regular interest-bearing accounts (not in a separate account) having FDIC protection and earnings on federal accounts (less $250 per year for administrative reimbursement) shall be remitted annually to: 

Department of Health and Human Services 

Payment Management System 

Rockville, Maryland 20852 

Determination of the amount of interest earned on federal advances shall be determined by XYZ's controller using a reasonable allocation method. 

In the following situations, no effort shall be made by XYZ to maintain advances of federal funds in an interest-bearing account: 

· if XYZ will receive less than $120,000 in federal awards for this particular year

· if interest earnings on federal advances will be less than $250 for the year or

· where the financial institution would require an excessive average minimum balance requirement as determined by XYZ's controller.

To the extent practicable, XYZ shall request reasonable advances on behalf of subrecipients in situations where the subrecipients have written documentation of their cash management procedures meeting federal requirements and have no unresolved audit findings reflecting improper cash management systems. If advances are received on behalf of subrecipients, XYZ shall promptly forward these advances. Quarterly reports on SF-269 or SF-269A “Financial Status Report” shall be completed within thirty days of each reporting period. The report shall be prepared on the accrual basis of accounting, which is XYZ's normal accounting method, from the general ledger records of XYZ. Any deviations from amounts reported compared to general ledger amounts shall be thoroughly documented. 

Reimbursements 

For federal awards not allowing advances, XYZ shall submit Form SF-270 “Request for Advance or Reimbursement” or other applicable form on a monthly basis. Requests for reimbursement will be made only for costs supported by source documentation and properly recorded in the general ledger. 

Circular A-110 at Paragraphs 23(c)–23(h) describes the allowable methods for valuing contributions of services or property by the nonprofit in meeting cost sharing requirements. Generally, contributions will be valued at fair market value similar to the requirements under the new Statement of Financial Accounting Standards No. 116, “Accounting to Contributions Received and Contributions Made.” One difference between the OMB requirements and those of the FASB, however, is that OMB will allow volunteer services provided by unskilled labor as meeting cost sharing requirements provided that the service is an integral and necessary part of the approved project or program. FASB does not allow volunteer services to be recorded unless the volunteer possesses a specialized skill and the organization would have to purchase those services if they were not provided for free. 

In addition to the requirements listed above for cost sharing or matching costs, additional requirements for the nonprofit's supporting records include the following: 

1.  The basis for determining the valuation amounts for donated personal services, material, equipment, building, and land shall be documented. 

2.  Volunteer services should be documented and preferably supported by the same timesheets or activity reports used by the nonprofit's regular personnel. 

3.  Properly accounting for and disposing of program income. For nonresearch programs, if the federal awarding agency does not specify in its regulations or if the terms and conditions of the award are silent, then program income will be deducted from the total project cost in determining the net allowable costs on which the federal share of cost is based. 

For research programs, the default choice is that program income will be added to the funds committed to the project by the federal awarding agency and used to further eligible program objectives (the additional cost alternative). 

Because the A-110 rules contain the default options noted above, if there is no other guidance, individuals negotiating nonresearch awards on behalf of the nonprofit should attempt to have the additional cost alternative or the Paragraph 24(b)(2) alternative included as part of the terms and conditions of the award. The Paragraph 24(b)(2) alternative is that program income will be used to meet any cost sharing or matching requirement of the nonprofit. 

Unless the awarding agencies' regulations or the terms and conditions of the award state differently, nonprofits shall have no obligations to the federal government for program income earned after the end of the project period, or for program income earned from license fees and royalties for copyrighted materials, patents, patent applications, trademarks, and inventions purchased under an award. 

Nonprofits are required to report deviations from budget and program plans in accordance with the guidelines in Paragraph 25 of A-110. For nonconstruction awards, nonprofits must request prior approvals from the awarding agency for one or more of the following programs or budget related revisions: 

· A change in the scope or the objective of the project or program (even if there is no associated budget revision requiring prior approval).

· A change in a key person specified in the application or award document.

· The absence for more than three months, or a 25 percent reduction in time devoted to the project, by the approved project director or principal investigator.

· The need for additional federal funding.

· The transfer of funds allotted for training allowances (direct payments to trainees) to other categories of expense.

· Unless included in the award budget, making subawards or contracting out of any work under an award. This provision will not apply to the purchase of supplies, material, equipment, or general support services.

In addition to the required reporting noted above, there are other matters that must be communicated if approval is required by the awarding agency such as: 

· The transfer of amounts budgeted for indirect costs to absorb increases in direct costs or vice versa

· The inclusion of costs that require prior approval under OMB Circular A-122 (see Chapter C1 )

· Restriction of the transfer of funds among direct costs categories or programs, functions and activities for awards in which the federal share of the project exceeds $100,000, and the cumulative amount of these transfers exceeds or is expected to exceed 10 percent of the total budget as last approved by the federal awarding agency.

· Approval of pre-award costs.

C2.04 Reporting And Recordkeeping Requirements

Reporting requirements include disclosing the financial status of projects as outlined in Section C2.02[1] and also the required annual audit reporting under OMB Circular A-133 (see Chapter C4 ). Paragraph 53 of A-110 discusses the rules for record retention and access requirements. 

The general rule is that financial records, supporting documents, statistical records, and all other records pertinent to an award shall be retained for a period of three years from the date of submission of the final expenditure report or, for awards that are reviewed quarterly or annually, from the date of the submission of the quarterly or annual financial report. Several exceptions to the basic rule are covered at Paragraph 53(b). 

A question often asked is whether the A-133 audit conducted by independent accountants precludes the government from access to a recipient's records. Paragraph 53(e) of A-110 makes clear that the federal awarding agency, the Inspector General or the Comptroller General of the United States, or any of their duly authorized representatives has the complete right to unrestricted access to the books and records including timely and reasonable access to the grantee's personnel for interviews. Note also that the rights of access are not limited to the required retention period, but shall last as long as the records are retained. 

C2.05 Property Management Systems

OMB Circular A-110 also provides uniform standards governing management and disposition of property that was charged to a federal award. Note that these standards apply to property charged to federal awards and would not necessarily apply for purchases of equipment through a nonprofit's own funds. To begin with, a new requirement was added in the revised A-110 requiring recipients to provide equivalent insurance coverage for real property and equipment acquired with federal awards as they would provide on their own equipment. 

[1] Real Property

Unless the enabling statute or codified regulations to an award provides differently, general requirements related to real property are as follows: 

1.  Title to real property will vest in the grantee subject to the condition that the recipient shall use the real property for the authorized purpose of the project as long as it is needed. 

2.  Recipients cannot encumber the real property without approval of the federal awarding agency. 

3.  When the real property is no longer needed for the purpose of the original project the recipient shall either: 

· obtain written approval by the federal awarding agency for the use of the real property in other federally-sponsored projects or programs that have consistent purposes with those authorized by the federal awarding agency, or

· request disposition instructions from the awarding agency.

The disposition instructions are to provide that either: 

1.  The grantee can return title without further obligation provided it compensates the government for the current fair market value multiplied by the original federal participation in the cost of the real property, or 

2.  That the grantee shall sell the property under guidelines provided by the federal awarding agency and pay the government their equitable share as calculated above (after deducting actual and reasonable selling and fix-up expenses from the sales proceeds), or 

3.  The grantee may be directed to transfer title to the property to the federal government or to an eligible third party provided that the grantee would be entitled to compensation for its equitable share of the property. 

[2] Equipment

More common than the acquisition of real property through grant proceeds would be the purchase of equipment. The specific instructions for equipment acquired through a federal award are contained in Paragraph 34 of A-110 and are summarized as follows: 

· Title to equipment will vest in the grantee subject to following the required provisions of Paragraph 34 as described below:

· If the equipment is used to provide services to non-federal outside organizations it must charge a fee consistent with what private companies would charge for equivalent services unless the federal statute states differently.

· The personal property cannot be encumbered unless approval is received from the federal awarding agency.

· The equipment shall be used for the program for which it was acquired as long as needed, even if it does not continue to be financed by federal support. When no longer needed for the original project, the grantee shall use the equipment in connection with other federally sponsored activities.

· If replacement equipment is acquired, the grantee may use the federally acquired property as a trade in to reduce the cost or may sell the federal equipment and use the proceeds to reduce the cost subject to federal awarding agency approval.

The heart of the equipment rules revolve around the property management standards that grantees must adopt to properly care for and maintain their federally acquired property. These standards are described in Paragraph 34(f) of the circular and provide in summarized terms that: 

· Detailed equipment records must be maintained for equipment acquired with federal funds.

· The equipment must be identified to indicate federal ownership.

· A physical inventory of equipment shall be taken every two years with results reconciled with the equipment records.

· A control system must be put in place to insure adequate safeguards to prevent loss.

· Adequate maintenance procedures shall be followed to keep the equipment in good condition.

· When the grantee sells the equipment, proper sales procedures should be established to provide for competition to the extent practical to result in the highest possible return.

In addition to detailed disposition instructions, Paragraph 34(g) of the circular states that if the per-unit fair-market value of the equipment is less than $5,000, the grantee may retain the equipment for other activities with no obligation to the federal government. If the per-unit fair-market value of the equipment is more than $5,000 the grantee may retain the equipment for other uses, provided that compensation is made to the original awarding agency or its successor. The amount of the compensation shall be computed by applying the percentage of federal participation in the original project or program to the current fair market value of the equipment. 

[3] Other Property Standards

The rules for supplies and other expendable property are generally the same as for equipment although there is no equivalent to the property management standards. A $5,000 aggregate value rule also applies upon termination or completion of the project for which compensation would be required to the federal government. Paragraph 33 describes the rules for grantees who use federally owned property in a grant. 

Paragraph 36 of A-110 outlines the rules for copyrights, patents, and inventions developed through a federal award. These rules provide that the federal awarding agency has a right to reproduce, publish, or otherwise use the protected work for federal purposes and to authorize others to do so. This section was amended in 1999 to require grantees to make certain research-related records are available to federal agencies for public disclosure under the Freedom of Information Act (FOIA). The records required to be made available are limited to research data relating to published research findings, that were produced under an award used by the federal government in developing an agency action that has the force and effect of law. Research data is defined in the Circular as the recorded factual material commonly accepted in the scientific community as necessary to validate research findings. This definition excludes preliminary analyses, drafts of scientific papers, plans for future research, peer reviews or communications with colleagues. Recorded material excludes physical objects (such as laboratory samples), trade secrets, commercial information, materials necessary to be held confidential until they are published, and personnel and medical information that if disclosed would constitute an invasion of privacy. Data is considered published when included in a peer-reviewed scientific or technical journal or when officially cited by a federal agency in support of an agency action that has the force and effect of law. The provisions of this amendment are effective November 8, 1999, for awards issued after that date and for continuing awards that are renewed after that date. 

[4] Procurement Standards

Paragraphs 40 through 48 of Circular A-110 outline the procurement standards regarding the purchase of supplies and other expendable property, equipment, real property, and the awarding of procurement contracts with federal funds. The purpose of the standards is to ensure that materials and services are obtained in an effective manner and in compliance with the provisions of applicable federal statutes and executive orders. In connection with the procurement standards, grantees are required to have one or two written documents covering the standards of conduct for its employees in the award and administration of contracts and written procurement procedures to cover the items outlined in the circular. A sample code of conduct policy is contained in Figure C2-2 . 

Figure C2-2. 

Sample Standards of Conduct
This policy statement outlines XYZ Agencies' policies and procedures with regard to standards of conduct governing the performance of its employees engaged in the award and administration of federally supported contracts and subawards and the procurement of supplies, contracted services, and equipment under federal award programs. 

Between the organization and its board, officers and management employees, there exists a fiduciary duty which carries with it a broad and unbending loyalty. The board, officers, and management employees have the responsibility to administer the affairs of the organization honestly and prudently for the sole benefit of the organization. Those persons shall exercise the utmost good faith in all transactions involved in their duties, and they shall not use their positions with the organization or knowledge gained therefrom for their personal benefit. The interests of the organization and of the federal government must be effected on a basis that secures for the organization full competitive advantages as to product, service, and price for all federally sponsored procurement transactions. 

This statement is directed at directors and officers of the organization and all employees who can influence the actions of the organization or the board or make commitments on their behalf. 

Areas for Potential Conflicts of Interest under Federal Award Programs 

· Persons or entities supplying goods and equipment to the organization

· Persons or entities supplying contractual services to the organization

· Persons or entities from whom the organization leases property and equipment

Nature of Conflicting Interests 

A conflicting interest would arise when an employee, officer, or board member of the organization or any member of his or her immediate family (defined as brothers and sisters (whether by the whole or half blood), spouse, ancestors, and lineal descendants), his or her partner, or an organization which employs or is about to employ any of the parties indicated herein, has a financial or other interest in the firm selected for an award. A financial or other interest is defined as owning stock or holding debt or other proprietary interests in the contracting organization, or holding office, serving on the board, or participating in management of the contracting organization. 

Policy Interpretation 

The areas for potential conflicts of interest and the nature of conflicting interests noted above are not exhaustive. Conflicts might occur in other areas or through other relations. It is assumed that the directors, officers, and management employees will recognize such areas and relations by analogy. 

Figure C2-2 (continued). 

The fact that one of the interests described above exists does not necessarily mean that a conflict exists, or if one does exist, that it is material enough to be of practical importance. It is also possible, upon full disclosure of all relevant facts and circumstances, that doing business with a related organization is not necessarily adverse to the interests of XYZ Agency. However, it is the policy of XYZ Agency that the existence of any of the conflicting interests described above shall be fully disclosed before any transaction is consummated. It shall be the continuing responsibility of directors, officers, and management employees to scrutinize their transactions and outside business interests and relationships for potential conflicts and to immediately make sure disclosures. 

Disclosure shall be made to the executive director (or if he/she is the one with the conflict, then to the chairman of the board), who shall bring these matters to the attention of the board. The board shall then determine whether a conflict exists and is material, and in the presence of an existing material conflict, whether the contemplated transaction may be authorized as just, fair, and reasonable for XYZ Agency. The decisions of the board on these matters will rest in their sole discretion, and their first concern must be the welfare of the organization and the advancement of its purposes. If XYZ Agency does engage in transactions with such an organization, then the employee, officer, or board member with such a conflict shall be prohibited from participating in the selection, award, or administration of a contract supported by federal funds. 

Gratuities 

XYZ Agency also strictly prohibits their employees, officers, or board members from soliciting or accepting gratuities, favors, or anything of monetary value from suppliers, contractors, or parties to subagreements. This shall not apply to gifts of immaterial value (less than $25). 

Disciplinary Actions 

Failure to abide by the standards established herein will subject the employee, officer, or board member to sanctions to be determined by the board of directors including the possibility of termination. 

It is important to recognize that in subcontracting arrangements within federal awards the prime recipient is responsible for all of the contractual responsibilities under the award even if the disallowed cost or other administrative issue arises out of the problems of a subcontractor or subgrantee. Competent legal counsel should be retained by nonprofit organizations to draft contracts and subgrantee agreements to ensure that they are appropriately indemnified in case of disallowed costs or other problems arising out of their performance under the award. 

The obligations for the primary grantee vary depending on whether it is dealing with a subgrantee, subrecipient, or a vendor. A subrecipient is an entity that receives federal assistance passed through from a prime recipient or another subrecipient to carry out or administer a program. Distinguishing characteristics of a subrecipient include such items as: 

· Determining eligibility for assistance

· Performance measured against meeting the objectives of the program

· Responsibility for programmatic decision making

· Responsibility for applicable compliance requirements, and

· Use of the funds passed through to carry out a program of the sub-entity or compared to providing goods or services for a program of the prime recipient

A vendor is an entity responsible for providing generally required goods or services related to the administrative support of the federal award. These goods or services may be for the prime recipient or subrecipient's use or for the use of beneficiaries of the program. Distinguishing characteristics of a vendor include: 

· Providing the goods and services within normal business operations

· Providing similar goods or services to many different purchasers

· Operating in a competitive environment, and

· Program compliance requirements that do not pertain to the goods or services provided

If an agreement is deemed to be a subaward with a subrecipient, the grantee is responsible for ensuring that the subrecipient is complying with applicable federal requirements and achievement of program goals. With regard to complying with applicable federal requirements this is usually accomplished through the subrecipient's A-133 audit. Grantees need to establish a system to ensure that subrecipients meet applicable A-133 audit requirements and findings and questioned costs are appropriately investigated and resolved. If a subrecipient is a for-profit entity the situation becomes more problematic as they would not be subject to the A-133 requirements. In those situations the grantee should perform some form of compliance procedures either by themselves or by their independent public accountants. 

With regard to vendors, the grantee's responsibility is generally limited to ensuring that the procurement, receipt, and payment for goods and services complies with laws and regulations. Compliance requirements normally do not pass through to vendors. The objectives and elements of required procurement procedures are covered in Paragraphs 43 through 48 of A-110. 

Grantees are required to develop written procurement procedures to establish their policies in obtaining the most cost effective purchases and subcontract awards in projects financed by federal dollars. All procurement transactions conducted should provide, to the maximum extent practical, open and free competition. As outlined above and in Figure C2-2 , organizations are to avoid conflicts of interest in procurement transactions and all purchasing actions should be done in arms-length relationships and transactions. The federal government wants to ensure that awards are made to the bidder or offeror where bid or offer is responsive to the solicitation and is most advantageous to the grantee in terms of price, quality, and other factors. 

Grantees are to establish written procurement procedures that, at a minimum, cover the following items: 

1.  The policies and procedures whereby grantees will avoid purchasing unnecessary items. 

2.  Where appropriate, grantees will make an analysis of lease and purchase alternatives to determine which would be the most economical and practical procurement, and solicitations for goods and services would provide for all of the following: 

· a clear and accurate description of the technical requirements for the material, product, or service to be procured;

· requirements which the bidder/offeror must fulfill and all other factors to be used in evaluating bids or proposals;

· a description, whenever practicable, of the technical requirements in terms of functions to be performed or performance required;

· the specific factors of “brand name or equal” descriptions that bidders are required to meet when such items are included in the solicitation; and

· the preference for products and services that employ the metric system of measurement, to the extent feasible, and preference for products and services that conserve natural resources, protect the environment, and are energy efficient.

In addition, grantees are to make positive efforts to utilize small businesses, minority-owned firms, and women's business enterprises whenever possible. 

Contracts should be made only with responsible contractors who possess the potential ability to perform successfully under the terms and conditions of the proposed procurement. There is no mandate as to the type of procuring instrument (e.g., fixed price contract, cost reimbursable contractor, purchase order, or incentive contract) to be used as this is left to the grantee's discretion; however, the cost plus a percentage of cost or the percentage of construction cost methods of contracting shall not be used. 

Some form of price or cost analysis shall be made and documented in the procurement files in connection with every procurement action and a system for contract administration shall be maintained to ensure contractors conformity with the terms, conditions, and specifications of the contract, and to ensure adequate and timely follow up of all purchases. 

The regulations also state that upon request, grantees must make available for the federal awarding agency their pre-award review and procurement documents when certain conditions apply, such as when the procurement exceeds $100,000 and is awarded on a sole source basis, or when a greater than $100,000 purchase is awarded to other than the apparent low bidder under a sealed bid procurement. Grantees should review their procurement actions and make sure they are well documented as to the basis for contractor selection, the justification for lack of competition when competitive bids or offers are not obtained, and the basis for the award cost or price. This is particularly true for purchases in excess of $100,000. 

It is also important that grantees have good legal counsel. Their subcontracts with outside vendors on contracts financed with federal awards should be reviewed to make sure that they meet the requirements contained in Paragraph 48 and Appendix A of A-110. In addition to necessary contract provisions to define a sound and complete agreement, these standards require that the grantee must include the following provisions: 

1.  Contracts in excess of the small purchase threshold ($100,000) shall contain contractual provisions on conditions that allow for administrative, contractual, or legal remedies in instances in which a contractor violates or breaches the contract terms. 

2.  Contracts in excess of $100,000 shall contain suitable provisions for termination by the grantee. 

3.  Contracts for the performance of construction or facility improvements have certain requirements for bid guarantees, performance bonds, and payment bonds outlined in Paragraph 48(c) of A-110. 

4.  All contracts, including those for less than $100,000, must be awarded by primary grantees and their subcontractors shall contain the procurement provisions of Appendix A to A-110. These provisions include the following as applicable: 

· Equal Employment Opportunity

· Copeland “Anti-Kickback” Act

· Davis-Bacon Act

· Contract Work Hours and Safety Standards Act

· Rights to Inventions made under a contract or agreement

· Clean Air Act

· Byrd Anti-Lobbying Amendment

· Disbarment and Suspension

[5] Termination and Enforcement

Circular A-110 also provides for uniform suspension, termination and enforcement procedures in Paragraphs 61 and 62. Needless to say, grantees do not want to be faced with these possibilities and should take all necessary steps to comply with award terms and conditions. Should the grantee be faced with possible termination of an award or enforcement action, competent legal counsel should be obtained to see what remedies and appeals are available. 

[6] After the Award Requirements

Paragraphs 71 through 73 of the circular provide the procedures for grant closeout, subsequent adjustments, continued responsibilities, and overpayment of grant funds. Within ninety calendar days after the date of completion of the award, all financial, performance, and other reports required by the grantee should be submitted. In addition, all obligations incurred under the award should be liquidated within ninety calendar days of the award completion. After final allocable costs for the project are determined, the government will either make a final payment to the grantee or the grantee will refund unused advances to the government. 

Paragraph 72 of the Circular makes it clear that the closeout of the award does not affect the right of the federal agency to disallow costs and recover the funds on the basis of past-due audit or other review. 

C2.06 Conclusion

OMB Circular A-110 contains the administrative requirements governing federal awards. Nonprofit controllers need to be familiar with these requirements in order to properly administer their organization's grants. However, it is important to recognize that some of the agencies have clarified certain issues in their adoption of A-110. Therefore, copies of the regulations of funding agencies should also be reviewed. 
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C3.01 Introduction

Federal cost principles for nonprofit organizations are outlined in OMB Circ. No. A-122 (A-122), which was issued to provide consistency in the application of the “Cost Principles for Nonprofit Organizations.” In essence, the circular is a guide for determining allowable costs to be charged to grants, contracts, and other agreements between the federal government and nonprofit organizations. Nonprofit controllers should be familiar with the basics of the circular, including who it applies to, the definitions of terms used in the circular (such as direct and indirect costs), which costs it defines as unallowable, and which costs are most frequently disallowed on audit. 

A-122 applies to any nonprofit organization that is operated primarily for scientific, educational, service, charitable, or similar purposes in the public interest; entities that are not organized primarily for profit and that use their net proceeds to maintain, improve, or expand their operations are excluded from its coverage. Certain other organizations are specifically excluded from A-122 coverage: 

· Colleges and universities, which are covered by OMB Circ. No. A-21;

· Hospitals whose cost principles are covered by Department of Health and Human Services regulations;

· State, local, and federally recognized Indian tribal governments covered by OMB Circ. No. A-87; and

· Nonprofit organizations listed in Appendix C of A-122 that are large and primarily engaged in the defense industry.

Assuming the organization is of a type to which A-122 is applicable as defined above, these principles will be used by all federal agencies in determining the costs of work performed under grants, cooperative agreements, cost reimbursement contracts, and other contracts in which costs are used in the pricing, administration, or settlement of the award. The A-122 principles would not apply in situations where an organization is not required to account to the government for actual costs incurred, such as in a fixed-price award. The applicable cost reimbursement principles to be applied for subawards depend on the nature of the organization involved. However, A-122 would apply to appropriate organizations even, for example, if the primary award was to a state government that would be governed by OMB Circ. No. A-87. 

C3.02 Basics of Omb Circular A-122

The premise of A-122 is that the Federal government should bear its fair share of costs except where restricted or prohibited by law. To avoid the inefficiencies associated with nonprofits having to negotiate indirect cost rates with multiple agencies, the circular provides that a single federal agency will be designated as the cognizant agency for negotiating and approving indirect cost rates. Generally, cognizance is assigned to the agency that has the largest amount of federal awards to a particular grantee. Although different arrangements could be made among agencies to shift cognizance depending on a variety of factors, once cognizance is assigned for a particular organization it should not be shifted unless there is a major change in the dollar value of federal awards. 

C3.03 Allowable Costs

The total costs that a nonprofit organization may charge against a federal award is the sum of allowable direct and allocable indirect costs less any applicable credits. The government will reimburse the organization for the occurrence of those costs on a federal award subject to the limitations of the grant amount, any cost sharing or matching involved and limitations imposed by statute or by the award. Note that there is no provision for realizing a “profit” in federal awards. Reimbursement is limited to allowable costs incurred. To be considered allowable, costs must meet the following seven basic criteria: 

1.  Costs must be reasonable for the performance of the award and be allocable to the award under the A-122 principles. 

2.  Cost must conform to any limitations or exclusions set forth in A-122 or in the award as to the types or amounts of cost items. 

3.  Costs must be consistent with the policies and procedures that apply uniformly to both federally financed and other activities of the organization. 

4.  Costs must be accorded consistent treatment. 

5.  Costs must be determined in accordance with generally accepted accounting principles. 

6.  Costs must not be included as a cost or used to meet cost sharing or matching requirements of any other federally financed program in either the current or a prior period. 

7.  Costs must be adequately documented. 

C3.04 Reasonable and Allocable Costs

To be considered reasonable, costs should by their nature or amount not exceed that which would be incurred by a prudent person under the circumstances prevailing at the time the decision was made to incur the costs. In determining the reasonableness of a given cost consideration should be given to: 

· Whether the cost is of a type generally recognized as ordinary and necessary for the operation of the organization or the performance of the award.

· The restraints or requirements imposed by factors such as sound business practices, arm's-length bargaining, laws and regulations, and terms and conditions of an award.

· Whether the individuals concerned acted with prudence in the circumstances considering their responsibilities to the organization, its members, employees and clients, the public at large and the government; and Significant deviations from the established practices of the organization that may unjustifiably increase the award costs.

A cost is considered allocable to a particular cost objective such as a grant, project, service, or other activity in accordance with the relative benefits received. A cost is allocable to a government award if it is treated consistently with other costs incurred for the same purpose in like circumstances and if it: 

· is incurred specifically for the award,

· benefits both the award and other work and can be distributed in reasonable proportion to the benefits received,

· is necessary to the overall operation of the organization although a direct relationship to any particular cost objective cannot be shown.

Note also that any cost allocable to a particular award or other cost objective under these principles may not be shifted to other federal awards to overcome funding deficiencies, or to avoid restrictions imposed by law or by the terms of the award. If the reasonableness and allocability of certain costs is difficult to determine organizations are encouraged to reach a written agreement with their cognizant or awarding agency in advance of the incurrence of special or unusual costs. Figure C3-1 contains a list of costs that require prior approval of the awarding agency. 

Figure C3-1. 

Costs Requiring Prior Approval of The Awarding Agency
· Direct charging capital expenditures for general purpose equipment with a unit cost of $500 or more per unit.

· Direct charging capital expenditures for special purpose equipment with a unit cost of $1,000 or more.

· Direct charging of capital expenditures for land or buildings.

· Direct charging of capital expenditures for improvements to land, buildings or equipment which materially increases their value and useful life.

· Organization costs such as incorporation fees, broker fees, fees to promoters, organizers, or management consultants, attorneys, accountants or investment counselors whether or not employees of the organization in connection with establishment or reorganization of the organization.

· Premiums for overtime, extra pay shifts and multi-shift work except when: 

— necessary to cope with emergencies. 

— employees are performing indirect functions such as administration, maintenance or accounting. 

— employees involved in the performance of tests, laboratory procedures in other similar operations which are continuous in nature and convert be reasonably interrupted or otherwise completed. 

— when overall cost to the government will result. 

· Participant support costs such as direct costs for items such as stipends or subsistence allowances, travel allowances, and registration fees paid to or on behalf of participants or trainees (but not employees) in connection with meetings, conferences, symposia, or training projects.

· Pre-award costs representing those incurred prior to the effective date of the award directly pursuant to the negotiation and in anticipation of the award where such costs are necessary to comply with the proposed delivery schedules or period of performance. Even with approval of the awarding agency, these costs are only allowable to the extent they would have been allowable if incurred after the date of the award.

· Publication and printing costs including the cost of printing, distribution, promotion, mailing and general handling.

· Public information service costs including the costs associated with pamphlets, news releases and other forms of information services.

· Special arrangement and alteration costs incurred specifically for the project.

· Employee education costs at a post-graduate level for fields in which the employee is now working or may be reasonably expected to work.

· Training and education costs in excess of those allowed in paragraph 48.

· Direct charges for foreign travel costs. Each separate foreign trip must be approved.

Generally, organizations should obtain the required prior approval in writing. This could be accomplished by specifying the cost clearly in the budget for the award and, therefore, government approval of the budget would represent approval of the cost. The other possibility would be to request written permission from the appropriate grants officer for approval of the cost. 

C3.05 Applicable Credits

The term “applicable credits” refers to refunds or reductions of expenditures that operate to offset or reduce expense items allocable to awards as direct or indirect costs. Typical examples would be purchase discounts, rebates or allowances, recoveries or indemnities on losses, insurance refunds, and adjustments of overpayment or erroneous charges. Program income as defined in OMB Circ. No. A-110 is not considered to be an applicable credit and so is subject to separate rules (see Chapter C2 ). 

C3.06 Consistent Accounting Treatment

In many cases a natural conflict exists between the need for consistent accounting treatment and the desire on the part of a nonprofit organization for the maximum possible amount of costs to be reimbursed by the government. Nonprofits must, however, budget and record costs consistently as either direct or indirect costs based on the purpose of the expenditure and not on the basis of whether the cost will be reimbursed by the federal Government. For example, meeting and conference costs for the benefit of the members of an organization must be treated as direct costs and bear their fair share of applicable indirect costs. They cannot be treated as indirect costs solely because the grant award will not reimburse them as direct costs. Other examples include grants with matching or cost sharing requirements or situations where the award specifically states that indirect cost reimbursement is limited to a certain percentage that is lower than the indirect cost rate calculated by the nonprofit. Costs cannot be shifted around to avoid the fact that legitimate indirect costs will not be reimbursed. 

C3.07 Direct and Indirect Costs

Direct costs are defined as those that can be identified specifically with a particular final cost objective, such as a particular federal grant or other direct activity of the organization. Indirect costs are defined as those that have been incurred for common or joint objectives and cannot be readily identified with a particular final cost objective. Typical examples of indirect costs are: 

· depreciation on buildings and equipment

· occupancy costs and facilities maintenance costs

· general and administrative expenses, such as the salaries and expenses of executive officers, and

· personnel administration and accounting.

The lines between what is a direct cost and what is an indirect cost must be clearly established because costs may not be assigned to an award as a direct cost if any other cost incurred for the same purpose, in like circumstance, has been allocated to the award as an indirect cost or vice versa. For example, general supplies of an organization could not be budgeted for and allocated to a federal award as a direct cost if all other general supplies of the organization were treated as an indirect cost and were therefore partially allocated to the award through the indirect rate. Doing so would result in the federal award bearing an unfair burden of the organization's total costs. Direct costs of an immaterial amount are allowed to be treated as an indirect cost for reasons of practicality where the treatment is consistent and results in a fair allocation of costs. 

In order to properly apply A-122 principles, every organization needs to establish direct cost objectives and, therefore, what costs are considered direct costs. The costs of activities performed primarily as a service to members, clients, or the general public when significant and necessary to the organization's mission, and that include the salaries of personnel, occupy space and benefit from the organization's indirect costs must be treated as direct costs whether or not allowable and be allocated an equitable share of indirect costs. Examples of these types of activities include: 

· fundraising campaigns

· maintenance of membership rolls, subscriptions, publications and related functions

· providing services and information to members, legislative or administrative bodies, or the public

· promotion, lobbying and other forms of public relations

· meetings and conferences except those held to conduct the general administration of the organization

· maintenance, protection, and investment of special funds not used in the operation of the organizations

· administration of group benefits on behalf of members or clients including life and hospital insurance, annuity or retirement plans, financial aid, and the like.

Methods for determining indirect cost rates are discussed in detail in Section C3.11 . 

C3.08 Issues Affecting Direct Costs

As discussed above, direct costs are those costs that can be identified specifically with a final cost objective, and certain types of activities are considered to incur direct costs even if these are not reimbursable under a federal award. In addition, direct cost overruns on federal awards cannot be shifted to an indirect cost or applied in some way to other federal awards merely to obtain reimbursement for it. For example, If a consultant charges a nonprofit organization $300 per day for five days and the organization's award document specifically states that the maximum reimbursable daily rate for consultants is $250, the excess amount, $50 multiplied by the number of days (5), which equals $250, is still a direct cost, albeit an unallowable one, and would also have to bear its fair share of indirect costs. The $250 cannot be shifted to an indirect cost or to some other federal award merely to get recovery. 

The determination of which activities, and, therefore, which costs, are direct costs will vary from one nonprofit entity to another. Activities treated as direct cost areas for A-122 purposes should be consistent, however, with the organization's by-laws and corporate charter, mission statements, its original exemption application, IRS Form 990 Part III, and financial statement reporting. 

C3.09 Unique Cost Areas

Costs must be segregated and charged to the general ledger of a nonprofit organization as either direct or indirect costs. For many costs this is a rather simple exercise—travel costs or consultant costs specifically associated with a particular meeting as direct costs, or depreciation of general fixed assets as an indirect cost, for example—but certain costs can be subject to a variety of treatments, including fringe benefits, supervisory costs, telephone costs, postage and supplies costs, and occupancy charges. 

[1] Fringe Benefits

These costs may be treated as either direct or indirect costs. A nonprofit organization can treat fringe benefit costs differently, provided that the treatment is consistent for each type of benefit. If treated as direct costs, fringe benefits are usually allocated based on a fringe benefit rate although they could be distributed on the same basis as the employee's salary in some manner. 

Another issue related to fringe benefits occurs when different levels of benefits are provided to different classes of employees (full-time or part-time, executive level staff or other staff, for example). In this case multiple fringe benefit rates may need to be established for an equitable allocation of those costs. 

[2] Supervisory Costs

In large organizations where a project manager supervises many different projects, the managers time is usually treated as an indirect cost. For smaller entities in which a project manager only administers a few projects, the manager's time is usually treated as a direct cost. Organizations seeking to have as low an indirect cost rate as possible are advised to treat these costs as direct costs although doing so could potentially increase the level of detail needed in the accounting system. 

[3] Telephone Costs

Long-distance calls are usually assigned as direct costs, if an organization has a system to capture the cost objective of the calls (such as when a charge code must be keyed in to make a long-distance call). Local calls and monthly service charges are usually treated as indirect costs because the accounting costs associated with allocating these on a direct basis are prohibitive for a small organization. 

[4] Postage Costs

While general postage charges are usually treated as indirect costs, many exempt organizations (particularly membership organizations) do have material postage costs. Charges for specific mailings, such as those for monthly member magazine mailings, should be captured as direct costs. 

[5] Supplies and Materials

Similar to postage, general office supplies and materials are usually treated as indirect costs although items that are specifically identifiable with direct cost objectives should be treated as a direct cost. 

[6] Occupancy Charges

Most organizations treat occupancy changes (rent, amortization of leasehold improvements, facilities maintenance, and the like) as indirect costs and recover them through the indirect cost rate. However, in certain cases, primarily for small awards or situations where the organization does not have an indirect cost rate, occupancy charges are considered direct costs. In these situations, the organization must develop an allocation methodology for charging occupancy costs. 

C3.10 Disallowed Costs

However an organization decides to account for various costs, the critical factor is that it remains consistent in the manner in which it charges costs. Federal auditors are particularly sensitive to situations where costs are charged in an inconsistent manner, particularly when the nonprofit's intent is to maximize federal participation in its activities. Frequently disallowed costs often occur in the categories of labor, travel, subcontracted, undocumented, and entertainment, as discussed in the following sections. 

[1] Labor Costs

A-122 defines clearly the documentation that must exist to support salaries and wages charges to federal awards. Failure to have this documentation can result in a nonprofit organization having all of its labor charges to federal awards questioned or disallowed. Organizations must have documented payrolls or personnel activity reports approved by a responsible official of the organization. In addition, the personnel activity reports (i.e., timesheets) must reflect an after-the-fact determination of the actual activity of each employee. Budget estimates that reflect amounts determined before the services are performed do not qualify as support for charges to awards. A common mistake made by nonprofit organizations is to charge a federal award for the time budgeted for particular employees in the grant application and not to maintain accurate timesheets for these individuals. 

The timesheets must account for the total activity for which employees are compensated. For example, salaried employees working overtime must still account for their total activity. Timesheets must be signed by the employee or by a responsible supervisory official having first-hand knowledge of the activities performed by the employee, and must be prepared at least monthly and must coincide with one or more pay periods of the organization. Individuals required to complete timesheets include all staff members who charge their time directly to federal awards and anyone who charges time to an indirect cost category that could ultimately be allocated to a federal award. The only individuals not required to complete timesheets are those individuals whose time is 100% direct-charged to non-federal programs. 

Also of importance is that charges for the salaries and wages of nonprofessional employees must be supported by records indicating the total number of hours worked each day in conformance with Department of Labor regulations implementing the Fair Labor Standards Act and that salaries and wages of employees used in meeting cost sharing or matching requirements must be supported in the same manner as salaries and wages claimed for reimbursement from awarding agencies. 

[2] Developing a Labor Charging System

Practices that assist in the development of a proper labor charging system include the following: 

· Establishing a timesheet coding structure that parallels the budget structure of federal awards.

· Providing training to all employees in the proper way to prepare the timesheets according to the A-122 rules.

· Reviewing of all timesheets by a responsible official prior to forwarding to accounting.

· The concurrent payment of wages and distribution of the labor costs to the job cost and/or general ledger.

· Reconciling all labor charges recorded in the general ledger to Federal Form 941 submissions on a regular basis.

[3] Travel Costs

Similar to IRS audits, travel costs are often subject to audit disallowances if not properly documented or in compliance with A-122 rules. The cost principles define travel as expenses for transportation, lodging, subsistence, and related items incurred by employees who are in travel status on official business of the organization. Travel costs are allowable provided they are directly attributable to specific work under an award or in the normal course of administration of the organization. 

The rules do not state that organizations are required to use the government per-diem rates; instead they provide that travel costs can be charged on an actual basis, on a per-diem or mileage basis in lieu of actual costs incurred, or a combination of the two, provided that the method used results in charges consistent with those normally allowed by the organization in its regular operation. 

Differences in costs between first-class air fare and less expensive classes are specifically unallowable except when less than first-class air accommodations are not reasonably available to meet necessary mission requirements. Direct charges for foreign travel costs are allowable only when prior approval is received and each separate foreign trip must be approved. 

[4] Developing Travel Policies

A-122 allows travel charges consistent with those normally allowed by the organization, so developing a comprehensive travel policy is essential to avoiding future problems. The travel policy should clearly indicate the following items: 

· Whether the nonprofit will reimburse actual costs or on a per-diem basis and what the per diems will be. If actual costs will be reimbursed, it is advisable to set some maximum daily limits unless unusual circumstances require more expensive accommodations. Although the regulations do not require you to use government per diems, government auditors will frown on travel costs greatly in excess of such per diems.

· Expectations in regard to obtaining the lowest possible air fare including advance bookings, booking the lowest possible fare, disposition of frequent flyer miles, and the like.

· Procedures providing for advance planning of travel to assure that whenever feasible and economically practical, required visits to locations in the same geographical area are combined into a single trip and that adequate coordination exists between organizational elements to minimize the number of trips to the same location.

· Procedures related to travel advances and corporate credit card policies.

· Documentation requirements to substantiate expenses. At a minimum, these requirements should mirror the IRS documentation standards under Internal Revenue Code Section 274. These standards require that all travel and entertainment expenses contain the following documentation: 

— the amount of the expenditure, 

— the time and place of the expenses, 

— the business purpose of the expenditure, and 

— the business relationship of any persons included in business meals with grantee personnel. 

The nonprofit should also indicate if expenses below a certain de minimis amount will not require original receipts if the organization operates on an actual cost policy. 

[5] Subcontracted Costs

Although generally deemed allowable, grantees should make sure that subcontractor selections are appropriately documented per OMB Circ. No. A-110 procurement standards as to the basis for the contractor selection and pricing analysis. Contracts with subcontractors and subaward recipients should also include appropriate indemnifications to the grantee organization if costs are disallowed at the subcontract level. 

[6] Undocumented Costs

One of the most frequent areas for cost disallowances is where original invoices or other documentation for expenses is lost or misplaced. Grantees should take care to establish an orderly and efficient filing system. If original invoices are lost, grantees should still attempt to obtain copies of invoices from suppliers or contractors or other forms of alternative documentation. 

[7] Entertainment Costs

A-122 specifically states that costs of amusement, diversion, social activities, ceremonials and costs relating thereto such as meals, lodging, rentals, transportation and gratuities are unallowable. However, costs may be incurred that are not so clearly defined as entertainment costs. For example, A-122 provides that costs of employee morale and health and welfare costs are allowable as are costs of attendance at meetings and conference (including costs of meals and incidental items) of civic, business, technical and professional organizations to which the organization belongs. Controllers should review the A-122 principles related to these items and document and record expenses as an employee morale expense, for example, rather than an entertainment expense where appropriate. One issue that arises is whether alcoholic beverages are an unallowable cost. Alcoholic beverages are not specially mentioned in A-122, however, FAR 31.205-51 specifically states that costs of alcoholic beverages are unallowable and it is unlikely a government auditor would allow alcohol to be charged to a federal award. 

C3.11 Developing An Indirect Cost Rate

Indirect costs are defined as those that have been incurred for common or joint objectives and cannot be readily identified with a particular final cost objective. These costs are generally grouped into a common pool and distributed to activities through a cost allocation process resulting in an indirect cost rate. 

An indirect cost rate is a ratio, expressed as a percentage, of an indirect cost pool divided by an equitable distribution base. Indirect cost rates are established by agreement between the organization and a “cognizant” federal agency acting on behalf of all federal agencies. The approval of the cost rate hinges on the approval of an indirect cost proposal submitted by the nonprofit organization to its cognizant agency. This proposal provides the basis for the review and negotiation leading to the establishment of an organization's indirect cost rate. 

[1] Types of Indirect Cost Rates

There are several types of indirect cost rates that are applicable in specific situations, as described below: 

Provisional Rate or Billing Rate  A temporary indirect cost rate applicable to a specified period that is used for funding, interim reimbursement, and reporting indirect costs on awards pending the establishment of a final rate for the period. 

Final Rate  An indirect cost rate applicable to a specified past period that is based on the actual costs of the period. A final rate is not subject to adjustment. 

Predetermined Rate  An indirect cost rate, applicable to a specified current or future period, usually the organization's fiscal year. The rate is based on an estimate of the costs to be incurred during the period. 

Fixed Rate  An indirect cost rate which has the same characteristics as a predetermined rate, except that the difference between the estimated costs and the actual costs of the period covered by the rate is carried forward as an adjustment to the rate computation of a subsequent period. 

Generally, government agencies will negotiate provisional billing rates with nonprofits, and the rates that are established are then used to bill the award during the year and final rates are derived based on the audited financial statements of the nonprofit for the year. Predetermined rates or fixed rates, while preferable in that they permit a more timely closing of completed awards and eliminate the necessity of making retroactive adjustments on individual awards, are generally reserved for organizations with a reliable cost structure that have a history with a particular agency. 

The results of the indirect cost rate negotiation will be formalized in a written agreement between the cognizant agency and the nonprofit, which are available for distribution to all concerned federal agencies. If a dispute arises in a negotiation of an indirect cost rate between the cognizant agency and the nonprofit organization, the dispute will be resolved in accordance with the appeals procedures of that cognizant agency. 

It is important for nonprofit organizations to submit a timely indirect cost proposal because, technically, indirect costs cannot be recovered unless an approved indirect rate is in effect. Organizations should submit an indirect cost proposal with their first grant proposal in order to establish an indirect rate from the beginning of their grant activities. 

A nonprofit organization that has not previously established an indirect cost rate with a federal agency should submit its initial indirect cost proposal to the cognizant agency as soon as possible after the organization is advised that the award will be made (but in no event later than three months after the effective date of the award). Nonprofits that have previously established indirect cost rates must submit a new indirect cost proposal to the cognizant agency within six months after the close of each fiscal year. 

[2] Methods of Determining Indirect Cost Rates

Indirect costs should be accumulated by logical (homogeneous) cost groupings (pools), with due consideration of the reason for incurring such costs, and then allocated to cost objectives in reasonable proportion to the beneficial or causal relationship of the pool costs to the final cost objective. The number of separate cost pools should be held within practical limits, taking into consideration the materiality of the amounts involved and the degree of precision desired. The indirect cost rate or rates are then calculated as the applicable cost pool divided by an equitable distribution base that best measures the relative degree of benefit of the cost pool. 

C3.12 Allocating Indirect Costs

A-122 outlines three different methods for allocating indirect costs: the simplified-allocation method, the multiple-allocation-base method, and the direct-allocation method. The circular also provides for special indirect cost rates in certain circumstances. 

[1] Simplified-Allocation Method

The simplified-allocation-method is used when all of an organization's major functions benefit from its indirect costs to approximately the same degree. This method should also be used when an organization has only one major function encompassing a number of individual projects or activities, and is typically used when the level of federal awards to an organization is relatively small. In order to develop indirect cost rates under the simplified method, a nonprofit must: 

1.  Determine the numbers on which the indirect rates will be developed. Final rates will generally always be based on the organization's independently audited financial statements accounting for all of the activities during the fiscal year on which the proposal is based. Provisional rates are typically derived from either the audited financial statements from the prior year (e.g., the 1995 provisional rate is derived from the 1994 audited statements) or the budget for the current year (e.g., the 1995 provisional rate is based not on the 1994 financials but the projected budget for 1995). If the budget is significantly different from prior year's actual results, well-developed explanations will be required to convince the federal agency that the budget is a more appropriate reflection of the activity that the nonprofit will have for the current year. 

2.  Analyze activities in order to identify both direct programs and costs (from both restricted and unrestricted funding sources) and indirect costs. Determining these costs on an efficient basis requires a properly structured chart of accounts for the general ledger system and precise coding of expenses throughout the year. The determination of direct costs, indirect costs, and unallowable costs should be made contemporaneously throughout the year. 

Costs of activities performed primarily as a service to members, clients, or the general public, when significant and necessary to the organization's mission, are direct costs (regardless of whether these activities are allowable or unallowable). 

3.  Remove unallowable costs from both direct costs and indirect costs although, as stated above, unallowable activities will still be considered part of the direct costs. Figure C3-2 contains a list of specifically unallowable costs. 

Figure C3-2. 

Specifically Unallowable Costs a
· Advertising costs in magazines, newspapers, radio and television programs, direct mail exhibits and the like except those for: 

— costs for the recruitment of personnel when considered in conjunction with all other recruitment costs. 

— the procurement of goods and services. 

— the disposal of surplus materials acquired in the performance of the award except when organizations are reimbursed for disposals at a pre-determined amount; or 

— specific requirements of the award. 

· Bad debts including losses (whether actual or estimated) arising from uncollectible accounts and other claims.

· Collection and legal costs related to bad debt collections.

· Provisions for self-insured liabilities such as for unemployment compensation or workmen's compensation which became payable in more than one year from the provision and that exceed the present value of the liability.

· Costs of insurance on the lives of trustees, officers, or other employees when the organization is the beneficiary.

· Excise taxes on defined benefit plan accumulated funding deficiencies and other penalties imposed under the Employee Retirement Income Security Act (ERISA).

· Late payment charges on pension plan termination insurance premiums paid pursuant to ERISA.

· Increases in actuarial pension costs caused by a delay determined in funding the actuarial liability beyond 30 days after each quarter of the year to which such costs are assignable.

· Contributions to a contingency reserve to provide for events which are not certain as to time, intensity, or with an assurance of their occurence.

· Contributions and donations to other organizations including contributions or donations to educational or training institutions including the donation of facilities or other property and scholarships and fellowships.

· Entertainment costs including costs of amusement, diversion, social activities, ceremonials and costs relating thereto such as meals, lodging, rentals, transportation and gratuities.

· Costs of fines and penalties resulting from violations of, or failure of the organization to comply with Federal, state and local laws and regulations except when incurred as a result of compliance with specific provisions of an award or instructions in writing from an awarding agency.

· Costs of idle facilities (completely unused facilities that are in excess to the organization's current needs) that are idle beyond a reasonable period of time (beyond one year).

· Business interruption insurance premiums for coverage of management fees.

· Interest costs on borrowed capital or temporary use of endowment funds.

· Fundraising costs including financial campaigns, endowment drives, solicitation of gifts and bequests and similar expenses incurred solely to raise capital or obtain contributions.

· Costs of investment counsel and staff and similar expenses incurred solely to enhance income from investments.

· Excess of costs over income of any other award including, but not limited to, the organization's contributed portion by reason of cost sharing agreements or any under-recoveries through negotiation of lump sums on, or ceilings on indirect costs.

· Patent costs for the costs of preparing disclosures, reports, and other documents and or researching the cost to the extent necessary to make disclosures if not required by the award.

· Patent costs in connection with filing and prosecuting any foreign patent application or any United States patent application where the award does not require conveying title as a royalty-free license to the government.

· Costs of legal, accounting and consulting services and related costs incurred in connection with defense of antitrust suits and the prosecution of claims against the government.

· Costs of legal, accounting and consulting services and related costs incurred in connection with patent infringement litigation, organization and reorganization unless otherwise provided for in the award.

· The following employee relocation costs: 

— fees and other costs associated with acquiring a new house; 

— a loss on the sale of a former home; 

— continuing mortgage principal and interest payments on a home being sold; and 

— income taxes paid by an employee related to reimbursed relocation costs. 

Certain other employee relocation costs are limited—see paragraph 41 of A-122. 

· Special government assessments on land which represent capital improvements.

· Federal income taxes.

· Employee education costs when the course or degree program is not relative to the field in which the employees is now working.

· Differences in cost between first-class air accommodations and less than first-class air accommodations except when less than first-class air accommodations are not reasonably available to meet necessary mission requirements.

· Lobbying costs subject to very complicated rules published in the Federal Register of April 27, 1984.

4.  Compute the indirect cost rate by dividing the adjusted indirect costs by the direct-cost base. The direct-cost base could be total direct costs (excluding capital expenditures and other distorting items such as major subcontracts or subgrants), direct salaries and wages, or another base that results in an equitable distribution. The distribution base shall generally exclude participant support costs, which are defined as direct costs for items such as stipends or subsistence allowances, travel allowances, and registration fees paid to or on behalf of participants or trainees (but not employees) in connection with meetings, conferences, symposia or training projects. Figure C3-3 contains a sample indirect-cost proposal under the simplified-allocation method. Note that in the sample there is only one indirect cost-pool and one distribution base (adjusted total direct costs). Embedded in the calculation, however, are different fringe benefit rates for fringe benefits charged as direct expenses and various adjustments to the direct-cost base. 

Figure C3-3. 

Sample Indirect Cost Format—Simplified Allocation Method
	
	Total Expenditures
(1) 
	Less Adjustments 
	Adjusted Direct Costs 
	Adjusted Indirect Costs 

	
	
	
	
	

	Functional Groupings 
	
	
	
	

	Research 
	$373,000 
	$68,100 
	$304,900 
	

	Public Health 
	531,000 
	50,000 
	481,000 
	

	Vocational Training 
	730,000 
	39,000 
	691,000 
	

	Community Services 
	855,000 
	5,500 
	849,500 
	

	Special Education 
	536,000 
	122,400 
	413,600 
	

	General & Administrative Expense 
	975,000 
	133,000 
	
	$842,000 

	Fund Raising 
	—0— 
	(67,000) 
	67,000 
	

	     Totals 
	$4,000,000 
	$351,000 
	$2,807,000 
	$842,000 

	
	
	
	(A) 
	(B) 

	Composition of Rate Base 
	
	
	
	

	Federal Training Grants 
	
	
	$300,000 
	

	Other Federal Awards 
	
	
	507,000 
	

	Non-Federal Projects 
	
	
	2,000,000 
	

	     Totals 
	
	
	$2,807,000 
	

	

	

	
	
	
	
	

	(a) Reimbursable indirect cost is limited to 8%. 
	
	
	
	

	(b) Reimbursable indirect cost is based on rate(s) contained in the Rate Agreement subject to any statutory or administrative limitations. 
	
	
	
	


	COMPUTATION OF INDIRECT COST RATE

	
	(B) 
	
	$842,000 

	
	
	= 
	

	
	(A) 
	
	$2,807,000 


The distribution base used in this example is total direct costs exclusive of capital expenditures and other distorting items, such as major subcontracts or subgrants. However, the organization may use direct salaries and wages or other base which results in an equitable distribution of costs. 

	
	Total Expenditures 

	
	Direct Cost 
	Indirect Cost 
	Total 
	Note 

	
	
	
	
	

	
	Research 
	Public Health 
	Vocational Training 
	Community Services 
	Special Education 
	Fund Raising* 
	General & Adm. 
	
	

	Elements of Cost 
	
	
	
	
	
	
	
	
	

	Salaries & Wages 
	$200,000 
	$360,000 
	$550,000 
	$700,000 
	$290,000 
	
	$500,000 
	$2,600,000 
	

	Employee Benefits 
	41,000 
	85,000 
	82,500 
	101,000 
	43,500 
	
	115,000 
	468,000 
	2 

	Office & Equipment Rental 
	
	
	
	
	
	
	140,000 
	140,000 
	

	Repairs & Maintenance 
	
	
	
	
	
	
	62,000 
	62,000 
	3 

	Materials 
	34,000 
	9,000 
	38,300 
	12,000 
	27,700 
	
	9,000 
	130,000 
	4 

	Supplies, Postage & Reproduction 
	
	
	
	
	
	
	41,000 
	41,000 
	

	Telephone 
	4,900 
	2,000 
	6,200 
	1,500 
	2,400 
	
	10,000 
	27,000 
	5 

	Professional Services 
	
	75,000 
	
	10,000 
	47,000 
	
	15,000 
	147,000 
	4 

	Automobile Expenses 
	
	
	
	
	
	
	35,000 
	35,000 
	

	Alterations & Improvements 
	18,000 
	
	39,000 
	
	46,000 
	
	
	103,000 
	4 

	Subcontracts 
	75,100 
	
	14,000 
	30,500 
	79,400 
	
	
	199,000 
	4 

	Depreciation 
	
	
	
	
	
	
	7,000 
	7,000 
	

	Other Expenses 
	   
	   
	   
	   
	   
	
	41,000 
	41,000 
	1 

	     Totals 
	$373,000 
	$531,000 
	$730,000 
	$855,000 
	$536,000 
	
	$975,000 
	$4,000,000 
	

	Less Direct Cost Adjustments 
	
	
	
	
	
	
	
	
	

	Professional Services 
	
	$50,000 
	
	
	$22,000 
	
	
	$72,000 
	

	Alterations & Improvements 
	$18,000 
	
	$39,000 
	
	46,000 
	
	
	103,000 
	

	Subcontracts 
	50,100 
	   
	   
	$5,500 
	54,400 
	
	
	110,000 
	6 

	     Totals 
	$68,100 
	$50,000 
	$39,000 
	$5,500 
	$122,400 
	
	
	$285,000 
	

	Less Indirect Cost Adjustments 
	
	
	
	
	
	
	
	
	

	Office Rental 
	
	
	
	
	
	
	$12,500 
	$12,500 
	7 

	Printing and Reproduction 
	
	
	
	
	
	
	4,500 
	4,500 
	7 

	Materials & Supplies 
	
	
	
	
	
	
	9,000 
	9,000 
	7 

	Depreciation Expense 
	
	
	
	
	
	
	900 
	900 
	8 

	Automobile Expense 
	
	
	
	
	
	
	12,000 
	12,000 
	9 

	Public Information Service 
	
	
	
	
	
	
	7,000 
	7,000 
	10 

	Contingencies 
	
	
	
	
	
	
	4,000 
	4,000 
	10 

	Interest 
	
	
	
	
	
	
	15,000 
	15,000 
	10 

	Gain on Sale of Asset 
	
	
	
	
	
	
	1,100 
	1,100 
	11 

	     Totals 
	
	
	
	
	
	
	$66,000 
	$66,000 
	

	Reclassifications 
	
	
	
	
	
	
	
	
	

	Fund Raising 
	
	
	
	
	
	$40,000 
	($40,000) 
	—0— 
	12 

	Public Relations 
	
	
	
	
	
	10,000 
	(10,000) 
	—0— 
	12 

	Maintenance of Membership rolls 
	
	
	
	
	
	17,000 
	(17,000) 
	—0— 
	12 

	     Totals 
	
	
	
	
	
	$67,000 
	($67,000) 
	—0— 
	

	Adjusted Costs 
	$304,900 
	$481,000 
	$691,000 
	$849,500 
	$413,600 
	$67,000 
	$842,000 
	$3,649,000 
	

	

	

	
	
	
	
	
	
	
	
	
	

	   * Includes the costs of activities that must be treated as direct costs in accordance with paragraphs B.3 and 4 in Attachment A of the Circular 
	
	
	
	
	
	
	
	
	


1.  These amounts are taken from the organization's independently audited financial statements for the year on which the proposal is based. Expenditures reflect the purpose for which costs shown under the total expenditures were incurred. They may be identified from (i) the Statement of Functional Expenses which is frequently included with the financial statements, (ii) the accounting records maintained by the organization, or (iii) an analysis of the costs in relation to the operation of the organization. 

2.  Three fringe benefit rates have been established to recognize the significantly different levels of benefits provided to three classifications of employees; executive, salaried and wage. An example of this difference is pension costs. Pension costs in this example are treated in a significantly different manner for each type classification of employee. 

— Executive—full pension coverage, non-contributory. 

— Salaried—limited pension coverage, contributory. 

— Wage—no pension coverage. 

Reclassified fringe benefits are based on the following: 

	
	Salaries & Wages 
	
	Fringe Benefits 

	
	Direct 
	Indirect 
	Rate 
	Direct 
	Indirect 

	Classification of Employee: 
	
	
	
	
	

	Executive 
	$80,000 
	$180,000 
	30% 
	$24,000 
	$54,000 

	Salaried 
	1,270,000 
	290,000 
	20% 
	254,000 
	58,000 

	Wage 
	750,000 
	30,000 
	10% 
	75,000 
	3,000 

	
	$2,100,000 
	$500,000 
	
	$353,000 
	$115,000 


In this illustration, the organization has elected to treat fringe benefits as direct costs. Therefore, fringe benefit costs (allocable to the salaries and wages charged directly to grants and contracts) are charged directly to individual federally sponsored awards. Conversely, if the organization had elected to charge fringe benefits as indirect costs, then fringe benefits could not be charged as direct costs on federal awards. 

NOTE—The requirement for consistent treatment applies equally to other costs (such as, telephone calls, postage, data processing, materials and supplies). 

3.  In this illustration, repairs and maintenance costs are classified as indirect costs. However, an organization may charge these costs directly to benefiting activities (including Federal awards) by use of specific identification (e.g., by work orders) procedures. Charges for specifically assigned services would be based on a uniform billing schedule designed to recover costs of the repair and maintenance operation. Minor variances between costs and charges may be transferred to “other expenses” and classified as indirect costs. If records are not maintained, the total amount (as in this illustration) would be classified as indirect. 

4.  Specific identification (e.g., requisitions, purchase orders) procedures are used as the basis for charging these costs to benefiting activities (including Federal awards). 

5.  The cost of long distance calls are charged directly to benefiting activities (including Federal awards). Costs of local calls and monthly service charges are classified as indirect costs. 

6.  These adjustments correct distortions in the distribution base in accordance with paragraph D.2.c in Attachment A of the Circular. In this illustration, the amounts charged for professional services and subcontracts represent effort on a single project within each functional grouping. Without an adjustment, an excessive amount of indirect costs would be assigned to these cost elements. In this example, it is presumed that the organization and cognizant Federal agency have agreed that only the first $25,000 of each professional service agreement and subcontract should be included in the distribution base. Alteration and improvement costs are capital expenditures which must be removed from the distribution base in accordance with paragraph D.2.c. in Attachment A of the Circular. 

NOTE—Only current expenditures should be considered in developing indirect cost rates. Therefore, capital expenditures (e.g., alteration and improvement costs) should be removed from the indirect cost pool. However, the organization may include depreciation or use allowance associated with those assets in accordance with paragraph 9 in Attachment A of the Circular. 

7.  These adjustments eliminate costs associated with an affiliate or activity otherwise not related to the conduct of the organization's operation. In this illustration, the organization rents space, provides printing and reproduction services and furnishes materials and supplies to an affiliate. Since the proposed indirect costs should only include those costs that are allocable to the organization's operations, the following adjustments need to be made to give recognition to costs not associated with those operations:

	Used by the Affiliate 

	Office Rental 
	$12,500 (a) 

	Printing and Reproduction 
	4,500 (b) 

	Material and Supplies 
	9,000 (b) 

	
	$26,000 


a.  Represents cost for the space used by the affiliate. In this case, square feet used by the affiliate multiplied by the rental cost per square foot equals the affiliate's share of the organization's office rental costs. If it is impractical to determine the actual cost of the space used by the affiliate, income may be used as a surrogate provided there is no material inequity to the Government. 

b.  Represents estimated costs for printing, reproduction, materials and supplies used by the affiliate. When actual costs cannot be identified, it can be assumed for expediency that the revenue approximates the costs to the extent that the charges are reasonable for the goods and services provided. Alternative procedures would be needed if the revenue was based on a token or nominal amount which had no relationship to the value of furnished goods or services. 

8.  This adjustment eliminates depreciation of assets donated or paid by the Federal Government (paragraph 9.c. in Attachment B of the Circular), and those facility costs not meeting the test for idle facilities in paragraph 16.b., Attachment B of Circular A-122. 

9.  This adjustment recognizes the effect of employee payments made for personal use of the organization's automobiles. In this illustration, the organization treated the $12,000 collected from employees as miscellaneous income rather than a reduction of expenses. 

10.  These adjustments eliminate unallowable costs identified in Attachment B of the Circular from the indirect cost pool. Examples of unallowable costs include interest expense, entertainment expense, lobbying, bad debts or allowances for doubtful accounts, fines and penalties, losses on Federal or non-Federal projects, provisions for contingencies, and charitable contributions. 

11.  This adjustment recognizes the gain on the sale, retirement or other disposition of depreciable assets in accordance with paragraph 35 in Attachment B of the Circular. The gain is based on the difference between the amount realized on the assets and their undepreciated basis. 

12.  Includes labor, fringe benefits and other costs associated with fund raising, public relations, and maintenance of membership rolls that must be classified as direct costs in accordance with paragraphs B.3 and 4 in Attachment A of the Circular. 

[2] Multiple-Allocation-Base Method

In the multiple-allocation-base method several different indirect cost pool groupings are developed and allocated over different bases. Each cost pool should constitute a grouping of expenses that are of like character in terms of the functions they benefit and in terms of the allocation base that best measure the relative benefits provided to each function with regards to use as an allocation base. 

Any cost element or cost-related factor associated with the organization's work is potentially adaptable for use as an allocation base provided that (1) it can be readily expressed in terms of dollars or other quantitative measures (total direct costs, direct salaries and wages, staff hours applied, square feet used, hours of usage, number of documents processed, populations served, and so forth), and (2) it is common to the benefiting function during the base period. 

The process of developing indirect rates under the multiple-allocation-base method is, up to a point, identical to the simplified method. However there are additional steps that involve the indirect activities being further segregated into cost pools that benefit the organization's direct activities in significantly different proportion, and, in addition, a separate allocation base is be selected for each cost pool. 

An example of the multiple-allocation-base method is shown in Figure C3-4 . The sample organization described in the figure has four different cost pools and allocation bases as follows: 

Figure C3-4. 

Sample Indirect Cost Format—Multiple-Allocation-Base Method
		Total Expenditures (1) 

		Adjustments 

		Adjusted Direct Costs ** (A) 

		Reclassified Indirect Costs (4) (B) 

	Indirect Cost Rates (5) (B) ÷ (A) 


	Functional Groupings * 

								
	Public Health Education 

	$3,000,000 

		400,000 (2) 

		$2,600,000 

		$510,000 

	19.6% 


	Research 

	650,000 

		50,000 (2) 

		600,000 

		99,000 

	16.5% 


	Professional Training 

	1,000,000 

		100,000 (2) 

		900,000 

		151,000 

	16.8% 


	Community Services 

	2,000,000 

		300,000 (2) 

		1,700,000 

		252,000 

	14.8% (6) 


	Fund Raising 

	150,000 

		—0— 

		150,000 

		38,000 

	25.3% 


	General and Adm. Costs 

	1,200,000 
		150,000 (3) 
		—0— 
		(1,050,000) 
	
	   Totals 

	$8,000,000 
		$1,000,000 
		$5,950,000 
		—0— 
	

	Federal Training Grants (a) 

Other Federal Awards (b) 

Non Federal Projects 

Totals 

Break-Down of Rate Base 

Public Health Education 

$100,000 

$950,000 

$1,550,000 

$2,600,000 

Research 

—0— 

550,000 

50,000 

600,000 

Professional Training 

650,000 

—0— 

250,000 

900,000 

Community Services 

—0— 

1,500,000 

200,000 

1,700,000 

Fund Raising 

—0— 
—0— 
150,000 
150,000 
$750,000 
$3,000,000 
$2,200,000 
$5,950,000 



1.  These amounts are taken from the organization's independently audited financial statements for the year on which the proposal is based. Expenditures reflect the purpose for which costs shown under total expenditures were incurred. They may be identified from (i) the Statement of Functional Expenses, which is frequently included with the financial statements, (ii) the accounting records maintained by the organization or (iii) an analysis of the costs in relation to the operation of the organization. 

2.  These adjustments eliminate distortions in the distribution base in accordance with paragraph D.3.e in Attachment A of the Circular. In this illustration, the following adjustments have been made: 

— Public Health Education $400,000—consists of the portion of subcontract costs in excess of $25,000 each, equipment and other capital expenditures, such as major renovations, alterations and improvements. In this example, it is presumed that the organization and cognizant Federal agency have agreed that only the first $25,000 of each subcontract, subgrant and professional service agreement be included in the distribution base. 

— Research $50,000 consists of equipment and other capital expenditures. 

— Professional Training $100,000—consists of participant support costs such as stipends or subsistence allowances, travel allowances and registration fees paid to or on behalf of participants or trainees (but not employees) in connection with meetings, conferences, symposia, or training projects. 

— Community Services $300,000 consists of payments (commonly referred to as “flow-thru-funds”) to participating (delegated) agencies made during the year. In this illustration, the organization is not significantly involved in the administration or oversite of the participating agencies. If it were, a special rate might be necessary for that activity. 

3.  This adjustment eliminates capital expenditures and unallowable costs identified in Attachment B of the Circular from the indirect cost pool. Capital expenditures include the cost of land and expenditures which materially increase the value or useful life of buildings and equipment. Examples of unallowable costs include interest expense, entertainment expense, lobbying, bad debts or allowances for doubtful accounts, fines and penalties, losses on Federal or non-Federal projects, provisions for contingencies, and charitable contributions. 

NOTE—If an organization classifies the cost of activities performed primarily as a service to members, clients or the general public as indirect costs, these costs (e.g., fund raising, public relations) must be reclassified as direct costs in accordance with paragraphs B.3 and 4 in Attachment A of the Circular. 

4.  The organization has established four cost groupings—occupancy, personnel administration, fringe benefits and all other—from the allowable indirect cost pool. This allocation method gives recognition to the varying degrees of benefit provided by these costs to each direct cost function. The distribution of costs is shown below.

	

	

	
	
	
	
	
	

	
	Allowable Indirect Costs 
	
	
	
	

	
	Occupancy 
	Personnel Adm. 
	Fringe Benefits 
	Other 
	Total 

	Functional Grouping 
	
	
	
	
	

	Public Health Education 
	$127,000 
	$23,000 
	$305,000 
	$55,000 
	$510,000 

	Research 
	15,000 
	6,000 
	65,000 
	13,000 
	99,000 

	Professional
Training 
	29,000 
	12,000 
	91,000 
	19,000 
	151,000 

	Community
Service 
	38,000 
	21,000 
	157,000 
	36,000 
	252,000 

	Fund Raising 
	22,000 
	1,000 
	12,000 
	3,000 
	38,000 

	
	$231,000 
	$63,000 
	$630,000 
	$126,000 
	$1,050,000 

	
	(a) 
	(b) 
	(c) 
	(d) 
	(e) 


a.  Allocated to direct functional groupings based on occupied square feet. Examples of expenses included in the “occupancy” category are rental of office space, custodial services, property insurance, maintenance and repair, utilities, real estate taxes, and guard services.

	
	Occupied sq. ft. 
	Ratio 
	Distribution of Occupancy Cost 

	Functional Grouping 
	
	
	

	Public Health Education 
	21,450 
	55.0% 
	$127,000 

	Research 
	2,535 
	6.5% 
	15,000 

	Professional
Training 
	4,875 
	12.5% 
	29,000 

	Community
Service 
	6,435 
	16.5% 
	38,000 

	Fund Raising 
	3,705 
	9.5% 
	22,000 

	
	39,000 * 
	100.0% 
	$231,000 ** 


b.  Allocated to direct functional groupings based on number of employees. Expenses in the “personnel administration” category include labor costs, supplies, travel and employment fees incurred by the personnel office.

	
	Number of Employees 
	Ratio 
	Distribution of Pers. Adm. 

	Functional Grouping 
	
	
	

	Public Health Education 
	110 
	36.7% 
	$23,000 

	Research 
	29 
	9.7% 
	6,000 

	Professional Training 
	57 
	19.0% 
	12,000 

	Community Services 
	100 
	33.3% 
	21,000 

	Fund Raising 
	4 
	1.3% 
	1,000 

	
	300 * 
	100.0% 
	$63,000 ** 


c.  Allocated to direct functional groupings based on salaries and wages. Expenses in the “fringe benefit” category include social security, worker's compensation, unemployment taxes, pension costs, life insurance (where the beneficiary is not the organization), medical insurance, and physical examination costs.

	
	Salaries & Wages 
	Ratio 
	Distribution of Fringe Benefits 

	Functional Grouping 
	
	
	

	Public Health Education 
	$2,347,400 
	48.4% 
	$305,000 

	Research 
	499,550 
	10.3% 
	65,000 

	Professional Training 
	703,250 
	14.5% 
	91,000 

	Community Services 
	1,207,650 
	24.9% 
	157,000 

	Fund Raising 
	92,150 
	1.9% 
	12,000 

	
	$4,850,000 
	100.0% 
	$630,000 


NOTE— 

1.  In this illustration, the organization has elected to treat fringe benefits as indirect costs. However, in most cases, organizations treat fringe benefits as direct costs so that fringe benefit costs (allocable to salaries and wages charged directly to grants and contracts) can be charged directly to individual federally sponsored awards. 

2.  In this illustration, the organization does not have significantly different levels of benefits provided to the various classifications of employees (e.g. executive, salaried, wage). However, if there were significant differences in the costs of benefits provided to the various classifications of employees in relation to the salaries and wages in each group, separate fringe benefit rates should be established so that fringe benefit costs could be allocated in an equitable manner. Refer to Appendix C for procedures to follow if this condition exists. 

d.  Allocated to direct functional groupings based on Direct Costs. Expenses in the “all other” category include all remaining allowable indirect costs which have not been assigned to the occupancy, personnel administration and fringe benefits categories.

	
	Adjusted Direct Costs 
	Ratio 
	Distribution of All Other 

	Functional Groupings 
	
	
	

	Public Health Education 
	$2,600,000 
	43.7% 
	$55,000 

	Research 
	600,000 
	10.1% 
	13,000 

	Professional Training 
	900,000 
	15.1% 
	19,000 

	Community Services 
	1,700,000 
	28.6% 
	36,000 

	Fund Raising 
	150,000 
	2.5% 
	3,000 

	
	$5,950,000 
	100.0% 
	$126,000 


5.  Indirect costs for individual awards would be based on the indirect cost rate associated with the functional grouping of the specific award. For example, a Federal award classified as “research” would use the indirect cost rate assigned to research (i.e., 16.5%). Indirect cost rates need to be computed for only those functional groupings which contain federally-sponsored awards.

NOTE— 

— An organization may operate an activity which meets the definition of a specialized service facility (paragraph 45 in Attachment B of the Circular). In these cases, paragraph 45 requires that the cost of such a facility be treated as a direct cost and be charged to users based on actual usage if the services. In addition, this paragraph requires that the cost of a specialized service facility normally include its direct costs as well as its allocable share of indirect costs. 

— Costs included in the direct cost base (as well as the indirect cost pool) shall be net of applicable credits (paragraph 5 in Attachment A of the Circular). 

The indirect cost rates developed in the sample format are applicable to those adjusted direct costs of the activities shown. To ensure equitable allocation of indirect costs, it is essential that all costs be treated in a consistent manner (e.g., all occupancy costs should be treated as indirect costs). However, occasionally a situation exists which requires a special treatment. For example, assume that the organization performs a portion of its community services functions at an off-site location and that the occupancy costs (e.g., rent) for that location have been treated as a direct project cost. An off-site rate must be developed to eliminate an inequitable allocation of indirect costs of the off-site activities. The off-site rate would be computed as follows:

	Indirect Costs Assigned to Community Services 
	$252,000 

	

	

	
	

	Less: Occupancy Costs for Community Services 
(Note 4.a.) 
	(38,000) 

	

	

	
	

	Adjusted Indirect Costs 
	$214,000 (a) 

	

	

	
	

	Distribution Base for Community Services (Appendix D) 
	$1,700,000 (b) 

	

	

	
	

	Off-Site Rate for Community Service Activities (a) ÷ (b) 
	12.6% 


	Cost Pool 
	Allocation Base 

	Occupancy costs 
	Square footage occupied 

	Personnel administration costs 
	Number of employees 

	Fringe benefits 
	Salaries and wages 

	All other indirect costs 
	Adjusted direct costs 


[3] Direct-Allocation Method

Under the direct-allocation method, a nonprofit organization treats all costs as direct costs except general administration and general expenses. Organizations separate their costs into three categories: (1) general administration and general expenses, (2) fundraising, and (3) other direct functions (including projects performed under federal awards). Joint costs, such as depreciation, rental costs, operation and maintenance of facilities, telephone expenses, and so forth, are prorated individually as direct costs to each category and to each award or other activity using a base most appropriate to the cost being prorated. This method is acceptable provided that each joint cost is prorated using a base that accurately measures the benefit provided to each award or other activity. An example of the direct-allocation method is contained in Figure C3-5 . Note that this method results in the lowest indirect-cost rate of the three methods. 

Figure C3-5. 

Sample Indirect Cost Proposal Format—Direct-Allocation Method
	
	From Appendix E-1 

	
	Total Expenditures (1) 
	
	Less Adjustments 
	
	Adjusted Direct Cost 
	Adjusted Indirect Cost 

	Functional Groupings 
	
	
	
	
	
	

	Mental Health Programs 
	$850,000 
	
	$40,000 (2) 
	
	$810,000 
	

	Drug Problems 
	615,000 
	
	40,000 (2) 
	
	575,000 
	

	Vocational Training 
	110,000 
	
	6,000 (2) 
	
	104,000 
	

	Special Education 
	125,000 
	
	14,000 (2) 
	
	111,000 
	

	Fund Raising 
	100,000 
	
	--0-- 
	
	100,000 
	

	Management and General 
	200,000 
	
	47,000 (3) 
	
	--0-- 
	$153,000 

	   Totals 
	$2,000,000 
	
	$147,000 
	
	$1,700,000 
	$153,000 

	
	
	
	
	
	(A) 
	(B) 

	Composition of Rate Base 
	
	
	
	
	
	

	Federal Training Grants 
	$200,000 (a) 
	
	
	
	
	

	Other Federal Awards 
	555,000 (b) 
	
	
	
	
	

	Non-Federal Projects 
	845,000 
	
	
	
	
	

	Fund Raising 
	100,000 
	
	
	
	
	

	   Total 
	$1,700,000 
	
	
	
	
	


	COMPUTATION OF INDIRECT COST RATE

	
	(B) 
	
	$153,000 
	

	
	
	= 
	
	= 9.0% 

	
	(A) 
	
	$1,700,000 
	


The distribution base used in the example is total direct costs exclusive of capital expenditures and other distorting items, such as major subgrants or subcontracts. However, the organization may use direct salaries and wages or other base which results in an equitable distribution of costs. 

	
	Total Expenditures 

	
	Direct Cost 
	
	Indirect Cost 
	
	Total 
	Note 

	
	
	
	
	
	
	

	
	Mental Health 
	
	Drug Programs 
	
	Vocational Training 
	
	Special Education 
	
	Fund Raising 
	
	Mgt. & Gen'l 
	
	
	

	Elements of Cost 
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Salaries & Wages 
	$632,815 
	
	$447,410 
	
	$38,000 
	
	$77,125 
	
	$38,300 
	
	$61,350 
	
	$1,295,000 
	

	Employee Benefits 
	129,885 
	
	78,090 
	
	6,425 
	
	12,250 
	
	9,400 
	
	14,450 
	
	250,500 
	

	Rental Expense 
	9,000 
	
	6,800 
	
	7,100 
	
	14,200 
	
	5,300 
	
	10,600 
	
	53,000 
	

	Materials & Supplies 
	21,000 
	
	1,900 
	
	7,800 
	
	125 
	
	9,000 
	
	7,175 
	
	47,000 
	

	Participant Support Costs 
	6,000 
	
	— 
	
	— 
	
	— 
	
	— 
	
	— 
	
	6,000 
	

	Depreciation 
	1,000 
	
	4,000 
	
	29,000 
	
	2,850 
	
	2,225 
	
	4,925 
	
	44,000 
	

	Printing & Reproduction 
	14,125 
	
	9,100 
	
	300 
	
	375 
	
	11,000 
	
	4,100 
	
	39,000 
	

	Payments to Agencies 
	12,000 
	
	— 
	
	— 
	
	14,000 
	
	— 
	
	— 
	
	26,000 
	

	Repairs & Maintenance 
	800 
	
	1,350 
	
	5,725 
	
	400 
	
	6,625 
	
	3,100 
	
	18,000 
	

	Alterations & Improvements 
	22,000 
	
	— 
	
	6,000 
	
	— 
	
	— 
	
	— 
	
	28,000 
	

	Telephone & Postage 
	475 
	
	1,050 
	
	900 
	
	175 
	
	5,100 
	
	4,300 
	
	12,000 
	

	Subcontracts 
	— 
	
	65,000 
	
	8,000 
	
	2,500 
	
	— 
	
	29,000 
	
	104,500 
	

	Other Expenses 
	900 
	
	300 
	
	750 
	
	1,000 
	
	13,050 
	
	61,000 
	
	77,000 
	

	     Totals 
	$850,000 
	
	$615,000 
	
	$110,000 
	
	$125,000 
	
	$100,000 
	
	$200,000 
	
	$2,000,000 
	1 

	Less Direct Cost Adjustments 
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Subcontracts 
	
	
	$40,000 
	
	
	
	
	
	
	
	
	
	$40,000 
	2 

	Capital Expenditures 
	$22,000 
	
	
	
	$6,000 
	
	
	
	
	
	
	
	$28,000 
	2 

	Participant Support Costs 
	6,000 
	
	
	
	6,000 
	
	
	
	
	
	
	
	
	

	Payments to Agencies 
	12,000 
	
	
	
	
	
	$14,000 
	
	
	
	
	
	26,000 
	2 

	     Totals 
	$40,000 
	
	$40,000 
	
	$6,000 
	
	$14,000 
	
	
	
	
	
	$100,000 
	2 

	Less Indirect Cost Adjustments 
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest Expense 
	
	
	
	
	
	
	
	
	
	
	$22,000 
	
	$22,000 
	3 

	Entertainment 
	
	
	
	
	
	
	
	
	
	
	$6,000 
	
	$6,000 
	3 

	Bad Debts 
	
	
	
	
	
	
	
	
	
	
	$19,000 
	
	$19,000 
	3 

	     Total 
	
	
	
	
	
	
	
	
	
	
	$47,000 
	
	$47,000 
	

	Adjusted Costs 
	$810,000 
	
	$575,000 
	
	$104,000 
	
	$111,000 
	
	$100,000 
	
	$153,000 
	
	$1,853,000 
	


1.  These amounts are taken from the organization's independently audited financial statements for the year on which the proposal is based. Expenditures reflect the purpose for which costs shown under total expenditures were incurred. They may be identified from (i) the Statement of Functional Expense, which is frequently included with the financial statements, (ii) the accounting records maintained by the organization, or (iii) analysis of the costs in relation to the operation of the organization. 

2.  These adjustments correct distortions in the distribution base in accordance with paragraph D.2.c. in Attachment A of the Circular. In this illustration, adjustments have been made for the following: 

— The portion of subcontract costs in excess of $25,000 each. In this example, it is presumed that the organization and cognizant Federal agency have agreed that only the first $25,000 of each subcontract, subgrant and professional service agreement should be included in the distribution base. 

— Equipment and other capital expenditures, such as major renovations, alterations and improvements. 

— Participant support costs. This represents payments for stipends, travel allowances and registration fees paid to participants (but not employees) in connection with training projects. 

— Payments to participating agencies (flow-thru funds). In this illustration, the organization is not significantly involved in the administration or oversight of the participating agencies. If it were, a special rate might be necessary for that activity. 

3.  These adjustments eliminate capital expenditures and unallowable costs identified in Attachment B of the Circular from the indirect cost pool. Capital expenditures include the cost of land and expenditures which materially increase the value or useful life of buildings and equipment. Examples of unallowable costs include interest expense, entertainment expense, lobbying, bad debts or allowances for doubtful accounts, fines and penalties, losses on Federal or non-Federal projects, provisions for contingencies, and charitable contributions.

NOTE— 

— An organization may operate an activity which meets the definition of a specialized service facility (paragraph 45 in Attachment B of the Circular). In these cases, paragraph 45 requires that the cost of such a facility be treated as a direct cost and be charged to users based on actual usage of the services. In addition, this paragraph requires that the costs of a specialized service facility normally include its direct costs as well as its allowable share of indirect costs. 

— Costs included in the indirect cost pool (as well as direct costs) shall be net of applicable credits (paragraph 5 in Attachment A of the Circular). 

[4] Special Indirect Cost Rates

In some instances, a single indirect cost rate for all of the activities of an organization or for each major function of the organization may not be appropriate because it would not take into account the different factors that affect the indirect costs applicable to a particular segment of work. 

The most common situation where special indirect cost rates are developed are projects conducted in “off-site” facilities and activities that operate autonomously from the organizations regular activities with different levels of administrative and supporting services. 

C3.13 October 6, 1995 Revisions

Over the past several years, the government has been working to adopt a uniform set of cost principles applicable to nonprofits and universities. As a result, changes have been made or proposed in A-122 to resemble changes adopted in OMB Circ. No. A-21, applicable to colleges and universities. These A-122 changes were published in the October 6, 1995 Federal Register and contain a finalized revision for a provision on interest allowability for nonprofit organizations and proposed changes to revise the definition of equipment, to make certain additional costs unallowable, to modify the multiple allocation base method for computing indirect cost rates and to place a ceiling on the administrative position of indirect costs for organizations with federal funding over $10 million. 

[1] New Interest Cost Principle

The October 6, 1995 revision replaces paragraph 19.a of Attachment B to A-122 and provides that interest on debt incurred after the effective date of this revision (September 29, 1995) to acquire or replace capital assets (including renovations, alterations, equipment, land, and capital assets acquired through capital leases) acquired after the effective date of this revision and used in support of sponsored agreements is allowable in certain circumstances described below. Costs incurred for interest on borrowed capital or temporary use of endowment funds, however represented, is still unallowable, however. 

[2] Facilities Costing Over $500,000

For interest to be allowable on debt used to acquire or replace a facility costing over $500,000 the nonprofit organization must prepare prior to the acquisition or replacement a lease/purchase analysis in accordance with the provisions of OMB Circ. No. A-110. Asset cost for purposes of this test is defined as the capitalizable costs of an asset, including construction costs, acquisition costs and other such costs capitalized in accordance with GAAP. The analysis must show that a financed purchase or capital lease is less costly to an organization than other leasing alternatives on a net present value basis. The lease/purchase analysis should include a comparison of the net present value of the projected total cost comparisons of both purchase or leasing over the period the asset is expected to be used by the nonprofit organization. Government reimbursements for interest costs will be limited to the least costly alternative based on the cost analysis described above. For example, if an operating lease is determined to be less costly than purchasing through debt financing, then reimbursement would be limited to the cost of an operating lease. 

The required lease/purchase analysis must compare the costs associated with purchasing a facility with those incurred for a capital or operating lease. Paragraph 19(b) of revised attachment B to A-122 describes the types of cost to be considered under each alternative. 

[3] Facilities Acquisitions Costing Over $10 Million (Excluding
Renovations and Alterations)

In order for interest to be an allowable charge in cases where the nonprofit uses debt to acquire facilities (excluding renovations and alterations) costing over $10 million where the federal government's reimbursement is expected to equal or exceed 40% of an asset's cost, the organization must prepare, in addition to the lease/purchase analysis described above, a justification that demonstrates the need for the facility in the conduct of federally sponsored activities prior to the acquisition or replacement of the capital asset. Upon request, the needs justification must be provided to the federal agency with cost cognizance authority as a prerequisite to the continued allowability of interest on debt and depreciation related to the facility. Obviously due to the large amount of interest cost and depreciation at stake, an organization required to complete the justification should probably submit it to their cognizant agency to avoid any future problems. 

The needs justification for the acquisition of a facility should include, at a minimum, the following items: 

· A statement of purpose and justification for facility acquisition or replacement.

· A statement of planned future use of the facility.

· A description of the financing agreement to be arranged for the facility.

· A summary of the building contract with estimated cost information and statement of source and use of funds.

· A schedule of planned occupancy dates.

[4] Other Limiting Factors

In addition to the limitation where government reimbursements shall not exceed the least costly alternative under the lease/purchase analysis, there are several other limiting factors as to how much interest can be considered an allowable cost regardless of the dollar amount of equipment or facilities financed. These include the following: 

· The actual interest cost claimed can be based on a rate no higher than the fair market rate available to the organization from an unrelated third party.

· Investment earnings including interest income on bond or loan principal prior to the payment of construction or acquisition costs must be used to offset allowable interest cost. Arbitrage earnings reported to the IRS, however, are not required to be offset against allowable interest costs.

· Interest on debt incurred to finance or refinance assets acquired before or reacquired after September 29, 1995 are not allowable. Reacquired assets are defined as assets held by the organization prior to September 29, 1995 that have again come to be owned by the organization whether through repurchase or refinancing. It does not include assets acquired to replace older assets.

· Pursuant to a complex calculation if a nonprofit incurs a debt obligation of over $1 million for an acquisition and does not make an initial equity contribution of 25% or more, claims for interest expense must be reduced by an amount equal to imputed interest earnings on excess cash flow. The October 6, 1995 Federal Register contains a sample format for the excess cash flow calculation to assist nonprofit controllers in making this calculation.

· Allowable costs that can be considered in acquiring facilities and equipment are limited to a fair market value purchase price from an unrelated third party.

In addition, nonprofit organizations subject to “full coverage” under the Cost Accounting Standards would be subject to CASR No. 414 and CASR No. 417 as opposed to these A-122 rules. 

[5] Rental Costs

The October 6, 1995 revision also changed the rules for allowable rental costs under leases required to be treated as capital leases pursuant to SFAS No. 13. Rental costs under capital leases are now allowable only up to the amount that would have been allowed had the nonprofit purchased the property on the date the lease agreement was executed. 

[6] Proposed Revision

The October 6, 1995 Federal Register also proposed additional changes to A-122 that have not yet been finalized as of April 1996 although they almost certainly will become finalized in some form in the future. 

The thrust of the proposed changes centers around the following four areas: 

· The Office of Management and Budget (OMB) proposes to review the definition of equipment by raising the threshold amount to $5,000 to be consistent with OMB Circ. No. A-110.

· OMB is proposing additional unallowable costs including those incurred for: 

— Advertising and public relations 

— Alcoholic beverages 

— Organization-furnished automobiles for personal use 

— Defense and prosecution of criminal and civil proceedings, claims, appeals, and patent infringements 

— Goods and services for personal uses 

— Housing and living expenses of an organization's officers 

— Insurance against defects 

— Memberships in any civic, community, or social organization or country club 

— Selling or marketing of goods or services 

— Trustee's travel 

— Payments of fines and penalties resulting from violations of, or failure to comply with, foreign laws and regulations 

— Membership in any social, dining or country club or organization 

— Certain insurance pay packages (commonly known as a “golden parachute payment”) 

— Severance pay to foreign nationals in excess of customary or prevailing practices 

— Severance pay to foreign nationals in the case of termination due to the closing of, or the curtailment of activities at, a United States facility in that country 

— Advertising designed to promote the organization or its products 

— Costs of commercial insurance that protects against the costs for correction of defects in materials or workmanship. 

· The OMB is preparing a revision to Attachment A of A-122 which provide a standard and uniform method to calculate indirect cost rates for organizations receiving more than $10 million of federal funding. These organizations would be required to compute their indirect costs based on a modified total direct cost basis using the “multiple allocation method.” The indirect rate would be determined separately for two major categories, facilities and “administration”.

· Finally, the OMB is proposing an upper limit of 26% on the administration component of a nonprofit's indirect cost rate for organizations receiving more than $10 million of federal funding.

Nonprofit controllers will need to monitor when the proposed changes will become effective and those in organizations receiving more than $10 million in federal awards will need to begin now to become familiar with the proposed changes and how their cost pools will be adjusted. 

C3.14 Conclusion

The general-ledger chart of accounts, for organizations that do more than a nominal amount of grant work, must be structured in a manner that will accumulate information consistent with the format to be used in the indirect cost proposal. For example, unallowable costs that will be incurred by the organization should have their own general ledger account number and be grouped separately. 

Indirect costs should also be segregated at the general-ledger account level to capture this information throughout the year. For example, in the multiple-allocation-base method example shown in Figure C3-4 the items comprising the various cost pools should be correlated to specific general-ledger accounts in the chart of accounts in order to simplify determining the cost pools at year-end. 

As much as is administratively feasible, costs should be direct-charged to various activities in order to result in a lower indirect-cost rate, which is important in a competitive environment. Another critical decision is determining the number of cost pools that should be developed and what the allocation bases for them should be. These must be made based on the facts and circumstances, with careful consideration of the reasons why costs are incurred in an organization. Many nonprofits (particularly small ones) use the simplified-allocation method with one indirect-cost pool and a distribution base of either direct salaries and wages or adjusted total direct costs (direct costs less distorting factors such as major subcontracts or subgrants). Often, a separate fringe-benefit pool is also developed (even in the simplified method) whereby fringe benefits are allocated based on chargeable salaries and wages and then other indirect costs are allocated over a base of salaries and wages plus allocated fringe benefits. 

Larger organizations generally use the multiple-allocation-base method if indirect costs benefit final-cost objectives in varying degrees. The concept of indirect-cost allocations is very complicated—its full treatment would comprise an entire treatise. Although rarely directly applicable to nonprofits, much of the theory of A-122 is derived from the Cost Accounting Standards developed by the Cost Accounting Standards Board. Nonprofit controllers seeking a greater background on these matters should review these standards and also consult with their public accounting firm who should have some knowledge in the area. 



a
  The information in this figure does reflect changes adopted or proposed in the October 6, 1995 Federal Register. See Section C3.13 for a discussion of these changes. 



(a).
Represents cost for the space used by the affiliate. In this case, square feet used by the affiliate multiplied by the rental cost per square foot equals the affiliate's share of the organization's office rental costs. If it is impractical to determine the actual cost of the space used by the affiliate, income may be used as a surrogate provided there is no material inequity to the Government.



(b).
Represents estimated costs for printing, reproduction, materials and supplies used by the affiliate. When actual costs cannot be identified, it can be assumed for expediency that the revenue approximates the costs to the extent that the charges are reasonable for the goods and services provided. Alternative procedures would be needed if the revenue was based on a token or nominal amount which had no relationship to the value of furnished goods or services.



(b).
Represents estimated costs for printing, reproduction, materials and supplies used by the affiliate. When actual costs cannot be identified, it can be assumed for expediency that the revenue approximates the costs to the extent that the charges are reasonable for the goods and services provided. Alternative procedures would be needed if the revenue was based on a token or nominal amount which had no relationship to the value of furnished goods or services.



**.
The distribution base used in this example is total direct costs exclusive of capital expenditures and other distorting items, such as major subgrants or subcontracts. However, the organization may use direct salaries and wages or other base which results in an equitable distribution of costs.



*.
The elements of cost (e.g., salaries, materials) contained in each functional grouping should be included as a supporting schedule and be reconciled to “Total Expenditures” for each grouping (See Appendix E-1 for example.) 



(a).
Reimbursable indirect cost is limited to 8%.



(b).
Reimbursable indirect cost is based on rates contained in the Rate Agreement, subject to any statutory or administrative limitations.



*.
If a significant change in the space used by the major functions during the fiscal year has occurred, equity may require that weighted square footage figures be used.



**.
A supporting schedule (containing the elements of cost and their related amounts) reconciled to this figure should be attached.



*.
If a significant change in the number of employees working in the major functions has occurred during the fiscal year, equity may require that weighted employee counts be used.



**.
A supporting schedule (containing the elements of cost and their related amounts) reconciled to this figure should be attached.



(a).
Reimbursable indirect cost is limited to 8 percent.



(b).
Reimbursable indirect cost is based on rate(s) contained in the Rate Agreement subject to any statutory or administrative limitations. 
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Audit Requirements for
Federal Grants

C4.01 The Audit Process And OMB A-133

In addition to the grant administrative requirements and cost principles discussed in Chapter C2 and Chapter C3 , nonprofits that receive federal awards are also subject to the audit requirements spelled out in OMB Circ. No. A-133. The purpose of A-133 is to establish standards that result in consistency and uniformity in the audits of nonprofit organizations receiving Federal awards. The Circular grew out of the 1984 Single Audit Act, the purpose of which was to eliminate the excessive duplication built into the then current audit process and to make more uniform the reports required by the different federal agencies, as well as OMB Circ. No. A-128, “Audits of State and Local Governments.” A-133 was originally issued in 1990, was subsequently revised in April 1996, and then again in June, 1997. Prior to A-133, audits of federal programs were done on a grant by grant basis. This process became very inefficient because it meant that a single organization could be subjected to audits by a variety of different agencies, which created confusion regarding how these audits were to be performed and what reports were to be issued. The basis of the single audit is that one organization-wide audit is more efficient because one auditor audits the entire entity, including all of its various grant programs, and reports on the organization as a whole rather than on the individual programs. The last OMB Circular A-133 revision dated June 30, 1997 rescinds OMB Circular A-128, “Audits of State and Local Governments,” issued on April 12, 1985, and supersedes the prior Circular A-133 issued April 22, 1996 such that it now applies to all audits of non-Federal entities expending Federal awards. In addition, the Single Audit Act itself was amended July 5, 1996, whereby it now applies to all audits of non-Federal entities receiving Federal awards including states, local governments or nonprofit organizations. Additional guidance on A-133 audits has also been issued by the American Institute of Certified Public Accountants (AICPA) and the Office of Management of Budget (OMB). The AICPA issued SOP 98-3, “Audits of States, Local Governments and Not-for-Profit Organizations Receiving Federal Awards” in March 1998 which provides guidance to auditors and auditees involved with single audits (conforming changes were made to this SOP as of May 1, 2001). 

The Office of Management and Budget has issued its “OMB Circular A-133, Compliance Supplement” to assist auditors in performing the required A-133 audits. This supplement is routinely revised and reissued. This document provides a wealth of information on the types of compliance requirements that auditors should test for in general and for certain specific Federal programs. It also provides a list of Federal agency contacts for A-133 information by department. The OMB compliance supplement along with Circular A-133 itself and other documents are available on OMB's home page at www.whitehouse.gov/WH/EOP/OMB) under a section in the OMB documents list called “Grants Management.” (Note that this address is case sensitive, that is, upper and lowercase letters must be as shown.) There is also an OMB fax information line at (202) 395-9068 for publications of less than 50 pages, and other OMB publications can be ordered by calling (202) 395-7332. 

C4.02 Objectives Of An A-133 Audit

An A-133 or single audit has two main objectives. One is an audit of the organization's overall financial statements and reporting on the organization's schedule of expenditures of Federal awards in relation to their financial statements, and the other is a compliance audit of Federal awards expended during the fiscal year. 

The financial statement audit is required to be performed in accordance with generally accepted government auditing standards (GAGAS) issued by the Comptroller General of the United States—1994 revision with amendments through 2002 (also referred to as the Yellow Book), which are applicable to financial audits and generally accepted auditing standards issued by the AICPA. 

The auditor should report on the organization's financial statements and on the scope of the auditor's work on compliance and internal control over financial reporting and present the results of those tests. The auditor should also report on the Schedule of Expenditures of Federal Awards to determine that it is presented fairly in all material respects in relation to the entity's financial statements taken as a whole. 

The auditor has additional testing and reporting responsibilities for compliance, as well as internal control over compliance, specifically with regard to how the nonprofit complies with the laws, regulations and provisions of contract or grant agreements that have a direct effect on their federal programs and their internal controls over those programs. 

There is no doubt that imposing these audit requirements on nonprofits creates an additional layer of administrative burden and adds additional costs to the audit process. Essentially they are a cost of doing business with the federal government, which requires some accountability over the government funds entrusted to nonprofits. Fortunately, the revisions to A-133 increased the audit threshold and reduced the number of nonprofits that are required to have A-133 audits and made other changes which are generally deemed to be positive in the audit community. 

C4.03 Audit Requirements And Costs

Effective for fiscal years ending on or after June 30, 1997 nonprofits who expend $300,000 or more in a year in federal awards shall have a single or program-specific audit conducted in accordance with A-133. OMB is required to review the single-audit threshold (currently $300,000) at least once every two years. As of August 2002, OMB was recommending the threshold be raised to $500,000, but no new regulations have yet been issued. Most nonprofits exceeding this threshold will be required to have a single audit consisting of the elements described in Section C4.02 , although some entities may be eligible to have a program-specific audit. The definition of federal awards for this purpose is defined as federal financial assistance and federal cost reimbursement contracts that auditees receive directly from federal awarding agencies or indirectly from pass-through entities. It does not include procurement contracts used to buy goods or services from vendors. Paragraph 210 of Circular A-133 provides guidance on determining differences between recipients and subrecipients which would be required to have A-133 audits and vendors who would not. Federal sponsors have classified federal financial assistance into program categories in the Catalog of Federal Domestic Assistance (CFDA) and published by the Government Printing Office. A searchable copy of the CFDA is available on the GSA home page ( www.gsa.gov/fdac) or by calling (202) 512-1800. 

The program-specific audit election is available when a nonprofit expends federal awards under only one Federal program (excluding a Research and Development Award) and the Federal program's laws, regulations, or grant agreement do not require a financial statement audit of the nonprofit. The advantage of the program-specific audit is that it does not require an audit of the nonprofit's financial statements as a whole but rather only requires an audit of a schedule of the Federal program's expenditures along with the regular internal control and compliance requirements. Section 235 of Circular A-133 discusses program specific audits in detail. 

Nonprofits that expend less than $300,000 a year in Federal awards are generally exempt from Federal audit requirements for that year although this provision does not limit the authority of Federal agencies, including their Inspector General, or the General Accounting Office (GAO) to conduct additional audits, provided the agencies arrange for funding the cost of the additional audit. Paragraph 205 of Circular A-133 discusses the basis for determining Federal awards expended in general. 

The determination of when an award is expended is generally based on when expenses are incurred by the entity or the disbursement of funds to subrecipients. Therefore, a nonprofit may exceed the $300,000 threshold without actually receiving that amount during the year from the government. Federal non-cash assistance such as free rent, food stamps, food commodities and donated property is valued at the fair market value at the time of receipt or the assessed value provided by the Federal agency. Generally, Medicare and Medicaid payments to nonprofits for providing patient care services are not considered federal awards expended unless the state requires the funds to be treated as federal awards. 

Circular A-133 audits must be performed annually unless a nonprofit auditee had biennial audits for all biennial periods ending between July 1, 1992 and January 1, 1995, in which case they are permitted to have A-133 audits performed biennially. Biennial audits should cover both years within the biennial period, however. 

An audit performed in accordance with Circular A-133 should cover the nonprofit's transactions (including transactions related to federal awards) for its fiscal year (or a two year period, if allowed) which is not necessarily the same as the period of the program being funded. Therefore, the audit may include only a part of the transactions of a federal award, because some transactions may not occur within the period covered by the audit. 

Circular A-133 does not apply to non-U.S. based entities expending Federal awards received either directly as a recipient or indirectly as a subrecipient. However, the circular does apply to expenditures made by U.S. based entities outside of the United States and by foreign branches of U.S. based entities. For example, if a nonprofit receives a federal award for travel and a residence in a foreign country to perform a program, A-133 would apply to the travel and related costs incurred in the foreign country. 

Paragraph 230 of Circular A-133 provides guidance on the charging of audit costs to federal awards. Unless prohibited by law, the costs of Circular A-133 audits are allowable charges to federal awards. The charges may be considered a direct cost or an allocated indirect cost, as determined in accordance with the provisions of OMB Circular A-122 (Chapter C3), the Federal Acquisition Regulations or other applicable cost principles. With regard to the amount of audit costs that can be charged to a federal award, the Single Audit Act states that in the absence of documentation demonstrating a higher actual cost, the percentage of the cost of single audits charged to federal awards by an entity may not exceed the ratio of total federal awards expended to the entity's total expenditures for the fiscal year. 

The costs of single audits that are not conducted in accordance with Circular A-133 are unallowable as are audit costs associated with Circular A-133 audits of entities that expend less than $300,000 per year in federal awards. This provision does not prohibit pass-through entities from charging federal awards for the cost of limited scope audits to monitor its subrecipients. 

C4.04 Nonprofit Responsibilities

The real purpose of the A-133 audit is for the federal government to determine that the nonprofit being audited used the federal funds in accordance with the purposes of the grant program under which the funds were received. As such, the nonprofit recipient of federal awards is required to: 

· Identify in its accounts the amounts received and expended with respect to each federal program. Federal program and award identification should include the Catalog of Federal Domestic Assistance (CFDA) title and number, award number and year, name of the Federal agency and the name of any passthrough entity from which funds were received or to which funds were granted.

· Maintain sufficient internal control over federal programs to provide reasonable assurance that transactions are properly recorded and accounted for in order to:

— Permit the preparation of reliable financial statements and federal reports. 

— Maintain accountability over assets. 

— Demonstrate compliance with laws, regulations and other compliance requirements and that transactions are executed in compliance with laws, regulations and the provisions of grant or contract agreements and that funds, property, and other assets are safeguarded against loss from unauthorized use or disposition. 

· Comply with the laws, regulations, and provisions of contract or grant agreements related to each of its federal programs.

· Prepare appropriate financial statements that reflect its financial position, results of operations and cash flows and the Schedule of Expenditures of Federal Awards. The Schedule of Expenditures of Federal Awards is a separate schedule included as part of the audit package that should as clearly as possible identify the amounts received from each federal agency and for each federal award.

· Ensure that A-133 audits are properly performed and submitted when due.

· Follow up on and take corrective action with respect to any audit findings.

Nonprofits are also responsible for auditor selection and to properly follow up on and take corrective action on audit findings as discussed in Section C4.05 . Auditor selection must be conducted in accordance with the procurement standards prescribed in OMB Circ. No. A-110 (discussed in Chapter C2 ). Whenever possible, nonprofits should make positive efforts to utilize small businesses, minority-owned firms and women's business enterprises in procuring audit services. Organizations should carefully review a prospective CPA firm's qualifications for the job and determine that they have sufficient experience with government auditing. Independence rules for auditors conducting audits of federal programs were revised in 2002, making them stricter. In evaluating auditors, nonprofits should ensure that there are no independence issues. See Appendix C4.2 for a discussion of nonaudit services permitted and prohibited under the new standards. In addition, nonprofits should review the CPA firm's latest peer review report to see that they were not cited for any material deficiencies in the quality of their work. (Note also that Circular A-133 precludes the auditor who prepares the indirect cost proposal or cost allocation plan from performing the single audit when indirect costs recovered during the prior years by the nonprofit exceed $1 million. This went into effect for audits of fiscal years beginning after June 30, 1998.) 

[1] Compliance Issues

In regards to complying with the laws, regulations and so forth over federal programs, Part 3 of the OMB Compliance Supplement lists the fourteen types of compliance requirements that auditors are to consider in A-133 audits. Nonprofits need to be aware of the areas that auditors are looking at in order to be able to avoid audit findings. The fourteen types of compliance requirements are as follows: 

1.  Activities allowed or unallowed—the specific requirements for activities allowed or unallowed are unique to each federal program and are found in the laws, regulations and the provisions of contract or grant agreements pertaining to the program. 

2.  Allowable costs/cost principles—Nonprofits can only charge federal awards for allowable direct and indirect costs as provided by OMB Circular A-122. 

3.  Cash management—Nonprofits receiving advances from the government must follow procedures to minimize the time elapsing between the transfer of funds from the U.S. Treasury and disbursement for the grant program. Entities funded on a reimbursement basis must pay program costs before reimbursement is requested from the Federal Government. Entities must also monitor cash drawdowns by subrecipients to ensure that they conform to substantially the same standards. 

4.  Davis-Bacon Act—When required by the Davis Bacon Act, the Department of Labor's (DOL) government-wide implementation of the Davis Bacon Act, or by Federal program legislation, all laborers and mechanics employed by contractors or subcontractors to work on construction contracts in excess of $2,000 financed by federal assistance funds must be paid wages not less than those established for the locality of the project (prevailing wage rates) by the DOL. 

5.  Eligibility—The specific requirements for eligibility are unique to each Federal program and are found in the laws, regulations and provisions of contract or grant agreements pertaining to the program. 

6.  Equipment and Real Property Management—Nonprofits must follow the equipment and real property standards in OMB Circular A-110 (described in Chapter C2). 

7.  Matching, Level of Effort, Earmarking—The specific requirements for matching, level of effort and earmarking are unique to each federal program and are found in the laws, regulations and the provisions of contract or grant agreements pertaining to the program. 

8.  Period of Availability of Federal Funds—If federal awards specify a time period during which the nonprofit may use the Federal funds, costs can only be charged to the awards if they are incurred during that period or if there are pre-award costs authorized by the federal awarding agency. 

9.  Procurement and Suspension and Debarment—Nonprofit organizations need to establish and follow procurement policies that conform to applicable federal laws and regulations and standards identified in OMB Circular A-110 as described in Chapter C2. Nonprofts are prohibited from contracting for goods or services greater than $100,000 from any third party that is suspended or debarred from doing business with the federal government. Similarly, no subawards may be made to any such suspended or debarred party. 

10.  Program Income—Program income is gross income that is directly generated by the federally funded project during the grant period. This must also be handled in accordance with the provisions of Circular A-110. 

11.  Real Property Acquisition and Relocation Assistance—The Uniform Relocation Assistance and Real Property Acquisition Policies Act of 1970, as amended, provides for uniform and equitable treatment of persons displaced by federally assisted programs from their homes, businesses or farms and must be complied with. 

12.  Reporting—Nonprofit recipients of federal funds should use the standard financial reporting forms or such other forms as are authorized by OMB such as the Financial Status Report (SF-269), Request for Advance or Reimbursement (SF-270) and so forth. Electronic versions of these forms can be found at OMB's Web site: http://www.whitehouse.gov/omb). 

13.  Subrecipient Monitoring—A nonprofit who passes through funds to a subrecipient is responsible for: 

· Identifying to the subrecipient the federal award information (e.g., CFDA title and number, award name, name of federal agency) and applicable compliance requirements.

· Monitoring the subrecipient's activities to provide reasonable assurance that the subrecipient administers federal awards in compliance with federal requirements.

· Ensuring that required audits are performed and requiring the subrecipient to take prompt corrective action on any audit findings.

· Evaluating the impact of subrecipient activities on your organization's ability to comply with applicable regulations.

14.  Special Tests and Provisions—The specific requirements for special tests and provisions are unique to each federal program and are found in the laws, regulations and the provisions of contract or grant agreements pertaining to the program. 

[2] Schedule of Expenditures of Federal Awards

As noted above, Circular A-133 requires the nonprofit recipient to prepare a schedule of expenditures of federal awards for the period covered by the auditee's financial statements. At a minimum, the schedule should: 

· List individual federal programs by federal agency. For federal programs, included in a cluster of programs (research and development, student financial aid, and certain other programs are defined as a cluster in the OMB Circular Compliance Supplement because they are closely related and share compliance requirements), list individual federal programs within a cluster of programs. For research and development, the total federal awards expended must be shown either by individual award or by federal agency and major subdivision within the federal agency.

· Include, for federal awards received as a subrecipient, the name of the pass-through entity and the identifying number assigned by the pass-through entity.

· Provide the total federal awards expended for each individual federal program and the CFDA number or other identifying number when the CFDA information is not available.

· Includes notes that describe the significant accounting policies used in preparing the schedule.

· Identify, as much as possible, the total amount provided to subrecipients by your entity from each federal program.

· Include detail as to the value of federal awards expended in the form of research assistance, the amount of insurance in effect during the year and loans or loan guarantees outstanding at year end.

C4.05 Auditor's Responsibilities

The auditor is required to perform the A-133 audit in accordance with generally accepted government auditing standards. This precept means that the auditor must determine whether the nonprofit's financial statements are fairly presented in accordance with generally accepted accounting principles and that the Schedule of Expenditures of Federal Awards is fairly presented in relation to the financial statements taken as a whole. 

The auditor is also required to perform procedures over the nonprofit's internal controls over major programs and determine whether the auditee has complied with laws, regulations and the provisions of contracts or grant agreements that may have a direct and material effect on each of its major programs. The concept of major programs is important as these are the nonprofit's federal awards that will be the focus of the auditor's internal control and compliance efforts. Under the old A-133, the determination of major programs was purely mechanical, based on the dollar amounts of federal dollars expended by the nonprofit. Currently, major program determination is done on a risk based approach described in Paragraph 520 of Circular A-133. The details of the risk based approach will not be covered here as this information is more relevant to the independent auditor then the nonprofit controller. 

Finally, the auditor is required to issue reports and identify audit findings as described below. The reports to be issued by the auditor include the following: 

· An opinion (or disclaimer of opinion) as to whether the financial statements are presented fairly in all material respects in conformity with generally accepted accounting principles, and an opinion on the Schedule of Expenditures of Federal Awards as to whether it is presented fairly in all material respects in relation to the financial statements taken as a whole.

· A report on internal control related to the financial statements and major programs.

· A report on the nonprofit's compliance with laws, regulations and the provisions of contracts or grant agreements; noncompliance can have a material effect on the financial statements. This report shall also include an opinion (or disclaimer of opinion) as to whether the auditee complied with laws, regulations and provisions of grants and contracts which could have a direct and material effect on each major program and, where applicable, a reference to the separate schedule of findings and questioned costs.

· A schedule of findings and questioned costs as described below.

[1] Audit Findings

The auditor is also required to report audit findings if there are reportable conditions in the nonprofit's internal control over major programs and identify these reportable conditions which are individually or cumulatively material weaknesses. They must also identify material noncompliance with the provisions of laws, regulations, contracts or grant agreements related to a major program. 

The auditor is required to report known questioned costs which are greater than $10,000 for a type of compliance requirement for a major program. Known questioned costs are those specifically identified by the auditor. They must also identify known questioned costs greater than $10,000 for non-major programs, known fraud affecting a federal award and instances where the auditee has not properly resolved or corrected a prior year audit finding. 

[2] Audit Findings Detail

A-133 provides some specific guidance on what is to be presented in the audit findings detail. The primary concern is that enough information be presented in order for the auditee to prepare a corrective action plan and for federal agencies and passthrough entities to arrive at a management decision on the finding. 

A properly developed findings detail will state the following items: 

· Sufficient information to determine the specific federal program to which the finding relates.

· The criteria or specific requirement upon which the audit finding is based.

· The condition that was found including facts that support the deficiency.

· Identification of questioned costs and how they were computed.

· Sufficient information in the description of the possible asserted effect of the finding to enable the auditee and federal agency to determine the cause and effect of the deficiency and facilitate proper corrective action.

· Recommendations to prevent future occurrences of the deficiency.

· Views of the nonprofit entity if there is disagreement with the audit findings.

Obviously nonprofits must be concerned when the auditor reports findings and questioned costs related to a federal program. The findings will be reviewed by the federal awarding agency, which will be required to issue a management decision within six months after receipt of the audit report. The management decision is to state clearly whether the audit finding is sustained, the reasons for the decision and the expected action of the nonprofit to repay any disallowed costs, make financial adjustments or take other action. The management decision should also describe any appeal process available to the auditee. 

[3] Dealing With Findings

The best defense for nonprofits to avoid findings and questioned costs is to be fully aware of and follow the rules and regulations over their federal programs and the applicable OMB Circulars as described in Chapter C1 , Chapter C2 , and Chapter C3 and to establish proper accounting procedures so that costs charged to federal awards are reasonable and documented. Nonprofits should also carefully review a draft of the A-133 audit report prepared by their auditors to ensure that the stated findings are correct. 

Whenever possible, it is better to resolve audit findings with the auditor before they are reported to the federal agencies. The nonprofit is responsible for follow-up and corrective action on all audit findings issued in prior years and the current year. The nonprofit is responsible for preparing a summary schedule of prior audit findings and a corrective action plan for current year audit findings. The summary schedule of prior audit findings should report the status of all audit findings included in the prior audit's schedule of findings and questioned costs. A corrective action plan should also be included to address any unresolved findings from the prior year and to address each audit finding included in the current year's auditor's report. The corrective action plan should provide the name(s) of the contact person(s) responsible for the corrective action, the corrective action planned, and the anticipated completion date. The nonprofit could also state that they do not agree with the audit findings and why they believe corrective action is not necessary. Nonprofits should take seriously the corrective action plan and strive to carry it out. Comments repeated year after year without corrective action will obviously reflect poorly on an organization. 

C4.06 Federal Agency Responsibilities

The federal awarding agency is responsible for identifying the awards they make to nonprofits by CFDA title and number, award name and number, award year, and determination of whether the award is for R&D purposes. They are also responsible for determining that audits are completed and reports are received in a timely manner, issuing management decisions on audit findings within six months after receipt of the audit reports, providing technical advice to nonprofits and their auditors when requested and assigning a person responsible for providing annual updates of the compliance supplement to OMB. 

Recipients expending more than $25 million a year in federal awards will be assigned a cognizant audit agency. Usually this is the federal awarding agency that provides the predominant amount of direct funding to a recipient unless OMB specifies a cognizant agency for audit assignment. The cognizant agency will perform many of the same functions as federal awarding agencies but is also responsible for coordinating a management decision for audit findings that affect the federal programs of more than one agency. Cognizant agencies also approve indirect cost rate proposals, conduct quality control reviews of selected audits, consider auditee requests for extensions to the report submission due date, inform other affected federal agencies and officials of reports of illegal acts, and provide assistance in coordination amongst various federal agencies. 

Nonprofits not assigned a designated cognizant agency will be under the general oversight of the federal agency that provides them with the predominant amount of their direct funding. When there is no direct funding, the federal agency with the predominant indirect funding shall assume the oversight responsibilities. 

C4.07 Audit Report Submission

The audit is to be completed and a data collection form (described later) and the reporting package shall be submitted within the earlier of thirty days after receipt of the auditor's report or nine months after the end of the audit period, unless a longer period is agreed to in advance by the cognizant or oversight agency for audit. Unless restricted by law or regulation, the auditee shall make copies available for public inspection. 

The nonprofit entity must submit a data collection form to the Federal Audit Clearinghouse (FAC) in connection with the audit. The data collection form represents a summary of the information contained in the reporting package including the auditor's reports and the auditee's schedule of expenditures of federal awards. The nonprofit is required to complete and sign certain sections of the form that states whether the audit was completed in accordance with Circular A-133 and provide information about the nonprofit, its federal programs and the results of the audit. The independent auditor is also required to complete and sign certain sections of the form. The data collection form and related instructions are available on the FAC's Web site at: www.Harvester.census.gov/sac/. A copy of the form and instructions can also be obtained from the Federal Audit Clearinghouse at (888) 222-9907. The form number is SF-SAC. 

Auditees are encouraged to submit the form over the Internet using this option on the FAC's Web site. A printed copy must still be signed by the auditee and auditor and mailed with the reporting package to complete the submission. The FAC prefers use of the online submission because there is a built-in edit check to catch common errors. The submission of the data collection form and the reporting package, including the audit reports, is the responsibility of the nonprofit. The data collection form and one copy of the reporting package consisting of: the financial statements and a supplementary schedule of expenditures of federal awards, the auditor's report, a summary schedule of prior audit findings and a corrective action plan must be submitted to the federal clearinghouse to retain as an archival copy. An additional copy of the reporting package should be submitted for each federal awarding agency when there are findings and questioned costs relating to federal awards that the federal agency provided directly. 

The name and addresses of the federal clearinghouse currently designated by the OMB is: 

Federal Audit Clearinghouse 

Bureau of the Census 

1201 E. 10th Street 

Jeffersonville, Indiana 47132 

C4.08 Subrecipient Audit Issues

One of the more confusing issues in A-133 audits relates to the role of a primary recipient who subgrants money to a subrecipient to carry out part of the program responsibilities. A primary recipient is an organization that receives financial assistance to carry out a program directly from federal agencies. A subrecipient is any nonprofit organization or establishment that indirectly receives federal financial assistance to carry out or administer a program. A subrecipient is responsible for programmatic decision making and determining eligibility for assistance; it must meet compliance requirements, and its performance is measured against meeting the program's objectives. The roles and responsibilities of the recipient and subrecipient in an A-133 audit are discussed in Section C4.09 and Section C4.10 below. 

C4.09 Roles and Responsibilities of the Recipient

A grant recipient's duties include management of programs, management of subrecipient audits, and other monitoring as appropriate. Although nonprofit organizations are often subrecipients rather than recipients of grants, an understanding of the recipient's role is necessary to fulfill subrecipient duties and obligations. 

[1] Management of Programs

A recipient's program management roles and responsibilities generally fall in five areas: (1) ultimate responsibility for federal programs; (2) receiving and distributing federal financial assistance; (3) understanding and communicating terms and requirements of grants; (4) maintaining open communication with subrecipients; and (5) coordinating with other grantors. 

[a] Ultimate Responsibility for Federal Programs

The federal government places the management responsibility for federal financial assistance programs on the recipient. The federal funding agency retains authority to evaluate, review, or monitor the recipient and to review the recipient's audit to ensure compliance with federal requirements. Requirements applicable to federal financial assistance programs can include: 

· Federal statutes enacted by Congress

· Executive orders of the President

· Regulations issued by federal agencies

· OMB circulars

· Treasury circulars

· Other program guidance issued by federal agencies

· Terms of the grant or agreement set by the federal agency

In accepting federal financial assistance, the recipient assumes responsibility for complying with federal requirements. That responsibility covers operating the program, arranging for the audit, assuring audit resolution, and maintaining property and records. If the recipient provides federal financial assistance to a subrecipient, the recipient's responsibility carries over to each stage of the program at the subrecipient level. Federal agencies hold the recipient, not the subrecipient, responsible for compliance at the subrecipient level. This responsibility includes repayment of federal financial assistance should the subrecipient fail to comply with federal laws and regulations. 

[b] Receipt and Distribution of Federal Assistance

Various tiers of state and local governments, institutions of higher education, and private nonprofit entities may be involved in the receipt and pass-through of federal financial assistance. The Older Americans Act of 1965 offers an example of these tiers. Under that act, the U.S. Department of Health and Human Services annually distributes over $700 million to states and territories. State agencies provide assistance to regional planning and service area agencies, which in turn distribute federal financial assistance to local governments or nonprofit organizations. The local entities may use the federal financial assistance to provide services or to procure goods and services. In this example, the state is the primary recipient, the area agency is the subrecipient, and the local organization is a second-tier subrecipient. 

[c] Terms and Requirements of Grants

When a recipient provides federal funds to a subrecipient, many of the federal requirements also pass through to the subrecipient. The recipient is responsible for setting forth in writing the federal requirements that apply to the subrecipient. In many cases, the recipient may impose additional requirements as a result of state or local funds added to the federal funding provided to subrecipients. These requirements may arise from state statutes, local ordinances, administrative regulations, or administrative procedural requirements. 

The recipient must clearly identify the source of funding as well as any additional administrative requirements imposed on the subrecipients. This will facilitate the conduct of the audit, including the preparation of the independent auditor's report. 

The OMB Compliance Supplement provides key compliance requirements that apply to the primary recipient of selected federal financial assistance programs. These requirements may or may not be passed on to a subrecipient of federal financial assistance. Therefore, the primary recipient should clearly state which of the requirements apply at the subrecipient level. As an example, a federally mandated 25 percent matching requirement for a statewide federal financial assistance program may apply to a state agency receiving a grant. The state agency may meet the 25 percent matching requirement statewide, but the state may allow subrecipients in poverty areas to provide only a 10 percent match. 

Audit requirements present challenges because the requirements differ depending on the subrecipient organization type, the funding levels, and the audit language contained in federal statutes creating the federal financial assistance programs in which the entity participates. The recipient must first understand the audit requirements before imposing those requirements on the subrecipient. To understand the body of audit regulations and guidance issued or adopted by the federal government, the recipient should enlist the support of its federal cognizant agency and the appropriate authorities within its state. 

[d] Maintaining Open Communication With Subrecipients

Over the past few years, it has become apparent that proper communication of audit requirements to subrecipients is often lacking. The keys to successful subrecipient communications are as follow: 

· Make the communication specific from the start.

· Provide subrecipients the rationale for any rules or rule changes.

· Educate subrecipients to be better grant applicants, administrators, and procurers of audit services.

· Communicate with subrecipients on an ongoing basis because changes to the environment are inevitable.

To establish and improve a subrecipient's audit management skill, the recipient can provide education or training on such topics as audit requirements, procurement of audit services, audit review standards, and other elements of audit management. Several resources are available for such training. 

In addition, recipients should be accessible to each subrecipient and its independent auditor by directly responding to requests for information or by referring requests to the appropriate source. Recipients are also encouraged to participate in training programs sponsored by state societies of CPAs to provide guidance to independent auditors about program requirements. 

This guidance should greatly enhance the independent auditor's ability to properly test compliance with program requirements at the subrecipient level. In addition, the recipient may provide subrecipients with a manual containing audit guidance or a listing of sources that give audit guidance. This material should be updated as the federal government issues new or revised audit requirements. 

The communication of timely and accurate information to the subrecipient and its independent auditor is essential for the recipient's successful management of federal financial assistance programs. The degree to which the recipient can implement these or other steps depends on the expertise of the recipient entity, the mandates of local laws and regulations, and the availability of resources. 

[e] Coordinating With Other Grantors

Coordination and pooling of resources can result in better training and technical assistance for subrecipients to ensure their compliance with federal audit requirements. If both a federal agency and a state agency provide federal assistance to a common recipient/subrecipient, the state and federal agencies may be able to coordinate the communication of audit requirements, the review of audit quality, and the action related to the audit. Unless grantors of federal assistance work together, duplication of effort and inconsistent messages to a common recipient/subrecipient may occur. When two grantors provide assistance to the same recipient/subrecipient year after year, it is advisable to establish a cooperative agreement concerning oversight. 

Identification of and communication with other grantors are keys to successful coordination. The recipient may identify other grantors providing federal financial assistance to the subrecipient by contacting federal cognizant agencies or by reviewing cognizant agency assignments or the Schedule of Federal Financial Assistance in the subrecipient's most recent audit report. The audit report should be reviewed prior to subgranting awards. The recipient should also require the subrecipient to file audit reports received during the period of the recipient's award even if the periods audited precede that award. If no prior audit report has been written, the subrecipient can be surveyed to identify other grantors. 

[2] Management of Subrecipient Audits

Recipients should maintain a list of all the subrecipients and amounts distributed to them from each federal financial assistance program. This list is essential for effective program management and for proper audit oversight. It will also facilitate responses to confirmation requests received from the subrecipients' independent auditors. 

Furthermore, the list can be an integral part of a system used to track subrecipient audits. Such a system should be established to ensure completion of audit reports within allowable timeframes, to track the review of audit quality, and to monitor the resolution of audit findings and questioned costs on a timely basis. 

A recipient's management of a subrecipient audit should also include: (1) identifying federal funds subgranted; (2) determining applicable audit requirements for subrecipients; (3) evaluating audit quality; (4) identifying audit findings; (5) resolving audit findings; and (6) other monitoring as appropriate. 

[a] Identifying Federal Funds Subgranted

The recipient is required to maintain information necessary to permit preparation of a schedule of federal financial assistance identifying each federal grantor agency, the Catalog of Federal Domestic Assistance number, and the period of federal funding. As recipients pass federal financial assistance to subrecipients, each step of the process—subgranting award, financing, financial reporting, and auditing—should clearly provide for identification of the source of federal financial assistance. If state or local funds are subgranted with federal assistance, recipients should provide for separate identification of each source so that the subrecipient has the information necessary to complete the required schedule of federal financial assistance. 

[b] Determining Applicable Audit Requirements

The recipient should evaluate the level of funding provided to subrecipients to determine applicable audit requirements. Depending on the type of subrecipient organization, audits may or may not be required by federal statutes and regulations. In addition, depending on funding levels provided to subrecipients, audits may be required organizationwide or on a grant-by-grant basis. Alternatively, the recipient may decide to have all of its subrecipients similarly audited to simplify the quality review process. If the recipient chooses to issue audit requirements in addition to those issued by the federal government or other recognized authorities, audit expertise within the recipient organization is essential. 

At the outset, the recipient must determine the nature of the entity: Is it a subrecipient of federal financial assistance or a vendor of generally required goods and services that are related to the administrative support of a federal assistance program? In the case of vendors, federal audit requirements pertaining to subrecipients would not pass through to the entity. The vendor would be responsible to meet only the requirements of the procurement. This is an area of interpretation in which federal cognizant agencies can assist. 

[c] Evaluating Audit Quality

Federal regulations require that the recipient determine whether subrecipients have met the audit requirements of the federal government. The OMB's Questions and Answers state that a recipient's system to ensure the quality of subrecipient audits should include a desk review of each subrecipient audit report for conformity with federal audit requirements. Likewise, Circular A-133 “Audits of Institutions of Higher Education and Other Nonprofit Organizations” requires the recipient to ensure that subrecipients have met audit requirements. 

The desk review guide may be obtained from the President's Council on Integrity and Efficiency. To make the results of the desk review binding, the recipient should explain the use of the guide in the terms and conditions of the agreement with the subrecipient or through other means. Recipients should also advise subrecipients to let their auditors know that federal cognizant agencies use desk review guides to evaluate audit quality. In addition to the desk review of the audit reports, the recipient may assess the quality of an auditor's work with a working paper review or an on-site assessment. 

Subject to the Single Audit Act requirement, a subrecipient that fails to have an acceptable audit performed cannot charge the cost of the audit to federal financial assistance programs. Moreover, sanctions can be placed on both the recipient and the subrecipient for failing to obtain a proper audit. The recipient must advise the subrecipient when an audit has failed to meet applicable audit requirements. The subrecipient in this case will be expected to work with its independent auditor to take corrective action. The recipient should also report any major inadequacy or repetitive substandard performance of an independent auditor to appropriate professional bodies for possible disciplinary action. If corrective action is not taken, the cognizant agency will notify the recipient and granting agency of the facts and make recommendations for follow-up action. 

[d] Identifying Audit Findings

The subrecipient must address, and the recipient must review, all audit findings, including reported questioned costs identified by the independent auditor. The desk review guides currently being used by most federal agencies suggest a thorough review of the audit report to determine if other findings not disclosed by the independent auditor exist. The review may encompass notes to the financial statements as well as various schedules in the report for possible exceptional items. A review of fund balances and transfers between funds should also be made to assess possible violations of laws and regulations. Findings such as excess cash balances on hand and improper transfer of funds are sometimes identified through this process. 

The recipient must oversee the resolution of instances of noncompliance by a subrecipient or of material weaknesses in internal controls that necessitate corrective action. Moreover, the recipient must obtain the subrecipient's corrective action plan. The recipient should also consider the impact of the subrecipient findings on its own financial statements. Material findings may result in adjustments to records and/or disclosure of such findings in the recipient's audit report. 

[e] Resolving Audit Findings

A corrective action plan should identify the following five items for each finding: 

1.  Actions planned in response to the finding including questioned costs; 

2.  The official responsible for ensuring corrective action of the deficiency; 

3.  The planned completion date for the corrective action; 

4.  An explanation of any disagreement with the auditor's findings; and 

5.  A plan to monitor completion of corrective actions. 

The corrective action plan should also include comments on the status of corrective action taken on prior findings. 

The recipient should review corrective action plans to determine the allowability of questioned costs and the follow-up actions necessary for proper resolution. For cross-cutting findings (those that affect more than one agency or program), coordination with other grantors is essential to achieve a mutually acceptable resolution. An example of a cross-cutting finding might include an identified accounting system weakness in which funding from several different agencies was involved. 

[f] Other Monitoring as Appropriate

The recipient should be aware that a subrecipient audit does not eliminate the need for program reviews or other monitoring procedures of its subrecipients. The recipient should have a clear understanding that its monitoring procedures, including the review of subrecipient audits, will most likely be evaluated. The recipient should maintain a proper balance between reliance on subrecipient audits and other monitoring activities. Monitoring activities may take various forms, such as reviewing reports submitted by the subrecipient, performing site visits to the subrecipient to review financial and programmatic records and observe operations, arranging for agreed upon procedures engagements for certain aspects of subrecipient activities with an independent auditor such as eligibility determinations, reviewing the subrecipient's single audit or program specific audit results and evaluating audit findings and the subrecipient's corrective action plan. 

C4.10 Roles And Responsibilities Of The Subrecipient

When an organization indirectly receives federal financial assistance from a federal granting agency through another entity, it becomes a subrecipient organization. An organization may be both a recipient organization (directly receiving federal financial assistance from one or more federal granting agencies) and a subrecipient organization (indirectly receiving federal financial assistance through nonfederal organizations) at the same time. 

This section primarily addresses the roles and responsibilities of the organization as a subrecipient. These roles and responsibilities fall into two major areas: program management and audit management. These guidelines do not address all program management responsibilities; they address only those responsibilities related to the organization's position as a subrecipient within the context of audit. 

[1] Management of Programs

A subrecipient's program management roles and responsibilities relate to two main audit areas: establishing and maintaining accountability for federal financial assistance and complying with the requirements applicable to the federal financial assistance received. 

[a] Determining Applicable Audit Requirements

The audit requirements applicable to a subrecipient would be the same as those outlined in Section C4.03 . Therefore, subrecipients expending under $300,000 would not be required to have an A-133 audit, and primary recipients may have to develop other mechanisms to monitor the subrecipient's compliance with grant requirements. 

[b] Complying With Applicable Requirements

The primary recipient is responsible for determining whether subrecipients comply with the requirements of the applicable program. By the same token, the subrecipient is responsible for complying with program requirements. To fulfill this responsibility, the subrecipient should establish effective internal control policies and procedures to ensure compliance. Although the particulars of the control procedures actually established will depend on the nature of the subrecipient organization and the requirements of the program, the following general procedures should prove helpful: 

· Identify and become familiar with the applicable compliance requirements of each federal financial assistance program.

· Assign responsibility for compliance with the requirements to specific employees.

· Communicate the compliance requirements to employees.

· Assure that the requirements, to the extent possible, become an integral part of the subrecipient's way of doing business.

· Monitor operations on a regular basis for adherence to the applicable compliance requirements.

· Establish and maintain open communication with the primary recipient and cooperate in the primary recipient's oversight efforts.

To gain an understanding of the concepts and nature of establishing effective internal control policies and procedures, individuals should refer to the appendix in the AICPA audit guide, Audits of State and Local Governmental Units, the SAS No. 78, and the many other documents available. 

[2] Management of Audits

A subrecipient's audit management roles and responsibilities fall into the following four areas: (1) determining the audit requirements that apply to the subrecipient; (2) arranging for audit coverage that meets those requirements; (3) distributing the audit report; and (4) completing a corrective action plan. 

[a] Determining Applicable Audit Requirements

Audit requirements applicable to a subrecipient organization depend on the amount of financial assistance received, the sources of that financial assistance, and the type of organization receiving the funds. A subrecipient organization should be aware that the primary recipient through which it receives federal financial assistance may provide additional funding under the program and may impose additional audit requirements. 

[b] Arranging for Audit Coverage

The subrecipient is responsible for obtaining audit coverage that will meet the requirements of OMB Circ. No. A-133. An independent auditor should perform the audit. 

To increase the likelihood that audit coverage provided will meet the applicable audit requirements cost-effectively and will be of sufficient quality, the subrecipient should: 

1.  Foster competition among prospective auditors by requesting audit proposals. 

2.  Clearly communicate the applicable audit requirements to prospective auditors, and inform the auditors of any review guides that will be used to evaluate the quality of their audit. 

3.  Technically evaluate the proposals received and the auditor's qualifications. 

4.  Prepare a written agreement between the subrecipient and the auditor selected. 

5.  Monitor the auditor's performance. 1 

[c] Distributing the Audit Report

In addition to its normal distribution, the subrecipient should distribute audit reports to: 

· Passthrough entities that provided them with funds when the schedule of findings and questioned costs disclosed audit findings relating to those federal awards.

· When a subrecipient is not required to submit a reporting package to a passthrough entity, the subrecipient shall provide them with written notification that an audit was conducted and that there were no findings and questioned costs for the program.

[d] Completing a Corrective Action Plan

The corrective action plan is mandated by federal audit requirements. The subrecipient should develop and implement a corrective action plan that addresses audit findings and recommendations from its A-133 audit. 

The corrective action plan becomes an integral part of the primary recipient's oversight of the subrecipient. In subsequent audits, the corrective action plan provides guidance for follow-up on audit recommendations already made. 

[3] Subgrants by Subrecipient Organizations

In some cases, a subrecipient may channel federal financial assistance to other organizations. In these cases, the subrecipient should assume the roles and responsibilities of a primary recipient. 2 

Appendix C4.1 NONPROFIT ORGANIZATION A-133 CHECKLIST

This checklist is provided to assist organizations in preparing for their A-133 audits. It reviews some of the key requirements associated with compliance with federal award programs. 
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I. GENERAL 

A.  Programs 

1.  Provide the following information for each federal program Name of Program, Awarding Agency, Awarding Agency's CFDA Number Amount of Federal Funds Expended During Current Fiscal Year. When the organization has more than one federal award, notations should be made when the answer to a question varies depending on the particular award. If significant variations are expected, a separate copy of this checklist should be completed for each award. 

2.  Does the organization have current files including the following? 

a.  A copy of the adopting Federal legislation that authorizes the grant program 

b.  A copy of the Federal Agency's regulations for the program, if any. 

c.  A copy of the Federal Agency's grant administration regulations. 

d.  A copy of the Federal Agency's program or grant administration handbooks. 

For questions answered “Yes,” be prepared to provide access to these documents. 

B.  Accounting System 

1.  Do accounting procedures provide for identifying receipts and expenditures separately for each award? If yes, describe the procedure below. 

2.  Does the accounting system provide for the accumulating and recording of expenditures by award and within each award by the cost categories of the approved budget, if any? If yes, describe the procedure below. 

a.  Are there procedures in place for comparing expenditures to the established budget on a routine basis? If yes, describe the procedure below. 

3.  Are employees made aware of needed differences in operating policy when grant provisions impose procedures that differ from those of the organization? If yes, note below how differences are communicated. 

4.  Does the organization have written procedures, as required by OMB Circ. No. A-110, for determining the reasonableness, allocability and allowability of costs in accordance with the provisions of the applicable Federal cost principles and the terms and conditions of the award? If yes, provide copies of the written procedures. 

5.  Does the organization have specific general ledger accounts used to accumulate unallowable costs under the federal awards? 

C.  Reports and Record Retention 

1.  Has the organization had an audit conducted by other auditors that included the audit of federal awards in the past two years? 

2.  Is there a documented time schedule for filing federal reports with the awarding agency? If yes, attach a copy. 

3.  Are all federal reports filed in a timely manner per requirements of the awarding agency? 

4.  Are the federal reports reconciled to the accounting records and reviewed by a responsible official before filing? 

5.  Has the organization been notified that it is not in compliance with any federal regulations? If yes, attach an explanation of the notice. 

6.  Does the organization have procedures to maintain financial records, supporting documents, statistical records and other pertinent documents for three years from the date of the submission of the final expenditure report for the award? 

D.  Revision of Budget and Program Plans 

1.  Does the organization have procedures to identify and request prior approval for budget and program plan revisions for non-construction programs as follows: Change in the scope or the objective of the project or program?Change in a key person specified in the application or award document? The absence for more than three months or a 25% reduction in time devoted to the project by the approved project director or principal investigator? If required by the awarding agency, the transfer of amounts budgeted for indirect costs to absorb increases in direct costs or vice versa? If required by the awarding agency, the transfer of funds among direct cost categories or programs, functions and activities for awards which exceed $100,000 and the cumulative amount of such transfers exceeds or is expected to exceed 10% of the total budget as last approved by the federal awarding agency? The transfer of funds allotted for training allowances (direct payments to trainees) to other categories of expense? Describe procedures for items not checked as N/A above. 

II. REVENUE AND CASH MANAGEMENT FUNCTIONS 

· For each federal grant indicate the method of funding as noted in the award agreement (i.e., advance or reimbursement basis).

· Does the organization have written procedures to minimize the time between the transfer of funds from the grantor agency and the disbursement of the funds? If yes, provide copies of the written procedures.

· Does a responsible official review all funding requests prior to submission?

· Does the organization have procedures to utilize program income, rebates, refunds, contract settlements, audit recoveries, interest earned on advances before requesting additional cash payments?

· Does the organization maintain advances of federal funds in interest bearing accounts? Does the organization remit that money to the government as appropriate? Does the organization meet the requirements of an applicable exception to the interest bearing account standards? If yes, note below the exception that is applicable.

· Does the organization maintain advances of federal funds in insured accounts whenever possible?

· Does the organization have procedures to insure that requests for reimbursement are supported by the accounting records of the organization? Describe the procedures below.

· What procedures does the organization have to identify program income and determine that it is applied appropriately?

III. EXPENDITURE AND PROCUREMENT FUNCTIONS 

A.  Procurement and Subawards Procedures 

1.  Does the organization have written standards of conduct governing the performance of its employees engaged in the award and administration of contracts? If yes, provide copies of the written procedures. 

2.  Does the organization have written procurement procedures covering the standards of procurement competition and procurement procedures of OMB Circ. No. A-110? If yes, provide copies of the written procedures. 

3.  Does the organization maintain procurement records and files for purchases in excess of $100,000 including the basis for contractor selection, justification for lack of competition when competitive bids or offers are not obtained and the basis for the award cost or price? 

4.  For contracts in excess of $100,000, has the organization implemented a plan to ensure compliance with the contract provision requirements of OMB Circ. No. A-110? 

5.  Describe the procedures the organization has for determining that contracts or subawards are not entered into with parties debarred or suspended from federal assistance programs. 

6.  Does the organization identify to the subrecipient the appropriate federal award information (e.g., CFDA title and number, award name, name of federal agency) and applicable compliance requirements? 

7.  Do you appropriately monitor the subrecipient's activities to provide reasonable assurance that the subrecipient administers federal awards in compliance with federal requirements? 

8.  Do you ensure that required audits are performed and require the subrecipient to take prompt corrective action on any audit findings? 

9.  Do you evaluate the impact of subrecipient activities on your ability to comply with applicable federal regulations? 

B.  Direct Program Expenses for Goods and Services 

1.  Does the organization receive specific prior approval of the grantor agency for the following costs if charged to the federal award: 

a.  Capital expenditures for land, buildings or equipment? 

b.  Insurance or indemnification expenses? 

c.  Participant support costs? 

d.  Public information costs? 

e.  Costs incurred prior to the date of award? 

f.  Publication and printing costs as a direct cost? 

g.  Costs related to special rearrangement and alteration of facilities? 

h.  Organization costs? 

i.  Overtime pay unless one of the specific exceptions applies? 

j.  Direct charges for foreign travel costs? 

2.  Has the organization established policies and procedures to preclude the charging of federal awards for the following costs: 

a.  Bad debt expense? 

b.  Advertising costs other than for personnel recruitment? 

c.  Contingencies? 

d.  Life insurance costs where the organization is the beneficiary? 

e.  Contributions and donations? 

f.  Entertainment expenses? 

g.  Donated services or goods? 

h.  Fines and penalties? 

i.  Idle facilities or capacity in certain cases? 

j.  Interest, fundraising and other financial costs? 

k.  Actual losses which could have been covered by insurance? 

l.  Lobbying expenses? 

m.  Patent costs, if not required by the award? 

n.  Charges not recovered under other grants? 

o.  Professional costs incurred in connection with defense of antitrust suits, prosecution of claims against the government, patent infringement litigation, organization and reorganizations? And the following costs associated with relocation, if applicable. 

p.  Fees and costs associated with acquiring a new home? 

q.  A loss on the sale of a former home? 

r.  Continuing mortgage principal and interest payments on a home being sold? 

s.  Income taxes paid by an employee related to reimbursed relocation costs? 

t.  Other than arm's-length amounts paid for rental costs and other items with related parties? 

u.  The difference in costs between first class and less than first class air accommodations unless one of the specific exceptions exists? 

v.  Provisions for self-insured liabilities (workmen's compensation, self-insured health and welfare costs and so forth) payable outside of 12 months in excess of the present value? 

C.  Payroll 

1.  Does the organization have written personnel policies covering: 

a.  Job descriptions? 

b.  Hiring procedures? 

c.  Promotions and dismissals? 

2.  Are salary records for nonexempt employees supported by records indicating the total hours worked each day in conformance with Department of Labor regulations implementing the Fair Labor Standards Act? 

3.  Are charges to federal awards based on documented payrolls approved by a responsible official of the organization? 

4.  Are timesheets or personnel activity reports maintained for all staff members whose time is charged, in whole or in part to federal awards? 

5.  Do the reports reflect an after-the-fact determination of the actual activity of each employee signed by the individual employee or by a responsible supervisory official? 

D.  Property and Equipment Are the organization's depreciation policies in accordance with the standards outlined in federal circulars and regulations? 

E.  Indirect Costs 

1.  Does the organization use an indirect cost allocation plan or a negotiated indirect cost rate to charge costs against the federal award? If yes, note the type of plan below. Type of plan: 

2.  Is the indirect cost plan in conformity with the provisions of federal circulars? Provide a copy of the indirect cost plan for the past year. 

3.  Has the indirect cost plan been accepted by all participating governmental agencies? 

4.  Does the organization have established procedures to ensure that consistent treatment is applied in the distribution of charges as direct or indirect? 

F.  Travel Costs 

1.  Does the organization have a travel policy dictating what is eligible for reimbursement and what documentation must be submitted? If yes, please attach a copy. 

IV. COMPLIANCE REQUIREMENTS OF FEDERAL AWARDS 

A.  Activities Allowed or Unallowed These requirements will provide specific detail regarding the types of services that the federal funding may or may not be used to purchase. 

1.  Does the organization have procedures in place to determine the allowability of services purchased under the provisions of the award? If yes, describe below. 

2.  Does the award provide a budget for individual expense classifications (line items)? 

B.  Allowable Costs and Cost Principles 

1.  Does the organization have a procedure for reviewing the costs that are funded by the federal award to see if they are reasonable? If yes, describe the procedure below. 

2.  Does the federal award allow for revision of previously filed reports for subsequent adjustments to rates? 

3.  Does the organization have a procedure for ensuring that direct costs are not charged as indirect? If yes, describe the procedure below. 

4.  Does the organization have a procedure for ensuring that the required match funding is provided by non-federal sources? If yes, describe the procedure below. 

5.  Are the organization's accounting policies and other procedures applied uniformly to federal award and non-federal award funds? If no, explain differences below. 

6.  Does the federal award contain any stipulations specifically excluding certain types of expenses from those which are permissible? If yes, describe below how the organization monitors costs to ensure the exclusion of those that are unallowed. 

C.  Davis-Bacon Act 

1.  Does the organization's federally funded programs involve any construction activities? If yes, has the organization determined whether the funds are subject to the Davis-Bacon Act? 

2.  Does the organization monitor the payment of prevailing wages by contractors and subcontractors? If yes, describe the monitoring system below: 

3.  Has the organization identified any instances of non-compliance in its monitoring efforts? If yes, describe actions taken to follow up on the non-compliance: 

D.  Eligibility These requirements will provide specific detail regarding the qualifications that are necessary for a person to receive benefits provided by the program. 

1.  Does the organization have procedures in place that test the eligibility of those requesting program benefits? If yes, describe below. 

2.  Does the organization have procedures in place that test the eligibility of subrecipients of program benefits? If yes, describe below. 

E.  Equipment and Real Property Management 

1.  Does the organization maintain fixed asset records that specifically identify fixed assets that have been purchased with federal funds? 

2.  Does title to real property acquired with federal awards rest in the organization subject to the approval of the federal government? 

3.  Does title to equipment acquired with federal awards rest in the organization subject to the approval of the federal government? 

4.  Does the organization have a system to ensure that purchases are competitive? If yes, describe the system below. 

F.  Matching, Level of Effort and/or Earmarking These requirements will provide specific detail regarding the amount of program costs that must be funded by the nonprofit organization. 

1.  Does the organization have procedures in place that provide for the accumulation of matching funds as amounts to be segregated from other funds? If yes, describe below. 

2.  If the organization receives in-kind matching, does the valuation method conform to those permitted by the award or other federal cost criteria? If yes, describe below. 

3.  Does the federal award require that the organization maintain a certain level of effort? If yes, note below how the level of effort is measured and monitored: 

4.  Does the federal award require that the organization earmark certain funds for specific purposes? If yes, note below how the funds are segregated: 

G.  Period of Availability of Federal Funds 

1.  What procedures are in place to determine that federal awards are only charged to the award during the stated funding period? 

H.  Real Property Acquisition and Relocation Assistance 

1.  Does the organization comply with the Uniform Relocation Assistance and Real Property Acquisition Policies Act of 1970? 

I.  Reports Attach a list of all federal financial reports required to be filed with the funding agencies per the funding agreements. 

1.  Who is responsible for approving and preauthorizing expenditures under the award, and what information are they provided to determine allowable and unallowable costs? 

J.  Special Tests and Provisions These are other specific requirements that are contained within the award agreement. 

1.  Does the award specify a method for allocating indirect costs to the program? If yes, indicate the method used below. 

2.  Is a member of management responsible for overseeing the organization's compliance with the specific requirements of the federal awards? If yes, describe below the procedures and/or policies that have been implemented to provide assurance that the organization is complying with the specific requirements of the awards. 

Appendix C4.2 INDEPENDENCE RULES

The General Accounting Office significantly revised the government auditing standards on the independence standard in January 2002. The revised standard requires that in all matters related to audit work, the audit organization and the individual auditor must be free of impairments to independence in fact and appearance. The standard is based on two general concepts: (1) auditors must not perform management functions or make management decisions and (2) auditors must not audit their own work or provide nonaudit services in circumstances where the amounts or services involved are significant to the subject of the audit. The following table summarizes the examples of permitted and prohibited services under the standard: 

Summary of nonaudit services permitted and prohibited
Under GAO Independence Standard 

	Nonaudit Service 
	Permitted 
	Prohibited 

	Basic
accounting
assistance,
including
bookkeeping
and record-
keeping
services 
	Providing basic accounting assistance limited to services such as:
• Preparing draft financial statements that are based on management's chart of accounts and trial balance and any adjusting, correcting, and closing entries that have been approved by management.
• Preparing draft notes to the financial statements based on information determined and approved by management.
• Preparing a trial balance based on management's chart of accounts.
• Maintaining depreciation schedules for which management has determined the
method of depreciation, rate of depreciation, and salvage value of the asset.
• Proposing adjusting and correcting entries that are identified during the audit so long as management makes the decision on accepting these entries. 
	The audit organization cannot:
• Maintain or prepare the
audited entity's basic
accounting records.
• Take responsibility for
basic financial or other
records that the audit
organization will audit.
• Post transactions (whether
coded or not coded) to the
entity's financial records or
to other records that
subsequently provide data
to the entity's financial
records. 

	Payroll services 
	Providing payroll services limited to services such as:
• Computing pay amounts for the entity's
employees based on entity maintained and
approved time records, salaries or pay rates,
and deductions from pay.
• Generating unsigned payroll checks.
• Transmitting client approved payroll to a
financial institution providing management
has approved the transmission and limited
the financial institution to make payments
only to previously approved individuals. 
	

	

	

	
	
	

	Tax services 
	Preparing routing tax filings in accordance
with federal tax laws and rules and regulations of the Internal Revenue Service and state and local tax authorities and any applicable laws. 
	

	

	

	
	
	

	Human
resource
services 
	Providing human resource services to
assist management in its evaluation of
potential candidates that are limited to
activities such as:
• Serving on an evaluation panel to review applications.
• Interviewing candidates to provide input to management in arriving at a listing of best qualified applicants to be provided to management. 
	The audit organization cannot:
• Recommend a single
individual for a specific
position.
• Conduct an executive
search or a recruiting
program for the audited
entity. 

	

	

	
	
	

	Information technology services 
	Providing information technology services
limited to services such as:
• Advising on system design, system
installation, and system security if
management acknowledges responsibility
for the design, installation, and internal
control over the entity's system and does
not rely on the auditor's work as the primary basis for determining:
1. When to implement a new system.
2. The adequacy of the new system design.
3. The adequacy of major design changes to an existing system.
4. The adequacy of the system to comply with regulatory or other requirements. 
	The audit organization cannot operate or supervise the operation of the entity's information technology system. 

	Appraisal or
valuation
services 
	Providing appraisal or valuation services
limited to services such as:
• Reviewing the work of the entity or a
specialist employed by the entity where the entity or specialist provides the primary support for the balances recorded in financial statements or other information that will be audited.
• Valuing an entity's pension, other post-
employment benefit, or similar liabilities
provided management has determined and
taken responsibility for all significant
assumptions and data. 
	

	

	

	
	
	

	Indirect cost
proposal or
cost allocation
plan 
	Preparing an entity's indirect cost proposal or cost allocation plan provided management has taken responsibility for all significant assumptions and data. 
	In accordance with Office of
Management and Budget policy, auditors who prepare the entity's indirect cost proposal are prohibited from conducting the required audit when indirect costs recovered by the entity during the prior year exceeded $1 million. 

	

	

	
	
	

	Legislative
and
administrative
decision-
making 
	Gathering and reporting unverified external or third-party data to aid legislative and
administrative decision-making. 
	

	

	

	
	
	

	Internal
control self-
assessments 
	Advising an entity regarding its performance of internal control self-assessments. 
	

	

	

	
	
	

	Assisting
legislative
bodies 
	Assisting a legislative body by developing questions for use at a hearing. 
	


Additional guidance was released by GAO in July 2002 in the form of a question and answer document. This guidance is available at . http://www.gao.gov/govaud/ybk01.htm. http://www.gao.gov/govaud/ybk01.htm. 



1
  Additional guidance in this area may be found in “How to Avoid a Substandard Audit: Suggestions for Procuring an Audit,” National Intergovernmental Audit Forum; “Guidelines for Preparation of Requests for Audit Proposals,” Western Intergovernmental Audit Forum; and Government Finance Officers Association (GFOA) Audit Management Handbook. 



2
  For guidance in this area, see Section C4.02 . 
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Activity-Based Costing

D1.01 Introduction

In addition to strict compliance with applicable laws and regulations, nonprofit organizations must strive to develop management tools that both accurately measure their accomplishments and insure program effectiveness and efficiency. Over the past decade, the nonprofit industry has become increasingly competitive, and the survival of nonprofit organizations has come to depend on an ever-increasing level of efficiency and effectiveness. Activity-based costing (ABC) is a management system that has been adopted in the for-profit sector in recent years by nonprofit organizations with positive results. 

D1.02 Activity-Based Costing

ABC is an accounting system that assigns costs to activities and then to programs which provide goods and services based on the use of the activity. This system focuses primarily on how indirect costs are allocated to cost objects (goods or programs). In traditional cost accounting, the organization's overhead is allocated to the cost objects based on a volume-based measure (i.e., labor hours, number of sales, percentage of fixed costs, etc.) and relies on the assumption that there is a relationship between overhead and the volume-based measure. 

The underlying idea in the ABC system is that cost objects consume activities within the indirect pool and that each activity must be assessed individually based on its own allocation factor. This is a more accurate methodology as it traces rather than allocates each expense category (or activity) to a particular cost object. In essence making indirect expenses direct. The ABC process also has the additional benefit of allowing all levels of management to update/increase its knowledge and understanding of the activities performed in the organization. 

D1.03 Implementing ABC

In order to create an effective ABC system, the management of a nonprofit organization must first identify and describe their organization's major products and activities. Products (or cost objects) are specific goods or services that the organization provides. They can be conferences, meetings, publications, or even an advocacy program. Activities are those support areas that products consume such as accounting, computer services, and administrative support. Simply put, activities consume resources and cost objects consume activities. 

The next step is to group the activities into a pool and identify and accumulate the costs associated with each activity—this information is used as a basis for selecting cost drivers. Then, these activities are applied to goods and services. 

[1] Identifying Major Activities

Top management should review the organization's operations and identify the major activities or kinds of work that use resources. This involves listing and describing the work done in the organization. In organizations with a managerial hierarchy, top management requires lower level managers to analyze their areas of responsibility and provide a list of all activities. Beware of the tendency to simply categorize activities by department. Very often a single department may manage a variety of activities and each one should be evaluated separately. For instance, it is quite common for the administration department to also manage the human resource function in a nonprofit organization. Each of these functions should be listed as a separate activity. An activity can be defined as a unique process, function, or task that processes inputs and produces outputs that are used by other activities or the ultimate customer. 

Analyzing a function list also provides an excellent opportunity for managers to increase their detailed knowledge of operations. Management's review and analysis of this work may also disclose inefficiencies caused by duplication of work with and across departments, or it may reveal unnecessary work or underutilized resources. For example, each department may be marketing it's own product and service, leading management to consider consolidating the function into a separate, specialized department. 

Although time-consuming and sometimes relatively costly, identifying the major activities can be a gold mine for an organization. During this stage of implementation, management and employees at all levels have the opportunity to work together as a team to think about what the organization does, why it is done, how it is done, and how it can be accomplished less expensively and more efficiently. This step in ABC implementation can reveal opportunities for significant cost savings and improvements in operations. 

[2] Grouping of Activities Into Activity Pools

The work identified in the review of the organization's operations should be grouped into pools of similar activities. Activities classified as similar and grouped together can consist of the following: 

· Direct contact activities that are performed each time program goods and services are provided to program participants

· Activities, that are performed each time donations, grants, memberships, and special gifts are solicited

So the activities of setting up a contract file, entering the contract into the database, and sending a notification to the project managers, might all be pooled together as contract administration. The number of pools will vary from organization to organization based on the nature and complexity of their operation but more importantly, to the amount of cost detail desired. 

[3] Identifying Costs Of Each Activity

Costs should be gathered at the lowest organizational level possible. This will aid in subdividing costs for specific divisions or departments into activities. A list should then be made of the resources that each activity consumes and the nature of those resources (or expenses). That nature of the cost, that is, how the cost is affected by changes in the activity, is relevant to how it is assigned to a cost object. It is also relevant in determining whether the cost is controllable (changeable at the discretion or by the influence of management) or noncontrollable in the near-term basis. 

Discretionary fixed costs are fixed costs that management can change on a short-term basis without affecting the capabilities of the organization. Discretionary fixed costs include the amounts budgeted for items such as the annual picnic, management training programs, and donations to other organizations. These costs can be changed on a yearly basis and sometimes within a year. For example, the annual picnic can be canceled during the year and amounts earmarked for staff training programs can be reduced without affecting operations in the near future. 

Committed fixed costs, on the other hand, are fixed costs that management cannot change in the near future. These costs relate to long-term decisions that lock the organization into a particular course of action for several years. For example, if Community Health, Inc. purchased a building (rather than continuing to rent), the mortgage payment would be a committed fixed cost for the term of the mortgage loan. The depreciation would be committed fixed cost for the estimated life of the building. 

Variable costs are those costs whose total changes in direct proportion to changes in activity. If activity increases, total variable cost increases. If total activity decreases, total variable cost also decreases. The per unit variable cost is constant. For example, the cost of medical waste removal for Community Health, Inc. would be a variable cost. The cost per trash receptacle would be constant and the total cost would vary depending on the number of patients serviced. 

Management can change the cost structure of an organization over time. Some committed fixed cost activities can be changed into discretionary and variable cost activities. Consider expenses for accounting: an organization with one or more staff members can outsource its needs. The organization can pay an outsourcing firm a retainer fee and then hourly rates only for services performed or for specified results. Rather then guaranteeing a certain monthly fee for a twelve-month period (committed fixed), management could offer a set fee for each month for a twelve-month period but with a cancellation option (discretionary fixed). 

Direct costs are costs that are specifically identifiable with and traceable to a single cost object. If the related cost object is eliminated, it is more than likely that the direct cost will also be eliminated. Indirect costs (usually called overhead) are costs that are not identifiable with single cost objects. They must be allocated to the related cost objects (goods and services) of the organization. 

The following is an example of how a user might accumulate and identify costs in this step of ABC: 

COST POOL: Providing a Facility for Operation 

	Activity 
	Cost 
	Cost Type 

	Rent 
	$18,000 per month 
	Fixed 

	

	

	
	
	

	Plant Service 
	$1,200 per year 
	Fixed—Discretionary 

	

	

	
	
	

	Depreciation on Furniture and Fixtures 
	$12,000 per year 
	Fixed—Committed 

	

	

	
	
	

	Trash Removal 
	$100 per receptacle 
	Variable 

	

	

	
	
	

	Heating and Cooling 
	$12,000 per year 
	Fixed 

	

	

	
	
	

	Building Repair & Maintenance 
	$12,000 per year 
	Fixed—Discretionary 


[4] Selection of Cost Drivers

Cost drivers must be selected as allocation bases for the indirect costs in the activity pools. A cost driver is a factor that drives (creates, increases, and decreases) costs. Different costs may be driven by different factors. 

The “peanut-butter” approach that uses one cost driver to allocate all the indirect costs to a cost object. This approach usually results in the cost of some goods and services being overstated and others being understated if there is more than one primary factor that drives costs. Given that the cost of goods and services is one of the factors considered in making resource allocation decisions and in grant requests, understating or overstating a cost may lead to flawed decisions. 

When an ABC system is implemented, many managers learn that the costs of some activities are equally driven by the complexity of the activity and the volume of output from the activity. In other words, the total cost of a simple activity performed many times may approximate the total cost of an infrequently performed complex activity. For example, the cost to process 1,000 basic memberships may equal the cost of preparing two or three complicated grant requests. 

Cost drivers serve as the link between indirect costs and cost objects. Linkages may be determined by considering two criteria: 

1.  Cause and effect. Management should attempt to find a cause and effect relationship between the cost and the cost object. For example, if repairs and maintenance on xerox machines is scheduled based on the number of copies made, then number of copies is a good basis for allocating costs for repairs and maintenance to departments using the machines. 

2.  Benefits received. If no causal relationship can be determined, it is acceptable to select an allocation base that reflects perceived benefits received by user departments. For example, building custodial and maintenance costs might be allocated on the basis of square feet occupied. This allocation might be further refined by allocating a higher amount of these costs to public vs. nonpublic spaces, because public spaces normally require greater activity by those departments. 

Cause and effect is the most credible and the preferred basis for selecting a cost driver. A cost driver may be a financial factor, a physical factor, or a time factor. For example, common cost drivers for a variety of organizations include the following: 

	Indirect Cost 
	Typical Cost Driver 

	Administrative salaries 
	Number of employees
Program revenues 

	Personnel department 
	Number of employees 

	Building rental 
	Square feet occupied 

	Heat and air conditioning 
	Square feet occupied 

	Accounting department 
	Number of transactions processed 


[5] Development of Cost Functions

The development of cost functions is a mechanical operation in which the overhead or indirect cost rate is computed. The total anticipated indirect cost for the activity is divided by the total anticipated amount of the cost driver. The rate may be expressed as a rate per cost driver unit or as an allocation percentage: 

	Indirect (Overhead) Cost Rate 
	= 
	Total Indirect Cost 

	
	
	Total Cost Driver 


For example, the cost of maintenance for building and grounds is an overhead cost that must be allocated to five programs. Square footage occupied has been selected as the cost driver. The resulting allocation rate is: 

	Building & Grounds = $36,000/180,000 square feet 

	Cost Rate = $0.20/sq.ft. 


[6] Assignment of Costs to Goods and Services

The cost functions developed in the preceding section are used to assign or allocate overhead costs to goods and services. Intermediate assignments to intermediate cost objects may, however, be necessary. Goods and services are the final cost object. 

Intermediate cost objects are support functions for the department or division that actually delivers the good or service to the program participant. Therefore, indirect cost assignment can be an iterative process. For example, consider the state university that treats functional areas as cost objects (e.g., admissions, registration, financial aid, housing, or instructional units). The final cost object is, of course, the student, but before many costs can be assigned to the student, they must be assigned to the functional areas. 

In general, if activities are diverse, the more cost pools and cost drivers used; and the more accurate the allocation of indirect costs and costing of goods and services. The increased accuracy is not cost free. A larger number of cost pools and drivers requires additional data collection and analysis. Management must consider incremental costs and benefits of increased accuracy. 

Costs from the functional areas are assigned to the final cost object by multiplying the cost rate by the amount of the cost driver. 

Cost Assigned = Cost Rate × Units of Cost Driver

For example, if one of the programs occupied 2,500 square feet, the building and grounds cost assigned would be $50,000 (2,500 × $20.00). 

Figure D1-1. 

COST ACCOUNTING IN COMMUNITY HEALTH, INC. 
Traditional Cost Accounting in Community Health, Inc. 

Two clinics: Clinic A and Clinic B 

Clinic A 

· 1 hour of medical services per patient, direct cost: 1 hour X $200/hour = $ 200

· 100 patients in group

Clinic B 

· 2 hours of medical service per patient, direct cost: 2 hours X $200/hour = $400

· 200 patients in group

Overhead 

	Facilities 
	$10,000 

	Accounting 
	$10,000 

	Laboratory 
	$5,000 

	Medical Assistance 
	$25,000 

	TOTAL OVERHEAD 
	$50,000 


Total Direct Labor = 500 hours ( 2 hours X 200 patients)+(1 hours X 100 patients) 

($50,000/500 Direct Hours) = $100 per hour 

	Clinic A: 
	$100 per patient in overhead 

	Clinic B: 
	$200 per patient in overhead 


Activity Based Accounting in Community Health, Inc. 

	Facilities 
	Sq. Ft. Occupied 

	Accounting 
	Number of Transactions 

	Laboratory 
	Number of Tests 

	Medical Assistance 
	Number of Assistants 


	Activity 
	Cost 
	Clinic A 
	$ 
	Clinic B 
	$ 

	Facilities 
	$10,000 
	2,500 sq. ft 
	$2,500 
	7,500 sq. ft 
	$7,500 

	

	

	
	
	
	
	
	

	Accounting 
	$10,000 
	100 transactions 
	$2,500 
	300 transactions 
	$2,500 

	

	

	
	
	
	
	
	

	Laboratory 
	$5,000 
	100 tests 
	$1,000 
	400 tests 
	$4,000 

	

	

	
	
	
	
	
	

	Medical Assistance 
	$25,000 
	2 assistants 
	$10,000 
	3 assistants 
	$15,000 

	

	

	
	
	
	
	
	

	TOTAL 
	$50,000 
	
	$16,000 
	
	$34,000 

	

	

	
	
	
	
	
	

	PER PATIENT 
	
	
	$160 per patient 
	
	$170 per patient 


D1.04 Value-Added And Non-Value-Added Activities
Of ABC

The analysis and review of activities during the implementation of ABC provides an opportunity for management to identify value-added and non-value-added activities. Value-added activities have been defined as “activities that add value to a product or service from the viewpoint of the customer.” Value-added activities increase the worth of the organization's goods and services (to the customer/user) while non-value-added activities do not. The customer/user is viewed as unwilling to pay for non-value-added activities. With this viewpoint in mind, some managers seek to minimize or eliminate all non-value-added activities. This may not be a proper goal. Some non-value-added activities may be necessary because of the organization's mission, moral or ethical commitments, or legal requirements. For example, the organization may be legally required to meet certain environmental standards that its customers may perceive to be unnecessary. The organization may also have a societal commitment to ethnic diversity in its workforce which may not be considered valuable to its customers. 

To properly manage non-value-added costs, management should classify such costs as necessary (required) or unnecessary. Necessary non-value-added costs would include those incurred because of regulatory requirements, societal commitments, and organizational mission. Management would not seek to eliminate these costs but to make sure that the related activities are performed as efficiently and effectively as possible so as to minimize costs. Unnecessary non-value-added costs such as those related to inefficiencies and waste should be eliminated. 
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Budgeting

D2.01 Introduction

Nonprofit organizations, by definition, exist in order to provide goods or services to program participants rather than to make a profit and, by their nature, often operate on slim reserves. As a result, accurate, realistic, and effectively communicated budgets are vitally important to the financial management of nonprofits. The focus of the budget process should be planned maximization of program effectiveness and efficiency, while maintaining appropriate supporting services. The creation and refinement of the budget provides opportunities for management to plan and coordinate the programs and activities of the upcoming fiscal year, involving levels of staff who might not have input in financial management at other times of the year. Budgeting provides a road map of where the organization wants to focus its resources, and if administered with flexibility, can be a most effective management tool. Because of the planning nature of a budget, it is often useful to tie this process into the strategic planning process of the organization. 

D2.02 Overall Budgeting And Cash Flow Budgeting

Overall budgeting and cash flow budgeting are a vital part of managing the nonprofit organization. Overall budgeting is the preparation of the operating budget, usually for a period of one year. Cash flow budgeting is the preparation of a detailed plan which shows when cash will be received and used during the year. A cash budget is needed in addition to the operating budget because there are items included in the operating budget that do not require the expenditure of cash or will not generate cash in the budget period. 

For instance, all revenues to be earned are reported in the operating budget, but not all revenues may be collected during the budget period. Similarly, all expenses incurred are reported, but not all are paid during the budget period. Some reported expenses such as depreciation expense, uncollectible accounts expense, and amortization of premiums on long term debt do not require a cash outlay. 

Budgeting for operations and cash flow forces nonprofit managers to direct some of their attention from the present to the future, making planning a priority. In budgeting, managers must analyze programs and supporting services, identify activities consistent with the goals and objectives of the organization, and estimate the related costs. Estimating future financial resources and expenditures enables managers to avoid operating as fire fighters; with budgets they can anticipate future financial problems and opportunities and plan positive action in advance. 

Budgets are often used in decision-making throughout the fiscal year. For example, management's knowledge of last year's financial resources and its estimate of the financial resources for the coming year provides useful information for estimating costs and making decisions regarding matters such as salary increases and the initiation of new activities. Budget data may also be used to anticipate the need to borrow money or appropriately decrease activities during certain months of the year if the flow of resources and expenditures fluctuate from month to month. 

Budgets are useful as standards by which performance and control costs can be evaluated. Actual resources and expenditures can be compared to budgeted resources and expenditures on a monthly or quarterly basis. Variances, differences between actual and budgeted amounts, can be calculated, and if significant, investigated. If a significant unfavorable variance is caused by inefficiency, corrective action can be taken. 

Budgets are also a means of communication and coordination. Through the budget, management formally communicates its plans and expectations to employees. Employees know what is expected of them and how their performance will be evaluated. As a result, employees have less uncertainty and may be motivated to improve their performance. Communication and coordination throughout the organization are enhanced because lower level managers are involved in the budgeting process. They become more aware of the need to cooperate with other areas in order to achieve the goals and objectives of the organization. Lower level managers also have the opportunity to communicate their ideas and resource needs to top management. 

D2.03 Conditions Necessary For Effective Budgeting

Several organizational and operational conditions must exist for effective budgeting. These conditions include: 

· Top management support

· Proper administration of the budget

· Lower level management involvement

· Realistic expectations

· Top management willing action

· Coordination in budget preparation

In order for the budget to be taken seriously and serve as a plan of operations, it must be supported by top management. Top management sets the tone for the nonprofit organization. Top managers must be enthusiastic and committed to the budget. They must verbally support the budget and use it in running the nonprofit organization. If top managers do not use the budget to allocate resources and control costs, lower level managers may view it as an annual exercise which is required, but is not relevant to operations. 

Top management must not administer the budget by using it as a report card to assign blame or to punish someone for a particular problem. Such negative use of the budget fosters resentment and creates an environment where effective communication and coordination are likely to decrease. The budget should be used as a positive tool to measure the results of operations, identify areas where additional attention is needed, and to reward good performance. 

Lower level managers responsible for programs and other activities should be involved in the preparation of the budget. When lower level managers participate in the budget process several positive outcomes are created for the nonprofit organization. For example, lower level managers are recognized as part of the team whose judgements are valued by top management. Such recognition fosters cohesion and support for a budget which is to a degree self-imposed. Managers closest to an activity have the best direct knowledge of related resources and expenditures. They should be able to make the most realistic estimates for the budget. 

The budget must be realistic. It must be consistent with the goals and objectives of the nonprofit organization. It must be consistent with the operating conditions of the nonprofit organization. It must not be overly optimistic based on hopes of increases in contributions or other resource inflows or changes in operating conditions that are unlikely to occur. It must not be overly pessimistic based on fears of what will happen if the budget is not fulfilled. A clear statement of the assumptions underlying estimates is useful in developing a realistic budget. 

Top management must be willing to take action when significant differences arise between budgeted and actual results. If actual operating conditions are different from those assumed in the budget, management must be willing to deviate from or revise the budget when necessary. For example, if expected funds from contributions are significantly less, due to unexpected poor economic conditions during the first half of a budget period, management must be willing to take action to downsize operations or find new sources of funds. Top management must also be willing to take action when significant differences between budgeted and actual results are caused by carelessness or inefficiency. 

D2.04 Budget Preparation And Approval Process

The following basic steps should be followed in the preparation and approval of an operating budget: 

· List organizational goals and objectives, and the programs and supporting services that carry out these goals and objectives.

· Estimate the cost of each program and supporting service.

· Estimate the expected income.

· Compare estimated income with estimated costs and make necessary adjustments.

· Present the final budget to top management for approval.

[1] Basic Steps

[a] Goals and Objectives

Top management should prepare a list of the nonprofit organization's goals and objectives and programs and supporting services for the coming year. This list, and perhaps a statement of the mission of the nonprofit organization, should be distributed to all lower level managers responsible for preparing part of the overall budget. The list should not be prepared by automatically copying the list for the current year. 

Lower level managers should also prepare a list of the programs they desire to conduct in the upcoming fiscal year and identify which goal these programs support. After identifying and receiving approval for the programs or activities to be performed, the manager must then identify the expense categories associated with the program. For instance, one goal of a hospital might be to raise public awareness of the health risks. The education manager might suggest that a public seminar be conducted on the risks of diabetes and then identify the following costs: 

	Program: 
	Conduct Diabetes Public Seminar 
	

	Goal: 
	Public Awareness 
	

	

	

	
	
	

	Expenses: 
	TV Advertising for Promotion 
	$10,000 

	
	Audio/Visual Expense 
	$ 1,000 

	
	Handouts and Materials 
	

	
	     Printing & Duplication 
	$ 1,000 

	
	     Charts 
	$ 500 

	
	Printed Promotion 
	

	
	     Printing and Duplicating 
	$ 5,000 

	
	     Production 
	$ 5,000 

	

	

	
	
	

	
	TOTAL PROGRAM COST 
	$22,500 


This program would be included in a Public Awareness budget, which is then a part of the educational department. This level of program distinction is important when it comes to making budget-cutting decisions. An effective method of making cost cutting decisions is to examine what programs an organization intends to perform in the budget year and then decide which should be postponed or eliminated. This then will reduce corresponding expense categories. This is as opposed to simply saying that the organization will reduce printing costs by 20 percent without examining which programs the cut will effect. 

A nonprofit organization's management must be aware of and responsive to changes in its operating environment and its stakeholders. Stakeholders are the persons and organizations that provide and/or receive the nonprofit organization's financial resources, goods, and services. The preparation of a list of the nonprofit organization's goals and objectives provides an opportunity to analyze operations and to critically evaluate the need for existing programs, the need for new programs, and the need for restating or updating nonprofit organizational goals or objectives in light of the nonprofit organization's mission or purpose. 

[b] Estimate Costs of Programs and Supporting Services

The starting point for estimation of cost for continuing programs is last year's actual expenses and the current year's projected actual and budgeted expenses. Projected actual expenses for the current year are used because budget preparation for a coming year starts before the end of the current year. For example, a nonprofit organization with a year-end at December 31st may start preparing the next year's budget in September or October. For new programs or changes in existing programs, estimation will be more complex because more data is needed. 

When the current year's projected actual expenses are used as a starting point, they must be carefully reviewed, compared to budgeted amounts, and properly adjusted before they can realistically be used as estimates for the coming year. The current year's projected actual costs should be adjusted for budget differences, inflation, unusual items not expected to recur in the coming year, special events for the coming year, and any planned changes in costs. Any expected new costs for continuing programs must also be estimated. All assumptions underlying the estimated costs must be clearly spelled out and justified. 

An understanding of the types of costs may be useful to managers in cost estimation. Program and supporting service costs may be fixed, variable, or a combination of both. Fixed costs are those which are constant in total for the budget period regardless of the level of operations, for example, annual rent expense for office space and annual salaries for specified personnel. 

Discretionary fixed costs are expenditures that managers may choose or choose not to spend. Discretionary fixed costs include advertising, public relations, staff training and development programs, and student internships. Committed fixed costs are costs incurred that provide long term operating capacity. Common committed fixed costs include depreciation on buildings and equipment owned by a nonprofit organization. 

Variable costs are costs that vary in total amount in proportion to changes in activity. The total cost increases or decreases as activity increases or decreases while the unit cost is constant. For example, the cost per program participant in a women's shelter is variable in that the unit cost of providing service to each participant is constant, and the total cost of the program increases as more women participate in the program. 

Mixed costs are costs that are partially fixed and partially variable. Certain utility costs and telephone costs, for example, have a fixed component and a variable component. The total cost consists of a fixed basic cost of having the service and a variable cost based on actual usage. In the budgeting process, it is useful to know the specific fixed and variable portions of each mixed cost in order to estimate the amount for the coming period. One simple and inexpensive procedure often used to identify the variable and fixed portions of a mixed cost is the high-low method, sometimes called the high-low two-point method. Under this method, cost data are gathered for a number of periods. Then the activity and costs at the highest and lowest points of activity are used to calculate the variable and fixed costs. The variable cost per unit of activity is calculated using the following equation: 

	Variable Cost per Unit =


Cost of Highest Activity Level − Cost of Lowest Activity Level
Highest Activity Level − Lowest Activity Level 


The total fixed costs are then calculated as follows: 


Fixed Cost = Total Cost − (Variable Cost per Unit × Activity Level) 

To illustrate, consider the following data: 

	Week 
	Costs 
	Activity Units 

	1 
	$10,000 
	1,000 

	2 
	11,500 
	1,350 

	3 
	9,750 
	800 

	4 
	8,500 
	725 

	5 
	12,500 
	1,400 

	6 
	13,000 
	1,375 

	7 
	10,000 
	1,000 

	8 
	9,500 
	900 

	9 
	8,000 
	650 

	10 
	13,100 
	1,500 

	11 
	11,000 
	1,150 

	12 
	9,000 
	1,000 


The variable cost per unit of activity would be calculated as follows: 


Variable Cost per Unit = 


$13,000 − $8,000
1,500 − 650 

= $6 per Unit of Activity


Fixed Cost (total) = $13,100 − ($6 × 1,500) = $4,100 

Total cost would be estimated at $4,100 plus $6 per unit of activity. 

While the high-low method has the advantage of simplicity, it must be used with caution. High-low uses only two points of activity—the highest and lowest points. If these points are not representative of normal activity, the resulting estimates for the variable cost rate and the total fixed cost may be distorted. The cost data collected must be reviewed carefully to ensure that the high and low points of activity are not outliers. Any points of activity that are significantly outside of what is considered a normal range of activity should be eliminated from the high-low analysis. 

Management may take the opportunity during budget preparation to change the cost structure of certain activities. For example, if consultants are used, management may make their cost fixed, variable, or mixed. The cost would be fixed if the contract guarantees a monthly payment of $10,000 for an annual amount of $120,000. The cost would be variable if there is a contractual hourly rate that is to be paid only if work is performed. The cost would be mixed if the contract specifies a retainer and an hourly rate for work performed. The variable cost may be preferable because it is more controllable than the fixed cost. 

[c] Estimate Revenues

The total estimate should consist of the sum of estimates for each type of revenue received by the nonprofit organization. A review of last year's revenue and the current year's projected actual and budgeted revenue is a useful starting place for estimating the coming year's revenue. Great care should be taken to avoid excessive optimism in estimating expected revenue. Many nonprofit organizations receive some of their revenue from contributions from members of the nonprofit organization or the general public. Revenue and expenses should also be examined over a number of years to identify trends in income increase or decline. 

One area often overlooked is the nature of the revenue received. Is any of the estimated revenue to be received restricted in nature? Are these restrictions time or purpose related? Permanent or temporary? The answers to these questions could have a significant impact on the bottom line of the organization and the anticipated cash flow. Some restricted revenues might have matching requirements or may be only able to be received over multiple years. Conversely, revenue received in previous years but restricted, could be released in the upcoming budget year. It is important to factor these considerations into the budget process. 

Estimated revenue from contributions and fees for services should be based on careful consideration and analysis of any expected changes in membership, past contributions and sales, expected national and local economic conditions, and current public opinion of nonprofit organizations. During periods of high unemployment or high inflation or during a period of negative publicity, it may be unrealistic to expect increased contributions and program fees. The overall global environment must also be considered. After the events of September 11, 2001 (9/11) much of the giving to nonprofit organizations was diverted to 9/11 charities. The travel industry also experienced a significant decrease in revenue and nonprofits who relied on training or seminar revenue suffered as a result. The assumptions used for all of the factors affecting estimated income must be clearly spelled out and justified. 

[d] Compare Total Estimated Revenue to Expense

Many nonprofit organizations prepare “break-even” budgets. In other words, the budgeted revenues exactly equal the budgeted expenditures. After preparing revenue and expenditure estimates, management compares the two amounts and if the amounts are not equal, as is usually the case, adjustments must be made. This is a crucial step in the preparation of the budget. The income and expense estimates and the underlying assumptions should be reviewed for reliability and realism. The review should result in changes which leave expenditures equal to revenue. 

If the review results in no changes, or changes insufficient to bring expenses equal to or less than income, management must make value judgments based on the goals and objectives of the nonprofit organization. They must decide which programs are most important to achieving the nonprofit organization's goals and objectives. Which expected costs can be decreased? Which expected costs can be eliminated? This step in the budgeting process also provides an excellent opportunity for managers to think creatively of ways to achieve goals and objectives at lower costs. Attention to detail and line item analysis can result in big payoffs. As mentioned previously, making blanket cuts (such as reducing an expense arbitrarily by 20 percent) should be avoided. These types of reductions do not factor in or prioritize the work of the organization. Resources could be cut-off to critical programs while leaving less important programs intact. 

[e] Budget Presentation

The completed budget should be presented to top management for formal acceptance. After top management has reviewed and approved the budget, copies are distributed to lower level managers responsible for programs and supporting services. 

Effective budgeting is a participative and an iterative process. Top management requests budget proposals from lower level managers. Lower level managers prepare and submit their budgets to the next level of management for review, comment and acceptance or rejection. The budgeting process is enhanced if the nonprofit organization uses a budget director, often the controller, to coordinate the process. 

The budget director should report to a budget committee, usually consisting of the president or chairman, the vice presidents or vice chairmen, and the controller. The budget goes up the chain of command to the controller. The controller and the other members of the budget committee review and comment on the budget during the budgeting process. The committee also approves the final budget and monitors actual versus budgeted performance during the year. Several revised versions of the budget may be submitted before the final budget is approved. To decrease the number of revisions and speed up the budgeting process, managers are sometimes requested to prepare three budgets for the coming year: an optimistic budget, a pessimistic budget, and the expected budget. 

[2] Operating and Cash Flow Budgets

Upon completion of the budgeting process, the approved operating and related cash budget for a nonprofit hospital may be summarized as follows. 

	Brownsville Hospital Budgeted Revenues and Expenditures For the Year Ended December 31, 2000 

	

	

	
	

	Revenues 
	

	   Patient service revenue 
	$5,000,000 

	   Contributions 
	650,000 

	   Income from long-term investments 
	200,000 

	     Total revenues 
	$5,850,000 

	Expenditures: 
	

	   Program Services: 
	

	
	

	   Nursing services 
	$1,700,000 

	   Other professional services 
	1,500,000 

	   Food services 
	400,000 

	   Out-Patient services 
	350,000 

	     Total program services 
	3,950,000 

	Supporting services: 
	

	   Management and general 
	1,620,000 

	   Fundraising 
	$ 280,000 

	     Total supporting services: 
	$1,900,000 

	     Total expenses 
	$5,850,000 

	Revenues over (under) expenditures 
	$ 0 

	

	

	
	

	Brownsville Hospital Budgeted Cash Receipts and Disbursements For the Year Ended December 31, 2000 
	

	

	


	
	

	

	

	
	

	Beginning cash balance 
	$ 150,000 

	Cash receipts: 
	

	   Patient service revenue 
	$4,500,000 

	   Contributions 
	650,000 

	   Income from long-term investments 
	200,000 

	     Total cash receipts 
	$5,350,000 

	     Total cash available 
	$5,500,000 

	Cash disbursements: 
	

	   Nursing services 
	$1,670,000 

	   Other professional services 
	1,470,000 

	   Food services 
	370,000 

	   Out-Patient services 
	325,000 

	   General and management services 
	1,400,000 

	   Fundraising services 
	240,000 

	     Total cash disbursements 
	$5,475,000 

	Ending cash balance 
	$ 25,000 


Note that the hospital's cash balance decreased by $125,000 (beginning balance of $150,000 less the ending balance of $25,000) despite the fact that budgeted revenues equal budgeted expenditures. Budgeted cash receipts less budgeted cash disbursements do not equal income, because budgeted income and expenses include amounts earned and incurred but not collected or paid during the year. For example, uncollectible accounts expense, depreciation expense, and interest expense caused by the amortization of a premium on long-term debt are all excluded from cash disbursements. These expenses do not involve a cash outlay. Further, only a portion of the hospital's revenue is collected by the end of the fiscal year thus reducing cash but not the overall net revenue of the organization. 

In some organizations, such as membership organizations, revenue is received but not earned. A cash budget can anticipate the periods when the nonprofit is likely to have excess cash which can be invested for future use. 

The cash budget should be detailed on a monthly basis to allow management to anticipate whether short-term borrowing will be necessary during the year. A loan may be needed in some months to cover cash shortages due to the timing of the receipt of revenues and the payment of expenses. Revenues earned during the month may not be collected in total by the end of the month, but over a period of several months. The nonprofit organization may need to obtain a line of credit. 

Monthly cash budgets showing expected cash receipts and cash disbursements will show the months in which short-term loans may be needed to cover expenses and provide any minimum desired cash balance. These monthly budgets will also show the months in which: 

· The interest on short term loans can be paid.

· Short term loans can be paid off.

· Management may wish to consider shifting discretionary expenditures to a future month.

The monthly cash budgets are not obtained by merely dividing the annual budget by twelve. The expected cash collections and payments for each month must be estimated. For example, one-twelfth of the patient service revenue in the operating budget is $416,667. Budgeted monthly cash receipts for patient service revenue may be greater or less than that amount depending on when the revenue is collected. Collection of the $416,667 could occur as follows: 40 percent in the month that services are provided, 20 percent in the month following service, 20 percent in the second month following service, 10 percent in the third month following service, and 7 or 8 percent in the fourth month following service. The remaining 2 or 3 percent may be considered to be uncollectible. 

[3] Monthly Cash Budgets

Monthly cash budgets for the first three months of the budget period might appear as follows for Brownsville Hospital. 

	Brownsville Hospital Budgeted Cash Receipts and Disbursements January, February, and March, 2000 

	

	

	
	
	
	

	
	January 
	February 
	March 

	Beginning cash balance 
	$150,000 
	$128,000 
	$103,000 

	Cash receipts: 
	
	
	

	   Patient service revenue 
	$400,000 
	$375,000 
	$400,000 

	   Contributions 
	25,000 
	75,000 
	40,000 

	   Income from long-term investments 
	50,000 
	— 
	— 

	     Total cash receipts 
	$475,000 
	$450,000 
	$440,000 

	     Total cash available 
	$625,000 
	$578,000 
	$543,000 

	Cash disbursements: 
	
	
	

	   Nursing services 
	$125,000 
	$100,000 
	$140,000 

	   Other professional services 
	100,000 
	120,000 
	130,000 

	   Food services 
	25,000 
	30,000 
	35,000 

	   Out-Patient services 
	30,000 
	25,000 
	45,000 

	   Management and General services 
	100,000 
	88,000 
	100,000 

	   Fundraising services 
	17,000 
	12,000 
	10,000 

	     Total cash disbursements 
	$397,000 
	$375,000 
	$465,000 

	Minimum cash balance 
	100,000 
	100,000 
	100,000 

	Total cash needs 
	$497,000 
	$475,000 
	$565,000 

	Excess (deficiency) of cash available over cash needs 
	128,000 
	103,000 
	(22,000) 

	Financing: 
	
	
	

	   Borrowings 
	— 
	— 
	22,000 

	   Repayments of principle 
	— 
	— 
	— 

	   Interest payments 
	— 
	— 
	— 

	     Total financing 
	— 
	— 
	22,000 

	Ending cash balance 
	$128,000 
	$103,000 
	$100,000 


Based on the monthly cash budget, management should plan on borrowing $22,000 in March to maintain the desired minimum balance of $100,000. If management chooses not to make a short term loan in March, discretionary expenditures must be delayed to a future month. 

D2.05 Monitoring the Budget

Effective budgeting requires consistent monitoring of the budget. Actual results should be compared with budgeted amounts monthly and/or quarterly. In order to make monthly comparisons, the annual budget must be broken down into monthly segments. Some nonprofit organizations may simply divide the annual budget by twelve. The results can be misleading if income and expenses are not earned and incurred uniformly during the year. 

Each budgetary control report should be prepared showing: 

· the actual and budgeted amounts for the period and the differences (variances) between the two;

· a brief explanation of differences for the period; and

· the actual and budgeted amounts for the year to date and the differences between the two.

Providing the year to date amounts decreases the chance that management will be misled by monthly or quarterly comparisons. Differences which appear to be large in a particular month may offset over a period of months. The brief explanations in the report provide information useful to management in deciding on the significance of the differences and whether they need to be investigated further. 

[1] Monthly Budgetary Control Report

The sixth month budgetary control report for Brownsville Hospital can be presented as follows: 

	
	Brownsville Hospital 

	
	Actual and Budgeted Revenues and Expenditures 

	
	For the Month of June and the 6 Months Ending June 30, 2000 

	
	(in thousands rounded to the nearest thousand) 

	
	Month 
	6 Months 

	
	Actual 
	Budget 
	Difference Favorable (Un-
favorable) 
	Prior Year 
	Actual 
	Budget 
	Difference Favorable (Un-
favorable) 
	Prior Year 

	Revenues 
	
	
	
	
	
	
	
	

	Patient service revenue 
	$400 
	$417 
	$(17) 
	$410 
	$2,600 
	$2,500 
	$100 
	$2,700 

	Contributions 
	25 
	54 
	(29) 
	45 
	333 
	325 
	8 
	330 

	Income from long-term investments 
	20 
	17 
	3 
	18 
	75 
	100 
	(25) 
	80 

	TOTAL REVENUE 
	$445 
	$488 
	$(43) 
	$473 
	$3,008 
	$2,925 
	$83 
	$3,110 

	EXPENDITURES 
	
	
	
	
	
	
	
	

	Nursing services 
	$150 
	$142 
	$(8) 
	$150 
	$900 
	$850 
	$(50) 
	$875 

	Other professional services 
	120 
	150 
	30 
	110 
	860 
	750 
	(110) 
	775 

	Food services 
	35 
	33 
	(2) 
	34 
	196 
	200 
	4 
	200 

	Out-patient services 
	40 
	29 
	(11) 
	31 
	240 
	175 
	(65) 
	210 

	Management and general services 
	100 
	105 
	5 
	102 
	700 
	650 
	(50) 
	675 

	Fundraising services 
	23 
	15 
	(8) 
	20 
	55 
	62 
	7 
	57 

	
	$468 
	$474 
	$6 
	$447 
	$2,951 
	$2,687 
	$(264) 
	$2,792 

	
	$(23) 
	$14 
	$(49) 
	$26 
	$57 
	$238 
	$347 
	$318 


[2] Management's Actions

Management must consider the year to date results along with the monthly results. For example, look at the contributions for the month of June. The actual contributions are 54 percent below budget ($25,000 actual versus $54,000). When viewed alone, this would appear somewhat alarming. However, a look at the year to date results reveals that actual contributions are greater than the amount budgeted for the year to date. 

Top management should review the monthly report and take action if it appears that expenditures will exceed the budgeted amount or that revenue will be less than the budgeted amount for the year. Top management should have significant differences investigated and then follow up by taking corrective action when necessary. Management review must not take place in a vacuum. An effective review is one in which the differences between actual and budgeted results are considered in light of the underlying budget assumptions and the actual operating environment. When top management fails to properly review the budget and take action if necessary, it does not take advantage of the information provided through budget comparisons. When this happens, the budget also fails. 

D2.06 Traditional Or Incremental Budgeting

The traditional approach to budgeting is an incremental (base line) approach. The starting point for the budget prepared under the traditional approach is last year's budget. The coming year's budget is prepared by adjusting last year's budget for the actual results of operations and manager's assumptions and expectations for the coming year. Critics of the traditional approach maintain that managers try to spend all of the money in each year's budget in order to get more or at least the same amount for the next year. They also maintain that budget increases tend to become automatic. While incremental budgeting has its critics, it is still the more widely used budgeting approach. An alternative approach is zero base budgeting. 

D2.07 Zero-base Budgeting

Zero-base budgeting is one alternative to the traditional approach. Several companies, including governmental units in the state of Georgia and the federal government have used zero-base budgeting at some time. Former President Jimmy Carter was a vocal advocate of zero-base budgeting, and required its use during his term in office. The starting point for zero-base budgeting is zero activity. Managers preparing the budget start from scratch each year. They must justify each program or activity on the basis of its usefulness in achieving the goals or objectives of the nonprofit organization. In reality, strict zero-base budgeting has been found to be idealistic because of the incredible amount of time required for proper implementation. 

The zero-base budgeting approach is implemented through three steps: 

1.  Identification of decision units. 

2.  Creation of decision packages for each of the decision units. 

3.  Ranking of the decision units in order of priority. 

The operations of the organization are divided into decision units. These units are departments, programs, or supporting services for which budgets are prepared. For example, the custodial department and food services might be two of the decision units for Brownsville Hospital. The organization must decide, on a year to year basis, what it wishes to define as a decision unit. 

Decision packages are created by the managers of each of the decision units. The decision package for each decision unit consists of the following: a statement of the goals or objectives of the decision unit; a description of the activities of the decision unit to achieve the goals or objectives; the expected level of accomplishment of the goals or objectives; the consequences of not approving the activities; and the financial resources needed. 

The financial resources needed are generally developed for two or three levels of operations with explanations and justification for each. The first level, the base level, would show the minimum resources needed to continue operations. The second and third levels would include more resources and be justified by additional benefits to the organization. The manager of the decision unit ranks the three levels and submits the package to top management. 

Top management ranks the decision units in order of priority on the basis of cost-benefit analysis. The highest ranked decision units are included in the budget at the highest ranked level for the unit. These units are then allocated to resources until the expected resources are exhausted. 

In theory, zero-base budgeting forces an in-depth analysis of all operations of an organization on an annual basis. Through this analysis, outdated programs or activities are identified and eliminated, managers think creatively and find new ways to achieve the organizations goals and objectives at lower costs, and managers improve their ability to plan and make better resource allocation decisions based on cost/benefit analysis. 

In reality, it appears that the vast majority of top managers have decided that the costs and efforts of zero-base budgeting outweigh its benefits for annual budgeting. Theoretically, zero-base budgeting is an excellent concept for eliminating outdated programs and reducing inefficiency and waste. Perhaps it should be used periodically; for example, every five years, rather than annually. 

D2.08 Behavioral Considerations

Budgets may be used in judging performance. Therefore, a manager's ability to achieve or outperform the budget may have an impact on his or her continued employment, salary increases, promotions, and other rewards for good performance. If managers perceive the budget to be fair, realistic, and to a degree self-imposed, because of their participation in the budgeting process, they will be motivated to meet the challenge of achieving the budget. If this is not the case, managers may try to build slack into the budget by deliberately underestimating income and overestimating expenditures needed to carry out their activities. This is also why review of the budget by the governing structure of the organization is important. 

If the budget is not administered properly, for example, if managers are held responsible for costs they cannot control, managers may become tense, suspicious, and resentful. Under these conditions, the short term budget may be achieved but the nonprofit organization may incur a significant cost in human resources. Highly capable managers may choose to leave the organization. 

On an organizational level, conflicting behavioral styles may be found concerning the preparation of the budget. For example, there may be a faction within the decision making group that favors creating a fool-proof budget, such that revenues are estimated very conservatively and expenses presented on almost a worst-case basis. These conservative budgeters may use techniques such as including estimated costs of potential projects or activities regardless of their actual intent to carry out such plans or budgeting for positions that they do not intend to fill. In addition, they may encourage the managers under them to pad or build cushions into their departmental budgets. The benefit of this approach is that those decision makers and managers whose outcomes are evaluated on such budgets look good. Any unforeseen shortfalls in revenues or costs excesses are covered by the conservative budget estimates. The downside to this behavior includes the following: 

· Decisions are made based on deliberately faulty data. The conservative budgeters are aware of the built-in safety nets, but others, including the organization's governing board, may not be.

· Resources allocated to the implementation or expansion of programs may be fewer than those the organization could actually afford, resulting in less effective or wide-spread benefits to program participants.

· Inefficiencies and waste may not be captured in or indicated by analyzing budget to actual amounts because the budget provides for such behaviors. In addition, by creating a budget that is based on the budgeter's worst case assumptions, an organization's staff is not challenged to exceed minimal performance or to look for ways to streamline processes or minimize costs.

· Unusual events or trends may not be identifiable or properly analyzed. A perfect budget would mirror the organization's actual resource flows, allowing for the ready identification and analysis of unusual transactions. An overly conservative budget may mask the impact of unusual events or unexpected trends by absorbing them into the padded areas of the plan. Decision makers may miss early warning signs of downward trends or indicators of growth opportunities.

· By making the organization look less financially strong than it actually is, an overly conservative budget may result in management's missing out on opportunities to expand programs, make improvements or changes to operations, or grow to the next level of outreach. Thus, by stifling natural growth, the ultra-conservative budget may actually hamper the long term viability of the organization.

Some decision makers may be overly optimistic budgeters, budgeting revenues and other income at levels that they hope to achieve or think are possible, rather than on prior period trends or realistic expectations. Optimistic budgeters may also overlook the reality that expanded programs and additional activities usually result in additional expenses, or that additions to staff often create expenses other than just salaries and benefits. Budgets created by optimistic budgeters are likely to inspire and excite top decision makers as well as the organization's rank and file. Unfortunately, they may also have adverse consequences such as the following: 

· Creating a lack of flexibility in meeting unforeseen costs or shortfalls in revenues. The organization may be forced to borrow to cover resource needs or it may otherwise experience cash flow difficulties.

· Creating unrealistic expectations in the minds of the governing board, members, donors, employees, and others. When these expectations do not come to fruition, blame-seeking behaviors may be triggered.

· Downplaying remarkable achievements. Should an overly optimistic budget forecast an organization's actual performance, the results may appear merely planned-for rather than the result of sound financial management.

· Creating booms and busts in programming and hiring. Organizations may ramp up their activities and staffs to prepare for optimistic program levels, only to find that these same areas must be curtailed or reduced when expected results are not achieved. 

· Impairing the ongoing viability and stability of the organization, as well as the credibility of its management.

Another behavioral style exhibited by those who prepare the budget is the do it and shelf it mentality. This group sees the budget as a necessary, but not particularly meaningful, exercise. They understand that most well-run, successful organizations have a budget, but do not understand its usefulness, nor do they elect to be influenced by it. Perfunctory budgeters often pay scant attention to the budgeting process, and have little interest in its outcome, other than to ensure that particular projects or positions are included. They may delegate the responsibility for the budget preparation to the controller and the accounting staff, and see little need for the input or efforts of others. Budgets prepared by this group of managers and decision makers are most often based on prior year activities, with little reference to actual plans for the upcoming year, and scant consideration of the organization's long-term objectives. By down-playing the budget as a planning tool, the perfunctory budgeters also down-play any consequences of not achieving budgeted results. The fact that a desired activity or expenditure is not in the budget rarely influences their decisions. The controller or another financial manager is expected to explain (in a positive way) why actual results rarely resemble those budgeted. While this style of budgeting allows for great creativity and flexibility, it also has some less positive consequences, such as the following: 

· Creating a pervasive attitude that views budget preparation as little more than busy work for the accounting department. Employees and managers quickly learn that the goals and objectives imbedded in the budget have little or no relevance to them or the organization as a whole.

· Creating a feeling that decisions are made on a spur of the moment, or on a whimsical or capricious basis, rather than as a result of planning and assessment of the long-term goals and objectives of the organization. 

· Causing confusion among the members of the governing board, internal managers, donors, and others as to the organization's planned outcomes, and its plans to achieve them. This confusion can be exacerbated by any end of period explanations provided by the controller, who may have received instructions to put a positive spin on the results.

· Failing to provide a common direction and goal for those within the organization. Managers operating in a perfunctory budget environment often display a territorial mentality, and are intent on protecting their own turf because they do not understand or acknowledge the long-term goals and objectives of the organization. In other cases, such objectives may be paid lip service, but the managers understand that there are few consequences of engaging in activities that are other than those planned.

· Endangering the economic viability of the nonprofit organization by failing to be disciplined, deliberate, thoughtful, or visionary in planning for the future.

The nonprofit controller may see some, all, or none of these attitudes displayed in a single organization. More commonly, one of these styles, or a variation of it, will pervade the organization at any given time, and will change either when the consequences of the budget style are significant enough to modify behavior, or with the turnover of key decision makers. Dealing with each approach requires patience, tact, and an understanding of the motivations behind the behavior. 

In a best-case scenario, all of these styles are present during any single budget cycle. There are those conservatives who cast a cautious eye on any ambitious or optimistic forecasts. These conservatives may be joined by enthusiastic visionaries who see what the organization could be given a few leaps of faith and some well-judged risk-taking. Finally, the organization may include those who are willing to see beyond the budget, where necessary, and grasp unforeseen opportunities. Inclusion of all these points of view may very well result in the most realistic, and yet most challenging, budget. On the other hand, dominance of any one style may result in short or long term negative consequences to the organization. 
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D3.01 Introduction

The role of the controller today in the nonprofit organization is critical. Nonprofit controllers make decisions that affect the membership constituency, its mission, and the reputation of the organization. As in for-profit organizations, a nonprofit controller's duties include: funds management, banking relations, short term funds' administration and forecasting funds movement. Nonprofit controllers must also be familiar with the tactics involved in managing the cash position of their nonprofit organization. 

D3.02 Cash Management

Nonprofit controllers face many choices and opportunities in designing their internal cash management system and selecting the vendors that function as their partners. Financial partners are not restricted to commercial banks—nonprofits can choose between commercial banks, community banks, and non-bank service providers such as lockbox caging operators and broker-dealers for their short- and long-term cash management needs. It is important that a nonprofit team with financial institutions that can provide the most cost-effective cash management services as well as expert assistance when the need arises. In fact, a number of commercial banks have staff with specific expertise in nonprofit cash management issues. Controllers of nonprofits should seek out these financial institutions and discover what they have to offer and at what price. 

Much is written in today's financial press about the coming revolution in transaction processing—primarily in the electronic world. The electronic world transfers the bulk of the dollar value of transactions. However, most financial transactions in the late twentieth century are still processed with a check. Therefore, it is necessary for the nonprofit controller to understand the elements of paper-based processing, availability of funds, and the overall mechanics of how the basic payments mechanism works in the United States. 

[1] Primary Services

Financial institutions offer nonprofits a variety of cash management services designed to support the collection, disbursement, information, and investment activities of a nonprofit organization. Most of these services are standard commodity services that can be purchased from any one of a number of providers. The primary mechanisms that the financial institution industry uses to provide commercial services are the check, automated clearing-house item, and the wire transfer. The financial industry also provides information reporting services that help nonprofits track the timing and whereabouts of all of these transactions. It is up to the controller to select the most cost-efficient tools with which to operate. As stated before, most of the services are available from a multitude of banks, savings and loans, broker-dealers, and third-party providers, but there are specialized services that nonprofits may find useful. 

[2] Lockbox Collection

Lockbox collection is the most important financial service employed by nonprofit organizations today. Financial institutions offering lockbox provide a post office address that usually has a unique Zip Code assigned to it, which speeds mail delivery. The nonprofit then instructs its constituency to mail funds to this address. The envelopes are picked up several times a day by the financial institution, opened, processed according to the nonprofit's instructions, and the funds are deposited into the nonprofit's collection account. Figure D3-1 illustrates a basic lockbox system. 

Figure D3-1. 

Basic Lockbox System
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[a] Wholesale Lockboxes

Wholesale lockbox service is typically used for high-dollar, low-volume-type collection efforts. It is primarily manual in nature, although there are commercial banks and third-party service providers that may use optical technology to streamline and automate the process. Pricing for this service is generally the highest of all lockbox services. A variant of this service is a seasonal, wholesale lockbox. The seasonal lockbox is specifically tailored for nonprofits whose collection efforts may constitute only three to six months of the year and for whom the additional cost of a wholesale lockbox is not warranted. Most specialists in nonprofit cash management services offer seasonal lockboxes. 

[b] Fund-Raising Lockboxes

Fundraising lockbox services are similar to wholesale services, except that they are designed to accommodate a higher volume of work. In addition, the documents used to solicit such responses do not lend themselves to optical-scanning and so are usually weak candidates for automation. Fundraising lockbox services are generally less expensive than wholesale lockbox services because of the repetitive nature and simple requirements of the system. 

[c] Retail Lockboxes

Retail lockbox services are used when a nonprofit has a high volume of remittances and each is a low-dollar payment, because the process can be completely automated. This service is particularly useful in membership dues collection where the membership base is being billed monthly and where the volume received through the lockbox is at least 10,000 membership payments per month. Each membership remittance should have identifying numbers and should be printed in a font that would allow a financial institution or third-party processors' automated lockbox machinery to scan them. The information in the “scan line” (as the machine-readable line is called) may include account number, date due, amount, code for internal sorting, and other information. The advantage of this sort of lockbox is its speed, efficiency, and low cost. In addition, this sort of service can transmit data to the nonprofits' membership database, thus keeping its records current. 

[3] Disbursement

A nonprofit can choose to pay its bills and payroll with either paper or electronic services. Fundamental to appropriate handling of disbursements is security and audit control. Just as important is the ability to efficiently track disbursement activity of the organization and make timely funding decisions based on presentation of payable items. 

[a] Controlled Disbursement

Controlled disbursement (see Figure D3-2 ) is one of the methods of payment available through commercial banks. Controlled disbursement provides same-day notification of the dollar amount of checks that will clear against a nonprofit's account that day. The notification usually is final no later than 11 P.M. Eastern Standard Time, and is typically best offered through a commercial bank that settles these accounts on the East Coast. This is because the best investment opportunities are typically available before 11 A.M. EST, and only East Coast presentment points can meet these time demands. Given this information, the nonprofit can aggressively manage its non-interest bearing cash balances so that they are at a minimum. 

Figure D3-2. 

Controlled Disbursement Account
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[b] Direct Deposit of Payroll

Direct deposit of payroll is one of the most efficient means of paying payroll available to a nonprofit. A nonprofit can pay its employees with an electronic file that is efficient, inexpensive, and secure. Direct deposit of payroll is made through the Automated Clearing House (ACH) network. The ACH network provides electronic batch-processing capabilities to financial institutions for their customers' payroll and general disbursement purposes. ACH items generally have one day of float related to them. This means that payroll item files must be sent to the sending financial institution at least one business day in advance of the effective nonprofit payroll date. Payroll dollars are automatically deposited to each nonprofit employee at the employee's financial institution of deposit. Direct deposit can be accomplished through a PC, mainframe to mainframe transmission, or in conjunction with a third-party provider of payroll services. Figure D3-3 illustrates the steps in the direct deposit process. 

Figure D3-3. 

Direct Deposit Process
[image: image3.wmf]
[c] Wire Transfer

Most wire transfers in the United States are accomplished through the Federal Reserve's Fedwire network, which provides same-day movement of funds for users. The system is primarily used for large-dollar transfers because of the relatively high transaction cost of a wire transfer as compared with a check or an ACH item. In addition to the same-day settlement, a primary benefit of wire transfers is that they receive the full backing of the Federal Reserve. Figure D3-4 illustrates the use of wire transfers. 

Figure D3-4. 

Wire Transfers
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[d] Electronic Data Interchange (EDI)

EDI has received a lot of attention in the financial press in the last five years. While it has been slow in coming, momentum appears to be building. The U.S. government, for example, now takes a firm stance on paying its bills and collecting its taxes with EDI. EDI is, in essence, a method for accomplishing routine business transactions by computer links between the participants. It is not limited to merely financial payments, but also includes the entire ordering, verification, and payments process for goods and services. EDI can completely replace paper documents—not only checks, but invoicing and remittances as well. This feature, however, is actually the cause of one of the objections to adopting EDI—the float benefits and trade terms associated with paper payments and settlement are lost as a result. 

Through EDI, messages are coded in standard formats and sent between the computers of the buyers and sellers. EDI can be accomplished through non-bank networks, but when it comes to the payment, a financial institution must be involved. The potential benefits of EDI include: 

· Improved cash flow

· Reduced clerical expenses incurred by the paper side of ordering and settlement

· Reduction in errors

· Reduced lead times for orders

· Reduced uncertainty associated with paper-processing of remittances, in-voices, and checks. Properly negotiated, neither trade terms nor float should be an obstacle to introducing EDI.

In order to implement EDI, the nonprofit controller should seek the support of executive management. After achieving this, the next step is to find the best combination of financial institution and software solution (which may or may not include the financial institution). The most important step is to consider the needs and capabilities of the nonprofit's vendors, utilities, and constituency. Figure D3-5 illustrates EDI collections and disbursements at a nonprofit organization. 

Figure D3-5. 

EDI Collection Services
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[4] Security of Disbursement Services

Technology has brought the nonprofit organization many advantages and low-cost value-added alternatives to payments processing. Technology has also brought high-tech criminals the same low cost, off-the-shelf capability to counterfeit the documents and check disbursements of a nonprofit organization. The nonprofit may also have something else that a counterfeiter is eager to take advantage of—the nonprofit's well-known and highly respected name. For all of these reasons, nonprofit controllers must take informed steps in preventing fraud against their organizations—whether the fraud is committed internally or externally. 

The American Bankers Association reported in 1994 that the number of check fraud cases against commercial banks had more than doubled since 1991. Ernst and Young reported that in 1993, check fraud was one of the leading types of fraud experienced across all industries. Checks are by their nature open to counterfeit, theft, and manipulation. Desktop publishing, laser printers, and easy access to check printers have made checks one of the simplest forms of counterfeits available today. Informed controllers have found it useful to pursue several avenues in preventing fraud wherever possible, and where prevention is especially difficult, nonprofit organizations have taken aggressive action to detect and counter fraud. Within the nonprofit organization, the key to successful prevention of embezzlement or theft of nonprofit financial assets is continuous vigilance of sensitive areas. The controller should take the following measures to deter internal fraud: 

1.  Review all hiring procedures. One of the best ways to fight internal fraud is to avoid hiring people with dubious backgrounds. 

2.  Keep all check stock or cash equivalents in a secure and locked facility. 

3.  Make sure at least two people are accountable for the accounts payable areas. Assure that mailroom personnel are trustworthy and that procedures are sound. 

4.  Change keys or entry codes periodically to prevent routine access to storage areas. 

5.  Rotate personnel periodically from sensitive assignments into other duties. 

6.  Enforce mandatory vacation policies; particularly for those with financial access. 

7.  Conduct surprise audits. 

8.  Review your bank statements diligently, and ensure that the authorized signers are not the same staff who reconcile the accounts. 

9.  Consider moving as much check disbursement activity as possible, whether payroll or accounts payable, to some form of electronic payment. 

10.  Review bank contracts, paying particular attention to the areas covering liability, and understand the company's liability for fraud as covered under the Uniform Commercial Code. 

The following steps should be taken in order to prevent fraud from the outside of the organization: 

1.  Network with other nonprofits and businesses so that you receive timely information on fraud occurrences in your local area. Thieves like to rob in a cost-efficient manner and may run their scams on several organizations in a particular area at the same time. 

2.  Implement financial institution services that help prevent fraud such as “positive pay account reconciliation,” discussed in Section D3.03 . 

3.  Purchase check stock from well-established vendors. Use safety paper. If you process accounts payable through a service bureau, ensure that you have a copy of its security procedures. 

4.  Reconcile your check disbursement and deposits in a timely fashion. 

5.  Stay particularly wary if your nonprofit is well-known nationally. Firms that are well known are favorites of counterfeiters and forgers. 

6.  If a payable account is fraudulently used, close the bank account as soon as possible. 

When dealing with internal and external fraud, legal action should be taken when perpetrators are caught. The nonprofit's financial institution should be informed the moment a fraud attempt is detected. The controller should treat the financial institution as a partner in preventing fraudulent financial activity. 

D3.03 Information Services

[1] Reporting

A good nonprofit cash management program requires solid financial information. The information must be timely and accurate. Today, information regarding your accounts can be retrieved via personal computer (PC), telephone, or fax. By far, the most efficient means of getting timely information is with a PC. A nonprofit can retrieve current information regarding opening cash balances, wire transfers, lockbox deposits, clearing totals, and account history, among many others. It is critical to the success of the nonprofit financial department to have this information in order to maximize the earnings made from its cash position, effectively audit the funds of the nonprofit, and make proactive credit and investment decisions. In fact, information reporting is often the key feedback mechanism for accurately tracking and forecasting the nonprofit's cash position. Figure D3-6 illustrates the process of information reporting. 

Figure D3-6. 

Information Reporting
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[2] Account Reconciliation

Account reconciliation is an automated financial institution service that removes much of the time-consuming burden of reconciling checking account activity. If a nonprofit elects to send its check issue file, the financial institution can provide a complete report on all paid items to the nonprofit. “Positive pay” is the most effective account reconciliation service for preventing fraudulent checks from clearing a nonprofit's account. With positive pay, the financial institution in effect uses the check issue information and matches checks as they are presented to the file of originals submitted by the nonprofit organization. Any items that do not match the nonprofit's file are automatically returned to the financial institution of deposit. Figure D3-7 and Figure D3-8 illustrate account reconciliation programs and the benefits of positive pay. 

Figure D3-7. 

Account Reconciliation Program
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Figure D3-8. 

Positive Pay Standard Comparison
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D3.04 Investment Services

Nonprofits have many choices when it comes to investing excess cash. Primary in making a decision about where to place funds is the safety, liquidity, and security of the placement. If the nonprofit's board has not approved an investment policy, this should be accomplished as quickly as practically possible. At a minimum, the policy should cover the creation of an investment committee, the investment policy in general, the investment responsibility, and the reporting requirements, and it should define permissible investments and describe the level of desired diversification. 

The nonprofit has many financial alternatives on both a short-term and a long-term basis—all of these alternatives can be accessed through commercial banks or securities firms. On a short-term basis, a nonprofit can take advantage of anything from a negotiable order of withdrawal (NOW) account to an overnight automatic investment service usually called a “sweep account.” The NOW account operates exactly as a checking account except that collected balances earn interest. The NOW account is a liability of the bank and is covered up to $100,000 with Federal Depository Insurance Corporation (FDIC) protection. The overnight service allows a nonprofit to have its checking balances “swept” into any of a number of financial alternatives. These alternatives include Repurchase Agreements, municipal bond mutual funds, or money market instruments. The advantages of these services are that they offer the nonprofit many alternatives and typically earn a higher rate of return than a NOW account. On the other hand, they are typically not FDIC-insured and there is a service charge for the automatic investment. Figure D3-9 shows an example of how an overnight investment service could work. 

Figure D3-9. 

Automatic Investment Services
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A nonprofit may choose to manage its funds on a long-term basis or hire an investment specialist to manage the funds for it. If the nonprofit chooses an investment specialist, the nonprofit should be careful to pay close attention to the results, charges, and investment philosophy of the funds manager. The nonprofit may want to engage a consultant to assist it in determining the best option for investing its long-term capital. 

D3.05 Banking Relations

The most important decision the nonprofit controller makes is the selection of the financial institution. There are many criteria that are material to this decision: 

· Knowledge of the nonprofit industry

· Responsiveness to questions

· Safety and soundness of the institution

· Long-term relationship orientation

· Geographic convenience

· Pricing of services

Much of this information can be gathered during interviews with financial institutions. A nonprofit should ask for the financial statements of the institution, the institution's commitment to the nonprofit industry, and specific recommendations for improvements to the nonprofit's financial practices. However, because the decision of a financial vendor is so critical to the success of a nonprofit, the nonprofit should consider a request for proposal as an important tool in determining the best financial institution for its needs. 

[1] Request for Proposal

The request for proposal (RFP) is a useful tool for financial institution selection. In order for the RFP to have its maximum usefulness in gathering information, the nonprofit should be as clear and complete about its purpose and its financial needs as possible. Including the following elements in the RFP will help financial institutions provide useful responses that can be compared with information contained in other proposals: 

· Description of the nonprofit, its mission, and the present financial accounts employed

· Description of the services desired

· Estimated volumes of services used

· Timetable needed

Each financial institution should be required to provide the following minimum information: 

· Description of each financial service to be provided to the nonprofit.

· Price quotations and how they differ from the standard prices charged by the bank—the nonprofit should request that price quotations be put in a standard format for ease of analysis. Ask also to know whether the financial institution will give a lower price if the nonprofit agrees to pay for service with compensating balances. If a commercial bank has been included in the RFP process, its funds availability schedule should be obtained. As discussed more completely below, this is particularly critical if a significant portion of the nonprofit's fund collection is in the form of checks.

· References from existing nonprofit customers.

· Suggestions for improvement of the nonprofit's cash management system based on the information provided in the RFP by the nonprofit.

· Evidence of commitment to service quality such as toll-free customer service telephone numbers or service quality statistics.

· Specify the format that the RFP is to take—not only in terms of pricing but in terms of length, chapter content, and relevance.

After receiving the RFPs, the nonprofit may be able to reject some immediately—either for quality, pricing or inability to provide necessary service. After the first cut has been made, the RFPs are rated in accordance with the requirements listed above. Any incomplete or unclear response should be questioned. After the nonprofit determines which of the institutions will best serve its needs, the institutions can be given the opportunity to make a formal presentation of their ability to service the nonprofit's financial needs. The controller should pay close attention to who is sent and what they say and should make sure that any final questions are answered to the controller's full satisfaction. 

[2] Evaluation of Responses

One approach to evaluating the responses that the exempt organization receives is to use a matrix approach, as shown in Figure D3-10 . In the figure, the horizontal axis contains the names of the final group of financial institutions. The vertical axis contains the attributes of the institutions weighted by their relative importance and assigned a numerical score of from 1 to 5, with 1 being the lowest and 5 being the highest score. 

Figure D3-10. 

Evaluating Responses—Matrix Approach
	
	
	Bank A 
	Bank B 

	Key Variables 
	Weight 
	Rating 
	Score 
	Rating 
	Score 

	Credit Cost 
	10% 
	3 
	.30 
	4 
	.40 

	Cash Management Services Cost 
	20% 
	4 
	.80 
	3 
	.60 

	References 
	20% 
	5 
	1.00 
	4 
	.80 

	Service Quality 
	20% 
	4 
	.80 
	4 
	.80 

	Nonprofit expertise 
	20% 
	3 
	.60 
	4 
	.80 

	Valuable Suggestions 
	10% 
	5 
	.50 
	3 
	.30 

	Total Score 
	
	
	4.00 
	
	3.70 


[3] Pricing of Services

Unlike other purchases of services, a financial institution's pricing can seem somewhat daunting to the purchaser—particularly a commercial bank's analysis statement. An analysis statement is in essence a bill for the services provided to the purchaser of bank cash management services. In addition, the analysis statement has valuable information on it that explains the various pricing, explicit and implicit, that a nonprofit may have to bear. 

There are many ways that a commercial bank may have a profitable relationship with a nonprofit customer. Nonprofit controllers who are assessing their present situation or evaluating a change in banking relationships must understand the key elements in the profitability of a bank's cash management offerings—earnings credit rate, float, reserve requirement, and fees for service. When these terms are understood, the controller is in a much better position to understand the value received for the payments made for services. 

Earnings credit rate (ECR) is the implicit rate of return that banks allow depositing customers to compensate the bank for services rendered to the customer. The ECR is usually an index based on an average of the most recent 90-day Treasury bill auction rate. However, nonprofits should treat ECR the same as any interest-bearing investment decision and compare rates during the RFP process. The controller must understand that the ECR is a changeable price point on a bank's fee schedule. 

[4] Float

Float is generally defined as the amount of time deposited funds are unavailable for use by a member or customer because of mail or bank processing cycles. For example, in the commercial banking system, checks, from the time they are deposited either in a branch or through a lockbox, may take anywhere from one to three days to become collected funds available to the nonprofit. Some of this delay is part of a legitimate process of collection and return that takes place through the Federal Reserve, bank clearinghouse, or correspondent bank networks. Banks publish availability schedules that show what availability of check funds can be expected by the nonprofit organization based on where the check is drawn. The nonprofit controller should keep in mind that a bank may have several schedules of check availability and that the nonprofit can negotiate for the best one. Float, like earnings credit rate, is another pricing point for the financial institution and should be scrutinized carefully by the nonprofit's controller because it affects the final number that appears as collected balance on the analysis statement. 

If the nonprofit makes many check deposits, the controller may wish to ask the financial institution to provide an endpoint analysis. This analysis will show from which banks the majority of the checks deposited are drawn and just as importantly—what availability the nonprofit's bank of deposit is granting the nonprofit organization. 

[5] Reserve Requirements

Reserve requirements are set by the Federal Reserve and all depository institutions must maintain a specified percentage of their deposits in cash or on deposit with the Federal Reserve. For demand deposit accounts, reserve requirements are presently 10%. On the nonprofit's analysis statement of service fees, therefore, the reserve requirement effectively lowers the collected balances that are available for bank compensation purposes. If the nonprofit intends to pay for banking services by leaving non-interest bearing balances with the financial institution, the nonprofit may ask that the instrument used on deposit be a non-interest earning certificate of deposit. By choosing this form of deposit, the reserve requirements are lowered to 3% from 10% and the difference is available for compensating balance purposes. 

[6] Service Fees

Service fees are explicit charges for the provision of the banking services used by the nonprofit organization. These fees can be met by either hard payment or compensating balances. The nonprofit controller should always be sure to determine whether a discount on fees is available if the nonprofit organization opts to pay for services with compensating balances—many financial institutions will provide a discount if the nonprofit pays them non-interest earning balances. The controller may be able to gain a discount by placing interest-bearing deposits with the financial institution, but these will not be factored for earnings credit rate purposes. 

[7] Cost Dynamics

How do all these factors relate in determining what balances pay for how much bank service? The following formula for non-interest bearing checking balances shows the relationship between required collected balances in non-interest bearing accounts and service charges, ECR, and reserve requirements: 

RCBs = SC/(ECR × ) × (1 − RR)


where: 

RCB Required Collected Balances

SC Service Charge

ECR Earnings Credit Rate

RR Reserve Requirement

For example, assume that a nonprofit uses bank services totaling $1,000 per month and that the bank's ECR is 4%. In addition, the reserve requirement is 10% for non-interest checking balances. Using the formula above, the average collected balances needed to compensate for $1,000 is: 

Required Collected Balance = 1,000/(.04 × ) × (1−.1) = $333,333.33

By using this formula, the controller can see the relationship between balances, interest rates, and cost. Excess balances should never be left at the financial institution unless a fair negotiation has been worked out in favor of both parties. The controller should keep in mind that non-earning deposits have an opportunity cost. This opportunity cost may be the nonprofit's borrowing rate or, more likely, the rate the nonprofit can achieve in short-term funds investments. It is the responsibility of the controller to ensure that the financial mix of the balance and fee compensation produces the most value for the organization. The analysis statement is also the controller's best tool in auditing the financial institution as a supplier of service to the organization. 

In summary, the following are the reasons a nonprofit may favor fee compensation over balance compensation of the financial institution: 

· Nonprofits can generally earn a higher rate of interest on cash than the financial institution can pay in earnings credits.

· Paying by fees produces tight cost control.

· If the controller pays with fees, they are unlikely to overcompensate the financial institution.

The following factors favor balance compensation: 

· There may be transaction balances in the cash management operation; these should be used to compensate the financial institution.

· A price discount may be available if the nonprofit pays with compensating balances.

· In a strict budget environment, the controller may be able to gain needed bank services through the use of compensating balances.

Of course, the middle course of using both fees and compensating balances is available at most financial institutions. 

D3.06 Financing

Regardless of the use for which credit is sought by the nonprofit, the controller's objectives in borrowing should include the following: 

· Ensure that the nonprofit's credit availability is secure for the term negotiated.

· Ensure that credit is secured at a competitive rate.

· Minimize the risk of unfavorable interest rate swings.

The nonprofit should submit audited financial statements, a clear goal for the use of the credit and evidence sources of repayment in order to ensure that they obtain the most competitive credit package available. Financial institutions in the business of lending to nonprofits often will understand the financial statements of the nonprofit better and the purposes for which a nonprofit may need credit. These financial institutions will usually evaluate the credit request based on the following factors: character of management, capital, capacity to sustain membership and mission of the nonprofit, cash flow, conditions of the nonprofit market, credit rating, and collateral of the nonprofit. 

If the nonprofit uses the RFP as its tool for obtaining banking services, a section on borrowing should be included. The components of pricing for a financial institution line of credit is primarily composed of the interest rate, a commitment fee (this may be charged on the balance actually borrowed, the amount committed but not borrowed, or both) and compensating balances. The effective borrowing rate with a line of credit is as: 

R = I + F/LO × 365/D


where: 

R the effective annual borrowing rate

I the total dollar amount of interest paid

F the dollar amount of fees (e.g., commitment, placement, issue, etc.)

LO the average usable loan

D the number of days the loan is outstanding

The primary loan product of use to the nonprofit controller will be a line of credit, which is typically obtained for back-up purposes and not used for day-to-day cash management needs. The line may be secured or unsecured depending on the nonprofit's financial condition and available collateral. The other credit services that the controller may wish to consider are leasing services and real estate loans for owner-occupied office buildings. 

D3.07 Summary

The nonprofit controller's cash management choices have never been better—competition in the financial services industry coupled with the many advances in EDI has combined to give unparalleled opportunity for cost efficient and high technology service delivery. All of the primary mechanisms are available; it falls to the controller to evaluate the mission of the nonprofit, its membership interests, and the best financial services available to support these interests. 

END OF DOCUMENT - © Copyright 2004 RIA. All rights reserved. 

Insurance and the Nonprofit Organization

Louis Novick
Novick Associates, Inc. 

D4.01 Nonprofit Insurance Needs

It is the nature more than the size of nonprofit operations that governs the need for certain types of insurance coverage and the complexity of the coverages. For example, the property & casualty insurance (P&C) requirements of even a small nonprofit organization can be quite complicated. So it is not surprising that the reason given by most insureds for their aversion to insurance is a lack of understanding of the principles of insurance coverage. The reality, however, is that insureds, particularly those individuals responsible for overseeing a complex corporate (profit or nonprofit) insurance portfolio, simply cannot avoid the necessity of understanding these principles. 

The insurance buyer's primary goal should be to understand what is important and necessary to make informed, objective buying decisions. Fortunately, except in rare instances, it is not necessary for a nonprofit executive to have a detailed understanding of the policies or to have gathered and poured over exhaustive background information about the insurance company. 

This chapter is intended to help the nonprofit executive to recognize that there are objective criteria—accessible to noninsurance professionals—that can provide sufficient safeguards to ensure that the resources of the organization are well protected. 

D4.02 Buyer Responsibilities

For many insureds, the process of obtaining insurance each year is simply a matter of renewing the expiring liability limits and increasing the expiring property limits by 3 to 5 percent. However, significant increases or decreases in revenue, additions, or deletions to property and equipment, new products, projects or programs, and staff size all have a significant effect on insurance requirements, and should be considered as part of the renewal process. 

In order to protect the organization, the insurance buyer should approach the process with a simple question: Why do we buy what we buy? For example, if an organization has $5 million of general liability insurance, the question that should be asked is, why $5 million? What are the claim and loss scenarios that suggest that $5 million is the correct amount of coverage? This same question should be considered with regard to each type of coverage, whether property or liability (see Section D4.07 ). 

The single most important responsibility for a corporate insurance buyer is to be familiar enough with the insured organization so that sufficient details can be communicated about the nature and scale of operations to begin the process of determining (1) what types of coverage may be needed and (2) how much of a given type of coverage may be appropriate. The goal at this stage is to be prepared to share with an insurance provider as much background information as possible. See Figure D4-1 for details regarding forms that may be of use to the organization seeking coverage. 

Figure D4-1. 

Coverage Requirement Materials
Most people do not realize that insurance companies often decline claims not only because of policy exclusions but also because of information that is not included in the application. Failure to disclose fully the extent and nature of operations in an application is one of the more common reasons for claim declinations. 

In addition to the input of individual employees, a variety of materials may be necessary to properly evaluate coverage requirements. The following is an exhaustive inventory of background materials and it is likely that few if any insureds would be asked to provide this volume of information at any one time. However, this list can be used as a guide to background material that will be helpful to the insurance company underwriter, even if the particular item has not been specifically requested. Based on the coverage type being considered, we have found the following items to be helpful and/or necessary to properly underwrite a risk: 

Tax/IRS Forms 

990 

Determination letter 

Local property tax filing 

Organizational 

Articles of incorporation 

By-Laws 

Law amendments in last twelve months 

Proposed by-law amendments 

Roster of board members including corporate affiliations 

Financial 

Annual report 

Most recent audited financial statement 

Most recent interim statement (if audit is older than six months) 

CPA management letter with management responses to CPA Recommendations (if any) 

Fiduciary 

Benefit plan summary(ies) 

Plan financial statement(s) 

Actuarial statements 

TPA fund report 

5500s including schedules 

Publishing 

Publications list (if any) 

Agreement with authors 

Representative sample publications (or other media, e.g., film) 

Frequency and circulation for each publication 

Chapters 

Management agreement sample 

Internal Revenue Code Section 501(c) blanket exemption letter 

Chapter Handbook or similar materials 

Miscellaneous 

Membership materials 

Lease for all premises 

Resume/curriculum vitae for technical staff 

Certifications/accreditation—All relevant materials 

Insurance—Coverage summary or policies 

The idea that the individual executive responsible for obtaining coverage has more than simply a passive role in identifying the risk characteristics of the organization, and in the process developing coverage requirements, is not widely recognized, and for many people, not likely to be warmly embraced. It is important to recognize that no one from the insurance industry side of the equation (agents, brokers, or underwriters) can have a greater understanding of an organization's operations than the management of the nonprofit organization. Therefore, except in the smallest of organizations, it may be helpful, even necessary, to call on other employees and perhaps even senior management to help provide background information about operations within their own departments. 

D4.03 Selecting An Agent

One of the most important decisions insureds must make is in their choice of a representative. Unless the insured is or plans to become knowledgeable about insurance, it will be necessary to rely in large measure on the input of the agent or broker. Selecting the right agent and then making effective use of that agent is an important step in constructing a complete and comprehensive insurance portfolio. 

Selecting the right agent begins with a look inward at the organization's needs. For example, if the organization is a school or university, it is wise to determine the agent's experience working with this class of risk. Someone with experience working in a related field is likely to be a better advisor than someone who is knowledgeable about general insurance principles but unfamiliar with the organization's unique requirements. To some extent, the lack of direct experience by the agent can be offset by the assistance of carrier underwriters and loss-control personnel. These carrier personnel often specialize in a particular class of risk. Many are well-informed within their field and can be an invaluable resource to even the most educated agent. 

Other elements about the organization are important to consider as well. Is the organization local, regional, national, or international in scope? Some small to medium agencies are exceptionally capable of providing advice and quality service. However, if the organization has coverage requirements in ten different states and the agent is licensed in only five of these states, her ability to respond fully to the organization's needs is questionable. 

When considering prospective agents, it is important to remember that their principal role should be as advisor and advocate. Further, this person should understand the needs of the organization. Ideally, an agent should be able to combine his knowledge of the industry with that of the client's in order to develop a template of appropriate coverage types and limits. 

How will the agent help the organization to portray itself in the most favorable light as part of an underwriting evaluation? After all, many organizations have something in their underwriting profile that will cause concern to the insurance carrier (e.g., poor claim experience, unfavorable financial performance, unusual technical operations, significant management turnover, and so forth). From the maxim that the best defense is a good offense, the best agents recognize the issues that will be of concern to underwriters and address these in a cover letter or conversation with the underwriter ahead of time. Be wary of agents who serve as little more than photocopiers of underwriting materials (applications, financial statements, and so forth) before sending them on to prospective insurance companies. Ask for copies of relevant correspondence. 

When interviewing prospective agents, it may be helpful to have a list of prepared questions from which to work. This is an opportunity to address several issues. Review in general terms the agent's ability to represent the organization and the scope of customer service that would be provided. Further, it is wise to request client references from similar organizations. Since it is common for the agent not to be directly responsible for account servicing, the name of the person responsible for this function and her level of experience should be requested. 

This is also an excellent time to determine if the agent can effectively communicate. The agent's responses should provide a better understanding of the subject and instill confidence that he or she understands the issue. If the agent is unable to articulate an answer in a way that is helpful, this agent may not be the best choice. 

D4.04 The Agent And The Client

Having selected an agent, it is important to stress the organization's needs and expectations. Are buying decisions substantially or entirely driven by price? How often is the agent expected to shop for coverage? Will the agent be required to attend annual or periodic board meetings? Are there cash-flow considerations of which the agent should be aware? Finally, how often should other agents be invited to bid in competition with the incumbent agent? There is no single right answer. It will differ from one organization to the next based on the following factors: 

· The size and complexity of the insurance portfolio

· The relationship with the incumbent agent

· The nature and frequency of losses

· The ability of management to devote the necessary time

Agents treasure long-standing client relationships and view each client renewal as an affirmation of the insured's confidence in the work performed on its behalf. However, many clients are simply satisfied with the level of service provided and would rather not add to their workload with an extensive portfolio analysis. This is a mistake for any insured that is unable to evaluate fully and critically the portfolio on its own. Input from other insurance professionals should be sought from time to time. 

From the insured's perspective, long-standing carrier relationships can be important. Most insurance carriers devote extraordinary resources to the initial underwriting evaluation of the applicant. Depending on the type of insurance being applied for, the underwriter may spend a significant amount of time reading about the applicant, speaking with the agent, and reviewing its own resource materials to determine if the applicant meets the carrier's underwriting criteria. Each year at renewal, the underwriter becomes reacquainted with the insured as part of its underwriting evaluation of the renewal materials that have been submitted. Faced with a year of adverse claims experience, an underwriter that has come to know an insured over a number of underwriting cycles is less likely to not renew coverage or to restrict severely renewal terms and conditions than the underwriter who has only “written the insured” for one year. 

D4.05 Common Types Of Coverage For Nonprofit
Organizations

Part of the reason that nonprofit managers find it difficult to develop and administer a comprehensive insurance portfolio is due to the sheer volume of information about the different coverage types. Indeed, there are few people even within the insurance industry that understand all the various types of coverage required by nonprofit organizations. 

The following brief descriptions of the major types of coverage required of nonprofit organizations provide background on who and what is and is not covered, and identify issues that are extremely important for a complete understanding of each type of policy. These issues should be addressed in greater detail with an agent. 

[1] Association Professional Liability

Association professional liability insurance (APL) is the nonprofit version of directors and officers liability insurance (D&O) (see Section D4.05[7] ). As with D&O, the APL policy is intended to protect insureds against allegations of wrongdoing in connection with the performance of their managerial duties on behalf of the organization. Although differing from carrier to carrier, the definition of insured under the “generic” APL policy usually includes: 

· Directors

· Officers

· Committee members

· Volunteers

· Employees

· Insured organization (entity)

This broad definition of insured, including coverage for the nonprofit entity as a named insured, is the most significant difference between the APL and the for-profit D&O policies. 

Coverage is typically sold in increments of $1 million. Deductibles for most nonprofit organizations should be below $25,000, and in many cases below $10,000. Defense expense can be either included in the limit of insurance or, in some of the newer coverage forms, be paid in addition to the limit. 

APL policies are written on a claims made basis. This means that the wrongful act that gives rise to a claim under an APL policy need not be committed during a policy year; however, the claim must first be reported to the carrier during the policy year (when the application is being completed, and until the effective date of coverage the insured can have no knowledge of the existence of the claim or of circumstances that might result in a claim). This is one of the most significant features of the APL policy and many other professional liability-type policies. Insureds should be particularly certain to review carefully this feature of the policy with their agent. 

The most significant source of APL claim activity and the area in which the frequency of claims continues to rise comprises employment-related acts. These acts include wrongful termination, failure to hire or promote, workplace harassment, violation of civil rights statutes, and so forth. Other frequent sources of APL claims include antitrust, libel, slander, copyright infringement, and breach of contract. 

Incorporated in nearly all APL and D&O policies are exclusions for claims arising from bodily injury and property damage, fraud, deliberately dishonest acts, pollution, Employee Retirement Income Security Act (ERISA) and claims brought by one insured against another insured (known as an insured versus insured exclusion). Often, additional exclusions are added by endorsement based on the risk characteristics of the applicant. These might include exclusions relating to areas such as professional services, antitrust, medical malpractice, and publishing. 

[2] Crime

A crime policy is composed of a number of distinct coverages, each providing a specific type of insurance. Most nonprofit organizations have their needs met by the following coverage types: 

· Employee Dishonesty (Form A). Sometimes referred to as fidelity or bonding, this coverage protects the insured organization from the theft of property (most often money or cash equivalents) by employees (including a director or officer). Nonprofit organizations should pay careful attention to the definition of employee, since theft by a volunteer or committee member would in many cases, not be covered. ERISA requires qualified benefit plans to have fidelity coverage in place equal to the lesser of 10 percent of plan assets or $500,000. The ERISA requirement can be achieved by endorsement to the existing policy and does not require that separate additional limits be obtained.

· Depositors Forgery (Form B). This type of coverage involves the misappropriation of the insured's checks (i.e., blank checks) or other negotiable instruments by a third party (a first party or employee theft would be covered under Employee Dishonesty).

· Money and Securities (Form C). This coverage type protects the insured against theft of money and securities by a third party. Coverage limits tend to be issued in one amount for a loss at the insured premises and a different (and often lesser) amount for a loss away from the insured premise. Nonprofit organizations with significant “off premise” exposures such as on-site registration receipts should pay careful attention to the off-premise limit.

[3] Employment Practice Liability

Although employment practice coverage is generally provided in the APL policy, it is sometimes desirable to secure a separate limit of insurance for this particular exposure. The need for separate coverage can usually be determined by an analysis of the APL coverage and limits. Some APL policies limit coverage for some types of employment practice. The coverage gap in those cases can usually be filled by an EPL policy. In most cases, however, a separate EPL policy is not as efficient a use of premium dollars as an increase in APL limits. 

[4] Package

A substantial fraction of the P&C insurance needed by many nonprofit organizations is found in the “package policy.” It is referred to as a package because it bundles together a variety of different coverages into one package. Included in the package are most types of property insurance, general liability, crime coverages (described earlier), and automobile physical damage and liability. 

[5] Property

[a] Real Property

Real property refers to buildings and the electrical and mechanical systems within such buildings. Nonprofit organizations that own their own buildings must be certain that specific coverage is in place to insure the heating, ventilating, and air-conditioning systems, which generally are not insured under the basic policy definitions of covered property. Historically, a separate boiler and machinery policy was obtained for this need. Currently (since fewer buildings require boilers), needed coverage can be obtained through the use of an energy equipment endorsement to the property policy. 

[b] Personal Property

Personal property refers to substantially all the noncomputer contents of an office. These include all furnishings, office supplies, reference manuals, and product inventory. Often, insureds presume that the insurance obligation for property under operating leases rests with the lessor. As a rule, the lease agreement will stipulate that insurance will be obtained by the lessee (the user) for the full replacement cost of the leased equipment. 

[c] Computer

Certain classes of property have such unique insuring characteristics that they are in need of a specialized policy type to address those unique characteristics. The property exposure related to computers is such an example. When insuring computers, the current replacement value of the hardware is not the only coverage consideration. The installation cost of a computer network can represent a substantial fraction of the hardware values, yet few insureds consider this when determining their coverage requirements. 

The use of a separate computer policy allows nonprofit organizations to insure the value of software and media as well the cost of data entry in the event of a loss. The loss of income and extra expenses associated with physical damage to or theft of the computer systems can also be covered under the computer policy. These expenses would not normally be covered under the property policy. There are hybrid property policy forms available that combine computers and other property under a single limit while also providing the computer-related coverage aforementioned. 

[d] Business Income and Extra Expense

In the context of a Property Insurance Policy, the loss of income due to a covered peril (e.g., a fire) is covered as a property loss. In fact, loss of business income may be thought of as a corporate disability income policy. For example, if an organization was planning a major fundraising event that had to be canceled because of a fire at the organization's headquarters the week prior to the event and the fund-raiser could not be rescheduled, then the loss of income associated with that event could be recovered under the business income provision of the property section of the policy. 

Extra expense coverage refers to the extra expenses incurred by the insured in trying to resume and maintain normal operations following a physical damage on their premises. For example, if because of a fire at your office it becomes necessary temporarily to lease space for the period of time it will take to repair the building, and assuming that the cost of the temporary rental space is greater than the normal rental cost, then the additional rental cost would be payable under the extra expense provision of the policy. Similarly, the cost of temporary telephone and computer setups, necessary overtime, and even the cost of communications to advise of the organization's temporary circumstances all would fall within the scope of extra expense coverage. Business income coverage is available in two forms. First, on the basis of the actual loss sustained in a 12-month period and alternatively the coverage can be made available with a limit. In either case it is advisable to complete a business income worksheet (preferably one designed for not-for-profit organizations). This thought provoking exercise will highlight the importance of this coverage and serve as a risk management tool. 

[e] The Current Insurance Marketplace 

The insurance marketplace is in the midst of a crisis brought about by losses and expenses which have significantly surpassed premiums in recent years. Major contributors to this problem have been a weakening economy and, of course, the events of September 11, 2001. 

The result of the condition has been increased premiums and a restriction of coverages. Renewals in the last year have seen increases ranging from 20 percent to 100 percent and, in some cases, more. Some carriers are pulling out of classes of business they feel are likely to yield significant loss, whether or not there has actually been a history of loss. In addition, there has been a tendency to raise deductibles at the renewal of property and some liability policies. 

By all predictions, this market condition will not last forever. Insurance premiums will, at some point, stabilize and the forces of competition will take over. For now, however, organizations are well advised to take a serious look at their risk management procedures. Those who have a handle on their operations and can show underwriters that their risk of loss is minimal will fare well through the difficult months ahead. 

[f] Valuable Papers and Records (VP&R)

Most property policies exclude from coverage the cost to research, repair, or restore the information on valuable papers and records (VP&R), including the information contained in electronic form (but excludes computer media). In order to insure such valuable papers and records, specialized coverage is required. 

Valuable papers and records can include personnel files, contracts, leases, and meeting minutes. In addition, VP&R can include archival material, such as the organization's original incorporating documents, meeting records dating back many years, rare books, and manuscripts. VP&R can also include information stored electronically, such as videos. 

[g] Fine Arts

Fine arts is another example of a class of property that must be insured in a specialized way in order to be adequately covered. While the carrier is willing to insure routine office contents on a more or less blanket basis, when it comes to fine arts, a schedule of the property to be covered including an appraisal of the value of each item must accompany the request for coverage. Not surprisingly, the cost of fine arts coverage tends to be significantly higher than that of more routine office contents. 

[h] Property in Transit or Temporarily Off Premises

Many insureds have property insurance needs that may not be adequately covered under the standard property form. For example, office contents more than 100 feet away from the insured premises are considered off premises and are not covered in the same way as property remaining at the insured location. It is quite common for nonprofit organizations to have need to insure property while it is in transit or while the property is temporarily away from the insured premises at a show or a meeting. Many policies specifically exclude coverage for property off premises at exhibitions. Nonprofit organizations in particular should be aware of the limits of coverage for their property while it is in transit or temporarily away from their premises. 

[6] Commercial General Liability

Insureds often presume that their commercial general liability (CGL) insurance covers them from substantially all claims involving liability. General liability is a broad form of coverage and for most insureds is the bedrock liability coverage in their insurance portfolio. But it is by no means the catchall coverage that many insureds perceive it to be. There are various types of liability insurance—general, fiduciary (ERISA), automobile, D&O, publisher's, employment practice—and each policy type is intended to address a specific range of perils. 

For example, general liability insurance responds to claims involving bodily injury and property damage but not necessarily all bodily injury or all property damage. Bodily injury arising from a slip and fall on the insured's premises would be covered under general liability, but the bodily injury arising from an automobile accident would be covered under automobile liability policy. 

The rationale for having so many types of liability insurance is that if each policy form responds to a specific range of perils and if the policies are designed to be mutually exclusive of one another, then insureds can select policies that specifically address their individual needs without buying unnecessary coverage. In a perfect world, it would work this way; however, there is often considerable coverage overlap among different liability policies. While this may not be entirely cost efficient, such overlap is neither particularly costly and on net balance it seems to work to the benefit of the insured. 

From the perspective of most nonprofit organizations, the principal purpose of general liability insurance is to provide coverage for claims involving bodily injury or property damage arising from the use and occupancy of a particular premise. That premise might be the insured's headquarters location, a banquet room at a hotel being used for a board meeting, or a large convention center. Many insured's do not realize that their General Liability insurance follows them wherever they go on company business. That is not to say that it covers them for all the activities they may be involved in when they arrive. For example, an organization might sponsor a go-cart race as a fund-raiser. Clearly this exposure goes beyond the scope of the organization's normal operations and therefore liability claims in connection with such activities are almost certain to be excluded. 

While there are many elements of coverage, the key to understanding the importance of CGL to nonprofit organizations is that (1) it responds to complaints alleging bodily injury or property damage, (2) complaints must be brought by third parties, and (3) most claims arise from the organization's use or temporary occupancy of a premise. 

The amount of insurance in a CGL policy is expressed in terms of its occurrence and aggregate limits. Most general liability policies provide limits of $1 million per occurrence and $2 million in the aggregate. In insurance jargon, this is known as one million-two million limits. The occurrence limit is the maximum amount available to pay all settlements and judgments arising from any single covered occurrence in a given policy year. The aggregate limit is the maximum amount available to pay the aggregate of all covered claims in a given policy year. 

The CGL policy has broad categories of coverage. Each of them include both an insuring agreement and an exclusions section, both of which require careful review with an insurance agent. 

[a] Coverage A—Bodily Injury and Property Damage

This provision extends coverage to claims arising from bodily injury and property damage caused by an occurrence (an event that triggers coverage under the policy) that happens during the policy period. There are numerous exclusions that follow the insuring agreement. Among the exclusions worth noting here, the very first one in most CGL policies is the exclusion for bodily injury or property damage that is expected or intended from the standpoint of the insured. 

[b] Coverage B—Personal Injury and Advertising Injury

Another important element of the CGL policy to the nonprofit organization is coverage for personal injury, which is defined in the policy as being “… an injury other than bodily injury” that arises from things such as libel and slander, invasion of privacy, and wrongful eviction. These are known as personal injury perils. While there is not a great deal of claim activity of this kind among nonprofit organizations, defamation claims happen frequently enough that insureds should be mindful of their source. Libel and slander are the written and spoken defamations of a person or product. Whether published in the organization's newsletter or magazine or spoken by an employee, board or committee member, such disparaging remarks have the potential for considerable liability exposure. 

[c] Coverage C—Medical Payments

The medical payments section of the CGL is widely misunderstood. The carrier will pay for medical expenses arising from bodily injury regardless of fault if necessitated by an accident on its premises (including those that are temporarily occupied by the organization, such as a banquet room) or because of its operations. Several important conditions and exclusions do exist. This coverage does not apply to any insured including employees, persons hired by the insured as contractors, or to injury arising from participation in an athletic event. 

Unlike coverages A and B, the full policy limits are not available for this coverage. Typically, medical payments limits tend to be $5,000–$10,000 (no deductible applies). The purpose of the coverage form is to permit the insured to be responsive to an individual who may have been slightly hurt or injured at the insured's premises and in doing so hopefully to establish sufficient goodwill that a liability claim, involving potentially far more money, can be avoided. 

[d] Foreign Liability

An important provision in any liability policy is known as the coverage territory. In this policy section, the carrier communicates where the coverage applies. 

· Limited Worldwide Coverage. Most general liability policies have what is known as limited worldwide coverage. Generally speaking, these policies respond to covered claims regardless of where in the world the act which gives rise to the claim has been committed. However, the claim for damages must be brought in the United States, Canada, or the U.S. territories.

· True Worldwide Coverage. These policies apply to covered claims regardless of where the occurrence leading to the claim has been committed and regardless of the jurisdiction where the claim is brought.

Most insurance companies write limited rather than true worldwide coverage. Nonprofit organizations with ongoing overseas operations will find it necessary to obtain separate foreign liability coverage. Organizations with only an occasional overseas exposure should discuss the issue with their insurance agent. 

[e] Occurrence Form

The general liability policy is written on an occurrence basis. This means that in order for coverage to apply to a given claim, regardless of when the actual claim for damages might be brought, the event giving rise to that claim must have occurred during the policy period. The following example may be helpful: 

The insured's policy with Company A runs annually from January 1, 20X1 to January 1, 20X2. In October 20X1, unknown to the insured or anyone affiliated with the insured, a visitor to the organization's headquarters trips on a step where the carpeting has been improperly maintained. The insured decides to place its coverage with Company B for the policy year beginning January 1, 20X2. In February 20X2, the visitor brings suit against the organization alleging that his bodily injury is the result of the insured's failure to maintain their premises in a hazard-free manner. Company A is responsible for this claim.

It is unimportant that the claim for damages might not surface until years after the expiration of the policy. Under an occurrence policy, it is the policy in force at the time of the occurrence that governs which policy is responsible for covering the claim. 

[f] Duty to Defend

The defense obligation of the general liability insurance carrier is referred to as a “duty to defend.” This means that it is the carrier's duty to defend the insured, select and appoint competent counsel, and pay the defense expenses associated with the action including attorney's fees. This financial responsibility exists outside the limits of liability. In other words, the costs of defense do not reduce the amount of liability insurance available to pay judgments and settlements. 

The APL is written on a claims-made basis while the general liability is written on an occurrence basis. In addition, defense costs under the general liability form are in addition to the limit of liability, while defense costs under most APL policies reduce the limit of liability. Where a duty to defend does not exist for the carrier, it is the insured's responsibility to identify and appoint competent counsel (subject to approval by the carrier) to defend the action. The carrier then pays counsel on an ongoing basis (contemporaneous defense payments), or at the conclusion of the proceedings repays the insured for covered expenses it has advanced (indemnification). What is especially important to note with almost all liability policies—other than general liability—is that the costs of defense reduce the limits of coverage available to pay settlements and judgments. 

[g] Automobile

Few insureds and insurance professionals recognize automobile liability as among the more potentially catastrophic exposures faced by nonprofit organizations. While some nonprofits establish standards and prepare technical manuals that can result in an extraordinary degree of liability exposure, the operations of most nonprofit organizations do not normally lead to significant exposure to bodily injury or property damage claims. However, the mere operation of an automobile has the potential for significant liability. 

The Business Automobile Policy that is used by most nonprofit organizations incorporates coverage for both liability and physical damage. The difference between the two can be confusing for many insureds. Automobile liability (like all liability) exists to protect the insured (first party) against claims brought by noninsureds (third parties) who allege that they have suffered bodily injury, property damage, or both as a consequence of wrongdoing by the insured. The liability insurance is referred to as third-party coverage since it is only the third party that can collect under this section. (With the exception of uninsured and underinsured motorists coverage, an insured cannot bring a liability claim under his own policy.) 

Commercial automobile liability coverage is not inexpensive and usually represents the principal portion of automobile insurance expense. Financial responsibility laws in each state govern the minimum liability limits that must be carried in order to have the vehicle registered. These limits tend to be low. 

Automobile liability limits can be expressed in several ways. Most commercial auto policies currently provide liability as a Combined Single Limit (CSL). This means that the selected limit is available in its entirety for losses, either bodily or property damage, in connection with any one accident or the aggregate of all accidents in a given policy year. In other words, the insured could have a single accident with $100,000 in property damage and $900,000 in bodily injury (or vice versa). Or the insured could have a series of liability losses where the combination of bodily injury and property damage loss totaled $1 million. Once the insured's losses, whether as a result of a single loss or series of losses, exceed the CSL, no further coverage is available. 

Physical damage coverages such as comprehensive and collision refer to coverage for damage to the insured's own vehicles. This coverage is first-party coverage since it exists for the payment of claims to insured's or first parties. 

[h] Workers' Compensation

Workers' Compensation insurance is one of the few types of coverage that is required by law. While the workers' compensation policy is nearly identical from state to state and from carrier to carrier, the laws governing the actual compensation benefits and the premiums to be paid are determined by each individual state. Currently, there are six jurisdictions known as “monopolistic states.” In these states (Nevada, Ohio, West Virginia, North Dakota, Washington, and Wyoming), a Workers' Compensation program is operated and overseen by the state regulatory authorities. 

For some nonprofit organizations, workers' compensation premiums represent a substantial fraction of their total P&C expense. Workers' compensation premiums are based on the following four items: (1) payroll; (2) the allocation of that payroll into classifications, which are based on measures of workplace exposure to accident or sickness; (3) the rate assigned to each class of risk by the state in which the workplace is located; and (4) experience modification, which is a measure of how favorable or unfavorable the insured's loss experience has been. 

An important feature of a workers' compensation policy and one that is somewhat unique in the mix of insurance products purchased by most nonprofit organizations is the audit feature. The premium is estimated at the policy's inception. It is based on payroll estimates provided by the employer during the underwriting process. Shortly after the expiration of the policy, the insured employer will be asked to provide actual payroll figures for the policy year that recently ended. If the actual payroll results exceed the estimated payroll that was initially reported to the carrier, an invoice for additional premiums will be issued. If the actual payroll results were less than those reported in the estimate, a credit will be issued. 

The workers' compensation policy is separated into six sections of which we will consider the first three. 

1.  Workers' Compensation insurance. This section of the policy, a two-party agreement between the insured (the employer) and the carrier, applies to bodily injury arising from an accident or disease that is caused or aggravated by conditions in the workplace. Death resulting from a covered accident or illness is also covered under the policy. An interesting and unusual feature of this section of the policy is that there is no exclusions section. The coverage, like the rates, are governed by the statutory requirements set by the state in which the workplace is located. 

2.  Employer's Liability. The coverage under this part is substantially similar to that provided in the workers' compensation section. However, for coverage to apply under the employer's liability provisions, a suit for damages resulting from bodily injury must be brought by the employee, the employee's spouse, children, or estate against the insured employer. Unlike general liability insurance where an employee (who is also an insured) cannot sue the employer/insured, the employer's liability provision contemplates just such an event. Typically, it is the employee, disagreeing with the settlement offer of the workers' compensation carrier and the findings of the regulatory authorities that may have heard and reviewed the employee's complaint, who brings suit under the employer's liability provisions. As with general liability, the carrier is responsible for defending the action against the insured/employer. 

Since this is a liability coverage, there are specific limits that apply. Typical limits might be expressed as follows: $100,000/$500,000/$100,000. The first limit shown is the most that is payable to one or more employees in any one accident. The second limit shown is the most payable for bodily injury by disease regardless of the number of employees involved. The final limit shown is the most payable to any one employee for bodily injury by disease. 

3.  Other states' insurance. Nonprofit organizations tend to have workers' compensation exposures in more than simply the one state where the headquarters office is located. For example, these incidental exposures might arise from employee attendance at an annual meeting or conference. If an employee suffers an illness or injury in connection with and arising from their employment at such an event, she is entitled to workers' compensation benefits. However, the workers' compensation benefits in part one of the policy only apply to the home state. An employee whose principal workplace is in Maryland but who is injured in New York might perceive the New York workers' compensation benefits to be more generous than those available in Maryland and would therefore seek to be covered under the New York rules. Such a move is permitted. The insured/employer must be certain to review the list of states included in the other states section of the policy to be certain that all locations in which it will have a payroll exposure, even an incidental exposure as described above, are covered in this section. 

[i] Foreign Workers' Compensation

It is not uncommon for nonprofit organizations to have employees traveling overseas for brief periods of time. This exposure is not covered under the workers' compensation policy unless it has been properly endorsed. These organizations should be certain to address this in advance with their agent in one of two ways. If the travel requirements are known in advance, the policy can be endorsed accordingly. If the extent of travel is uncertain at the policy inception, the policy can be endorsed with a foreign travel provision on an “if any” basis. This relieves the insured employer from estimating foreign travel payroll exposure in the beginning of the policy year. The carrier will then request a reconciliation of “foreign payroll” along with the audit. 

[j] Umbrella

Umbrella liability is an extremely efficient and cost-effective method of increasing the limits of an organization's general liability, automobile liability, and employer's liability all at once without having to increase each line of liability separately. The liability limits included in the general, automobile, and employer's liability policies are referred to as primary limits since these will be the primary sources of coverage. An umbrella liability policy is said to be excess over the underlying primary limits. 

There are, for many nonprofits, benefits to having such a policy. For example, an organization has the following underlying or primary limits: 

	General Liability: 
	$1,000,000 Occurrence * 

	
	$2,000,000 Aggregate* 

	Automobile: 
	$1,000,000 CSL* 

	Employer's Liability: 
	$100,000/$500,000/$100,000* 


The decision is made that more liability coverage is required. A $1 million umbrella policy is obtained, which is now excess above each of the underlying primary limits. Now, if a general liability claim penetrates the primary layer (exceeds the $1 million occurrence limit), the umbrella policy will contribute an additional $1 million of coverage. Or, there could be a wrongful death claim associated with the operation of a vehicle, which would fall under automobile liability policy. Such a claim could easily exhaust the primary limits in which case the umbrella would respond in this situation instead. The efficiency of the umbrella is that it responds where it is needed and when it is needed. 

Umbrellas are typically sold in units of one million dollars and tend to be fairly inexpensive. At this writing many nonprofit organizations are paying less than $300 per million of umbrella coverage and few are paying more than $1,000 per million. 

To summarize, it is the combination of the property, general liability, and crime coverages together that is referred to as the package policy. Although technically not a part of the package in most circumstances the automobile, workers' compensation, and umbrella liability insurance coverages are usually provided by the same insurance company that provides the package. 

[7] Directors' and Officers' Liability

D&O liability is the predecessor form and for-profit equivalent of the APL policy. A true D&O policy is unsuited to the needs of nonprofit organizations, lacking coverage in several important areas and incorporating restrictive coverage provisions that have no bearing on a nonprofit operation. 

Most of the elected leadership of a nonprofit organization will have careers outside the nonprofit community and therefore will be more familiar with the for-profit D&O policy form (if they are familiar with it at all). Even if they do not recall what those distinctions are, nonprofit executives should be aware of the existence of these two similar but at the same time distinctly different policy forms. While it may be acceptable to refer to the APL version as D&O insurance in a conversational way, care should be given to be certain that parties understand which policy—the D&O or the APL—is actually being referred to. 

[8] Fiduciary Liability and Employee Benefit Liability

With the passage of the Employee Retirement Income Security Act of 1974 (ERISA), the need for a separate Fiduciary Liability insurance coverage became apparent. The ERISA statute and subsequent amendments codified in federal law have resulted in a complex and rigid set of guidelines to which sponsors of qualified plans must adhere. 

Prior to 1974, complaints alleging errors in the administration of sponsored benefit and welfare plans were governed by common law and rarely resulted in litigation. Most insureds with concerns about claims in this area had their general liability policy amended with an employee benefit liability (EBL) endorsement. Many insureds continue to treat the exposure in this manner. For many nonprofit organizations, this is an adequate coverage option. 

Fiduciary liability insurance goes beyond the EBL to protect against breaches of ERISA (which the EBL form does not). The fiduciary liability has three classes of insureds: 

1.  The sponsoring organizations 

2.  All fiduciaries as defined in the ERISA statute 

3.  The covered plans 

A chilling feature of ERISA and the impetus for many organizations to obtain coverage is that the statute permits the imposition of financial penalties on individual fiduciaries. A fiduciary is generally held to be anyone with oversight or responsibility in connection with the sponsorship and administration of benefit and welfare plans. Fiduciaries can include employees, executive staff, and board and committee members. 

Care should be given when applying for fiduciary liability coverage to be certain that all participating employers and sponsored plans (except workers' compensation) are included in the application. A claim arising from a sponsored plan or against a participating employer that is not included in the application will not be covered. 

[9] Publisher's Liability

Many nonprofit organizations derive a considerable fraction of their revenue from publications. For most nonprofit organizations including many that are actively involved in publishing, the publisher's liability coverage in their APL policy will provide sufficient safeguards. Insureds should be certain to review the extent of publisher's liability coverage in their APL policy as this coverage varies widely from one carrier to the next. 

Certain nonprofit organizations, either because of the scale of their publishing activity or the content of those publications, will find that the APL policy does not provide sufficient coverage, provides coverage with unacceptable restrictions, or excludes publisher's liability coverage altogether. 

For these organizations, a separate publisher's liability policy may be necessary. A word of caution: this is a limited and specialized market. The insured should not be surprised if the carriers offering coverage are unfamiliar to them. 

The principal sources of claim activity under the publisher's liability policy include the personal injury perils discussed in the general liability section discussed earlier (libel, slander, invasion of privacy, wrongful eviction, and so forth) and publisher's liability perils, such as copyright infringement, plagiarism, trademark infringement, and misappropriation of ideas. 

An important and often misunderstood feature of the publisher's liability policy is that it is an occurrence policy form (see Section D4.05[6][e] ). This has special significance under a publisher's liability policy since it restricts the availability of coverage for publications already in print on the effective date of coverage. Since, under occurrence forms the policy only responds to occurrences that took place during the policy period, a claim involving a publication with a copyright date prior to the effective date of coverage would not be covered. 

[10] Errors and Omissions

For some nonprofit organizations, there is an added dimension to the publishing activity beyond the mere volume of information. Those organizations that publish technical and how-to manuals, that set standards, or that certify that materials or products they have tested meet certain accepted standards, all have a bodily injury and/or property damage exposure in addition to the pure publisher's liability needs (publisher's liability policies exclude bodily injury and property damage). 

These organizations have few coverage options and equally few reliable carriers from which to select coverage. Depending on the nature of the exposure some insureds can amend their publisher's liability policy with an errors and omissions (E&O) endorsement. The principal purpose of such an endorsement is twofold. First, the endorsement effectively adds coverage to the policy for claims arising from the content of published matter. The unendorsed publisher's liability policy does not cover claims arising from the technical content of matter. In other words, without an E&O endorsement, if a reader follows the instructions in a manual and those instructions are found to be in error and a claim results, there is no coverage. The second purpose of the E&O endorsement is to amend the bodily injury and property damage exclusion in the publisher's liability policy for claims involving the content of published matter. 

For some nonprofit organizations, the E&O exposure is not necessarily a function of their publications but has more to do with services that are provided (e.g., the granting of certifications). For these organizations, a separate dedicated E&O policy may be necessary. These policies are offered by few carriers and tend to be extremely complex. It is not uncommon that the carrier will seek draft wording from the applicant as to the nature of coverage to be provided. For this reason, these policies are sometimes referred to as manuscript forms since it is often the insured, with the aid of the agent and attorney, who actually drafts coverage language. 

[11] Convention and Meeting Cancellation Insurance

The operating budgets of many nonprofit organizations rely in large measure on convention and meeting income. Loss of income due to the cancellation or curtailment of an event could, for some insureds, have devastating financial consequences. 

Meeting Cancellation insurance eliminates the exposure to loss from perils such as weather (including hurricane, earthquake), the cancellation of a principal speaker, strikes, Legionnaire's disease, and many other unusual events that could cause either the cancellation or the curtailment of an event. Not covered under the policy is the financial failure of the event due to lack of attendance or inadequate planning. Nor would the affirmative cancellation of the event by the sponsor be covered. 

Neither every meeting sponsor nor every planned meeting have the same need for coverage. Organizations exposed to the following events have a particular sensitivity to this coverage: 

· Any event of substance where weather may have an extraordinary impact on the successful outcome of the meeting (e.g., Miami in September or Chicago in January).

· Any event of substance in California due to the threat of earthquake.

· Any event where the loss of event revenue would have a significant impact on the sponsor organization's overall financial results.

As a matter of due diligence, every sponsor should consider obtaining meeting cancellation insurance for meetings of substance. That is not to say that every meeting sponsor needs to obtain coverage for every large meeting. But an objective cost-benefit decision about the coverage cannot be made without a quotation to consider. 

[12] Special Event Liability

Nonprofit organizations often engage in activities with significant bodily injury and property damage exposure, which go beyond the scope of coverage in their CGL. Many of these activities arise from fundraising events often involving physical activities such as walkathons, bikeathons and fun runs. Events such as hot-air balloon rides, go-cart racing, carnival sponsorship, and target shooting have an inherently hazardous nature to them that the general liability carrier will insist is uncovered under their policy. 

In some cases, the general liability underwriter can be persuaded to endorse the policy to include coverage for the event, usually at some additional cost. In other cases, particularly those where the hazard is unusual and the exposure to serious bodily injury or property damage is the greatest, it may be necessary to obtain a separate special event liability policy. These policies are not inexpensive, so the insured should check with their agent early in the event planning stages to determine if coverage is included under its general liability policy. The cost of properly insuring the event may be so substantial that it may prove to be a significant drag on the financial worth of the event. Under these circumstances, sound risk management principles would suggest that the event not be held. 

D4.06 Understanding The Insurance Policy

A tremendous amount of information exists in even the most basic insurance contract. Faced with the task of gleaning from the policy only that information necessary to have a working understanding, the buyer should focus on two issues regarding coverage: who and what is and is not insured. 

Ideally, the insured could read an insurance policy from start to finish and leave with this basic understanding of coverage. Yet, even among the least complex of coverage forms, this simply is not the case. It is true that certain professional liability and fiduciary liability forms often require a level of insurance knowledge that most insureds do not possess. But even with the less complicated forms, without a fairly detailed awareness of coverage principles and a thorough analysis of all policy provisions, a complete understanding of the extent and limitations of coverage simply is not possible. What is helpful is that many insurance policies are now being written in plain language. In addition, most insurance policies, whether property or liability, will reveal many of their secrets if the insured knows where to look. 

[1] Definitions

Anyone interested in gaining a better understanding of a particular insurance policy should begin with the “definitions section.” While not all relevant policy terms are defined, many key policy terms are defined in this section and no understanding of coverage is possible without first carefully reviewing these key terms. Defined terms are printed in boldface or italics. This is a reminder to the reader of the special importance of the term's meaning to a complete understanding of coverage. It may often be necessary to go back and review the definition of a defined term several times before understanding the meaning of the term in the context of a given policy provision. 

[2] Insuring Agreements

Next, the insured should review the “insuring agreements.” Typically, this is one of the first sections of the policy. In the insuring agreements, the carrier makes what is known as a coverage grant. In consideration of the payment of premiums, the carrier agrees to do certain things. In a liability policy, the following wording may be found: 

We agree to pay on behalf of the insured all sums it becomes legally obligated to pay as a result of covered claims.

[3] Coverage and Covered Property

Instead of insuring agreements, in a property policy the section heading will likely be “coverage.” Under this heading, the following wording may be found: 

We will pay for direct loss of or damage to covered property at the premises described in the Declarations caused by or resulting from any covered cause of loss.

Following this broad coverage grant are several sections, the first being “covered property.” Under the covered property section, the policy will describe in broad terms the different classes of covered property and certain conditions that must be met in order for coverage to apply (i.e., personal property must be within 100 feet of the insured premises). 

Note the distinction in both the property and liability examples that claims must be covered (resulting from a covered cause of loss or as a result of covered claims). The purpose in qualifying the policy this way is to communicate that it is not the carrier's intent to provide unqualified coverage for all liability claims or all loss or damage to property, only those claims and losses that fall within the scope of the policy. 

[4] Exclusions Section

Following the insuring agreements or the coverage section, the insured should look to the exclusions section. As important as it is to understand what is covered, it is even more important to recognize what is not. Policy exclusions tend to be written in fairly direct language, direct enough that the noninsurance reader can understand the substantial meaning even if the full extent of the exclusion is not clear. 

Endorsements, which should also be carefully reviewed, are modifications to policy coverage. Such endorsements are incorporated specifically with the insured in mind. For example, a general liability policy for a medical society might incorporate an endorsement excluding claims arising from bodily injury in connection with the performance of medical services. 

Endorsements are also used throughout the policy year to accommodate the changes that take place between policy renewals. The deletion of a vehicle or the addition of new computer equipment are good examples of mid-term policy changes, which will be reflected in the policy endorsement. 

[5] Other Definitions

No complete understanding of any insurance policy can be had without a thorough analysis of all policy provisions, including those that may seem most obscure. Provisions such as “reporting and notice” and “severability,” which to some readers may appear to have little direct effect on the availability of coverage, have an extraordinary impact in determining whether coverage is available in a given set of claims circumstances. 

However, for the insured that is trying to have a better conceptual grasp of the basic coverage terms, a careful reading of the definitions, insuring agreements/coverage and exclusions sections along with applicable endorsement provisions will go a long way to understanding the important elements of coverage. 

D4.07 What To Buy And Why

Ultimately, when shopping for insurance, it comes down to the simple question of what type and amount of coverage to buy. The task does not require scholarly inquiry, rather it simply requires an informed judgement. 

The insurance agent will have a significant role in helping to identify the types of coverage that should be included or at least considered for the organization's insurance portfolio. The agent is not responsible nor should the insured abdicate to an agent the responsibility for making coverage decisions. The agent's responsibility at this stage is to assist in framing the questions and issues along with coverage and cost-benefit considerations. 

Clearly, some lines of coverage will be easier to recognize the need for than others. For example, workers' compensation is required by state law. On the other hand, money and securities (part of the crime policy covering third-party theft of cash and cash equivalents) is an elective coverage that many nonprofit organizations, either consciously or by default, do without. 

At this stage, the question is whether the insurance buyer wants to include or consider a given type of coverage in one's portfolio. It may be helpful to have an agent contrive some loss scenarios having to do with the subject insurance that might be faced by the organization. This will help to put one's organization into the picture. 

The judgment of whether to consider the coverage should not be affected by cost considerations. Buying decisions are not being made at this stage. The critical cost-benefit analysis will follow once there is a quotation to review. 

Having decided on which lines or types of coverage to consider, the next question is, how much of each coverage should be purchased? It is essential that some objective criteria guide the selection of coverage. Without this, coverage selections tend to be arbitrary and rarely match with genuine need. 

Applying objective criteria can be an important career move as well. The most careful analysis may still leave the organization vulnerable to either an uninsured or underinsured loss. However, the manager who has applied sound selection principles in making coverage decisions as opposed to the manager who has applied none at all will have the advantage. 

[1] Liability

The question most often asked by insureds is, how much liability insurance do we need? There is no correct answer. Practically speaking, there is no single limit of liability that is correct for any given insured. Instead, there is a range of limits that should be considered. How the range is identified is important. The following suggestions may serve as a guide: 

· With an agent's help, look to the loss experience of similar organizations. History is a fairly good guide to the future and there should be a credible body of claims experience from which to draw. Insurance company loss experience in rough form is often available to the agent. The American Society of Association Executives is also an excellent information resource for members.

· Consider carefully the organization's loss concerns. Be certain that these loss concerns are assigned to the right policy. Insureds often increase certain types of coverage because of a particular concern when in fact that concern was not protected under the policy.

· Budgetary realities must enter the picture. The simple premise that more is better is clearly flawed. However, a range of liability limits will be considered. If budgetary considerations permit a selection in the upper range, this may make sense. If care is taken in gathering the information that defines the range of limits under consideration, a selection at the lower end of the range will not be seen as inadequate nor will a selection at the higher end of the range be viewed as excessive.

[2] Property

It is essential that an organization and the individuals responsible for obtaining coverage have objective criteria against which they can measure the adequacy of the property limits they have selected. At its most basic level, each property limit should be judged from the perspective of why the chosen limit is sufficient to cover the asset it is intended to protect. 

Estimating property insurance requirements is different than liability because the need is so much more quantifiable. Use of a financial statement in this process is an absolute necessity. Fixed asset lists, 940s, operating leases (for leased equipment), and installation invoices for telephone and computer network systems are all excellent resources when trying to determine the value of real and personal property. 

[a] Replacement Cost

In making decisions about the value of insured property, be aware that the insurance carrier is seeking values based on current replacement cost. A 10-year-old desk that appears on a fixed asset list as costing $245 at acquisition may cost $345 to replace today. The current replacement cost, $345, is the value the carrier is expecting the insured to provide. 

[b] Coinsurance

Often, insureds will purposely understate the value of their contents in order to save premium dollars in the belief that they are not likely to suffer a total loss of all property. The rationale goes that if the understated property limit is at least sufficient to cover the partial loss, look at the amount of premium to be saved over the course of many years. 

Since insurance companies are responsible for insuring all property that is not otherwise excluded in the policy, they have a strong incentive to require insureds to insure the full value of their property exposure. Many insurance companies require the policyholder to “Insure to Value.” This requirement is a stated policy condition known as a coinsurance requirement. A policy with a 90 percent coinsurance requirement means that the policyholder must insure the property in question to at least 90 percent of its current replacement cost. If an insured suffers a loss and it is discovered during the claims investigation (which is usually the time the discovery is made) that the insured property was undervalued and did not meet the policy coinsurance requirement, a coinsurance penalty is applied to the loss. An example might be helpful. 

The policy has a coinsurance requirement of 80 percent. The insured owns personal property with a current replacement cost of $275,000, but has reported only $150,000 of personal property on the policy. The policy has a $250 deductible. A fire is limited to a portion of the building and property loss, it is agreed by all parties, is limited to $35,000. Upon discovery of the underinsured condition, the carrier will advise the insured that a coinsurance penalty is being applied. The policy required that the insured maintain 80 percent of the current property replacement cost of $275,000, or $220,000.

	Current Replacement Value 
	$275,000 

	Coinsurance Requirement 
	×   .80 

	Policy Limit Required to
Meet Coinsurance Requirement 
	$220,000 


The policy states that the coinsurance penalty will be determined by the ratio of the reported limits ($150,000) divided by the required limits ($220,000).


$150,000
220,000 

= .68

The carrier now advises that the ratio .68 will be applied to the loss amount of $35,000 to determine the amount of the claim that is payable.

	
	$35,000 

	
	× .68 

	Claim Payable Before Deductible 
	$23,800 


	
	Deductible − 250 

	Claim Amount Paid By Insurance Carrier 
	$23,500 


Insureds are encouraged to make good-faith efforts at insuring their property to its current replacement cost value as stipulated in the policy. Equally important, insureds should maintain records of the methods that have been used to reliably estimate replacement cost values. Many insuring adjustors faced with a potential coinsurance penalty circumstance have been swayed by the insured capable of demonstrating good-faith efforts in establishing replacement cost values that were later found to be inadequate. 

D4.08 Claims Management

It is surprising how little time and attention is devoted by insureds or agents to claims issues. Insureds need to be knowledgeable of the claims process if only to be able to recognize the potential financial exposure they face for those portions of claims that the carrier is not responsible to pay. Further, insureds must understand that in many instances they can play a pivotal part in increasing the recovery they will receive from the insurance company. 

While aggressive management of workers' compensation and property claims can lead to more favorable claim settlements and lower overall costs to the insured, this section deals only with liability claims. 

As has been discussed, nonprofit organizations typically have a number of different liability insurance policies within their coverage portfolio. While these policies are intended for the most part to be mutually exclusive, each one covering a specific and unique range of perils, the truth is that there is often significant overlap of coverage among policies. Although some people might view this as cost-inefficient, this overlap condition can result in important added safeguards. 

[1] Reporting and Notice

An insurance policy is a contract that imposes certain contractual obligations on the insured. One of the most important of these obligations is to provide the carrier with prompt notice of a claim or of circumstances that come to the attention of the insured which may lead to a claim. All liability policies will have a notification provision spelling out the policy's specific reporting requirements. As a rule, the reporting and notice section will state where the notice is to be sent, the timeliness of the notification requirement (as soon as practical, as soon as practical but no later than thirty days after the insured becomes aware of the claim, and so forth), and the level of detail that must accompany the notice. 

Of the insured, its attorney, its insurance agent, and the company claims examiner, there is only one person that gets to vote in deciding whether a particular claim is covered. The insured should not take it on itself or rely on others to make claims interpretations. In order to protect their rights under the policy, insureds should place a liability carrier on notice if they are involved in a claim—even if they doubt that the insurance policy covers the complaint. Of course, there are limits. There is no purpose in placing a fiduciary liability carrier on notice for a defamation complaint or the APL carrier on notice for a slip and fall at the insured's headquarters. Notwithstanding these types of events, insureds should take the fairly conservative approach of placing all carrier's on notice and allowing them to reach their own claims judgements. 

[2] Reservation of Rights Letter

After notification by the insured, the insurance company will respond in writing in one of several ways. The most likely communication to expect is an acknowledgement letter: 

We hereby acknowledge receipt of your notice of a potential claim under policy No. ABC 1234 and advise you that our initial claims determination will follow under separate cover.

The claims determination referred to in the acknowledgement letter is what is known as a “reservation of rights” letter. Reservation of rights letters often appear to many insureds as little more than declination letters and in some instances they are used to communicate coverage declinations. But more routinely the reservation of rights letter is the carrier's initial coverage response to the insured based on the claim information available at that time. As a rule, the reservation of rights letter will restate the elements of the complaint, restate applicable policy provisions, and identify those portions of the complaint for which there is and is not a coverage obligation. Keep in mind that most complaints do not assert a single act of wrongdoing. Most complaints incorporate multiple assertions of wrongdoing some of which may or may not be covered. 

It is important for insureds to remember that the carrier's claim response at this stage is based on little more than the information contained in the complaint. There are no depositions or interrogatories, no court testimony, or other source of detailed information upon which to make a more informed claim determination. In addition, the carrier reserves the right to change any of the positions stated in the Letter as more details become available. 

It is at this stage that many insureds commit a serious error by not reading or circulating the reservation of rights letter. It is essential that this letter be read, that it circulate among the appropriate individuals including executive leadership, counsel and the insurance agent (who may already have a copy), and that the carrier's message is understood. To the extent that the carrier may have said that coverage is limited for certain portions of the complaint or denied for others, the insured needs to know that, if nothing changes, the organization will be responsible for the costs of judgments or settlements pertaining to those counts and may be responsible for the costs of the defense of these uncovered counts. This knowledge is likely to have a significant impact on how the insured organization proceeds with the defense of the case. 

[3] Selection of Counsel

Under some liability policies, it is the responsibility of the insured to select counsel subject to approval by the carrier with the proviso that approval will not be unreasonably withheld. Insurance companies are looking for certain assurances before appointing even the most respected legal firms. 

First, they will inquire whether counsel has any conflicts of interest. Was counsel involved in making the decision or taking the actions that led to the complaint? Next, they will want to be certain that counsel has the needed experience to litigate the matter at hand. Finally, they will review the matter of fees. Under most circumstances, insurance companies are not inclined to pay top defense dollar and a negotiated fee is not an uncommon outcome. 

Under a duty to defend policy, it is the responsibility of the insurance company to appoint competent counsel to defend the action. Frequently, the insured will approach the insurance company with a request to appoint its own counsel. Often times, the insurance company will agree subject to the same inquiries in the above paragraph. 

[4] Review the Policy

Review the policy with the agent and the appointed counsel. While the agent is unable to give coverage interpretations that bind the carrier in anyway, he can probably provide helpful insights as to the extent of coverage. Knowing where the coverage starts and stops should be important information to defense counsel. 



*.
Recall that each underlying liability form has a different way of extending its limits of coverage. The properly placed umbrella (and not all are) will “attach” to each of the underlying policies exactly where they leave off so the movement from primary to excess coverage is practically seamless. 
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D5.01 Overview

Nonprofit entities seeking to establish any program to defer part of an employee's compensation to a later date are subject to strict tax and labor law constraints. These rules are, in some areas (particularly as regarding “nonqualified” deferred compensation), more strict than the rules that apply to for-profit companies. However, in other areas (such as with Internal Revenue Code Section 403(b) salary reduction arrangements), the rules for plans of tax-exempt entities are less strict. This chapter will briefly discuss the different types of pension and deferred compensation plans that are available to a nonprofit organization and provide an overview of the rules that apply to them. Particular pitfalls for nonprofit plan sponsors will be emphasized. 

D5.02 Description Of Different Types of Pension Plans

There are two principal types of pension plans: those that are “funded,” that is, where funds are set permanently aside for the benefit of the participants in a trust or custodial account, and those that are “unfunded,” representing a plain contractual promise to pay at some time in the future, and where eventual payment of the amounts promised will simply be from the general assets of the employer (if available at the promised time of payment). Different sets of requirements under the Internal Revenue Code (the Code) and the Employee Retirement Income Security Act of 1974 (ERISA) apply to the different types of pension plans. 

[1] “Funded” Pension Plans

“Funded” pension plans can generally be separated into two different types: defined contribution plans and defined benefit plans. The difference between the two plans can be described as follows. A defined contribution plan essentially defines or specifies the amount of the contribution going into the plan, typically as a specified percentage of compensation. This contribution is then held and accounted for separately in accounts for each individual participant. Actual earnings (or losses, if one has unfortunate investment experience) are allocated to each participant's account periodically. This means that the participant bears the investment risk, because whatever is in the participant's account at the time the participant retires or the account is otherwise distributed, is what the participant gets. 

A defined benefit plan, on the other hand, “defines” the benefit that will eventually be paid, rather than what amount is put into the plan each year. Defined benefit plans do not have individual participant accounts. The participant's benefit is defined using a formula, often stated as a percentage of final annual compensation multiplied by the participant's number of years of service. The employer contributes to the plan an amount determined periodically by an actuary (and in accordance with some complex rules) which, if the actuary's assumptions are correct, will result in sufficient funds to pay the promised benefits. In this type of plan, therefore, it is the employer who bears the risk of how well investments perform (as well as mortality risk), not the participant. 

Generally, defined contribution plans tend to be more favorable for younger employees with shorter periods of service, and are significantly simpler to administer. Defined benefit plans, because they tend to incorporate benefit formulas based on most recent salary and on the number of years of service, tend to favor older workers with longer service, but are also more complex and costly to administer, and are often also subject to substantial annual premium taxes payable to the Pension Benefit Guaranty Corporation (PBGC). 

There are also some hybrid plans that combine some of the features of both defined contribution and defined benefit plans. These include such types of plans as “cash balance” plans, “target benefit” plans, “floor offset” plans, and “cross-tested” plans. 

[a] Defined Contribution Plans

As previously noted, a defined contribution plan is a plan in which the employer (or in some cases the employee, through salary reduction) makes a contribution, typically a percentage of compensation, to an account for the benefit of the individual employee. 1 There are several types of defined contribution plans that may be of use to a nonprofit organization. 

401(a) qualified plans.  A “qualified” defined contribution plan is one meeting the requirements of Internal Revenue Code Section 401(a). Such plans are subject to a number of requirements, described below, including restrictions on eligibility to participate in the plan, vesting, funding, and distribution. A qualified plan also must be organized and maintained for the exclusive benefit of employees and their beneficiaries, and must be in writing and communicated to the covered employees. 

The contributions to this type of plan typically are held in trust, or in some cases custodial accounts treated as trusts. The trust invests the assets subject to fiduciary rules prescribed in ERISA, if applicable, and allocates the earnings or losses among the participants' accounts. 

Typically, the employer is allowed to take a tax deduction for its contributions to defined contribution plans in the year in which the contribution is made, 2 although such a deduction is not useful, of course, for a nonprofit employer unless it is subject to unrelated business income tax. The employee, on the other hand, is not taxed on the contributions made on his or her behalf or on any income earned in the account, until there is a distribution from the plan. 3 Although an employee's elective salary deferral contributions to a qualified plan are subject to social security and unemployment taxes under the Federal Insurance Contributions Act (FICA) and the Federal Unemployment Tax Act (FUTA), none of the employer's contributions to a qualified plan are subject to these taxes, either at the time they are contributed to the plan, or at the time they are distributed to the participant. 4 

Tax-exempt organizations, like for-profit entities, can establish defined contribution plans that are funded entirely by employer contributions. However, prior to January 1, 1997, unlike for-profit entities, tax-exempt organizations were unable, except in the case of some “grandfathered” plans in existence on July 1, 1986, to permit employees to make elective pre-tax contributions through salary reduction to qualified plans known as “401(k)” or “cash or deferred arrangements,” although employees could make voluntary after-tax contributions. Employees of Internal Revenue Code Section 501(c)(3) organizations only (i.e., not all nonprofits) could instead, however, make pre-tax salary reductions under a Internal Revenue Code Section 403(b) program, described below. Since January 1, 1997, tax-exempt employers (but not governmental employers) may once again maintain 401(k) plans. 

403(b) programs.  A Internal Revenue Code Section 403(b) program is a special type of retirement plan option available only to employees of public educational organizations and employers exempt from income tax under Internal Revenue Code Section 501(c)(3) (i.e., charities and certain self-employed ministers). 5 All other types of nonprofits, such as social clubs and business leagues, are presently precluded from offering Internal Revenue Code Section 403(b) plans. 

Generally, Internal Revenue Code Section 403(b) programs must be defined contribution plans and be invested either in annuity contracts or under custodial accounts containing only publicly available mutual funds. An exception exists for certain church Internal Revenue Code Section 403(b) plans, known as “retirement income accounts,” which may be invested in a manner similar to Internal Revenue Code Section 401(a) qualified plans and, if in existence on August 13, 1982, may even be defined benefit plans. 6 

As will be discussed, if a Internal Revenue Code Section 403(b) plan exists solely for employees' elective pre-tax deferrals, and the employer's involvement with the plan is sufficiently minimal, the employer may avoid having the Internal Revenue Code Section 403(b) program treated as a plan for purposes of ERISA. 7 This relieves the employer of substantial burdens for providing disclosure documents to employees, for providing annual information returns to the Internal Revenue Service (IRS) and the Department of Labor (DOL), and for monitoring distribution requirements. 

Internal Revenue Code Section 403(b) programs are subject to certain employment taxes. Elective salary deferrals are subject to FICA and FUTA taxes at the time they are contributed. However, no FICA or FUTA taxes are collected for non-elective deferrals. 

SEPs and SARSEPs.  A SEP is an arrangement under which an employer can make tax-deferred contributions to an IRA for employees. Such contributions cannot discriminate in favor of highly compensated employees, are subject to the top-heavy rules, and are subject to the limits on annual additions under Internal Revenue Code Section 415 (i.e., the lesser of 100 percent of compensation or $40,000). Contributions must be allocated among eligible employees under a written formula that provides uniform contributions in relationship to compensation, but integration with social security is permitted. All employees of the employer (excluding certain collectively bargained employees and nonresident aliens with no U.S. source of income) who have attained age 21, have performed service for the employer in at least 3 out of the last 5 years, and received at least $500 in compensation from the employer for the year must receive contributions for the year. 8 A SEP is fundamentally an IRA, so employees may make withdrawals at any time subject to the IRA penalties and taxes. These features have limited the popularity of SEPs. The IRS has made available a model SEP document, Form 5305 SEP, but many investment providers have model documents as well. There is a form of salary reduction SEP known as a SARSEP that cannot be established after 1996, a moot point given that tax-exempt organizations have not been eligible to maintain SARSEPs. 9 

SIMPLE Plans.  SIMPLE plans were created by the Small Business Job Protection Act of 1996, and come in both IRA and 401(k)-based forms. 10 Tax-exempt organizations (but not governments) may maintain 401(k) plans after 1996, so a tax-exempt organization may adopt either type of plan. Only small employers with less than 100 employees who earned $5,000 or more for the prior calendar year may maintain a SIMPLE plan for a year. (There is a grace period if this limit is exceeded in a subsequent year.) An employer may maintain a SIMPLE IRA only if it maintains no other qualified plan (other than a 457 plan) for its employees for the year. A SIMPLE 401(k) is a little less limited, and requires that the employer maintain no other qualified plan for the year for the employees who are eligible for the SIMPLE 401(k). Under a SIMPLE IRA, all employees who earned at least $5,000 in compensation for the two preceding years and who are reasonably expected to earn $5,000 from the employer in the current year must be allowed to participate (although certain collectively bargained employees and nonresident aliens with no U.S. source of income may be excluded). SIMPLE 401(k) plans are subject to the regular 401(k) participation rules under Code 5 Sections 410(a) and (b). Eligible employees under either type of SIMPLE plan must be permitted to make salary reduction deferrals of up to $7,000 during a year ($7,000 in 2002 increasing by $1,000 each year until reaching $10,000 in 2005) and must receive either a 2 percent of compensation employer nonelective contribution or a 3 percent dollar-for-dollar match (SIMPLE IRAs may drop this to no less than one percent in two out of any five years). 11 Eligible employees age 50 or older are permitted to make catch-up elective salary reduction deferrals up to an additional $500 ($500 in 2002 increasing by $500 each year until reaching $2,500 in 2006) (IRC § 414(v)). All contributions to a SIMPLE plan must be 100 percent vested. Once contributed, SIMPLE IRA contributions are essentially subject to the IRA withdrawal rules (with an additional penalty for withdrawals in the first two years), while SIMPLE 401(k) plans are subject to simplified reporting and disclosure requirements under ERISA. The IRS has issued several model SIMPLE forms to use in establishing such plans, and many investment providers offer prototype SIMPLE plan documents as well. 

[b] Defined Benefit Plans

A defined benefit plan typically must comply with many of the same tax laws as a Internal Revenue Code Section 401(a) qualified defined contribution plan. However, defined benefit plans are administratively more complex than defined contribution plans and therefore also tend to have higher administrative expenses. On the other hand, defined benefit plans tend to favor longer term and more senior employees. This is because the defined benefit is typically a function of salary at or near retirement and the number of years of service with that employer. The purpose of such defined benefit plans is generally to provide long-term employees with monthly benefits that are a percentage of the employees' salary at the time of retirement. 

For example, a typical formula might provide that a participant's annual retirement payment would be equal to 2 percent times (1) the participant's number of years of service up to 30, times (2) the participant's average salary for his or her final three years of service. This formula would provide a benefit that equals approximately 60 percent of the final salary of a participant who has 30 years of service with the organization. Combined with Social Security, this formula would presumably allow the retiree with long service in the organization to retire in reasonable comfort. 

The amount of money that the employer contributes annually to the trust under a defined benefit plan must be determined each year by an actuary in accordance with complex funding requirements of ERISA, if applicable, and the Code. 12 The actuary must determine the amount of employer contributions necessary to provide the level of promised benefits based on several factors, including mortality, investment experience and employee turnover assumptions. This actuarial determination is an additional expense, and also means that the employer bears the risk if mortality, investment experience, or any of the other factors used turn out to be worse than expected. 

In addition, except in the case of certain church and governmental plans, defined benefit plans are insured by the PBGC, which requires the payment of premiums. These currently are $19.00 plus a variable amount annually per participant, depending upon the extent of any underfunding of the plan, an expense that may be considerable. 13 In addition, defined benefit plans are subject to a number of other requirements that do not apply to many defined contribution plans. 

Because of the additional administrative complexities involved in defined benefit plans and the increasing mobility of the workforce so that fewer employees spend the bulk of their career at one organization, defined benefit plans are seldom established these days. Many nonprofit organizations have been converting their principal retirement plans from defined benefit to defined contribution type plans, particularly Internal Revenue Code Section 403(b) programs in the case of Internal Revenue Code Section 501(c)(3) organizations, so that they may permit employees to make pre-tax contributions from their own salaries. 

[c] Hybrid Plans Combining Defined Contribution and Defined Benefit Features

“Hybrid” plan designs have become increasingly popular in recent years, particularly due to the declining popularity of traditional defined benefit plans. Many of these plans are very complex and should be instituted only with the assistance of expert advice. The major types of hybrid plans are discussed in the following paragraphs. 

· Cash balance plans. A cash balance plan is a defined benefit plan under which the benefit is based upon a hypothetical account contribution plus hypothetical earnings through retirement age. This arrangement essentially has the advantage of permitting participants to see more clearly what their defined benefits are because the benefit amount is essentially translated into a current dollar lump sum value.

· Target benefit plans. A target benefit plan is a money purchase defined contribution plan under which the employer bases its contributions upon amounts actuarially determined to be expected to accumulate to achieve the targeted benefit if the employee were to remain a participant in the plan until retirement age. However, the amount of the participant's actual benefit is the actual amount in his or her account, not the targeted benefit. Thus, unlike a defined benefit plan, or a cash balance plan, the participant bears the investment risk in a target benefit plan.

· Floor offset plans. A floor offset arrangement is generally one in which benefits under one plan maintained by an employer, such as a defined benefit plan, are offset by the value of benefits under another plan of the same employer, such as a defined contribution plan.

· Cross-tested plans. Cross-tested plans are a form of defined contribution plan. Under this plan, the employer's contributions are usually allocated to separate accounts for each participant based on a formula that is weighted in favor of employees who are older. Thus, employers may contribute larger contributions to older employees than they do for the younger employees or more-recent hires in a manner mimicking a defined benefit plan.

[d] Integration of Plans With Social Security

Either a defined benefit plan or a defined contribution plan may be integrated with Social Security, although only one plan of an employer may provide for Social Security integration. Essentially, the tax laws allow the employer to take into account Social Security benefits in determining a pension plan's contribution or benefit levels. The theory behind integration is that it ensures that total retirement income (pension benefits plus Social Security) will be approximately the same percentage of pay for all employees. Because Social Security benefits represent a higher percentage of pay for a lower paid employee than for a higher paid employee, integration generally allows the employer to establish different levels of contributions or benefits (depending on whether the plan is a defined contribution or a defined benefit plan) based on the employee's rate of pay. In the case of a defined contribution plan, integration with Social Security generally involves a higher contribution percentage on earnings above a certain amount specified in the plan. In the case of a defined benefit plan, an integrated plan typically contains a benefit formula providing either for greater benefits based on compensation above a certain level (an “excess” plan), or providing for a benefit that is offset by a specified percentage of the employee's final compensation up to a certain level (an “offset” plan). 14 The disparity in percentages and different levels of compensation taken into account are strictly limited by the relevant Internal Revenue Code and ERISA provisions. 

[2] Unfunded, Nonqualified Deferred Compensation Programs

Financial officers with experience in the for-profit world are probably familiar with various “nonqualified” deferred compensation programs. These may simply be an executive compensation agreement that defers payment of a certain amount to the future for the purpose of deferring tax liabilities, or various stock option or stock appreciation rights arrangements intended to provide performance incentives. The planning options for tax-exempt entities in this regard, however, are significantly more limited, both because tax-exempt entities usually have no stock, and also due to the requirements of Internal Revenue Code Section 457. 

Internal Revenue Code Section 457 generally applies to any state, political subdivision of a state, or agency or instrumentality of them, and any other tax-exempt organization (not limited to Internal Revenue Code Section 501(c)(3) organizations), but excludes many types of church employers. 15 The church exemption does not, however, extend to church-related hospitals and colleges or universities. 16 

Internal Revenue Code Section 457 essentially puts a relatively low annual limit on the amount of compensation, elective or nonelective, that an employee of a tax-exempt entity may defer outside of a Internal Revenue Code Section 403(b) or Internal Revenue Code Section 401(a) qualified plan and avoid taxation until receipt. Under Section 457, the limit on the amounts that can be tax deferred by an employee of a tax-exempt entity is generally $11,000 ($11,000 in 2002 increasing by $1,000 each year until reaching $15,000 in 2006). Effective in 2002, employees age 50 and older can make a catch-up deferral of $1,000 ($1,000 for 2002 increasing by $1,000 each year until reaching $5,000 in 2006). 17 457 plans have two catch-up contribution provisions. The catch-up contribution effective in 2002 and the special 457 catch-up contribution allows employees within three years of normal retirement age to defer two times the annual limit ($11,000 in 2002), but only to the extent the employee has not contributed the maximum 457 limit in prior years. 18 An employee may only utilize one of the catch-up contributions in any one year, not both. Effective in 2002, the Section 457 salary reduction limit is in addition to, not reduced by, contributions made to a 403(b) salary reduction program or a 401(k) plan to which the employee contributes. Section 457 plans are also subject to restrictions on the timing and election of distributions. 19 

This limit on Internal Revenue Code Section 457 plan contributions was placed on tax-exempt entities based on the perception, rightly or wrongly, that because tax-exempt entities are not concerned with obtaining tax deductions, they require some incentive to use Internal Revenue Code Section 401(a) and Internal Revenue Code Section 403(b) plans as retirement plan vehicles in place of nonqualified plans, because these plans are funded and subject to more rules to protect employees. Nonqualified plans are, essentially, merely unfunded promises to pay an amount in the future. They are only as good as the credit of the promisor, and are subject to far fewer requirements and restrictions than funded pension plans. 

Internal Revenue Code Section 457 does not apply to bona fide vacation leave, sick leave, compensatory time, severance pay, disability pay or death benefit plans. 20 Furthermore, Internal Revenue Code Section 457 does not apply to certain nonelective deferred compensation for services not performed as an employee, but only if all individuals who have satisfied any initial service requirement with the same relationship to the payer are covered under the same plan with no individual variations or options under the plan. 21 This exception, of course, is of limited use. 

Certain contracts entered into before August 16, 1986, are “grandfathered” from the Internal Revenue Code Section 457 restrictions, provided that they are not modified. 22 

Under a Internal Revenue Code Section 457 plan, the deferred compensation is not deducted from the employer's taxable income, to the extent there is any, until the compensation becomes includible in the participant's gross income, at which time the participant is subject to income tax. The deferred amounts are generally subject to FICA and FUTA taxes when they are deferred and the eventual distributions from Internal Revenue Code Section 457 plans are therefore not subject to these employment taxes again. 23 

One difficulty with Internal Revenue Code Section 457 plans is that, while the Code does not specify any requirements as to which employees may be covered under a plan subject to Internal Revenue Code Section 457 (such as nondiscrimination rules), it does require that the plan be unfunded. 24 However, ERISA generally applies to deferred compensation arrangements and it requires that such plans be funded. This ERISA rule is subject to only a handful of exceptions, the relevant one being an exception for unfunded plans for the benefit of “a select group of management or highly compensated employees.” 25 As a result, a Internal Revenue Code Section 457 plan that is not subject to ERISA can permit participation only by such a “select group” and cannot be used as the retirement plan for a wide group of employees. The DOL has not defined the term “select group” in regulation, but in at least one case, the term has been held not to apply to a group comprising one fifth of the workforce. 26 As a practical matter, any group consisting of more than a few top officers of an organization may be open to question, and the results in each case will depend upon the facts and circumstances involved. 

If a plan of deferred compensation fails to meet the requirements of Internal Revenue Code Section 457, the consequence is that the participants take the compensation into income in the first taxable year in which there is no “substantial risk of forfeiture.” 27 The rights of a participant are subject to a substantial risk of forfeiture if such person's rights to such compensation are conditioned upon the future performance of substantial services by any individual. 28 However, earnings credited on the compensation deferred are not includible in the participant's income until paid or made available, provided that the participant is merely a general creditor. 29 

In those cases in which a plan of a nonprofit organization is designed deliberately not to meet the Internal Revenue Code Section 457 rules, resulting in immediate inclusion of the amount in the taxable income of the participant (assuming it is not subject to a substantial risk of forfeiture), the employer often provides the employee with a gross-up payment (which is itself taxable), to ameliorate the effect of the phantom taxable income. 

[3] Choosing Between 401(k), 403(b), and 457(b) Plans

Many nonprofit employers are currently considering whether to adopt a 401(k) plan for employee salary reduction contributions now that they are an option. For nonprofit organizations that are not 501(c)(3) charities and that are therefore not eligible to maintain a 403(b) plan, a 401(k) plan is the principal option, because a nonqualified, eligible 457(b) plan will have lower contribution limits and, in the case of employers subject to ERISA, is limited to participation by a select group of management or highly compensated employees. For 501(c)(3) organizations, however, several factors should be considered in deciding whether to maintain a 403(b) plan or a 401(k) plan. Although the decision depends upon the facts of each case, some factors are particularly important, including: 

1.  For certain employers, including churches, hospitals, and educational organizations with faculty and students, a 403(b) plan participant with 15 years of service with that employer is permitted to exceed the $9,500 salary reduction contribution limit by an additional $3,000 per year up to a maximum of $15,000. This catch-up election is not available under a 401(k) plan. 30 403(b) and 401(k) plans can permit employees age 50 and older to make salary reduction catch-up contributions of $1,000 ($1,000 in 2002 increasing by $1,000 each year until reaching $5,000 in 2006). For 403(b) plans, this is in addition to the catch-up contribution described above. 

2.  401(k) plans are subject to nondiscrimination testing under the “actual deferral percentage” test of Code section 401(k)(3), while 403(b) plan reduction contributions are subject to a requirement that, generally, all employees normally working twenty or more hours per week be offered participation. 31 The practical effect of this is that salary reduction contributions may be more limited under a 401(k) plan than they would be under a 403(b) plan. 

3.  If an employer maintains another qualified 401(a) plan, such as a profit-sharing or defined benefit plan, currently a 401(k) plan would have to be aggregated with the other qualified plan for purposes of applying the Section 415 limits. However, 403(b) plans, with a few exceptions, are not normally aggregated with qualified plans for this limit. 32 It is therefore sometimes possible to make a greater amount of contributions to a 403(b) plan when combined with another 401(a) plan than could be made to a 401(k) plan combined with some other 401(a) plan. 

4.  It is possible for some salary reduction 403(b) plans with minimal employer involvement to be exempt from ERISA, and avoid having to satisfy ERISA's reporting and disclosure requirements. 33 This exception is not available for 401(k) plans. 

5.  For 403(b) plans of certain employers, including churches, hospitals, and educational organizations with faculty and students, certain special elections may permit additional contributions in excess of that which would otherwise be permitted. 34 401(k) plans do not have these special elections. 

6.  With respect to nonelective employer contributions, IRS Notice 89–23 currently provides certain safe harbors for 403(b) plans that permit an amount of contributions favoring highly compensated employees in excess of that available under Sections 401(a)(4) and 410(b) for a qualified plan. 

7.  Trusts under 401(k) plans have broader investment options than 403(b) plans, which are generally limited to mutual funds and annuity contracts. However, many 401(k) plans are designed to invest only in mutual funds, so this may not be a significant advantage. 

8.  Nonprofit employers also must contend with the fact that most employees are more familiar with 401(k) plans than 403(b) plans. 401(k) plans have become very common and many employees may not be familiar with the 403(b) plan concept. This perception can make the 403(b) a tough sell even though it might be the best choice for a nonprofit employer. 

When these factors are analyzed, in many cases it will be apparent that there will be little tax advantage and sometimes a possible disadvantage in a 501(c)(3) organization creating a new 401(k) plan if it already has a 403(b) plan. However, some examples of instances in which nonprofit employers have adopted 401(k) plans include situations in which:

· An employer has for-profit or non-503(c)(3) subsidiaries and desires to provide the same plan to all employees.

· There is some chance of dropping 501(c)(3) status.

· There has been a desire to use a particular investment provider that services 401(k) plans but not 403(b) plans.

D5.03 Tax Rules Applicable to Qualified Plans
Under Section 401(a)

The tax rules applicable to a retirement plan qualified under Internal Revenue Code Section 401(a) are lengthy and extremely complex, and applying them requires expert advice. However, the following is a list of the particularly relevant tax requirements applicable to retirement plans qualified under Internal Revenue Code Section 401(a) (certain of these requirements that do not apply to a governmental plan or to a church plan that has not made an election under Internal Revenue Code Section 410(d) to be subject to ERISA—a “nonelecting church plan”): 

1.  Plan assets must be used for the exclusive benefit of participants. 35 

2.  Each plan must be in writing and communicated to each employee. 36 

3.  Defined benefit plans must specify actuarial assumptions in the plan documents in a way that precludes employer discretion (in order to meet a requirement that benefits be definitely determinable). 37 

4.  Plans must comply with detailed rules regarding participation and coverage to ensure that they do not discriminate in favor of highly compensated employees: 38 

a.  Plans must meet one of three specified minimum coverage tests: (i) it generally must benefit at least 70 percent of all non-highly compensated employees; (ii) it must benefit a percentage of non-highly compensated employees that is at least 70 percent of the percentage of highly compensated employees benefitted under the plan; or (iii) it must meet the average benefit percentage test. 39 

b.  Defined benefit plans must comply with minimum participation requirements, which generally require the lesser of 50 employees or 40 percent of all employees to benefit from the plan. The Code provides that certain employees (such as those who do not meet the plan's minimum age and service requirements and nonresident aliens) need not be considered in applying the minimum participation requirements. 40 

c.  Qualified plans generally cannot require that an employee be older than age 21 or complete more than one year of service. 41 

5.  Plans are prohibited from discriminating in the level of contributions or benefits in favor of employees who are “highly compensated employees” as defined in Internal Revenue Code Section 414(q) . 42 Certain eligibility classifications, such as limiting the plan to salaried or clerical employees, may be considered nondiscriminatory for purposes of this section. 43 For years after 1996, a “highly compensated employee” is generally any employee who has compensation in excess of $85,000 for the preceding year, and, if the employer elects, is in the top 20 percent of the employees ranked by pay. 

6.  Employer matching contributions and after-tax employee contributions must meet certain nondiscrimination requirements. 44 

7.  Plans must comply with minimum vesting and minimum benefit accrual requirements. Generally, each participant's benefits must become vested after the participant has completed a specified number of years of service and upon plan termination. 45 Plans also are prohibited from retroactively decreasing participants' accrued benefits. 46 

8.  Pension plans generally must comply with certain actuarial minimum funding rules and maximum funding limits. 47 

9.  Plans must comply with complex Social Security integration rules, if they want to factor Social Security benefits into pension benefit calculations. 48 

10.  Pension plans must provide joint and survivor annuities and preretirement survivor annuities. Essentially, if the participant is married, the plan must provide a life annuity for the life of the participant and a survivor benefit for the spouse equal to at least half of the annuity payable during the participant's and the spouse's joint lives. If the participant dies before distribution begins, the spouse is entitled to a preretirement survivor annuity. 49 

11.  Plans also must comply with certain spousal consent rules. In essence, a plan must require spousal consent if a participant wants to change a form of benefit, a distribution option, or a beneficiary designation. 50 

12.  Plans in which certain “key employees” accrue a large portion of the benefits must comply with “top-heavy” rules, which require minimum contributions to non-“key employees.” These rules do not apply to governmental plans. 51 

13.  The annual compensation of each employee to be taken into account under the plan for purposes of determining contributions and benefits is capped at $200,000 for plan years beginning after 2001 as adjusted for the cost of living (this amount is $170,000 for 2001). 52 

14.  Contributions and benefits are generally limited to specified dollar and percentage of pay limits. 

a.  Benefits under a defined benefit plan generally are limited to the lesser of 100 percent of the participant's average compensation for the three consecutive highest-paid years, or $160,000, as adjusted for the cost of living. 

b.  The annual contribution to a participant's defined contribution plan account generally cannot exceed the lesser of $40,000 or 100 percent of the participant's compensation. 53 

15.  Plans must comply with minimum distribution rules restricting the time of distribution, including the maximum period of time over which periodic distributions may be made, and the forms of distribution. After January 1, 1997, a participant essentially must begin receiving distributions from his or her plan on April 1 following the later of the year during which the participant turns 70, or the year the participant actually retires. 54 

16.  Plans are subject to mandatory rollover and withholding requirements. Basically, plans must provide the option for a direct rollover of eligible distributions to a similar type of plan or an individual retirement account (IRA). If the participant does not have an “eligible rollover distribution,” then 20 percent of the distribution must be withheld for federal income tax. 55 

17.  Qualified plans need not offer loans, but if they do, they are subject to certain restrictions such as limitations the loan amount and loan repayment. 56 

18.  Defined benefit plans cannot use forfeitures to increase benefits to any employee. 57 

19.  Accrued benefits must be preserved in the event of a merger, consolidation of plans, or transfer of assets or liabilities to any other plan. 58 

20.  Plan benefits may not be alienated or assigned. In essence, this provision prohibits voluntary or involuntary assignment of benefits prior to the time of distribution. There are exceptions to the anti-alienation rules for qualified domestic relation orders (QDROs), such as court orders regarding child support, alimony, and marital property rights and for certain judgments and settlements owed to the plan by a participant. 59 

21.  Benefits of a participant or beneficiary who is already receiving benefits under the plan, or a participant who is separated from service with a nonforfeitable right to benefits, may not be decreased by reason of any increase in Social Security benefits or wage base. 60 

22.  A participant's accrued benefit may not become forfeitable solely because of withdrawal by such participant of his or her contributions. 61 

23.  In certain instances, such as where an employer maintains a plan of a predecessor employer, service for that predecessor employer must be taken into account and treated as service for the employer. 62 

24.  The employees of controlled groups of corporations and certain organizations under common control may be aggregated and treated as though employed by a single employer, for purposes of discrimination testing. 63 The applicability of these rules in the nonprofit setting is less than clear. 

25.  “Separate line of business” (SLOB) rules are applicable for purposes of testing discrimination in plan coverage under Internal Revenue Code Section 410(b). Under the SLOB rules, plans may separately test each line of business that meets the specific Code definition of a SLOB. 64 

26.  Employees of affiliated service groups must be aggregated for purposes of certain Code rules. 65 

27.  The Code definition of “plan administrator” applies to plans for purposes of the employee benefit provisions of the Code. 66 

28.  Plans must comply with the requirements relating to leased employees. Essentially, for purposes of many other Code provisions, such as the nondiscrimination provisions, leased employees are treated as employees of the person for whom they provide services. 67 

29.  The Code definition of the term “compensation” applies to plans for purposes of certain employee benefit provisions. 68 

30.  An excise tax is imposed on “prohibited transactions,” such as self-dealing or other improper behavior on the part of plan fiduciaries or any other “disqualified person,” including plan sponsors, employers, and service providers. 69 

31.  An excise tax is imposed on nondeductible contributions (i.e., those contributions in excess of the maximum contribution levels). This excise tax, and that of Internal Revenue Code Section 4980, do not apply to a tax-exempt entity, except to the extent of any unrelated business income tax. 70 

32.  An excise tax is imposed on any employer reversions received in connection with a plan termination. 71 

33.  A penalty tax is imposed on participants who receive a premature distribution from a qualified plan. 72 

34.  The prohibited transaction provisions of Internal Revenue Code Section 503(b) apply and would cause a qualified plan to be denied an exemption from taxation under Internal Revenue Code Section 501(a) if it engages in a prohibited transaction after March 1, 1954. 73 

35.  The Code includes a permissive provision that states that a profit-sharing plan can be established by a tax-exempt employer. 74 

D5.04 Tax Code Requirements Applicable To 403(b)
Programs

The following is a list of the Code requirements that apply to Internal Revenue Code Section 403(b) programs: 

1.  A Internal Revenue Code Section 403(b) program may be used only by a public educational organization maintained by a state, a political subdivision of a state, or an agency or instrumentality of one of the foregoing, or an employer described in Internal Revenue Code Section 501(c)(3). 75 

2.  The employee's rights under the contract must be nonforfeitable, except for failure to pay premiums. 76 

3.  Except in the case of a contract purchased by a church (in this case, the definition of “church” does not include church-related hospitals, universities, and colleges), a Internal Revenue Code Section 403(b) program must meet nondiscrimination requirements with respect to contributions of benefits, the maximum amount of compensation that may be taken into account for nondiscrimination purposes, and minimum coverage requirements. If salary reduction contributions are permitted, they must be widely available. 77 

4.  A Internal Revenue Code Section 403(b) program is subject to the following three separate contribution limits (with some limited exceptions, all of these limits must be met): 

a.  Salary reduction contributions are subject to a maximum dollar limit (currently $10,000), subject to limited exceptions for certain church, hospital, and educational organizations, which can increase the limit by as much as $3,000. 78 The limit must be included in the contract and enforced. 

b.  The annual contribution to a participant's account generally cannot exceed the lesser of $40,000 or 100 percent of the participant's compensation. Certain special elections permitting additional contributors are permitted for employees of certain church, hospital, and educational organizations. 79 

5.  Except in the case of church retirement income accounts, assets of a Internal Revenue Code Section 403(b) program must be invested in life insurance annuity contracts or in registered mutual funds held under a custodial agreement. 80 

6.  Internal Revenue Code Section 403(b) programs must comply with minimum distribution rules restricting the time of distribution, including the maximum period of time over which periodic distributions may be made, and the forms of distribution. On or after January 1, 1997, a participant must essentially begin receiving distributions from his or her plan no later than April 1 following the later of the year during which the participant reaches age 70 , or the year the participant actually retires. 81 In the case of the participant's death prior to that date, distributions may begin earlier. 82 

7.  Internal Revenue Code Section 403(b) programs are subject to mandatory rollover and withholding requirements of Internal Revenue Code Section 401(a)(31). 83 Basically, a Internal Revenue Code Section 403(b) program must provide the option for a direct rollover of eligible distributions to other Internal Revenue Code Section 403(b) programs and qualified retirement plans. If the participant does not roll over directly into an IRA or another 403(b) plan, or a qualified retirement plan, an “eligible rollover distribution,” then 20 percent of the distribution must be withheld for federal income tax. 

8.  Amounts contributed to a custodial account invested in registered mutual funds and amounts all contributed pursuant to a salary reduction agreement are subject to restrictions against withdrawals prior to age 59, separation from service, death, disability, and hardship. 84 

9.  Any loans from Internal Revenue Code Section 403(b) programs are subject to certain restrictions, such as limitations on the amount of the loans and the manner of repayment. 85 

10.  Prior to January 1, 1996, any salary reduction agreements under a Internal Revenue Code Section 403(b) program must be legally binding and irrevocable with respect to amounts earned while the agreement is in effect (although the agreement may be terminated with respect to amounts not yet earned), may be effective only for amounts earned after the agreement becomes effective, and can be made or changed only once each tax year. 86 After 1995, salary reduction contributions under 403(b) plans are subject to the same rules as salary reduction agreements under 401(k) plans. 

D5.05 Employee Retirement Income Security Act
Requirements

In addition to complying with the multitude of tax laws previously discussed, most pension plans, whether qualified under Internal Revenue Code Section 401(a) or under Internal Revenue Code Section 403(b), must comply with another set of statutory requirements found in ERISA. There are certain exceptions to ERISA coverage. Governmental plans, nonelecting church plans, some nonqualified plans maintained exclusively for a select group of management or highly compensated employees, and unfunded excess benefit plans (i.e., plans maintained solely to provide benefits in excess of that permitted by Internal Revenue Code Section 415) are exempt from Title I of ERISA. Certain salary reduction Internal Revenue Code Section 403(b) plans with minimal employer involvement, as previously described, are similarly not considered plans subject to ERISA. 87 

Every employee benefit plan subject to ERISA must be in writing and must provide for one or more named fiduciaries who have the authority to control and manage the operation and administration of the plan. 88 The plan must provide a funding procedure, an allocation of the responsibilities for the operation and administration of the plan, a procedure for amending the plan and for identifying the persons with the authority to amend the plan, and the basis on which payments are made to the plan. 89 Plan assets must be held in trust by one or more trustees. 90 

ERISA imposes numerous procedural and substantive requirements on pension plans. In many cases, these requirements are duplicative of requirements under the Code, such as the provisions on spousal rights, mandatory distributions, vesting, funding, and benefit accrual. ERISA's requirements are summarized in the paragraphs that follow. 

[1] ERISA Reporting and Disclosure Requirements

ERISA imposes a number of reporting and disclosure requirements on all plans (although certain of these are simplified for SEP and SIMPLE plans). The most important of these rules are the following: 

1.  Plan administrators must furnish each participant and beneficiary with a summary plan description (SPD) containing certain information about plan benefits and ERISA rights. 91 

2.  Plan administrators must furnish a summary annual report providing certain financial and actuarial information to each participant and beneficiary entitled to receive benefits under the plan. 92 

3.  Plan administrators must file annual reports with the DOL using Form 5500 series. 93 This provision compliments Internal Revenue Code Section 6058, which requires annual filings with the IRS. However, filing with the DOL is sufficient to meet the Code filing requirement. 94 

4.  Plan administrators must provide annual statements to each participant or beneficiary indicating the amount of benefits the participant or beneficiary has accrued, the amount of nonforfeitable benefits, and the earliest date benefits become nonforfeitable. 95 

5.  A willful violation of any reporting and disclosure rule is subject to criminal penalty. 96 Any other violation of the reporting and disclosure rules are subject to civil penalties. 97 

6.  Plan administrators are required to retain documents and records to verify any plan descriptions or reports filed with the DOL for a period of at least six years. 98 

[2] ERISA Requirements Regarding Plan Provisions

In addition to the reporting and disclosure requirements, ERISA imposes many substantive rules, many of which are substantially the same as various Code requirements. The most important of these rules are the following: 

1.  Pension plans are subject to minimum participation rules under ERISA parallel to those of Internal Revenue Code Section 410. 99 

2.  ERISA imposes vesting rules parallel to those of Internal Revenue Code Section 411. 100 

3.  ERISA imposes minimum benefit accrual requirements for defined benefit plans, prohibitions against age discrimination, and employee contribution separate accounting requirements for defined contribution plans, parallel to Internal Revenue Code Section 411(b). 101 

4.  ERISA imposes joint and survivor annuity and preretirement survivor annuity requirements parallel to those of Internal Revenue Code Section 401(a)(11) and Internal Revenue Code Section 417. 102 

5.  ERISA imposes benefit commencement date requirements parallel to those of Internal Revenue Code Section 401(a)(14). 103 

6.  ERISA imposes anti-assignment and anti-alienation requirements similar to those in Internal Revenue Code Section 401(a)(13). ERISA, like the Code, provides exceptions for QDROs. 104 

7.  ERISA imposes requirements on mergers and consolidations of plans and transfers of plan assets and liabilities similar to Internal Revenue Code Section 414(l). 105 

8.  ERISA imposes rules regarding aggregation of employers under common control by reference to Code rules. 106 

9.  ERISA imposes funding requirements on defined benefit plans and money purchase defined contribution plans similar to Internal Revenue Code Section 412. 107 

10.  A plan is also limited as to the amount of employer real property that it can hold. 108 

[3] ERISA Fiduciary Requirements

In addition to the foregoing ERISA plan requirements, ERISA imposes a number of requirements on plan fiduciaries. Failure to comply with these requirements can result in personal liability for plan losses as well the obligation to pay excise taxes. Indeed, in some circumstances, a fiduciary may be liable for breaches of fiduciary duty by co-fiduciaries. For example, if the fiduciary has knowledge of a breach by a co-fiduciary and fails to make reasonable efforts to remedy the breach or if the fiduciary's own breach has enabled another fiduciary to commit a breach, the fiduciary may be liable. 109 

Under ERISA, a fiduciary is any person (1) who exercises any authority or discretionary control respecting management of a plan or management or disposition of the plan's assets; (2) who renders investment advice for a fee or other compensation, direct or indirect, with respect to plan property, or has any authority or discretion to do so; or (3) who has any discretionary authority or responsibility in the administration of a plan. 110 

Persons who have been convicted of certain crimes may not serve as ERISA fiduciaries. 111 Every fiduciary of a plan and every person who handles plan assets must be bonded to provide protection against loss to the plan by reason of fraud or dishonesty. 112 

[a] Fiduciary Duties

Fiduciaries must discharge their duties with respect to a plan solely in the interest of participants and beneficiaries. Fiduciaries must act (1) for the exclusive purpose of providing benefits to participants and beneficiaries and defraying reasonable expenses of administrating the plan; 113 (2) with the care, skill, prudence, and diligence under the circumstances then prevailing that a prudent man acting in a like capacity and familiar with such matters would use in the conduct of an enterprise of a like character and with like aims; 114 (3) by diversifying the investments of the plan so as to minimize the risk of large losses unless under the circumstances it is clearly prudent not to do so; 115 and (4) in accordance with the documents and instruments governing the plan insofar as they are consistent with ERISA. 116 

[b] Prohibited Transactions

ERISA forbids plan fiduciaries from engaging in “prohibited transactions.” These prohibited transactions fall into two separate areas: (1) fiduciaries are prohibited from certain forms of self-dealing; and (2) fiduciaries are restricted from certain transactions involving a party in interest. A “party in interest” to a plan for these purposes includes any fiduciary, any person providing services to the plan, the employer, any employee organization, owners of 50 percent or more of the employer, certain relatives and organizations related to such entities or persons, and certain employees, officers, directors, and partners or shareholders of 10 percent or more of such persons or entities. 117 

The ERISA prohibited transaction provisions include the following: 

1.  Fiduciaries are prohibited from causing the plan to engage in certain transactions that constitute: 

a.  A direct or indirect sale or exchange or leasing of property between the plan and a “party in interest” to the plan. 

b.  The lending of money or extension of credit between the plan and a “party in interest.” 

c.  The furnishing of goods, services, or facilities between the plan and a “party in interest.” 

d.  A transfer to, or for the benefit of, a “party in interest,” of any assets of the plan. 

e.  An acquisition on behalf of the plan of any employer real property. 118 

2.  A fiduciary may not deal with plan assets in his or her own interest or for his or her own account. 119 

3.  A fiduciary may not act in an individual or any other capacity in any transaction involving the plan on behalf of a party whose interests are adverse to the plan or the participants and beneficiaries. 120 

4.  A fiduciary may not receive any consideration for his or her own personal account from any party dealing with a plan in connection with a transaction involving the assets of a plan. 121 

Prohibited transactions are subject to substantial penalties under ERISA. The DOL can assess any “party in interest” who engages in a prohibited transaction, including a fiduciary, with a penalty of up to 5 percent of the amount involved in each prohibited transaction. The penalty increases to 100 percent of the amount involved if the prohibited transaction is not “corrected.” 122 This penalty is in addition to the Code's excise taxes that may be imposed for the same prohibited transaction. 

D5.06 Conclusion

Tax-exempt organizations that want to establish a pension plan for their employees can choose among several different options in the form of the plan. But whichever type of pension plan is chosen, whether funded or unfunded, defined benefit or defined contribution, there are numerous provisions in the Code and ERISA with which plans must comply. These statutory and regulatory provisions vary with the form of plan chosen. Careful attention is necessary in order to avoid any inadvertent failure to comply with the applicable legal requirements. Inattention to the Code and ERISA requirements can cause the plan to lose its tax-qualified status and can also result in substantial liabilities for the employer, including tax and withholding liabilities, excise taxes, and other penalties. However, with careful planning, nonprofit entities can successfully defer employee compensation. 

Appendix D5.1 COMMON PROBLEM AREAS WITH EMPLOYEE-BENEFITS RULES

The following is a review of some of the common problem areas in interpreting employee benefits rules applicable to nonprofit employers. 

Confusion with ERISA 

Many nonprofit employers with 403(b) plans take the position that their 403(b) plans are not subject to ERISA, and do not file Form 5500 annual information returns or otherwise comply with ERISA rules. However, the Department of Labor regulations permitting certain 403(b) plans not to be subject to ERISA have three fairly narrow criteria: (1) only salary reduction contributions may be permitted (no matching contributions are permitted, for example), (2) the number of insurance and mutual fund products provided cannot be limited except for administrative reasons, and (3) employer involvement is strictly limited (the employer cannot, for example, approve hardship distributions). Inadvertent violations can easily occur, and failure to satisfy ERISA rules can have serious consequences. 

Section 457 Violations 

As previously noted in the chapter, the limits that Section 457 impose on nonqualified deferred compensation of tax exempt organizations are quite rigid. Some common violations include the following:

· Modifying pre-August 16, 1986 “grandfathered” arrangements so that the grandfather rule no longer applies. This may inadvertently occur, for example, when an executive's employment agreement is renegotiated.

· “Substantial risks of forfeiture” that are not substantial. If a nonprofit employer's 457(f) plan relies on a noncompete agreement or a consulting agreement, it is questionable whether the plan is substantial, and whether such a determination could withstand IRS scrutiny.

· Confusing the rules applicable to for-profit employers with Section 457. It is easy to confuse the rules of Section 457 with rules applicable to nonqualified plans of for-profit employers. It is not uncommon, for example, to hear that holding plan assets in a "rabbi trust" provides a substantial risk of forfeiture under Code Section 457 (it does not) or that individual employment agreements are not plans and therefore not subject to Section 457 (they are).

· Coverage of non-“top-hat” employees. Unless a 457 plan is a church or governmental plan, participation must be limited to a “select group of management or highly compensated employees” to avoid ERISA requirements that are problematic for tax purposes. There is, however, no bright line test for what constitutes such a select group, but more than a small proportion of top executives or highly paid employees may raise eyebrows, and violations of this rule can be very difficult and costly to resolve.

· Failure to file a one-time statement with the DOL regarding the Section 457 plan. Such a statement must be filed within 120 days of the plan's inception in order to void ERISA reporting and disclosure rules (including annual 5500 return filings).

Section 403(b) Tax Violations 

Common Section 403(b) tax violations include the following: 

· Failure to make salary reduction contributions available to all employees normally working 20 or more hours a week. There are few exceptions to this rule, and violation is a plan disqualification event.

· Failure to perform the 401(m) nondiscrimination test on matching contributions. Note that where different “tiers” of matching contributions are provided based on age or service, other nondiscrimination tests under Code section 410(b) must be performed on the coverage of each tier.

· Failure to monitor the $10,000 per employee salary reduction contribution limit.
· Failure to perform testing of contribution limits such as the maximum exclusive allowance (MEA) or the Code Section 415 limit.
· Failure to pay FICA on salary reduction contributions. This can occur, for example, where “mandatory” contributions have, in fact, become voluntary.

Nondiscrimination Requirements 

Failure to consider whether the nonprofit organization is in a “controlled group” of employers treated as a single employer for purposes of nondiscrimination requirements. Issues may also arise when a group of affiliated nonprofit employers take the position they are not in the same controlled group, but act like they are a single employer, such as through the use of a “single employer”-type plan document, such as a master and prototype plan, or counting service with each other for plan participation, vesting, or benefits purposes. 



1
  Internal Revenue Code Section 414(i). 



2
  Internal Revenue Code Section 404(a)(1)(A), Internal Revenue Code Section 404(a)(3)(A)(i). 



3
  Internal Revenue Code Section 72(a). 



4
  Internal Revenue Code Section 3121(a)(5)(A), Internal Revenue Code Section 3306(b)(5)(A). 



5
  Internal Revenue Code Section 403(b)(1)(A). 



6
  Internal Revenue Code Section 403(b)(9) . 



7
  DOL IRS Treasury Regulation Section 2510.3-2(f). 



8
  Internal Revenue Code Section 408(k). 



9
  Internal Revenue Code Section 408(k)(6)(E). 



10
  Internal Revenue Code Section 408(p), Internal Revenue Code Section 401(k)(11). 



11
  Notice 98-4, 1998-2, IRB 25. 



12
  Internal Revenue Code Section 412; ERISA 302. 



13
  ERISA 40006(a)(3);ABGC Reg. § 4006.3. 



14
  IRS Treasury Regulation Section 1.401(l)-1 



15
  Internal Revenue Code Section 457(e)(1). 



16
  Internal Revenue Code Section 457(e)(13). 



17
  Internal Revenue Code Section 457(b)(2). 



18
  Internal Revenue Code Section 457(b)(3). 



19
  Internal Revenue Code Section 457(e)(9). 



20
  Internal Revenue Code Section 457(e)(11). 



21
  Internal Revenue Code Section 457(e)(12). 



22
  Pub. L. No. 99-514, § 1107(c)(3)(B). 



23
  IRS Treasury Regulation Section 31.3121(v)(2)-1. 



24
  Internal Revenue Code Section 457(b)(6). 



25
  ERISA 301(a)(3). 



26
  Darden v. Nationwide Mutual Ins. Co., 717 F. Supp. 388 (EDNC 1989). 



27
  Internal Revenue Code Section 457(f)(1). 



28
  Internal Revenue Code Section 457(f)(3)(B). 



29
  IRS Treasury Regulation Section 1.457-3(a)(2). 



30
  Internal Revenue Code Section 402(g)(8). 



31
  Internal Revenue Code Section 403(b)(12)(A)(ii). 



32
  IRS Treasury Regulation Section 1.415-7(h). 



33
  DOL Reg. § 2510.3–2(f). 



34
  Internal Revenue Code Section 415(c)(4). 



35
  Internal Revenue Code Section 401(a)(2) . 



36
  IRS Treasury Regulation Section 1.401-1(a)(2) Treas. Reg. § 1.401-1(a)(2). 



37
  Internal Revenue Code Section 401(a)(25). 



38
  Different participation and coverage rules apply to governmental and nonelecting church plans. These types of plans must meet the participation and coverage rules of the pre-September 1, 1974, version of Internal Revenue Code Section 401(a)(3) on one day in each quarter. 



39
  Internal Revenue Code Section 401(a)(3), Internal Revenue Code Section 410(b). Governmental and nonelecting church plans do not need to comply with Internal Revenue Code Section 401(a)(3) or Internal Revenue Code Section 410. Instead, the provisions of Internal Revenue Code Section 401(a)(3) as in effect on September 1, 1974, apply. These prior provisions are different than the current version, both in how the group of highly compensated employees (called “prohibited group” in the earlier version) are determined, and in which groups of employees may be excluded from discrimination testing. For example, unlike other Internal Revenue Code Section 401(a) qualified plans, nonelecting church plans and governmental plans need not include employees with less than a specified number of years of service or certain part-time or seasonal employees. For tax years beginning on or after August 5, 1997, governmental plans will automatically be treated as satisfying most applicable nondiscrimination requirements. See Section 1505 of the Taxpayer Relief Act of 1997. 



40
  Internal Revenue Code Section 401(a)(26). 



41
  Internal Revenue Code Section 401(a)(3), Internal Revenue Code Section 410(a). 



42
  Internal Revenue Code Section 401(a)(4). 



43
  Internal Revenue Code Section 401(a)(5). 



44
  Internal Revenue Code Section 401(m). 



45
  Internal Revenue Code Section 411. 



46
  Internal Revenue Code Section 411(d)(6) . In the case of governmental plans and nonelecting church plans, instead, the vesting requirements under Internal Revenue Code Section 401(a)(4) and Internal Revenue Code Section 401(a)(7) as in effect on September 1, 1974, apply. Under that pre-ERISA law, qualified plans were generally required to vest participants upon attainment of normal retirement age, complete or partial plan termination, and complete discontinuance of contributions. 



47
  Internal Revenue Code Section 412. 



48
  Internal Revenue Code Section 401(l). 



49
  Internal Revenue Code Section 401(a)(11). 



50
  Internal Revenue Code Section 417. 



51
  Internal Revenue Code Section 401(a)(10)(B), Internal Revenue Code Section 416. 



52
  Internal Revenue Code Section 401(a)(17). 



53
  Internal Revenue Code Section 401(a)(16), Internal Revenue Code Section 415. 



54
  Internal Revenue Code Section 401(a)(9). 



55
  , Internal Revenue Code Section 401(a)(31), 3405(c). 



56
  Internal Revenue Code Section 72(p). 



57
  Internal Revenue Code Section 401(a)(8). 



58
  Internal Revenue Code Section 401(a)(12), Internal Revenue Code Section 414(l). 



59
  Internal Revenue Code Section 401(a)(13). 



60
  Internal Revenue Code Section 401(a)(15). 



61
  Internal Revenue Code Section 401(a)(20) . 



62
  Internal Revenue Code Section 414(a). 



63
  Internal Revenue Code Section 414(b), Internal Revenue Code Section 414(c). 



64
  Internal Revenue Code Section 414(r). 



65
  Internal Revenue Code Section 414(m). Although this provision covers governmental and church plans, it is questionable as to whether it could ever be applicable in the governmental or church plan setting. 



66
  Internal Revenue Code Section 414(g). 



67
  Internal Revenue Code Section 414(n). 



68
  Internal Revenue Code Section 414(s). 



69
  Internal Revenue Code Section 4975. 



70
  Internal Revenue Code Section 4972. 



71
  Internal Revenue Code Section 4980. 



72
  Internal Revenue Code Section 72(t). 



73
  Internal Revenue Code Section 503(a)(1)(B). 



74
  Internal Revenue Code Section 401(a)(27). 



75
  Internal Revenue Code Section 403(b)(1). 



76
  Internal Revenue Code Section 403(b)(1)(c). 



77
  Internal Revenue Code Section 403(b)(12). IRS Notice 89-23 (as modified by IRS [Ann. 95-48]) is the current guidance on how these requirements apply. 



78
  Internal Revenue Code Section 402(g). 



79
  Internal Revenue Code Section 415(a)(2)(B) , Internal Revenue Code Section 415(c)(3). 



80
  Internal Revenue Code Section 403(b)(1), Internal Revenue Code Section 403(b)(7). 



81
  This minimum distribution rule only applies to accumulations in the Internal Revenue Code Section 403(b) plan after 1986. For amounts that were contributed earlier, the required distribution must begin when the participant reaches age 75. Internal Revenue Ruling 72-241; IRS Treasury Regulation Section 1.401(a)(9)-2. 



82
  Internal Revenue Code Section 401(a)(9), Internal Revenue Code Section 403(b)(10). 



83
  Internal Revenue Code Section 403(b)(10), Internal Revenue Code Section 3405(c). 



84
  Internal Revenue Code Section 403(b)(11), Internal Revenue Code Section 403(b)(7). 



85
  Internal Revenue Code Section 72(p)(4)(A)(i)(III). 



86
  IRS Treasury Regulation Section 1.403(b)-1(b)(3). 



87
  ERISA 4. 



88
  ERISA 402(a). 



89
  ERISA 402(b). 



90
  ERISA 403. 



91
  ERISA 102. 



92
  ERISA 103. 



93
  ERISA 104. 



94
  The IRS has administratively relieved governmental and church retirement plans from this filing requirement under the Code. IRS [Ann. 82-146]. 



95
  ERISA 105. 



96
  ERISA 501 . 



97
  ERISA 502(c). 



98
  ERISA 107. 



99
  ERISA 202. 



100
  ERISA 203. 



101
  ERISA 204. 



102
  ERISA 205. 



103
  ERISA 206(a). 



104
  ERISA 206(d)(3) . 



105
  ERISA 208. 



106
  ERISA 210. 



107
  ERISA 302-308. 



108
  ERISA 407 . 



109
  ERISA 405. 



110
  ERISA 3(21). 



111
  ERISA 411. 



112
  ERISA 412. 



113
  ERISA 404(a)(1)(A). 



114
  ERISA 404(a0(1)(B). 



115
  ERISA 404(a)(1)(D). If participants direct the investment of their own individual accounts in a defined contribution plan, provided that the requirements prescribed by regulations are met, neither the participant, the plan sponsor, nor any other person who is otherwise a fiduciary will be liable for any losses resulting from such participant's exercise of that investment control. ERISA 404(c); IRS Treasury Regulation Section 2550.404c-1. 



116
  ERISA 404(a)(1)(D). 



117
  ERISA 3(14). Essentially, a “party in interest” for purposes of ERISA is the same as the tax law definition of “disqualified person” in Internal Revenue Code Section 4975(e)(2). Indeed, many of ERISA's prohibited transactions provisions are very similar to tax law provisions. Internal Revenue Code Section 4975(c). 



118
  ERISA 406(a). 



119
  ERISA 406(b)(1). 



120
  ERISA 406(b)(2). 



121
  ERISA 406(b)(3). 



122
  ERISA 502(i) . 
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Investment Plan
Management

Jay P. Levin
D6.01 Introduction

The objective of investment planning for a non-profit organization is to maximize the rate of return on the organizations' financial assets, including those needed for short-term operations and those available for longer-term investment. The first step is to develop a detailed cash-flow analysis or budget that describes the sources of funds coming into the organization (usually from membership dues) and the uses of these funds throughout the twelve-month budget cycle. This analysis should help the organization determine if inflows are sufficient to cover anticipated operating expenses for the year ahead and the extent to which there are excess funds available for longer term investing. Past operating history is the best source of budgeting information, but for newer organizations, cash flows will have to be estimated based on anticipated membership dues and expenses related to overhead and program needs. Since budgeting is based on estimates, a reserve fund of 10 to 20 percent of the operating budget should be built in to allow for unexpected short-term operating expenses. 

Once a thorough budget is developed and the organization is certain that their inflows exceed their outflows (allowing for estimating error), any residual funds can be earmarked for longer term investing. The first step in deciding how to invest these residual funds is to determine if there are any large, extraordinary expenses that might be incurred in the next 1 to 5 years. If so, funds must be allocated to meet these expenses and invested appropriately. The 1 to 5 year time period is considered intermediate term and allows for more investment flexibility (i.e. risk) than for short term operating funds, but not as much as for investments with a long-term time horizon exceeding five years. Only after short- and intermediate-term needs are assessed and planned for should an organization consider establishing a longer-term investment portfolio. Dividing funds into these three time periods helps the organization match the time frame in which funds will be needed with investments whose risk and return characteristics are appropriate. The failure to plan properly could result in the need to sell an investment at an inopportune time to meet expenses. As a short-term stopgap measure to ensure the availability of operating funds and avoid the need to sell a longer-term investment, the organization may want to establish a line of credit with a bank. The line of credit can be used when operating funds are drawn down and paid off when cash inflows are strong. 

D6.02 The Investment Planning Process

The investment planning process starts with the organization's decision-makers and advisors developing an investment policy statement. The investment policy statement becomes the road map for managing the organization's investments and establishes benchmarks against which the portfolio can be measured. 

The investment policy statement should describe the following: 

· Total amount of money to be managed

· Division of funds between short, intermediate and long term investment time horizons

· Primary and secondary investment objectives

· Amount of risk (volatility) to be taken

· Asset allocation—percentage in cash, bonds, stocks, etc.

· Average annual rate of return goal (percentage)

· Tax considerations

· Types of investments to be used

· Treatment of dividends and capital gains

· Investment preferences and restrictions

· Management and administration

· Reporting/review frequency and appropriate benchmarks for measuring performance

· Costs

The total amount of money to be managed and the division of those funds between short term operating, intermediate term and long term are determined by the cash flow analysis/budget. 

Investment objectives can range from preservation of capital for the most conservative investor to maximum growth of capital for the most aggressive. The primary and secondary investment objectives for operating funds are usually preservation of capital and generation of income. Since these funds will be needed within a relatively short period of time, organizations are usually not willing to take much risk that the value will fluctuate, making growth of capital an inappropriate objective in this case. The primary and secondary investment objectives of an intermediate-term portfolio are usually maximum generation of income and growth. And for longer-term portfolios, growth of capital is often the primary objective with income generation a distant second. In general, the longer the investment time horizon, the more the primary investment objective can be oriented toward growth. 

Investment risk is the extent to which the return on an investment fluctuates from one measurement period to the next. The amount of risk that the organization is comfortable taking is important to gauge because if it takes too little, the return may be commensurately low and if it takes too much, the fluctuations in return may be too extreme and the rate of return goal might not be met. There are many ways to measure risk, including standard deviation, beta, duration, etc. These are relatively technical statistical measures, and while they can be helpful in analyzing investment risk, they are not necessary for an organization to make a reasonable assessment of the amount of risk it is comfortable taking. If the organization wants a simple way to describe its risk tolerance, it can use broad categories like low, moderate, and high. As the risk level increases from low to high, the volatility of returns increases. The organization must decide how much volatility they are willing to take, understanding the inescapable trade-off between risk and return. 

Asset allocation is the process of determining the percentage of the portfolio that will be invested in each asset category, with the three main categories being cash, bonds, and stocks. This decision is directly related to the investment objectives and the degree of risk established in previous parts of the investment policy statement. If the investment objective is to preserve capital and the risk tolerance is very low, as in the case of most operating portfolios, most if not all of the funds should be invested in cash and bonds. As the investment objective moves toward growth and the willingness to take risk increases, the allocation to stocks can increase accordingly. Examples of asset allocations for operating, intermediate, and long term portfolios are as follows: 

· Operating—75 percent cash, 25 percent bonds

· Intermediate-term—25 percent cash, 50 percent bonds, 25 percent stocks

· Long-term—25 percent bonds, 75 percent stocks

The rate of return goal for an investment portfolio is not a forecast of the future but a reasonable expectation based on the long-term historical performance of a portfolio with the same asset allocation. As a general guide, the historical performance of cash, bonds and stocks over the last 70 years has been as follows: 

· Cash—4 percent

· Bonds—6 percent

· Stocks—10.5 percent

Therefore, an operating portfolio with an allocation of 75 percent cash and 25 percent bonds can reasonably expect to realize an average annual return over it's investment time horizon of 4.5 percent (75 percent at 4 percent and 25 percent at 6 percent). A long term portfolio with an allocation of 25 percent bonds and 75 percent stocks can reasonably expect an average annual return of 9.4 percent (25 percent at 6 percent and 75 percent at 10.5 percent). 

Non-profit organizations are generally tax-exempt but if there are any special tax considerations, they should be addressed in the investment policy statement because they might affect the selection of investments and construction of the portfolio. An example might be income from debt-financed property that could create unrelated business income. 

D6.03 Investments

The types of investments described in the investment policy statement should be a general listing of the specific types of securities whose risk/return characteristics are appropriate for the organization's investment objectives and tolerance for risk. A listing and brief description of investments that would be appropriate for most non-profits' portfolios are listed below. 

[1] Cash and Cash Equivalents

These are most appropriate for short-term portfolios but may also be used to reduce risk in intermediate and long-term portfolios. 

[a] Checking, Savings, and Money Market Accounts

Rates on these types of accounts vary among financial institutions so it is advisable to shop for the highest interest-bearing account that is FDIC (Federal Deposit Insurance Corporation) insured. Consider using multiple checking accounts if the balance in any one exceeds the $100,000 FDIC per account limit. 

[b] Bank Sweep Accounts

these are bank accounts that automatically sweep cash deposits into an interest bearing account at the end of each business day. This is particularly advantageous for organizations who use lock boxes for the receipt of funds or who receive wire transfers into their accounts from multiple sources. Rather than the funds sitting idle until the accountholder instructs the bank to direct the funds, they earn interest immediately. 

[c] Bank Certificates of Deposit 

Bank Certificates of Deposit (CDs) are fixed rate instruments issued by banks in maturities usually ranging from three months to five years. These are ultra-safe investments in which you can capture the prevailing market interest rates without any fluctuation in principal. When the CD matures, the organization can decide to roll it over for another fixed period of time or redeem it. Because of the range of maturities available, CDs offer an effective way for an organization to match the timing of its need for cash with the maturity of the CD. CDs can also be purchased through many brokerage firms. The advantage of brokered CDs might be a slightly higher interest rate and the availability of more flexible maturity dates. 

[2] U.S. Government Obligations

Depending on maturity, these are generally appropriate for all portfolios. 

[a] U.S. Treasury Securities

Although these are marketable securities and can fluctuate in value on a daily basis, U.S. Treasury securities are the safest investments available because they are backed by the full faith and credit of the U.S. Government. They are issued in maturities ranging from 90 days to 30 years and have different names depending on the length of maturity. Treasury bills have maturities up to one year. Treasury notes have maturities of one to five years, and Treasury bonds mature in more than five years. The broad range of maturities provides a good opportunity for the organization to match its cash needs with the proceeds from maturing treasuries. U.S. Treasury securities can be purchased in a number of ways including directly through the Treasury Department (Treasury Direct), at most banks and through brokerage firms. Treasury bills are appropriate for an operating portfolio and can also be used to reduce risk in longer-term portfolios. 

[b] U.S. Government-Backed Mortgage Securities

GNMAs (from the Government National Mortgage Association) are pools of mortgage securities sold by brokerage firms on which the U.S. Government guarantees the payment of interest and principal. The interest rates on GNMAs are slightly higher than on comparable maturity treasury securities. There are fewer maturity options with GNMAs since their longevity depends somewhat on the payment behavior of the mortgagees whose mortgages are in the particular pool. This adds an element of timing uncertainty and makes these securities best suited for intermediate and long-term portfolios. 

[3] Commercial Paper

Commercial paper, which is most appropriate for short-term operating portfolios, is a short-term debt security issued by major U.S. corporations. Unlike treasuries, which are backed by the full faith and credit of the U.S. Government, commercial paper is backed only by the creditworthiness of the corporate issuer. Therefore, only the largest, most credit-worthy corporations have this vehicle available to them for raising short-term capital. Rates on commercial paper are somewhat higher than those on treasuries with similar maturities because of the slightly higher default risk. But the default risk is minimal and the multitude of maturity dates makes them particularly well suited for timing the organizations' need for cash. Commercial paper is usually bought at a brokerage firm. 

[4] Corporate Bonds

Depending on maturity and credit quality, these may be appropriate in all portfolios. 

[a] Investment Grade Bonds

These are bonds issued by U.S. corporations whose credit rating is BBB or better. Credit ratings are determined by several credit rating services including Standard & Poor's, Moody's and Duff & Phelps. The highest credit rating is given to the U.S. Government and the highest credit rating given to a corporation is AAA. corporate bonds pay a higher interest rate than a treasury with similar maturity because of the slightly higher degree of default risk, which is the risk that the bond's issuer will not be able to pay interest and principal on their bonds. The default rate among investment grade corporations is practically non-existent and should not be of major concern to a nonprofit organization. However, to minimize the risk of default, the organization may want to restrict its purchases of bonds to the highest ratings. Corporate bonds are issued in various maturities with some as long as 30 to 40 years. Similar to CDs and U.S. treasuries, the varying maturities can be used to match the cash needs of the organization. Shorter-term investment grade corporate bonds are appropriate investments for an operating portfolio. Longer maturities are well suited for longer term portfolios. 

[b] High-Yield Bonds

High-yield, or “junk” bonds, are appropriately named because the creditworthiness of the issuer is below investment grade. Interest rates on junk bonds are commensurately higher than on higher quality bonds because of the greater likelihood of default by the corporate issuer. Credit ratings on junk bonds are BB and below, with some of them not being rated at all. Depending on the credit rating, interest rates on junk bonds can be 3 to 5 percent higher than on comparable-maturity investment grade bonds. Historically, the default rate on junk bonds has been approximately 3 percent. While that is considerably higher than on investment grade bonds, the higher interest rate makes the risk somewhat more palatable. Junk bonds are not appropriate for operating portfolios but can be used to some extent in an intermediate term portfolio and are particularly well-suited for the long-term. 

[c] Convertible Bonds

As the name suggests, convertible bonds are corporate bonds that are convertible into stock of the issuing corporation. As such, they are actually hybrid investments, a cross between a bond and a stock. Because of the equity “kicker,” convertible bonds have a lower interest rate than a straight corporate bond. The investor hopes to benefit from appreciation of the underlying stock as well as from receiving interest payments. Convertible bonds are only appropriate for intermediate and longer term portfolios. Corporate bonds of all types are most commonly purchased at brokerage firms. 

[5] Stocks

Stocks are inappropriate for operating portfolios, have limited use in intermediate-term portfolios, and are most appropriate for long-term portfolios. Stocks represent an ownership interest in a publicly traded corporation and unlike bonds, do not have a maturity date and in most cases, do not pay a fixed dividend. 

[a] Preferred Stocks

These are the most conservative type of stock since they pay relatively high, almost-guaranteed dividends. Dividends are usually paid quarterly and the dividend rate is set by the corporation issuing the preferred stock. The dividend is guaranteed to be paid as long as the company is in business, but the company can suspend the dividend for a period of time if it is having cash flow problems. Dividends are generally cumulative, meaning that if any of them are missed, they must be made up for in the future. Investors are compensated for this modest level of risk with a relatively high dividend yield. The dividend yield is usually less than on the corporations' bonds, but higher than the dividend on its' common (non-preferred) stock. Similar to convertible bonds, preferred stocks are hybrid investments, sharing properties of both bonds and stocks. They usually, therefore, have a rate of return in between that of bonds and stocks. Due to the risk in preferred stocks, they are most appropriate for intermediate and long-term portfolios. 

[b] Common Stocks

These are the riskiest type of stocks because the corporation may not pay a dividend and if it does, it can cease dividend payments at its discretion. Common stocks represent equity ownership in the profits of the issuing corporation. As a general rule, if the profits of a corporation rise, the price of its common stock will increase commensurately. This relationship between profits and share prices may not hold in the short run, but in the long run, evidence strongly suggests that it does. There are many types of common stocks, ranging from relatively conservative utility stocks to those of small companies whose long-term business prospects are uncertain. Most common stocks are appropriate only for long-term portfolios, but utility stocks might be appropriate for the intermediate term. In no case should common stocks be used in an operating portfolio. Although the potential return on stocks as an asset category is higher than for bonds and cash, there are too many 1-5 year periods in which returns on stocks have been negative. This risk makes stocks most appropriate for portfolios whose investment time horizon exceeds five years. For portfolios with horizons of ten years or more, the risk of common stocks virtually disappears. There has never been a ten-year period in the history of the U.S. stock market in which the rate of return on the stock market as a whole was negative. 

[6] Mutual Funds

Mutual funds are an alternative to direct ownership of stocks, bonds, money market securities, etc., whereby the investor has pro rata ownership of a professionally managed, diversified portfolio of securities. Mutual funds are managed by large staffs of professionals with the training and resources to make informed investment decisions. Using mutual funds puts the responsibility of buying investments in the hands of those most capable of making these types of decisions. Most mutual funds own in excess of 100 different securities. This diversification provides a level of safety that cannot be obtained by a portfolio of relatively few individual securities. Depending on the types of securities held in the mutual fund, they might be appropriate for any type of portfolio. 

[a] Money-Market Mutual Funds

Money market securities are short-term debt obligations that mature in less than 120 days. Similar in structure to bank money-market accounts, these mutual funds usually pay a slightly higher interest rate than their bank counterparts and offer unlimited check writing. Minimum check sizes vary but usually range between $250 to $500. Money market mutual funds are attractive alternatives to bank accounts because of their higher yield and more liberal check writing features, but they do not offer the advantage of FDIC insurance. As cash equivalents, money market mutual funds are particularly appropriate for operating portfolios but may be used to reduce risk in intermediate and longer term portfolios as well. 

[b] Bond Mutual Funds

The variety of bond mutual funds is as diverse as the types of individual bonds available in the marketplace. Ranging from very conservative short-term treasury and corporate bond funds to long-term, junk, and convertible bond funds, there are bond funds that would be appropriate in any type of portfolio. Bond funds have the same characteristics as the individual bonds they own in terms of their level of risk and yield, but there is one major difference—they do not have a maturity date. Bond funds run in perpetuity. As individual bonds in the fund mature, the proceeds are reinvested into a similar type of bond. This may be a disadvantage if the organization seeks to match the maturity of its bonds with its need for cash. Because they lack a fixed maturity, bond mutual funds are best suited for portfolios whose principal is not needed to fund operations, but rather can stay intact and generate income. 

[c] Balance Mutual Funds

This type of mutual fund invests in both bonds and stocks and has risk/return characteristics in the middle of these two asset categories. There are differences in the proportion and types of bonds and stocks owned by various balanced mutual funds and it is important to understand these differences before investing. The typical balanced mutual fund will have roughly 50 percent of its assets in bonds and 50 percent in stocks, making them inappropriate for operating portfolios and most appropriate for longer term accounts. 

[d] Stock Mutual Funds

The variety of stock mutual funds is as diverse as the types of individual stocks available in the marketplace. Stock funds range from relatively conservative large-company value funds to very risky small-company growth funds. Generally, the larger the companies whose stock is owned in the stock fund, the less risky it is. Risk can also be moderated by using stock funds that invest in mature companies with relatively cheap valuations (value stocks). Stylistically, the riskiest types of stocks are those of companies whose earnings are growing rapidly and whose stock prices are relatively expensive (growth stocks). Investors' expectations for these types of stocks are so high that any disappointment results in a dramatic decline in share prices. Like stocks, stock mutual funds are most appropriate for longer-term portfolios. 

D6.04 Administration

[1] Treatment of Dividends and Capital Gains

Depending on the objectives of the portfolio, dividends and capital gains can be paid in cash or reinvested. Distributions on investments in an operating portfolio will generally be paid in cash whereas those derived from longer-term portfolios would usually be reinvested. 

[2] Investment Preferences and Restrictions

This may or may not be relevant to the organization, but it provides an opportunity to specify if the organization feels strongly about a particular type of investment or any aspect of the investment selection process. Examples could include the use of international investments, whether individual investments or mutual funds are preferred, the application of socially responsible criteria in the investment selection process, and so on. 

[3] Management and Administration

Organizations must decide who will manage and administer various aspects of the investment process. There are two basic alternatives, including self-management by an appointed employee or committee of the organization, and professional management by an outside firm. Factors that influence the management decision include the availability of investment expertise among members of the organization's staff, the size of the portfolio, the organization's previous investment experience, and the organization's awareness of and comfort level with outside management alternatives. In general, the larger the investment portfolio, the more likely that outside management will be necessary and advisable. Even if there is sufficient internal expertise, managing and administering a sizeable portfolio takes a great deal of time that may be better spent on managing the operations of the nonprofit organization. In addition, hiring an outside manager allows the organization to hold someone other than itself accountable and may allow for a more objective assessment of performance. Some organizations may choose to manage the operating portfolio in-house and delegate the longer-term investment portfolios to outside managers. In any case, there are many reputable investment advisory firms that would be able to assist in meeting the organization's investment objectives. Professional management alternatives include brokerage firms, financial planning firms, money management firms, and banks. Services and costs may vary among advisory firms and should be explored carefully before a decision is made. The organization may also want to consider hiring a money management consulting firm that can help identify qualified managers. 

[4] Reporting and Review Frequency

The method and frequency of review of an organization's investment portfolio is a matter of preference, but should be performed at least annually. The convention in the money management industry is quarterly written performance reports and annual in-person review meetings. There are several types of performance calculations that can be used to measure the portfolios' performance. The most precise calculation is the time-weighted rate of return. Given the complexity of calculating investment returns, particularly on a large portfolio, performance measurement is usually a computerized activity. There are several programs designed to provide this function and most outside advisory firms will have this capability. If management of the portfolio is conducted in-house, generally available personal-finance software will probably suffice. In addition to measuring the portfolio's actual performance, it is important to measure performance against relevant market benchmarks. The bond portion of the portfolio should be compared to a bond index like the Lehman Bros. Aggregate Bond Index and the stock portion to a broad stock market gauge like the Standard & Poor's 500 or the Wilshire 5000. The choice of benchmarks that will provide the best basis for comparison will depend on the exact investments used in the portfolio. The organizations' investment policy statement should be reviewed in detail on an annual basis or more frequently if significant changes occur. Changes in the investment policy statement should be reflected immediately in the investment portfolio. 

[5] Costs

Costs of investment advisory and brokerage services vary. If the organization is managing its own investments, the major cost will be brokerage fees and commissions on the purchase and sale of securities. Commission rates among brokerage firms will vary and they may be negotiable. If the organization chooses outside management, the two main alternatives are brokerage firms and independent money managers. The cost of outside management will vary based on the advisor's compensation structure and fee schedule. Brokerage firms offer a number of different alternatives for managing investments each of which will have different costs. The traditional commission-based relationship compensates the broker with a commission on the purchase or sale of each security. A relatively new type of brokerage account called a “wrap account” places the organization's investment funds with outside managers and charges a flat fee usually ranging from 2 to 3 percent of the portfolios' value per year. Money management firms are not compensated by sales commissions, but rather earn fees based on a percentage of the assets they are managing. Money management fees often start at 1 percent annually and may decline as the size of the portfolio increases. In addition to management fees, the organization may also incur transaction fees for the purchase and sale of securities. These transaction fees go to the brokerage firm performing the trade, not the fee-based money manager. In general, an organization should expect to spend roughly 1 to 3 percent of the value of their investments per year for management, trading, and administration of their investment portfolio. 

D6.05 Diversification

Diversification is the process of spreading funds to be invested into as many different types of investments as possible given the organization's risk and return parameters contained in the investment policy statement. Asset allocation is a form of diversification in that investments are divided among different asset classes—usually cash, bonds, and stocks. However, proper diversification goes one step further and seeks to reduce risk (volatility) by including several or many different investments in each of the three asset categories. For example, in the bond asset class, there are U.S. Government, corporate, high yield, convertible, and foreign bonds. A well-diversified bond allocation would contain a combination of some or all of these different types of bonds because they all have unique characteristics. It is the combination of securities each with their own unique characteristics that provides the true benefit of diversification. Because each type of security is different, they will not all perform exactly alike at any given time. There will be periods when certain types of bonds and stocks perform better than others. Over the investment time horizon, all securities will tend to have a positive rate of return and holding them in a well-diversified combination will smooth out the ups and downs along the way. 

D6.06 Maximizing the Rate of Return

The investment planning and management process for a nonprofit organization seeks to maximize the rate of return on the organization's financial assets. Operating funds, those required to pay expenses in the next twelve months, should be invested conservatively with preservation of principal as the primary investment objective. Intermediate term funds, with an investment time horizon of one to five years, can usually afford some degree of risk, but would not want the stock allocation to become too large. Long term portfolios with an investment time horizon of more than five years and whose primary investment objective is growth, can afford more risk and therefore, the stock allocation can reasonably exceed 50 percent. 

The investment policy statement provides the guidelines within which the organizations' investments will be managed and the basis for determining success. Periodic review of investment performance is needed to gauge the success of the portfolio relative to the organization's expectations as well as to the financial markets in general. The specific market benchmarks used to measure comparative performance depend on the actual investments used in the portfolio. Separate indices should be used for each asset class and to the extent that each asset class contains more than one type of investment, multiple benchmarks should be used for each asset class. The investment policy statement can be affected by changes in the organization's needs and cash flow patterns. Significant changes should be reflected in the investment policy statement and implemented in the investment portfolio immediately. The decision regarding management and administration of the organization's portfolio is an important one. Outside management has several important advantages including investment expertise, accountability and objectivity. The investment policy statement should specifically state who will be responsible for managing the organizations' investments, how performance will be measured, how success will be determined and how often performance will be reviewed. 

END OF DOCUMENT - © Copyright 2004 RIA. All rights reserved. 

Planned Giving Basics

Scott Woodbury
                      Senior Tax Consultant, Glenn Ingram & Company Ltd. 

D7.01 Introduction

The American Association of Fund-Raising Counsel (AAFRC) Trust for Philanthropy estimates total charitable contributions in the U.S. at $203.45 billion for 2000, an increase of 6.6 percent over 1999. 

Gains in giving in 2000 occurred in the face of uncertainty in the political arena and economy, along with dramatic fluctuations in the stock market—especially in technology stocks. Giving went up by an estimated $12.66 billion in 2000. Charitable contributions represented 2.0 percent of gross domestic product (GDP) in 2000, a slight drop from the recent 28-year high of 2.1 percent reached in 1999 and the same percentage of GDP as in 1998. 

Also in 2000, individual giving estimates increased by 4.9 percent; corporate giving rose by 12.1 percent; noncorporate foundation grants rose by 19.6 percent; and bequest gifts went up 2.6 percent. 

Congress passed the Economic Growth and Tax Relief Reconciliation Act of 2001 on May 26, 2001 and the President signed the Act into law on June 7, 2001. It will take some time to complete a full analysis of the sweeping changes brought about by this legislation and its impact on gift planning. 

One important aspect of the Act is that it will lower individual income tax rates, the reductions will phase in over a number of years. Another highlight is the phasing out of the estate tax. In 2002, the exemption equivalent amount that can be transferred over a lifetime without gift or estate tax will jump to $1,000,000. After that, the estate tax exemption amount diverges from the gift tax exemption, with the estate tax exemption increasing ultimately to $3,500,000 in 2009. In 2010 the estate tax is scheduled to be repealed. The increased gift tax exemption stops at $1,000,000 and the gift tax continues even after the estate tax repeal. The phase-outs of itemized deductions and personal exemptions will gradually be removed from the code starting in 2006. 

The Act contains a number of other provisions, many of which do not take effect for several years. In addition, the Act contains a sunset provision that would take away all the tax reductions and restore the prior law in 2011 (for example, bringing back the just-repealed estate tax). It's fair to say that Congress will be revisiting these issues over and over into the next decade. 

	Individual Income Tax Rates 

	Year 
	Income tax rate reductions 

	2000 
	28% 
	31% 
	36% 
	39.6% 

	2001 
	27.5% 
	30.5% 
	35.5% 
	39.1% 

	2004 and 2005 
	26.0% 
	29.0% 
	34.0% 
	37.6% 

	2006 and 2010 
	25.0% 
	28.0% 
	33.0% 
	35.0% 

	2011 and thereafter 
	Sunset 
	Sunset 
	Sunset 
	Sunset 


There is also a new 10 percent bracket. A byproduct of these rate cuts will give most taxpayers a one-time refund this summer of $300 for single and $600 for married couples. 

	Estate and Gift Tax Rates and Unified Credit Exemption Amounts 

	Calendar Year 
	Estate and GST tax/Death-time transfer exemption 
	Gift tax lifetime
transfer exemption 
	Highest estate and 
gift tax rates 

	2001 
	$675,000 
	$675,000 
	60% 

	2002 
	$1 million 
	$1 million 
	50% 

	2003 
	$1 million 
	$1 million 
	49% 

	2004 
	$1.5 million 
	$1 million 
	48% 

	2005 
	$1.5 million 
	$1 million 
	47% 

	2006 
	$2 million 
	$1 million 
	46% 

	2007 
	$2 million 
	$1 million 
	45% 

	2008 
	$2 million 
	$1 million 
	45% 

	2009 
	$3.5 million 
	$1 million 
	45% 

	2010 
	N/A (taxes repealed) 
	$1 million (not repealed) 
	35% *(gift tax only) 

	2011 
	Sunset 
	Sunset 
	Sunset 


Planned giving is an important part of an organization's general fund raising program and is often synonymous with deferred giving and spilt-interest giving. 

Deferred giving is a method that allows a charity to receive a gift in the future after a predetermined term of years. Split interest gifts are generally gifts separated into an income interest and a remainder interest. 

Planned giving involves two distinct components—planning and giving. Planning is basically an organized thought process to reach a desired outcome. Giving generally refers to a philanthropic, voluntary act. 

In planning a deferred gift, the following factors must be considered: 

· Income taxes;

· Estate and gift taxes;

· Generation-skipping transfer taxes;

· Charitable trust and pooled income fund requirements;

· Financial goals of both the donor and the charity; and

· What property to give.

Giving involves consideration of the following factors: 

· Appealing to the donor's desire to benefit the organization;

· Ensuring a detached economic interest on the part of the donor;

· Timing of the gift; and

· Charitable giving goals of the donor.

There are many methods or instruments available for accomplishing an organization's planned giving goals. Planned giving can be as simple as an outright gift or bequest of cash or property, or as complex as using a charitable remainder trust. Charitable gift annuities and pooled income funds fall somewhere between these two methods. Importantly, these methods for the most part are legislative graces, and the consequent various complex rules and requirements must be followed very literally. 

D7.02 Overview Of Tax Considerations

Provisions for charitable contribution deductions have been part of the Internal Revenue Code (the Code) since 1917. The Code makes up the body of U.S. tax laws and is constantly being adjusted to encourage or discourage specific tax transactions. Through the years, Congress has generally encouraged charitable giving. 

[1] Charitable Contributions for Income Taxes

The Code is based on the premise that all income is taxable and nothing is deductible, unless specifically provided for in the Code. One such provision allows a deduction from adjusted gross income for a charitable contribution. 1 To be deductible, the charitable contribution must be a transfer of an entire unconditional present interest in money or property to a qualified charitable organization. In addition, the donor must not receive any economic benefit in return. There are specific rules and requirements and some exceptions that must be complied with so that the donor can deduct the charitable contribution. 

[a] Qualified Organizations

A donor is allowed a deduction for a charitable contribution only to a qualified organization. Some general types of organizations that qualify to receive charitable donations include the following: 

· governmental units;

· churches;

· schools;

· other religious, charitable, scientific, literary, or educational nonprofit organizations;

· nonprofit hospitals; and

· public parks and recreation facilities.

To qualify to receive charitable donations, an organization must receive a determination letter from the Internal Revenue Service (the Service). Organizations that qualify are listed in IRS Publication 78, Cumulative List of Organizations. A donor can rely on this list or to an organization's ruling or determination letter from the Service as proof that contributions are deductible. In general, gifts to a designated individual or to an organization that are strictly for the benefit of an individual are not deductible. However, if an organization is free to use such gifts as it wishes, and if there is only incidental benefit to a specific individual, the gifts are generally deductible. Also, gifts must customarily be made to U.S. resident organizations. Gifts to foreign organizations are not deductible. 

[b] Qualified Contributions

Contributions.  Generally, a donor can deduct contributions of money or property to, or for the use, of a qualified organization. A gift is for the use of a qualified organization when it is held in some sort of legally enforceable arrangement. Again, the contribution must be made to the organization and not for the benefit of a specific person. Further, the donor can deduct only the amount that does not benefit the donor either directly or indirectly. 

Among deductible contributions with special rules are: 

· Membership fees in excess of any donor benefits received;

· Charitable benefit admission charges in excess of any donor benefits or token items received;

· Out-of-pocket costs of volunteers;

· College or university athletic event seating privilege fees (only 80 percent deductible).

Nondeductible contributions.  Not all contributions are deductible. Some are only partially deductible because goods and services are received in return. Other contributions are only deductible under another provision of the Code, such as an ordinary and necessary business expense. Examples of contributions that are not deductible include the following: 

· Contributions to a specific person;

· Contributions to a nonqualified organization (e.g., a trade association, chamber of commerce, or country club);

· Contributions from which the donor benefits (e.g., lobbying costs, retirement home fees, games of chance costs, fraternal order dues, or tuition);

· Contributions of time or services;

· Personal expenses; and

· Partial interests in property.

[c] Qualified Transfer

To receive a charitable deduction, the donor must make a transfer of a present interest to a qualified organization. The key elements of a transfer are (1) the donor must part with something, and (2) the donee must receive something. A donor may not merely provide some sort of book entry to receive a charitable deduction: he must physically give the money or property to the charity. 

A gift of an entire present interest means that the charity must receive an undivided interest in the goods and property for its use. Thus, deferred gifts or gifts of a partial interest in property usually do not qualify for a charitable deduction. However, the code does provide for several exceptions to this rule: 

· A contribution of a remainder interest in property to a charitable remainder annuity or unitrust;

· A contribution of a remainder interest in a personal home; and

· A contribution of an undivided portion of an entire interest in property.

[d] Timing of Deduction

The timing of the receipt of money and property by the charity is an important consideration for the donor's overall tax plan. The Service has some general guidelines on exactly what date a gift has occurred. Some of these guidelines are as follows: 

· Check—the date mailed;

· Credit card—the date charged, not repayment date;

· Pay-by-phone account—the date the financial institution debits the account;

· Stock certificate—the date mailed, if properly endorsed, or when transferred, if done through a brokerage house;

· Promissory note—the date payments are made;

· Option—the date exercised;

· Borrowed funds—the date paid, not repayment date; and

· A conditional gift—the date it becomes unconditional or the date contributed if there is a negligible chance an event will occur or not occur to undo the gift.

[e] Property Contributions

Whereas contributions of money are relatively straightforward, contributions of property require a determination of fair market value, because a donor is allowed a charitable deduction for the fair market value of property contributed to a qualified organization. Until recently, the difference between a donor's basis and the fair market value was subject to the alternative minimum tax. However, since its repeal by the RRA 1993, the alternative minimum tax is no longer a concern to donors. The Service provides rules and guidelines regarding the amount a donor can deduct for contributions of property. These include: 

· Depreciated property: limited to fair market value, even if less than original cost.

· Appreciated ordinary income property: limited to fair market value less ordinary gain portion.

· Appreciated capital gain property: limited to fair market value subject to some exceptions.

[f] Limitations

The Service has various limitations on the total charitable deduction that can be taken by individuals in a particular tax year. One limitation is based on the donor's adjusted gross income; the other is based on the donor's income and total itemized deductions. The first limitation does not occur often in practice; the second limitation occurs more frequently. 

Itemized deduction phaseout.  Donors with high adjusted gross income (AGI) are subject to itemized deduction limitations. 2 Certain deductions, including charitable deductions, are reduced by 3 percent of the excess of the donor's adjusted net income over $124,500 (1998 amount), for married filing jointly. Donors may question whether increasing gifts to charity will save taxes because of this deduction limitation. Frequently, the answer is that the charitable deduction will not be affected. To determine whether a donor's charitable deduction will be reduced, the following computation should be completed: 

1.  Multiply the donor's estimated AGI by 3 percent. 

2.  Add the donor's estimated itemized deductions for taxes, mortgage interest, and miscellaneous deductions over AGI to $3,735 (1998 amount − $124,200 × 3 percent). 

If line two exceeds line one, then the donor's charitable gift will be unaffected by the 3-percent limitation. 

Adjusted Gross Income Limitations.  Individual donors are also subject to a limitation on the total amount of a charitable contribution that can be deducted in a particular year. The limitations depend on the kind of property given and the federal tax classification of the charity who received the donation. The limitations are expressed in terms of a percentage of the donor's “contribution base” which is equal to their adjusted gross income computed without regard to any net operating loss carryback. 3 

The maximum charitable contribution that an individual can deduct in the year the donation is made is equal to 50 percent of the donor's contribution base. The full 50 percent limit is available primarily for gifts of cash made to charities that are not considered private foundations by the Internal Revenue Service. These entities are also called “public charities” or “publicly supported charities.” They would include churches, schools or educational organizations, hospitals, medical research organizations, charities supported by the general public and certain other entities. Gifts of cash made to private foundations that are classified by the Internal Revenue Service as “private operating foundations” may also be deducted at the maximum 50 percent limitation. 

Gifts of property given to a public charity or 50 percent organization are subject to a 30 percent limitation if the sale of the property at fair market value at the time of the contribution would result in long-term capital gain. 4 Donors gifting appreciated property could be subject to a 50 percent limitation if they choose to reduce the amount of the deduction by the amount of the appreciation. Gifts of property that, if sold rather than given, would result in ordinary income, short-term gain, or capital loss to the donors are treated the same as cash and are subject to a 50 percent limitation although the deduction for gifts of short-term capital gain assets or ordinary income property is limited to the lesser of its fair market value or the donor's tax basis in the property. 5 

Gifts of cash or ordinary income property made to private non-operating foundations are subject to a 30 percent limitation, as are gifts “for the use of” public charities. 6 Gifts of appreciated property to private non-operating foundations are subject to a 20 percent limitation. 7 

If an individual cannot deduct the entire amount of charitable contributions made in a particular year because they exceed the percentage limitations, that individual is entitled to carry over and deduct for up to five years any excess over the contribution that was not deductible in the year made. 8 As with all areas of tax law, the contribution limitations are very complicated and charities should not provide specific tax advice to donors as to the deductibility of their donation. 

[2] Charitable Contributions for Gift, Estate, and Generation-Skipping
Transfer Taxes

In planning for a current or deferred gift, estate, and generation-skipping transfer, tax consequences must be considered. Estate and gift taxes have existed since 1916 and 1932, respectively. The generation-skipping transfer tax was enacted in 1976 and repealed in 1986. The gift tax is a tax on the transfer of property by gift. The estate tax is a tax on the transfer of wealth at death. And the generation-skipping transfer tax is a tax on the transfer by gift or at death to certain defined generations. 

Gift and estate taxes are part of a unified system. Without this unification, lifetime gifts would defeat the tax on transfers upon death. Under the unified gift and estate tax system, each individual receives a unified credit of $192,800. This allows the fair market value of $600,000 in gifts or estate assets to escape taxation. Taxable gifts or estates more than this amount pay a progressive tax that can be as high as 55 percent. The estate and gift taxes both have generous provisions for contributions to charity. An unlimited deduction for gifts to qualified charitable organizations is allowed for both gift and estate tax purposes, 9 including donations to: 

· Federal and state governments and their subdivisions;

· Religious, charitable, scientific, literary, or educational organizations with insubstantial lobbying activities; and

· Certain fraternal organizations.

Like the income tax, gifts of a partial interest or so-called split gifts are not deductible unless one of the following prescribed forms are used: 

· Charitable remainder unitrust or annuity trust;

· Pooled income fund;

· Remainder interest in a personal residence or farm; or

· Guaranteed annuity or fixed income interest.

The income interest and the remainder interest in these split gifts have different gift and estate tax considerations. Generally, the income interest will not be subject to gift tax if the donor and his or her spouse is the only income beneficiary. The remainder interest received by a qualified charity is usually fully deductible. Also, to claim a charitable gift and estate tax deduction for a remainder interest, the donor must attach a statement to the gift tax or estate return. 

The new generation-skipping transfer (GST) tax is a flat tax currently equal to the top estate tax rate. It is imposed on direct transfers to beneficiaries who are more than one generation below that of the transferor. For nonfamily members, GST applies if the beneficiary was born 37.5 years or more after the donor. There is a $1 million dollar exemption for each individual that may be allocated to these skip transfers. 

The income interest in a split gift that pays income to a noncharitable beneficiary, and the remainder to charity may be subject to GST if a noncharitable beneficiary is two or more generations removed from the grantor. A trustee or the recipient is responsible for the GST. As a word of caution, a charitable remainder trust should not pay the GST, because this would violate the requirement that the trust pays only income to the noncharitable beneficiary. The remainder interest in the above type of split gift is not subject to GST. 

D7.03 Types of Deferred Giving Instruments

Planned or deferred giving has become very sophisticated. Many different methods or instruments are used to provide funds for the organization and income, gift, and estate tax deductions to the donor. Outright gifts and bequests are two of the simplest methods, and the organization should try to use them first. However, the donor may want a deferred or split gift or is seeking greater tax advantages such as saving capital gains tax. In these cases, more complex and technical methods should be used, which are: 

· Charitable remainder trusts,

· Charitable lead trusts,

· Pooled income funds, and

· Charitable gift annuities.

Each of these methods has its own myriad of rules, requirements, and tax considerations. A comparison of some of the features of planned giving instruments is shown in Figure D7-1 . 

Figure D7-1. 

Comparison of Deferred Planned Giving Instruments
	
	Charitable Remainder Annuity Trust 
	Charitable Remainder Unitrust 
	Pooled Income Fund 
	Charitable Gift Annuity 

	1. Are payment amounts fixed or variable? 
	fixed 
	variable 
	variable 
	fixed 

	2. Does the instrument hedge against inflation? 
	no 
	yes 
	yes 
	no 

	3. Should the beneficiary be older or younger to best hedge against inflation? 
	older 
	younger 
	younger 
	older 

	4. What is minimum payout percentage? 
	5% 
	5% 
	no minimum 
	no minimum 

	5. For what size gifts is the instrument best used? 
	> = $100,000 
	> = $100,000 
	< $100,000 
	< $100,000 

	6. Are additional contributions possible? 
	no 
	yes 
	yes 
	no 

	7. What AFR should be used to maximize the charitable contribution deduction? 
	highest 
	highest 
	n/a 
	highest 

	8. What is the degree of donor management control needed? 
	high 
	high 
	low 
	low 


[1] Charitable Remainder Trusts

Charitable remainder trusts are instruments provided for in the Code. 10 These trusts are subject to strict and technical requirements. Theoretically, charitable remainder trusts are simply trusts that pay income benefits for life or for a specific period to one or more noncharitable beneficiaries. The remainder interest is then eventually paid to one or more qualified charitable organizations. A trust is a legal arrangement whereby the individual transfers property to another person for the benefit of a third party or beneficiary. Trusts must be organized to satisfy state law and are treated for tax purposes as separate entities. A trust can be set up during the life of the grantor (inter vivos) or upon death of the grantor (testamentary). There are two types of charitable remainder trusts: (1) charitable remainder annuity trusts, and (2) charitable remainder unitrust. 

Annuity trusts and unitrusts use similar trust language but differ in payment provisions. While the annuity trust pays a fixed amount each year, the unitrust pays a variable amount each year based on a fixed percentage of the value of trust assets. The Service has safe harbor trust forms that, if substantially used, will qualify the trust as a charitable remainder trust. 

Charitable remainder trusts have many general and specific requirements. If these requirements are met, the trust will be a qualified charitable remainder trust. Qualified charitable remainder trusts are tax exempt unless the trusts have unrelated business income or debt-financed income. The charitable remainder trust is one of the planned giving methods used most often in converting appreciated assets worth more than $100,000 to a high-income investment. Also, a recent planning arrangement gaining popularity is to name a charitable remainder trust as the beneficiary of an individual retirement account (IRA) or other qualified retirement plan. This arrangement can dramatically reduce both income taxes and estate taxes. 

[a] General Requirements

Charitable remainder trusts must make distributions at least annually to one or more noncharitable beneficiaries. The term of the payments must be for the life or lives of the noncharitable beneficiaries or for a term of years not exceeding twenty years. Two types of trusts must be used: (1) an annuity trust, which pays a certain sum each year, or (2) a unitrust that pays a certain percentage of its trust assets. The trust must comply with the Service's published sample instruments by meeting the following requirements: 

· Create a valid trust under state law;

· Make a reference to the Service's sample documents; and

· Incorporate substantially the language of the sample instruments.

The Service will not issue a ruling on trusts that substantially comply with the sample instruments. However, it will issue rulings on trusts that do not substantially comply with the sample instruments. 

[b] Specific Requirements

Charitable remainder trusts must pay out a specific percentage of its trust assets. An annuity trust must usually pay out a fixed sum that is at least 5 percent of the initial fair market value of its assets. Whereas a unitrust must pay out a variable amount that is at least 5 percent of its trust assets each year. The unitrust assets are revalued each year. Payment methods may not be combined in some kind of hybrid method. The donor can make additional contributions to a unitrust. Additional contributions to an annuity trust cannot be made. 

Payments for the life of an individual require payments only for the life of that individual. It is possible to pay for the lives of more than one individual. Payment for life logically applies only to individuals. Other entities, such as corporations and partnerships, must use a term of years. If the payment is for a term of years, it cannot exceed twenty years. However, it is possible to pay for a term of years and then for the life of an individual. Charitable remainder trusts may not invade the principal or corpus of the trust for any purpose except to pay income distributions. 

The operation of the trust also has specific requirements. No one must have the power to alter the payment to any noncharitable beneficiary. Payment may be made to both a qualified charity or a noncharitable beneficiary, but there must be at least one noncharitable beneficiary. If closely held stock is held by the trust, there should be an independent trustee. Finally, upon termination of the trust, the entire corpus must be transferred to or for the use of one or more qualified charities. 

Three types of charitable unitrusts are permitted: 

1.  Standard unitrust, which pays a fixed percentage not less than 5 percent; 

2.  Income only unitrust, which pays the lesser of trust income or the stated percentage; and 

3.  Income only with make-up provision unitrust, which pays any excess income over the unitrust amount to make up for any deficits in previous years. 

A unitrust using the make-up provision is an effective method for shifting income to later years by minimizing income in the early years. 

[c] Tax Considerations

One of the most important tax considerations is the charitable contribution deduction. Gifts to charitable remainder annuity trusts provide greater tax deductions than comparable gifts to charitable remainder unitrusts. Another issue to be considered is the taxation of the income beneficiary. 

Donor.  The donor is allowed a charitable contribution deduction for the present value of the remainder interest in the year of the gift to the charitable remainder trust. The amount of the deduction depends on the age of income beneficiaries, the payout percentage and the applicable federal rate (AFR). The Service publishes the applicable federal rate on or around the twentieth of each month. Donors may choose the most favorable AFR in effect during the month of the gift or the preceding two months. The highest AFR rate should be elected to produce the largest charitable deduction. The rate used is 120 percent of the Service's published midterm rate rounded to the nearest two tenths of 1 percent. After the AFR and payout percentages are chosen, tables in IRS Publications 1457 and 1458 may be used to compute the present value of the remainder interest. 

Example D7-1. 

Charitable Remainder Annuity Trust

On June 15, 2001, Donor Y, who is 65, contributes property worth $100,000 to a charitable remainder annuity trust. Assuming a 6.7 payout ratio, (the same rate recommended for a gift annuity for a 65 year by the American Council on Gift Annuities) quarterly payments will be made, and the elected 120-percent AFR is 6.0%. The value of the remainder interest is computed as follows: 

1.00000 − Remainder factor .34912 (Table R(1)) = Income factor .65088

(Recommended ratio payout)

(Elected AFR) = 8.136 (Annuity factor)

8.136 × $6,692 (annuity amount ($100,000 × 6.5% × 1.0295 (Table K))) = $54,444

(value of income interest)

The value of the charitable remainder interest is equal to the value of the annuity ($100,000) less the value of the income interest ($54,444) or $45,556. 
Figure D7-2. 

Charitable Remainder Annuity Trust
	Annuity Trust Initial Percentage 
	6.70% 

	

	

	
	

	(A) Annuity Trust Payout 
	$6,700 

	     Gift Amt x Trust % 
	

	     AFR of the Month 6% 
	

	

	

	
	

	(B) Factor Age 65 
	9.7151 

	     (IRS Pub. 1457, Table S) 
	

	

	

	
	

	(C) Adjustment for time of Payment 
	1.0222 

	     (IRS Pub. 1457, Table K) 
	


	End of Period 

	
	Annual 
	1 
	1.0000 
	

	
	Semi-annual 
	2 
	1.0148 
	

	
	Quarterly 
	3 
	1.0222 
	

	
	Monthly 
	4 
	1.0272 
	


	(D) Adjusted Factor 
	9.9308 

	     Line (B) x Line (C) 
	

	

	

	
	

	(E) Present Value of Annuity 
	$66,536 

	

	

	
	

	(F) Amount Transferred to Trust 
	$100,000 

	

	

	
	

	(G) Present value—charitable deduction 
	$ 33,464 

	Line (F) less (E) 
	

	

	

	
	

	(H)—TAX PERCENT & SAVINGS 
	31.00%  $10,374 


Example D7-2. 

Charitable Remainder Unitrust

On June 15, 2001, Donor Y, who is 65, contributes property worth $100,000 to a charitable remainder unitrust. Assume that quarterly payments will be made and that the elected 120 AFR is 6.0%. The adjusted payout rate is 7.233% (7.5% x .964365). The value of the remainder interest is computed as follows: 

Remainder factor at 7.6% at age 65 (Table U(1)) = .34122

Remainder factor at 7.8% at age 65 (Table U(1)) = .33328

Difference = .00794

Interpolation adjustment ((.07626 − .076) × .00794) = .00104

Factor at 7.6% (Table U(1)) = .34122

.34122 − .00104 (interpolation adjustment) = .34018 (remainder value factor)

The value of the charitable remainder interest is equal to the value contributed ($100,000) multiplied by the remainder factor (.34018), or $34,018. 
Figure D7-3. 

Charitable Unitrust
	(A) Unitrust Percentage 
	7.50% 

	

	

	
	

	(B) Factor for Adjusted Payout Rate 
	

	     IRS Pub 1458, Table F 
	0.964365 

	     AFR of the Month 
	6% 

	

	

	
	

	(C) Adjusted payout Rate (AxB) 
	7.233% 

	

	

	
	

	(D) Nearest table rate below (C) 
	7.20% 

	(E) Factor at Line (D) rate 
	0.34085 

	     IRS Pub 1458, Table U(1) 
	

	(F) Nearest table rate above (C) 
	7.40% 

	

	

	
	

	(G) Factor at Line (F) rate 
	0.33239 

	     IRS Pub. 1458, Table U(1) 
	

	

	

	
	

	(H) Line (E) minus Line (G) 
	     0.00846 

	

	

	
	

	(I) Line (C) minus Line (D) 
	0.033% 

	

	

	
	

	(J) Line (I) Divided by 0.2% 
	0.16500 

	

	

	
	

	(K) Line (H) times Line (J) 
	0.00140 

	

	

	
	

	(L) Line (E) minus Line (K) 
	0.33945 

	

	

	
	

	(M) Line (L) times Gift Amount 
	

	     Present Value of Remainder Interest 
	$33,945 

	(N) Tax Bracket and Savings 31.00% 
	$10,523 


Noncharitable beneficiary.  Noncharitable income beneficiaries are taxed on the amount of the current distribution. The tax character of the income is prescribed by the Service's tiered ordering rules based on trust income for the year. The layers of the tiers are as follows: 

1.  ordinary, 

2.  capital gain income, 

3.  other income, and 

4.  corpus or principal. 

Return requirements.  A charitable remainder trust must file Form 5227 annually. A copy of the trust document must be attached to the trust's first return. Usually Form 1041-A must be filed each year. If the trust has unrelated business income, it must also file Form 1041, and, if required, make any estimated payments using Form 1041-ES. Forms 5227 and 1041-A must be filed by April 15 following the close of the mandatory calendar tax year. 

Gift and estate tax and generation-skipping transfer considerations.  The gift and estate tax consequences are different for the income interest and the remainder interest. The noncharitable annuity or unitrust income interest will not have any gift tax consequences unless someone other than the donor is designated to receive the income. If this is the case, the value of the gift is the present value of the income interest. The $10,000 annual gift tax exclusion is available if the trust is required to make distributions annually. The income interest of the donor is included for estate tax purposes. The remainder portion should generally qualify for an unlimited charitable deduction. Income interests to a noncharitable beneficiary more than two generations younger are subject to GST. 

There will only be GST tax consequences if one of the noncharitable beneficiaries is two or more generations removed from the donor. 

[2] Charitable Lead Trusts

A charitable lead trust is basically the opposite of a charitable remainder trust and a pooled income fund. The trust pays income to one or more qualified charities and the remainder goes to one or more noncharitable beneficiaries. Charitable lead trusts provide income to the charities when the trust is funded. 

[a] Requirements

Charitable lead trusts have a number of general and specific requirements. Like charitable remainder trusts, charitable lead trusts can be annuity trusts or unitrusts. Charitable lead trusts operate similarly to charitable remainder trusts and are subject to many of the same technical rules and requirements. However, there are some differences, one of which is that charitable lead trusts are not tax-exempt trusts. Another difference is that the Service has not issued sample instruments for charitable lead trusts. 

General requirements.  Generally, there must be an annual payment to a qualified charity in the form of fixed sum annuity or a variable unitrust interest. 

The payments must be for a specified period or life or lives of one or more individuals. In contrast to charitable remainder trusts, additional contributions can be made to both types of trusts—lead annuity trusts and lead unitrusts. 

Specific requirements.  Specifically, charitable lead trusts must pay out a certain percentage of its assets. However, there are no set minimum percentages that must be paid out. There are three types of charitable lead trusts: 

· Qualifying nongrantor charitable lead trusts,

· Grantor charitable lead trusts, and

· Nonqualifying nongrantor lead trusts.

Qualifying nongrantor charitable lead trusts are the most commonly used lead trusts. Usually, the charity receives income for a certain period, with the remainder of the trust going to the heirs of the donor, who is also the grantor. A nonqualifying nongrantor lead trust operates the same but does not qualify under the Code as an acceptable lead trust. In a grantor charitable lead trust the remainder goes back to the grantor. A grantor trust is a trust whereby the income is taxed to the grantor individually. Each of these types of lead trusts have different tax considerations. 

[b] Tax Considerations

One of the most important tax considerations of charitable lead trusts is the charitable contribution deduction of the donor. Gifts to charitable lead unitrusts provide larger deductions than comparable gifts to a charitable lead annuity trust. Also, the taxation of the noncharitable remainder beneficiary and the trust should be considered. 

Donor.  The donor is allowed a charitable income tax deduction for the present value of the income interest in the year of the contribution to the charitable lead trust. To be eligible to claim an initial deduction, the donor must be treated as the owner of the trust under grantor trust rules. In a nongrantor or nonqualified charitable lead trust, the donor does not receive a charitable income tax deduction for the transfer to the trust. Trust income is taxed to the donor each year if it is a grantor trust. Computation of the charitable deduction for a grantor charitable lead trust is the same as for charitable remainder trusts, except that the portion contributed and being valued is the income portion. Also, the lowest AFR elected will produce the highest income tax deduction. 

Example D7-3. 

Charitable Lead Annuity Trust

Assume the same facts as in Example D7-1 . The amount of the charitable deduction to a grantor charitable lead trust would be the present value of the income or annuity portion—$32,430. 
Noncharitable beneficiary.  The noncharitable beneficiary is not taxed on the income of the trust. 

Trust.  A grantor charitable lead trust is not taxed itself; rather its income is taxable to the grantor. However, a nongrantor trust is not exempt from taxation but receives an income tax deduction for amounts paid to qualified charities. 

Return requirements.  Form 1041, U.S. Income Tax Return for Estates and Gifts, must be filed annually for a charitable lead trust. Also, any trust that claims a charitable deduction for amounts permanently set aside for a charitable purpose or a split-interest trust that is not tax exempt must file Form 1041-A. If the charitable lead trust is treated as a private foundation, it must also file Form 5227. Any unrelated business income earned by the trust must be reported on Form 990-T, Exempt Organization Business Income Tax Return. These returns are due on or before April 15 after the close of the calendar year. 

Estate, gift, and generation-skipping transfer tax considerations.  Initial estate, gift, and GST tax deductions are available for the lead charitable interest in a qualified nongrantor charitable lead trust. An annual gift tax deduction is available for the lead charitable interest in a nonqualified nongrantor charitable lead trust. A gift tax deduction is allowed for the lead charitable interest in a grantor charitable lead trust. Generally, the entire corpus of a grantor charitable lead trust is subject to estate tax. Skip transfers of a remainder interest in a charitable lead trust are subject to the GST tax. 

[3] Pooled Income Funds

Pooled income funds are instruments that allow a donor to split gifts more easily. In general, these funds are set up by qualified charities to receive donated funds. The donor receives an income interest and the charitable organization receives the remainder. The funds operate similarly to mutual funds in that funds are commingled with other contributors and its yield varies depending on how its underlying assets perform. 

[a] Requirements

Pooled income funds are products of the Code. 11 Consequently, the funds must meet various general and specific technical requirements. Pooled income funds are operated similarly to charitable remainder trusts. However, pooled income funds are not tax-exempt trusts. 

General requirements.  Generally, a pooled income fund is a fund set up by a qualified charity to receive transfers of property. The donor receives income for life with the remainder interest going to the charity. Pooled income funds are desirable instruments to use for gifts of less than $100,000, because the funds do not require trust documents or require extensive accounting and legal fees. 

Specific requirements.  Specifically, pooled income funds may not invest in federally tax-exempt securities. Qualified organizations for a pooled income fund are more narrowly defined than those of charitable remainder trusts. Types of qualified organizations include: 

· churches,

· educational organizations,

· hospitals,

· medical research organizations operating in conjunction with a hospital,

· certain property holding and administering organizations, and

· publicly supported organizations.

Also, only one charitable organization may ultimately benefit. However, a national organization can administer pooled income funds for its affiliates. Pooled income funds must pay income for the life of the noncharitable beneficiaries; payment for a term of years is not permitted. Once the gift is made, the donor cannot change or alter any of the terms of the gift other than to change income beneficiaries. A charity may receive an income interest in the fund, but the donor does not receive a charitable deduction for this interest. A pooled income fund is required to commingle all property received and the fund must be maintained by the charity. The income received by the beneficiary must be based on the funds actual rate of return. 

[b] Tax Considerations

Important tax considerations are the taxation of the donor, the noncharitable beneficiary, and the trust itself. 

Donor.  The donor is allowed an income tax charitable deduction for the present value of the remainder interest in the year of contribution to the pooled income fund. The amount of the deduction is calculated based on the age of the beneficiary and the fund's highest payout rate for the last three years. For the first three years of a pooled income fund, the payout rate is the highest annual AFR for the preceding three years less 1 percent. The present value of the remainder interest is the amount of the charitable deduction. It is calculated by subtracting the value of the income interest from the fair market value of the transferred property. Remainder factors using the rate of return from Table S in IRS Publication 1457 may be used to compute the present value of the income interest. 

Example D7-4. 

Pooled Income Fund

Assume the same facts as in Example D7-2 , except that payments will be made annually and the highest yearly rate of return earned by the fund for the three preceding years was 6 percent. The value of the remainder interest is computed as follows: 

Remainder factor .35455 (Table S at 7.5% at 65 years) × $100,000

(amount of transfer) = $35,455 (charitable remainder value)

Noncharitable beneficiary.  The noncharitable beneficiary is taxed on the amount of income distributed during the year. Also, the noncharitable beneficiary is not taxed on any capital gains, since they are taxed either at the trust level or set aside for the charitable remainderman. These returns are due on or before April 15 following the close of the calendar year. 

Trust.  The trust is taxable and is treated as a complex trust. For the most part, it is unlikely that the trust will pay any tax. It is allowed to deduct from income any income distributions to the beneficiaries and administrative expenses of the trust. Capital gains are taxable to the trust. However, the trust may deduct any long-term gains that are set aside for charitable purposes. Thus, unless the trust has any taxable unrelated business income, it is generally taxed only on its short-term capital gains. 

Return requirements.  Pooled income funds are required to file the following IRS forms: 

· Form 1041,

· Form 1041-A,

· Form 5227, and

· Form 4720, Return of Certain Excise Taxes on Charities (only if there is excise tax liability under Chapter 42 of the Code).

Gift, estate and generation-skipping transfer tax considerations.  An unlimited gift and estate tax deduction is allowed for gifts to pooled income funds for the remainder interest to a qualified charity. The income portion to a noncharitable beneficiary other than the donor is subject to gift tax. However, a $10,000 annual exclusion is available to offset this income interest. The date of death value of the income interest is subject to estate tax. However, an unlimited marital deduction is available if the income interest is held by the donor's spouse. Income interests assigned to two or more generations younger than the donor are subject to the GST tax. 

Figure D7-4. 

Charitable Lead Annuity Trust for One Life
	Planning Summary 

	Date of transfer 
	June 25, 2001 

	Age of measuring life (to closest birthday) 
	65 

	Fair market value of contributed property 
	$100,000.00 

	Annuity Rate 
	6.7% 

	Payment Frequency 
	Quarterly 

	IRC Sec. 7520(a) election to use 5/2001 discount rate 
	5.80% 

	Date of first payment 
	7/1/2001 

	First Year Income 
	$6,700.00 

	Charitable Deduction 
	$32,430.06 


[4] Charitable Gift Annuities

Charitable gift annuities are instruments where the donor contributes money or property to a qualified charitable organization and receives in return a promise to pay an annuity to the donor or another. Charitable gift annuities are part investment and part charitable contribution. The Committee on Gift Annuities sets conservative annuity rates that are often used by the charitable organization. Charitable gift annuities do not involve a trust and are secured by the general assets of the charity. 

[a] Requirements

Charitable gift annuities are not products of the Code and thus are not subject to the complex requirements applied to charitable remainder trusts and pooled income funds. However, charitable gift annuities are controlled by the annuity provisions of the Code 12 and by the bargain sale provisions of the Code and the Treasury Regulations. 13 Therefore, charitable gift annuities are easier to administer than charitable trusts and pooled income funds. The annuities provide an effective method for turning appreciated property into higher yielding investments and are good instruments for gifts of less than $100,000. Charitable gift annuities are also very flexible; payments can be for one life or several lives and can begin immediately or be deferred. 

Figure D7-5. 

Charitable Pooled Income Fund for One Life
	Planning Summary 

	Date of transfer 
	June 25, 2001 

	Age of income recipient (to closest birthday) 
	65 

	Fair market value of property transferred 
	$100,000.00 

	The discount rate (effective 6/2001) 
	6.00% 

	Date of first payment 
	7/1/2001 

	Fund's rate of return 
	7.5% 

	Charitable deduction 
	$35,455.00 


[b] Tax Considerations

Donor.  The donor is allowed a charitable income tax deduction for the value of the amount transferred less the present value of the annuity portion of the gift. Charitable gift annuities provide the same deduction as a charitable remainder annuity trust, but less is needed to fund the gift. Thus, charitable gift annuities are ideally suited for gifts of less than $100,000. If payment of the annuity is deferred, an even greater deduction is available. 

The methods for calculating the amount of the charitable deduction are identical to charitable remainder annuity trusts. The amount of the deduction is based on the age of the annuitant, the annuity rate, the AFR, and the payment frequency. First, an AFR rate must be selected based on 120 percent of the published AFR during the month of the gift and the preceding two months rounded to the nearest two tenths of 1 percent. The highest rate will produce the largest charitable deduction. Next, the annuity factor is found using Table S of Publication 1457 and the corresponding elected AFR and age of the annuitant. Table B of Publication 1457 provides annuity factors for a term of years. Finally, the annuity amount, usually calculated by using the Committee on Gift Annuities' suggested rates, is multiplied by the annuity factor. If payment is other than annually, the annuity factor must be adjusted by a Table K adjustment factor. 

Example D7-5. 

Charitable Gift Annuity

Assume the same facts as in Example D7-1 , except that the property contributed by Donor Y was appreciated stock held over one year with an adjusted basis to the donor of $20,000. The amount of the charitable contribution deduction is the same, or $33,464. The computation of the capital gain excludable portions of the $6,700 annuity payment is as follows: 

Capital Gain Portion: 


$66,536.36 (present value of the annuity interest)
$100,000 (fair market value of stock) 

= 0.66536

0.66536 × $20,000 (adjusted basis of stock) = $13,307.27 (basis allocable to sale)

The amount realized of $66,536.36 less the basis allocable to the sale of $13,307.27 equals a long-term gain of $53,229.09. This long-term gain will be recognized ratably over Donor Y's life expectancy of 19.9 years. 

Excludable Portion: 

Expected return multiple 19.9 (Table V)× $6,700

(annuity payment) = $133,330

(expected return) = $66,536.36

$66,536.36/$133,330 = 49.9%
(exclusion ration)

$6,700 (Annuity Payment) × 49.9% (exclusion ration) = $3,343.30 (excludable portion)

The excludable portion of the annuity payment is eligible for the twenty year life expectancy of Donor Y. However, because capital gain property was transferred, $2,674.83 (capital gain − $53,229.09/life expectancy (19.9 years)) must be reported as long-term capital gain on the donor's income tax return. 14 

Summary: 

Annuity payment $6,700 

Ordinary income portion $356.70 

Capital gain portion $2,674.83 

Excludable portion $668.47 
Noncharitable beneficiary.  Noncharitable beneficiaries are taxed on the nonexcludable portion of the annuity payment received. If appreciated property was used to fund the gift annuity, the annuity payment can be made up of (1) ordinary income, (2) capital gain income, or (3) nontaxable return of consideration paid. This is because the transaction is treated for income tax purposes as part annuity contract and part bargain sale to a charity. To arrive at the various portions of the annuity payments the amount of the annuity excluded must be calculated. First, the value in the contract is divided by the total return of the annuity. This amount is multiplied by the expected return of the annuity to arrive at the excludable portion. Next, the capital gain portion of the transaction is calculated, which is the value in the contract less the sale portion of the adjusted basis in the appreciated assets. The sales portion equals the amount realized divided by the fair market value of the annuity contract times the donor's adjusted basis in the property. This gain is recognized ratably over the life expectancy of the annuity. 

Return requirements.  Since a trust is not involved, there are no income tax return requirements. The annual distribution of the annuity is subject to informational reporting on Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc. 

Figure D7-6. 

Charitable Gift Annuity
	First person, age 65 
	

	

	

	
	

	Gift Date 
	6/14/2001 

	Date of First Payment 
	9/14/2001 

	Birth Date 
	6/14/1936 

	Gift Amount 
	$100,000.00 

	Charitable Deduction 
	$ 33,463.64 

	Annuity of 6.7% 
	$ 6,700.00 

	Exclusion Ratio 
	49.90% 

	Effective Annuity Rate 
	7.9% 


Income Tax Information 

	
	Quarterly Payment 
	
	Annual Totals 

	

	

	
	
	
	

	Ordinary Income 
	$839.18 
	
	$3,356.70 

	Capital Gain Payout 
	$668.71 
	
	$2,674.83 

	Tax Free * 
	$167.12 
	
	$ 667.47 

	

	

	
	
	
	

	ANNUITY AMOUNT 
	$1,675.00 
	
	$6,700.00 

	

	

	
	
	
	

	Annuity % 
	6.70% 
	
	

	

	

	
	
	
	

	

	

	
	
	
	

	(A) Annual Annuity Payout 
	$6,700.00 
	
	

	     Gift Amt x Annuity % 
	
	
	

	

	

	
	
	
	

	(B) Factor   Age 65 
	9.7151 
	
	

	     (IRS Pub 1457, Table S) 
	
	
	

	     AFR of the Month 
	6.0% 
	
	

	

	

	
	
	
	

	(C) Adjustment for Time of Payment 
	
	1.0222 
	

	     (IRS Pub 1457, Table K) 
	
	
	

	

	

	
	
	
	

	

	

	
	
	
	

	
	End of Period 
	

	1 
	1.000 
	Annual 
	

	2 
	1.0148 
	Semi-annual 
	

	3 
	1.0222 
	Quarterly 
	

	4 
	1.0272 
	Monthly 
	

	

	

	
	
	
	

	

	

	
	
	
	

	(D) Adjusted Factor 
	
	9.9308 
	

	     Line (B) x Line (C) 
	
	
	

	

	

	
	
	
	

	(E) Present Value of Annuity 
	
	$66,536.36 
	

	     Line (D) x Line (A) 
	
	
	

	

	

	
	
	
	

	(F) Amount Transferred 
	
	$100,000.00 
	

	

	

	
	
	
	

	(G) Charitable Gift Value 
	
	$ 33,463.64 
	

	     Line (F) less Line (E) 
	
	
	

	

	

	
	
	
	

	(H) Unadjusted Expected Return Multiple 
	
	20.0 
	

	     (Reg. Sec. 1.72-9, Table V) 
	
	
	

	

	

	
	
	
	

	(I) Adjustment if not Monthly 
	
	-0.1 
	

	

	

	
	
	
	

	(J) Adjusted Expected Return Multiple 
	
	19.9 
	

	     (Line (H) Plus Line (I) 
	
	
	

	

	

	
	
	
	

	(K) Expected Return 
	
	$133,330.00 
	

	     Line (J) Times Line (A) 
	
	
	

	

	

	
	
	
	

	(L) Exclusion Ration 
	
	49.9% 
	

	     Line (E) Divided by Line (K) 
	
	
	

	

	

	
	
	
	

	(M) Amt Excluded from Ordinary Taxation 
	
	$3,343.30 
	

	     Exclusion Ration Times Annuity 
	
	
	

	     Line (L) Times Line (A) 
	
	
	

	     (IRC Sec 72(b)(3) 
	
	
	

	

	

	
	
	
	

	(N) Basis Allocated to Annuity 
	
	$13,307.27 
	

	     Basis Times Line (E)/Gift 
	
	
	

	

	

	
	
	
	

	(O) Gain Allocated to Annuity 
	
	$53,229.09 
	

	     Line (E) Less Line (N) 
	
	
	

	

	

	
	
	
	

	(P) Gain Each Year 
	
	$2,674.83 
	

	     Line (O) Divided by 19.9 
	
	
	

	     (Not to exceed Line (M); Assumption: separate Prop. of First Ben.) 
	

	     (Reg. Sec 1.011-2(a)(4) 
	
	
	


D7.04 OTHER GIVING OPPORTUNITIES

[1] Gifts of Appreciated Securities

Gifts of appreciated securities present a great way for charities to raise funds while maximizing tax benefits to the donor. The general rule for gifts of property (including securities) to eligible organizations is that the deduction is equal to the fair market value of the property contributed and the transaction is not considered a sale or exchange for tax purposes. The relevance of this is that absent a sale or exchange for tax purposes no gain or loss is recognized. Therefore a taxpayer who contributes appreciated property (which meets the holding period requirements as discussed below) to a charity can obtain a contribution deduction for a gain that has never been subject to income tax. 15 

As an example of how these provisions would benefit an individual donor, let us examine the case of Mr. Smith, who wants to make a $20,000 donation to his alma mater and who also owns securities that he has held for five years with a current fair market value of $20,000 and a cost basis of $5,000. If Mr. Smith sold the securities to make the contribution, he would be eligible for a $20,000 contribution deduction but he would also recognize a long-term capital gain of $15,000 and would therefore owe tax of $3,750 (assuming a combined federal and state tax rate of 25 percent) which would have to be covered by other assets. If Mr. Smith made his donation through a gift of the securities, he would be eligible for the same $20,000 deduction. However, no income tax would be owed on the transaction and his net savings would be $3,750. The benefit of this technique is so obvious that some financial planners recommend that individuals make most of their charitable contributions through gifts of appreciated securities as opposed to cash donations. 

For income tax purposes, an individual's deduction for a gift to a publicly supported charity of appreciated securities owned for more than the required holding period is limited to 30 percent of their contribution base. 16 A special election is available to increase the deduction to 50 percent of the donor's contribution base if the charitable deduction value of the securities is voluntarily reduced by the amount of the appreciation. 17 

The valuation of the deduction for publicly traded securities is the mean of the highest and lowest selling prices quoted for the stock on the date of the gift. 18 Gifts of mutual fund shares are generally valued at the quoted net asset value of the fund on the date of the gift. 19 

Donors of publicly traded securities yielding a deduction of greater than $5,000 are also not required to get a qualified appraisal to substantiate the deduction as would be the case with other property donations. 

Gifts of closely-held stock would present a more complex valuation question which would generally require an appraisal to substantiate the deduction for tax purposes. 

Unfortunately, however, there are several exceptions to the general rule that the amount of property contribution is measured by its fair market value. The most common exception is that the amount of the charitable deduction that results from a gift of appreciated property shall be reduced by the amount of the gain which would not have been long-term capital gain if the contributed property had been sold by the taxpayer at its fair market value. 20 

Long-term is generally defined as a holding period of more than one year (despite the fact that the '97 Tax Act generally limits the most preferential tax rate of 20 percent on capital gains only for property held over 18 months). Therefore, if the donated appreciated securities or other property were owned for less than the long-term capital gain holding period or are otherwise short-term capital gain securities, the charitable deduction is limited to the donor's tax cost or basis. 

Converse to the situation for appreciated securities, proper tax planning for securities with a loss would be to sell the shares and then donate the cash to the charity as a direct gift of the securities would only yield a deduction equal to their fair market value and the taxable loss would be lost. 21 

[2] Gifts of Life Insurance

Irrevocable gifts of life insurance with the charity named as the owner and beneficiary of the policy can be an excellent way of making an outright charitable gift. It permits the donor to make a much larger gift than might otherwise be possible and to do so with assets that are not currently used for income production. 

Gifts of life insurance also present an opportunity for the donor to continue to make gifts through payment of the annual premiums. If the donor does not continue to make the premium payments, the charity has to decide whether to continue to pay the premiums, cash the policy in for its cash surrender value or convert the policy to a paid up policy of a lesser face amount. 

The donor's deduction for income tax purposes depends on the type of policy that is contributed. The income tax deduction for a paid up policy (one for which no premiums remain to be paid), generally yields a deduction equal to the single premium amount that the insurance company would charge to issue a comparable policy for the same face amount for a person the age of the insured. 22 If this amount exceeds the donor's tax basis in the policy, however, the deduction would be limited to the donor's basis because the sale or exchange of the policy would not yield long-term capital gains. 23 The donor's cost basis in the policy is the gross premiums paid less any dividends and outstanding loans on the policy. 

The income tax deduction for a nonpaid-up ordinary life policy (i.e., one for which premiums remain to be paid) is generally equal to the interpolated terminal reserve value of the policy plus that part of the last premium paid by the donor that covers any period of time beyond the date of the gift. 24 

The interpolated terminal reserve value is an amount which is generally slightly more than the policy's cash surrender value. As described above, the deduction cannot exceed the donor's tax basis in the policy. 

If a donor continues to pay the premiums on the contributed policy, he will be entitled to a deduction for the value of each payment as made. Most advisors recommend that the donor contribute the premium payment directly to the charity rather than to the insurance company for the ease of documenting the donation. 

[3] Gifts of Real Property

Although more complex and time intensive than other gifts, charities should not overlook the gift potential in real estate. For many donors, gifts of real estate may be the only way to make substantial gifts to their favorite charity. Charities accepting real estate gifts will, of course, need the resources to be able to investigate the property, assess environmental and legal issues, and manage or dispose of the property effectively. Unfortunately, many nonprofits have bad experiences with gifts of real estate from less than altruistic donors looking to unload their real estate problems on an unsuspecting charity. 

A donor who makes an outright irrevocable gift of real property (such as land, buildings, a residence or a farm) held for longer than twelve months gets the same tax advantage described for gifts of appreciated securities. The donor gets an income tax deduction equal to the full fair market value of the property and is not taxed on the property's appreciation. The gift also reduces the donor's taxable estate for estate tax purposes. 

Another unique feature of real property gifts is that although the law generally allows no deduction at all for income, gift or estate tax purposes for contributions of partial interests (unless the transfer meets the requirements of a gift in trust), there are exceptions to this rule for a remainder interest in a personal residence or a farm, 25 or a gift of an undivided portion of a taxpayer's interest in property. 26 

The deduction for a gift of appreciated real estate to a public charity in any year is generally limited to 30 percent of the donor's adjusted gross income with a five year carryover. The size of the gift in relation to the donor's annual income may make it difficult to take the entire deduction even during the carryover period. Donors facing this situation may want to review alternatives such as gifting partial undivided interests in the property over a period of years or electing to apply a 50 percent income limitation by reducing the size of the contribution by the amount of the property's appreciation. 

Donations of real estate present more complex valuation questions and donors should always get at least one appraisal of donated real property from a qualified appraiser to substantiate the value of their contribution. 

[a] Gifts of a Remainder Interest in a Personal Residence or Farm

A special gifting opportunity for an elderly donor is to make a gift of a remainder interest in a personal residence or a farm while retaining a life interest in the property. A residence consists of land and a house but does not include household furnishings unless they are fixtures. A farm generally consists of any land used either by the donor or his tenant for producing crops, fruits or agricultural products or for the sustenance of livestock. It could include a farmhouse, farms and other improvements. 

The calculation of the tax deduction for the remainder interest is rather complicated as the interest must be reduced by the value of the life use of the property. The value of the deduction is determined by using actuarial tables published by the government consisting of remainder interest factors from IRS Publication 1457 and a depreciation adjustment factor in IRS Publication 1459. 

[b] The Bargain Sale

Although not unique to donations of real estate, a situation often encountered with property gifts is the bargain sale transaction. A bargain sale is a sale of property in which the amount of the sales proceeds is less than the property's fair market value. It meets the needs of a donor who wants to make a contribution to charity but still needs some cash from the sale of the property. For tax purposes, the transaction is treated as a partial sale and a partial contribution and the donor's basis in the property must be apportioned between the gift and sale elements. The amount of the charitable gift is the excess of the fair market value of the property over the sales proceeds. 

For example, assume that Donor X owns an unencumbered home she has lived in for many years worth $200,000 with an adjusted basis of $80,000. She needs $50,000 from the sale of the property and wants to donate the remaining $150,000 in value to a public charity. Her tax basis in the property must be allocated $20,000 to the sale portion and $60,000 to the gift portion based on relative values. 

She would then recognize a long-term capital gain of $30,000 in the year of the transaction and a $150,000 charitable contribution deduction to the extent allowed by the contribution limitations. 

The tax rules for gifts of real property (or all gifts for that matter) are complicated and often involve situations beyond those described in this chapter, such as gifts of encumbered property or gifts of property subject to depreciation recapture. Competent tax advice should be sought to address the facts of your specific situation. 

[4] Bequests

Despite some of the sexy inter vivos gifts described earlier, the bread and butter planned gift for charities has and probably always will be bequests. Many donors will be hesitant to part with cash or other assets during their lifetime as they are afraid of outliving their retirement funds. 

The key to generating bequest income from the charity's viewpoint is to advertise to potential donors and prospects the benefits of having a will, and the emotional and estate tax value of making a charitable bequest. Charities should include a response feature in many of their regular mailings through which prospects can obtain further information about wills and estate taxes, and about how to include a charity in a will. Another common technique is to host a wills and estate planning seminar for some key donors and prospects. 

Many people are not fully aware of the impact of estate taxes on a person's ability to pass on property at their demise. Federal and estate tax rates can exceed 60 percent of the decedent's gross estate and failure to properly plan an estate can have devastating consequences. Internal Revenue Code Section 2055 allows a deduction from the gross estate for legacies and other transfers to, or for the use of, certain public charitable, educational or religious entities, so charitable bequests present an excellent way to pass on assets that may otherwise be substantially taxed. 

[5] Gifts of Retirement Plan Assets

Money in the United States retirement system is worth trillions of dollars, including amounts in company pension, 401(k) and 403(b) plans and IRA's, Keogh plans and so forth held by individuals. Although much has been written about accumulating and investing assets in retirement plans, much less has been written about getting money out of retirement plans on a tax efficient basis. Money left in retirement plans at death can often be subject to income and estate taxes of approximately 80 percent of the assets (leaving only 20 percent for heirs), and therefore are excellent candidates for testamentary charitable giving. The reason for the high tax levy on pension and IRA assets is that they are generally examples of income in respect of a decedent (IRD). IRD is different from other assets in that the built-in tax liability does not disappear when it passes through a decedent's estate. Therefore, these assets are subject to both income and estate tax, making them very inefficient for passing wealth to heirs and other taxable individuals. An exception to the general rule does exist, however, for the new Roth IRAs where earnings are not considered income in respect of a decedent. 

Donors can avoid this double tax whammy by gifting the IRD assets to charity. The cleanest way to vest retirement plan assets to the charity is to name it a designated beneficiary in the plan or IRA document. 

D7.05 Administrative Needs

A charitable organization setting up a planned giving department may want to address its administrative needs gradually. A progression chart for a qualified organization might be structured as follows: 

1.  Gifts and bequests. 

2.  The above plus charitable gift annuities and pooled income funds. 

3.  The above plus charitable remainder and lead trusts. 

Planned giving departments have many administrative needs. Often charitable organizations enlist outside services to ensure all compliance issues are handled correctly. For example, the calculation of the charitable deduction amount of a charitable remainder trust can be calculated by a tax accountant familiar with charitable planned giving instruments. These needs can be broken into IRS forms and other in-house forms and resources. Also, planned giving departments must comply with donors' substantiation requirements and various notification requirements. 

[1] IRS Forms

A comprehensive planned giving department may need specific IRS forms and instructions to comply with certain requirements or to the donor in complying with various tax provisions. These forms can be obtained directly from the Service or from a forms service or a CD-ROM. Some of the necessary forms are: 

· Form 8283, Noncash Charitable Contributions,

· Form 8282, Donee Information Return,

· Form 5227, Split-Interest Trust Information Return,

· Form 1041-A, U.S. Information Return Trust Accumulation of Charitable Amounts,

· Form 1041, U.S. Income Tax Return for Estates and Trusts, and

· Form 1099-R, Distribution from Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc.

[2] In-house Forms and Resources

A comprehensive planned giving department requires many materials to coordinate its activities and to communicate with its prospective donors. Some items needed to effectively do this are: 

· brochures and direct mail pieces,

· form letters,

· database or contact management software,

· planned giving software,

· loose-leaf planned giving service, and

· mailing lists

Planned giving software that does the calculations necessary for expressing the outcomes of planned gifts can be used. Also, various form letters can usually be set up as templates in these programs. Another valuable feature usually available is some type of donor management database. Three companies that sell planned giving software are: 

PG Calc., Inc.–PGM 

129 Mount Auburn Street 

Cambridge, MA 02138 

(617) 497-4970 

Comdel, Inc.–Crescendo 

1601 Carmen, Suite 103 

Camarillo, CA 93010 

(805) 987-0565 

(800) 858-9154 

[3] Charitable Substantiation and Notification Requirements

As of January 1, 1994, donors are required to have substantiation for all gifts of property equalling $250 or more. If donors do not have substantiation by the due date, including extensions of the donor's income tax return, the donor may not claim a charitable deduction for the gift. Also, charitable organizations are now required for all contributions of $75 or more to notify the donor of the value of any non-insubstantial goods and services the donor receives in return. 

[a] Substantiation Requirements

Donors must have substantiation to claim a deduction for a charitable contribution of $250 or more. 27 Separate payments or contributions of property of less than $250 are not aggregated unless there is deemed abuse. A canceled check is no longer sufficient substantiation for charitable contributions of $250 or more. The donor must receive and have in his possession a statement providing sufficient information to claim a charitable deduction. This statement or acknowledgment must meet the following tests: 

· It must be written.

· It must include the amount of cash contributed.

· It must include a good faith estimate of any goods and services received in return.

· It must be received before the due date of the return including extensions.

[b] Notification Requirements

Charities are expressly required to notify donors of quid pro quo charitable contributions of $75 or more what amount the donor can deduct for federal income tax purposes. 28 A quid pro quo charitable contribution is a payment made as part gift and part in return for goods and services. A common example is a benefit dinner where part of the admission fee goes toward the dinner and part goes to the charity as a contribution. Charities only have to notify the donor if more than insubstantial goods or services are given in return for the contribution. Goods and services valued at less than prescribed amounts set by the Service are deemed insubstantial. Failure to provide this notice can subject the charity to penalties of $10 for each such failure, not to exceed $5,000 for a particular fundraising drive. 29 The notification should contain the following information: 

· The amount of the contribution that is deductible for federal income taxes.

· Good faith estimates of the goods and services received in return.

A charity must also notify donors if it sells certain contributed property valued at over $5,000 within two years after contribution. 30 The organization must file Form 8282, Donee Information Return, with the Service and send a copy to the donor. 

D7.06 RESOURCES ON PLANNED GIVING

Nonprofits that develop efficient planned giving departments will have a huge advantage over their competitors as we approach the 21st century. Experts predict that the largest intergenerational transfer of wealth in history (estimated to be in the trillions of dollars) will occur in the next two decades, as the World War II generation passes its wealth on to baby boomers. Nonprofits need to be poised to capitalize on this transfer as some of the wealth will go to charity. You do not want to be in the position of seeing planned gifts from some of your natural constituents go to other organizations because you did not get prepared to ask for and receive the gifts. 

The following organizations have excellent resources on planned giving and can assist the controller in developing a program: 

	       National Committee on Planned Giving (NCPG) 

	       233 McCrea Street, Suite 400 

	       Indianapolis, IN 46225 

	       317-269-6274 

	       www.ncpg.org. 

	The NCPG's mission is to facilitate, coordinate and encourage the education and training of the planned giving community. There are local chapters operating throughout the United States. 

	

	

	

	

	

	

	

	

	

	       Planned Giving Today 

	       100 Second Avenue South, Suite 180 

	       Edmonds, WA 98020 

	       800-525-5748 

	       www.PGtoday.com 

	Publishes a variety of information about planned giving, including a monthly newsletter. 

	

	

	

	

	

	

	

	

	

	       Charitable Giving and Solicitation 

	       Sue Stern, Jan L. Schumacher and Patrick D. Martin 

	       RIA Group 

	       New York, NY 10011 

	An excellent resource on some of the technical tax and legal aspects involving charitable contributions and planned gifts. A monthly newsletter on planned giving topics. 

	

	

	

	

	

	

	

	

	

	       Charitable Gift Planning News 

	       PO Box 214373 

	       Dallas, TX 75221 

	       214-978-3325 

	A monthly newsletter on planned giving topics. 

	

	

	

	

	

	

	

	

	

	       LMNOP Seminars, Publications & Software 

	       523 Fourth Street, Suite 200A 

	       San Rafael, CA 94901-3347 

	       415-485-3744 

	       www.sm@lmnopstuff.com 

	

	

	

	

	

	

	

	

	

	       Taxwise Giving 

	       13 Arcadia Road 

	       Old Greenwich, CT 06870 

	       800-243-9122 

	       www.taxwisegiving.com 

	These two groups publish a variety of materials on the subject. 

	

	

	

	

	

	

	

	

	

	       Tax Economics of Charitable Giving 

	       Charitable Giving: A Tax Guide for Individual Donors 

	       Arthur Andersen 

	       800-546-3209 

	       www.arthurandersen.com 

	A classic work on the tax ramifications of charitable contributions. 

	

	

	

	

	

	

	

	

	

	       National Planned Giving Institute of the College of William & Mary 

	       PO Box 499 

	       Williamsburg, VA 23187-0499 

	       800-249-0179 

	       www.wm.edu/npgi 

	Offers courses on planned giving issues. 


Appendix D7.1 Donor Relations and Management of the Planned Giving Function

The following outlines are reproduced with permission of the National Committee on Planned Giving and come from their syllabus for Gift Planners. They provide an overview of the important topics of Donor Relations and Management of the Planned Giving Function and are designed to assist the controller in addressing the kinds of issues that are involved when establishing a program. 

I.  Marketing Planned Gifts 

A.  Basic marketing principles and techniques 

1.  Market analysis 

a.  Prospect identification 

b.  Prospect research 

2.  Target marketing 

3.  Test marketing 

4.  Focus groups 

5.  Design of advertisements and marketing literature 

B.  Internal marketing 

1.  Conducting training sessions for other development officers 

2.  Training and motivating volunteers 

3.  Organizing and conducting seminars for current and retired staff 

4.  Making presentations to boards of trustees 

C.  External marketing 

1.  Building personal relationships with donors 

a.  Through personal visits 

b.  Through telephone conversations 

c.  Through written correspondence 

d.  Organized tracking of donor contacts 

2.  Building relationships with allied professionals 

a.  Creating a volunteer planned giving council 

b.  Speaking at professional associations 

c.  Organizing seminars for allied professionals 

d.  Arranging site visits and orientation sessions for allied professionals 

e.  Developing reference materials for professionals on charity's planned giving program 

3.  Encouraging referrals 

a.  From donors 

b.  From volunteers 

c.  From other professionals 

4.  Using annual giving materials 

a.  To identify those who have made or are considering a bequest provision 

b.  To prompt inquiries about other planned gifts 

5.  Roles for volunteers 

a.  Involving the best prospects 

b.  Letters 

c.  Introductions 

d.  Writing articles 

e.  Accompanying gift planner on selected calls 

6.  Using a financial planning newsletter effectively 

a.  Building a mailing list 

b.  Developing a format 

c.  Selecting or writing copy 

d.  Personalization 

e.  Following up on responses 

f.  Evaluating effectiveness of newsletter and making changes 

7.  Writing articles and designing advertising copy for institutional publications 

a.  Using testimonials tastefully and effectively 

b.  Attracting attention 

c.  Maximizing responses 

8.  Designing literature for general and targeted mailings 

a.  Making publications user friendly 

b.  Connecting with the audience 

c.  Stimulating responses 

9.  Conducting seminars for prospects and donors 

a.  Choosing topics that appeal 

b.  Selecting the right speakers 

c.  Inviting the right audience 

d.  Personalizing the invitation 

e.  Obtaining information for follow-up 

II.  Donor Concerns That Affect Giving 

A.  Personal concerns 

1.  Social 

a.  Desire that charity will be successful in its mission 

b.  Desire to have an impact on society 

c.  Desire to perpetuate family name 

d.  Desire to repay a debt 

e.  Desire to be recognized 

2.  Family issues 

a.  Provide for minor children 

b.  Provide for spouse, adult children and other heirs 

c.  Guardianship 

d.  Providing for parents 

e.  Cultivate philanthropic values/behavior in succeeding generations 

3.  Special concerns of the elderly 

a.  Living conditions/housing 

b.  Sufficient income 

c.  Quality of life 

d.  Health issues 

i.  Medicare, Social Security, etc. 

ii.  Catastrophic illness 

iii.  Long-term care 

iv.  Terminal illness 

v.  Disability 

vi.  Incompetence 

e.  Premature death 

f.  Outliving assets 

g.  Maintain standard of living 

h.  Finding a qualified executor/trustee 

i.  Leaving a legacy 

B.  Financial concerns 

1.  Income generation 

a.  Current income 

i.  Increasing after-tax income 

ii.  Generating income from appreciated assets 

iii.  Tax-free income 

iv.  Income for family member or friend 

b.  Future income 

i.  Keeping pace with inflation 

ii.  Improving standard of living 

2.  Asset management 

3.  Retirement planning 

a.  Pension plan alternatives/supplements 

b.  Tax-free compounding 

c.  Flexibility and control 

4.  Planning for education of children, grandchildren, etc. 

5.  Financial/estate planning 

a.  Wealth transfer 

b.  Wealth management by heirs 

c.  Intergenerational issues 

d.  Blended family issues 

e.  Generation-skipping issues 

f.  Concerns of owners of closely-held businesses 

i.  Continuing the business 

ii.  Transferring ownership 

iii.  Selling/liquidating the business 

iv.  Avoiding capital gains tax on sale 

v.  Preserving income 

6.  Tax concerns 

a.  Income tax savings 

b.  Avoiding capital gains tax 

c.  Alternative minimum tax 

d.  Reducing gift and estate tax 

C.  Gift concerns 

1.  Gift mechanics 

a.  Who prepares documents 

b.  How the gift is completed 

c.  Costs of completing gift 

i.  Appraisal fees 

ii.  Legal fees 

iii.  Sales commissions 

d.  Disposition of gift assets 

i.  Retained by charity 

ii.  Sold and reinvested 

e.  How title is to be transferred 

f.  How gift assets are to be managed/invested 

g.  Frequency and mode of income payments 

h.  Taxation of income payments 

2.  Safety of gift vehicle 

a.  Guarantee/certainty of income payments 

b.  Preservation of corpus for charitable use 

3.  Use of gift assets 

a.  Ability to restrict or designate use 

b.  Stewardship of gift assets 

III.  Role of Gift Planner with Other Donor Advisors 

A.  Fundamental considerations 

1.  Who is advising the donor 

a.  Lawyer (generalist and/or estate planning specialist) 

b.  Accountant 

c.  Financial Planner 

d.  Trust Officer 

e.  Investment Manager 

f.  Personal advisor, relative, friend 

g.  Insurance agent 

2.  Capacity in which counsel is provided 

a.  Formally, by contractual agreement 

b.  Informally 

3.  When the advisor enters the gift planning process 

a.  At time of inquiry 

b.  Negotiation 

c.  Closing 

d.  Post-closing 

4.  How the advisor is brought into the process 

a.  By donor 

b.  By donor's family 

c.  By gift planner 

5.  Credentials of the advisor(s) 

6.  Donor relationship with advisor(s) 

7.  Donor expectation of advisor(s)/gift planner's involvement 

8.  Communications with all interested parties 

B.  Clarifying respective roles of parties involved 

1.  Recognizing who represents whom 

a.  Gift planner as institutional representative 

b.  Gift planner as donor representative 

c.  Advisor as donor representative 

d.  Advisor as fiduciary 

e.  Advisor as trustee 

f.  Advisor as custodian 

2.  Awareness of legal liabilities of each role 

3.  Participation in gift decision-making process 

4.  Identifying and handling deficiencies in expertise 

a.  Does donor require additional outside counsel? 

b.  Does gift planner require outside counsel? 

c.  Appropriate use of disclaimers 

C.  Communication and Collaboration 

1.  Selecting an advisory team coordinator 

2.  Confidentiality 

3.  Establishing credibility 

4.  Defining mutual objectives 

5.  Building trust 

6.  Sharing information 

7.  Respecting advisor/donor relationships 

8.  Respecting limits of defined roles 

D.  Special Concerns 

1.  Conflicts of interest 

2.  Ethical dilemmas 

3.  Misinformation 

4.  Impropriety 

5.  Violation of institutional policy 

6.  Ineptitude 

7.  Advisor referrals 

8.  Conflicting advice from team members 

9.  Mental health of donor 

IV.  Communications 

A.  Personal communication 

1.  With donor 

a.  Ability to listen to donor 

b.  Ability to empathize with donor's concerns 

c.  Ability to put donor at ease and engender trust through humor, anecdote, and knowledge of charity's history 

d.  Ability to write clear and correct letters and proposals 

e.  Ability to express charity's needs sincerely and persuasively 

f.  Commitment to prompt responses to donor's requests 

g.  Commitment to stewardship after the gift 

2.  With donor's advisor 

a.  Understanding of professional relationship between donor and advisor 

b.  Ability to explain the gift vehicle clearly and with sufficient detail 

c.  Ability to provide information to advisor but not usurp advisor's role 

3.  With professional colleagues 

a.  Ability to explain the details/benefits of planned giving to fund raising staff and business officers 

b.  Informing colleagues of upcoming solicitations and completed visits 

c.  Circulating sufficient information on donor's conditions, expectations, stewardship needs for each gift closed 

d.  Assisting other development officers in closing a gift while maintaining their primary relationship with donor 

B.  Public Communication 

1.  Written communication 

a.  Ability to write articles describing gift opportunities 

i.  Ability to write “feature” article profiling donor or highlighting gift opportunity 

ii.  Ability to write advertisements on planned gifts 

b.  Updating fund raising colleagues on tax law changes and effects on giving opportunities 

c.  Ability to use electronic media strategies 

i.  Multimedia software 

ii.  Web/Internet technologies 

2.  Oral communication 

a.  Ability to speak confidently and clearly to a small group of prospects 

b.  Ability to organize seminars and introduce the topic and speakers 

c.  Ability to make presentations on planned gifts to larger groups of prospects 

d.  Ability to use electronic media to enhance oral communication 

i.  Multimedia presentation software 

ii.  Teleconferencing and videoconferencing 

3.  Combined oral and written communications 

a.  Ability to develop strategies that effectively combine oral and written communications to enhance donor relations and marketing 

V.  Planned Giving Program Policies and Guidelines 

A.  Policy Questions 

1.  Whether charity will accept gifts of real estate 

2.  Whether charity should manage charitable remainder and lead trusts 

3.  Whether charity should establish a pooled income fund 

4.  Whether charity should offer gift annuities 

5.  Whether charity will participate in donor advised funds, donor directed funds, common funds, and/or supporting organizations 

B.  Guidelines 

1.  Gifts requiring approval by Acceptance Committee 

2.  Requirements for life-income gifts 

a.  Minimum dollar amounts 

b.  Age minimums 

i.  By gift type 

ii.  By gift size 

iii.  Special situations 

iv.  Number of beneficiaries 

v.  Payout rates 

vi.  Charitable remainder value 

3.  Review process, including environmental audits, for real estate gifts 

4.  Criteria for accepting other tangible and intangible property 

C.  Counting Gifts 

1.  How various types of gifts will be counted in charity's financial reports 

2.  How gifts will be counted for donor recognition 

3.  How gifts will be counted in capital campaign 

4.  How gifts should be reported to national organizations 

5.  FASB 116 and 117 

D.  Determining cost effectiveness 

1.  Present values of future gifts 

2.  Internal rates of return 

3.  Criteria for program evaluation 

E.  General policies 

1.  Authorization to appropriate personnel to solicit, negotiate and close planned gifts 

2.  Policy encouraging donor to discuss proposed gift with his/her advisors 

3.  Policy stating that development personnel will inform, serve, guide and otherwise assist donors, but never pressure or unduly persuade 

4.  Description of which gift vehicles will be offered and accepted by the charity and the specific guidelines for each 

VI.  Administration of Planned Gifts 

A.  Responsibilities 

1.  Role of development office 

a.  Marketing 

b.  Negotiating and closing gifts 

c.  Donor relations 

d.  Stewardship 

2.  Role of business/financial office 

a.  Sales of assets/investing 

b.  Accounting 

c.  Reporting to donor and the Internal Revenue Service 

d.  Assessment to fees/costs 

e.  Payments to beneficiaries 

3.  Role of charity's legal counsel 

a.  Approve documents as to form 

b.  Represent charity in contested bequests and other litigation 

c.  Provide counsel regarding tax and liability issues, conflicts of interest, etc. 

d.  Assist with gift strategies 

4.  Role of board 

a.  Governance 

b.  Liability 

5.  Role of volunteers 

a.  Advisory on acceptance, investment, finance and other committees 

B.  Procedures 

1.  Preparation of gift agreements, deeds and other documents for conveyance of gift 

a.  Role of charity in preparing documents 

b.  Payment of fees 

2.  Appraisals-initial and recurring (in the case of unitrusts) 

a.  Responsibility for obtaining 

b.  Payment of costs 

3.  Initial tax information provided to donor 

4.  Periodic reports to donor and beneficiaries 

5.  Annual tax reporting to beneficiaries and Internal Revenue Service 

6.  Asset management 

a.  In-house vs. money managers 

b.  Monitoring asset management 

7.  Determination of payments to beneficiaries 

8.  Assessment of investment and management fees 

9.  Administrative oversight 

C.  Maturity of gift 

1.  Valuation of assets 

2.  Reporting to donor or personal representative 

3.  Providing tax information 

4.  Distribution of assets per gift agreement 

5.  Acknowledgment 

D.  Use of professionals in gift administration 

1.  Trust officers 

2.  Stockbrokers 

3.  Real estate brokers 

4.  CPAs 

5.  Attorneys 

6.  Financial planners 

7.  CLUs 

VII.  Program Administrative 

A.  Planning process — operational 

1.  Program planning 

a.  Priorities 

i.  Prospect identification 

ii.  Prospect management 

iii.  Negotiating and closing planned gifts 

iv.  Stewardship 

v.  Marketing 

vi.  Literature 

vii.  Training 

viii.  Education 

b.  Criteria for success 

c.  Tactics 

d.  Timetable — calendar of activities 

e.  Setting goals 

i.  Dollar amounts 

ii.  Numbers of gifts 

2.  Budgetary 

a.  Operational 

i.  Salaries and outside professional fees 

ii.  Office supplies 

iii.  Telephone 

iv.  Printing 

v.  Travel 

vi.  Postage 

vii.  Advertising 

viii.  Dues/memberships 

ix.  Other 

b.  Capital equipment 

c.  Budget for forecasting 

d.  Evaluation procedures 

i.  Monitoring expenditures 

ii.  Budget variance reports 

e.  Administrative 

i.  Hiring 

ii.  Training 

iii.  Firing 

iv.  Monitoring 

v.  Evaluating 

vi.  Mentoring 

f.  Professional development 

B.  Planning process — strategic 

1.  Program planning 

a.  Long-range project goals 

b.  Long-range marketing goals 

2.  Budgetary planning 

a.  Projected operational expense increase over five years 

b.  Projected capital expense increase over five years 

3.  Administrative planning 

a.  Projected staff needs over five years 

b.  Plans for recruitment and training of staff 

C.  Bequest recognition program 

1.  Identifying and obtaining bequests 

2.  Documenting and counting bequests 

a.  Documentation required in order to count 

b.  Factors in counting 

i.  Information about bequest provision 

ii.  Age of donor 

c.  Donor recognition 

i.  Communications 

ii.  Special events 

3.  Probate process 

a.  How to communicate with attorneys and personal representatives 

b.  When to communicate with family members 

c.  How to track bequest through the process 

4.  Monitoring the bequest program 

a.  Growth in provisions 

b.  Projected distributions 

5.  Evaluating the bequest program 

a.  Effectiveness of recognition program in stimulating and retaining bequests 

b.  Cost of obtaining bequests and recognizing donors 

c.  Return on investment 

D.  Stewardship program 

1.  Timely responses to all inquiries about planned gifts 

2.  Efficient and timely processing of planned gifts 

3.  Timely acknowledgment letters, gift receipts and tax information to donors 

4.  Punctual payments to beneficiaries of life income agreements 

5.  Ongoing contact with financial management team 

6.  Regular reports to administrators and other members of development staff 

VIII.  Integrating Planned Giving Into a Development Program 

A.  Organizational Issues 

1.  To whom planned giving office reports 

2.  How office is funded 

3.  Authorization of planned giving office to undertake marketing initiatives 

4.  Planned gift information to be included in database 

5.  Use of prospect tracking system for planned gifts 

B.  Working Relationships 

1.  How planned giving relates to annual giving 

2.  How planned giving relates to corporate and foundations giving 

3.  How planned giving officers relate to major gift officers 

a.  Educating major gift officers and volunteers on methods of giving 

b.  Discussing strategy for solicitations with major gift officers 

c.  Helping prepare gift proposals 

d.  Working as partners, not competitors with major gift officers 

4.  How planned giving officers relate to business office, donor records, etc. 

C.  Role of planned giving staff in a capital campaign 

1.  Act as technical resource to development staff and committee of volunteers 

2.  Conduct training sessions for campaign leadership and other volunteers 

3.  Be directly involved in selected solicitations and gift negotiations 

4.  Write sections of campaign literature explaining gift options 

5.  Continue primary responsibility for bequests, life income plans and more complex property gifts 

D.  Issues regarding counting and crediting planned gifts 

1.  Whether revocable planned gifts will be counted and at what value 

2.  Whether irrevocable life income plans will be counted at face value or present value 

3.  Whether deferred gift donors will be recognized with outright gift donors, or separately 



*.
For 2010, the gift tax rate will equal the top individual income tax rate under the Act, which is 35%.



1
  Internal Revenue Code Section 170. 



2
  Internal Revenue Code Section 68. 



3
  Sec. 170(b)(1)(F). 



4
  Sec. 170(b)(1)(C). 



5
  Sec. 170(b)(1)(A). 



6
  Sec. 170(b)(1)(B). 



7
  Sec. 170(b)(1)(D). 



8
  Sec. 170(d)(1). 



9
  Internal Revenue Code Section 2055, Internal Revenue Code Section 2522. 



10
  Internal Revenue Code Section 664. 



11
  Internal Revenue Code Section 642(c). 



12
  Internal Revenue Code Section 72. 



13
  Internal Revenue Code Section 1011(b); IRS Treasury Regulation Section 1.170A-4(c). 



14
  IRS Treasury Regulation Section 1.72-9 
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* tax free until 2021



15
   Rev. Rul 55-138, modified by Rev. Rul. 68-69; Rev. Rul. 55-410; Reg. 1.170-A-1(c)(1). 



16
  Sec. 170(b)(1)(c); Reg. 1-170A-8(d)(1). 



17
  Sec. 170(b)(1)(c)(iii); Reg. 1.170A-8(d)(2). 



18
  Regs. 25.2512-2(b)(1) and 20.2031-2(b)(1). 



19
  Regs. 25-2512-6(b)(1) and 20.2031-8(b)(1). 



20
  Sec. 170(e)(1)(A); Reg. 1-170A-4(a)(1). 



21
  Rev. Rul. 55-410. 



22
  Reg. 25-2512-6(a), Example (3). 



23
  Sec. 170(e)(1)(A). 



24
  Reg. 25-2512-6(a); Rev. Rul. 59-195. 



25
  Secs. 170(f)(3)(B)(i); 2522(c)(2) and 2055(e)(2). 



26
  Secs. 170(f)(3)(B)(ii); 2522(c)(2) and 2055(e)(2). 



27
  Internal Revenue Code Section 170(f). 



28
  Internal Revenue Code Section 6115(b). 



29
  Internal Revenue Code Section 6714. 



30
  Internal Revenue Code Section 6050L. 
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Information Technology and
Systems

Robert N. Rubin
                                                Aronson & Company 

D8.01 Introduction

Many nonprofit organizations struggle with technology planning and investment. New computers, database systems, and sophisticated Web sites can be expensive. Many staff members are resistant to change and learning new applications. Just maintaining the necessary level of funding is a formidable challenge, while the demand for more and better services increases unabated. This set of circumstances makes it even more critical for nonprofit organizations, like their for-profit counterparts, to find more efficient ways of completing their work or risk the wrath of their constituents. 

As is the case with society in general, the popularization of the personal computer (PC) has profoundly affected the nonprofit community and its ability to address these needs. The PC has provided high-speed, cost-effective computing capability to even the smallest organization. Software to address functional operating problems, including membership management, fund-raising, accounting, and personnel issues, is available in a wide variety of commercially available packages. Many programs also offer some customization to fit specific user needs. Computers should be an integral part of the daily operation for any well managed nonprofit organization. 

As computers became become increasingly available and affordable, the environment in which they operate has greatly benefited from the technological advances. In the early 1980s, before PC's were the norm, computers operated in a main frame environment. There was one central processing point and a collection of dumb terminals. These terminals were not computers, just an access point. With the arrival of the PC the power of the computer was brought to each individual user. Although word processing and spreadsheets were easily completed on the PC, in order to share core files and print functions a Local Area Network (LAN) needed to be set up. Small and large organizations soon found out that the early LAN systems could be finicky; especially when everybody in the office started sending and receiving large chunks of data at the same time. 

Although Novell pioneered the first LAN operating system, today Microsoft's Windows operating system dominates the market. The client/server architecture reduced network traffic by providing a query response rather than total file transfer. A single machine can be both a client (a requester of services) and a server (a provider of services) depending on the software configuration. In client/server architectures, remote procedure calls or standard query language (SQL) statements are typically used to communicate between the client and server. As a result of the limitations of file sharing architectures, the client/server architecture has emerged as the standard. This approach introduced a database server to replace the file server. Using a relational database management system (DBMS), user queries were answered directly. 

The responsibility for information systems (IS) operations in many organizations falls to the already challenged financial staff, who, in addition to completing everyday financial tasks on a timely basis, must also keep pace with the technology. 

This chapter is meant to expose the financial manager to some of the more important issues and trends in the management of information systems operations in the nonprofit environment. Although some technical issues will be discussed, the thrust of this chapter will be to examine some of the most pressing issues nonprofit financial managers face. 

D8.02 The Technology Curve

Whether software needs drive the improvements in hardware or vice versa, the rate of technological advances is staggering; trying to keep up can prove challenging and expensive. 

At first, many nonprofit organizations used a DOS system and then upgraded to a Windows system. Organizations eventually realized that many decisions to upgrade were made for them by the software developers and the hardware manufacturers. Older software packages were often no longer supported by their designers or in other cases the software companies were no longer in business. Currently, most software developers have designed their products to run in the Microsoft Windows environment. 

The best way to remain technologically current and competitive is to read. Magazines devoted to PC hardware and software issues discuss the latest trends and developments. In addition, the Internet is a wonderful resource for finding out information from a variety of publications, hardware and software companies, and users. Virtually every software developer and hardware manufacturer has its own Internet site and provides a broad array of information, from marketing materials to technical specifications and test results. Most software developers also provide a constant stream of news about and technical updates for their products. 

Other available resources are industry groups such as the American Society of Association Executives (ASAE) who publish articles and sponsor meetings on the impact of a variety of technology issues on nonprofit organizations. Financial managers should actively participate in local users groups for the software packages used by the organization. These groups provide a forum where the views, experience, and solutions to problems, are freely shared. Finally, peers in other organizations using the same products can share some of their frustrations and experiences or specific solutions to problems that may arise. 

No matter what the resources, financial managers should establish a routine for gathering, understanding, and using this information. Otherwise it is easy to fall behind in the race to stay technologically current. Sound and well-thought out purchases in the short term have the potential to save significant resources in the medium to long term. 

D8.03 Budgeting For Technology

[1] Overview

As IS technology continues to develop, identifying all costs associated with the delivery of these services has become more difficult. Merely segregating hardware, software, and professional service expenditures, does not necessarily reflect the true level of current costs being incurred. For example, recent telephone bills might include charges for remote access dial-in calls, Internet access, and long distance charges for faxes. Should these expenditures be shown as telephone expenses, or are they really expenses incurred to deliver IS services? Many of these same problems also complicate capital budgeting requirements. 

For most nonprofit organizations, both capital and operating expenditures for information systems have been rising rapidly over the past few years, and have now reached levels requiring closer scrutiny. Unfortunately, there is not a large body of external statistical information from which to draw any meaningful conclusions about the effectiveness of these expenditures. Given the rate of growth and dollar volume of these expenditures, it is, therefore, incumbent on financial managers to present this information to senior management in the most complete and meaningful manner possible, and to justify this major commitment of organizational resources. When attempting to identify the true operating cost of an information system and the level of capital expenditures required to support these activities, financial managers must consider costs for hardware, software, labor, training, outside consultants, and infrastructure-related equipment, services, as well as fixed assets. 

Hardware includes expenditures on: 

· Computers and monitors

· Printers

· File servers

· Modems

· Network components such as hubs and switches

· Firewall servers

· Internet hardware

· E-mail servers

In addition, some organizations include the cost of sophisticated presentation equipment, such as data panels or displays, projectors, and overhead projectors, in their budgets. To properly budget for these purchases, the cost of any professional services required to reconfigure or set up the equipment, appropriate sales tax and delivery, or postage charges should be included. The budget should also include warranties on newly purchased equipment. 

Specific expenditures can include: 

· Operating System Network

· Specific Applications

— Accounting 

— Membership Management 

— Fundraising 

— Email 

— Office Productivity 

· Anti-Virus—Detects and eliminates viruses.

· Desktop Publishing—Creates the organization newsletter or a sales brochure.

· Backup—Keeps more than one record of your data.

· Network Utilities—Analyzes various aspects of a network including traffic and line usage.

· GroupWare—Enables teams at different locations to work together on the same project by sharing documents and information.

· Enhancement Utilities—Small applications that improve efficiency in the operating system or a larger program.

· Security—Guards your network.

· Connectivity—Enables your phones, computers and printers to speak to one another.

· Fax—Allows you to send faxes from your desktop.

· Remote Access—Allows employees to work on office files from home or on the road.

· Video Conferencing—Combines audio and video signals for virtual face-to-face discussions.

· Multimedia/Presentations—Combines text with audio and video for an interactive experience or slide show.

Most software developers charge an annual maintenance or extended warranty fee which entitles the licensee to all updates or upgrades of the software at no extra charge. This fee, however, can be substantial, and typically equals as much as 20 percent of the original cost of the software. Fees for phone support provided by a software developer should be included in the budget. Provision for sales tax and shipping, or delivery must also be included. 

[a] Labor Costs

Labor costs are usually the largest component of cost, making up the information systems (IS) budget. Since labor is required for a variety of situations, budgeting for labor costs with a high degree of accuracy is difficult. More important, if not watched closely, labor costs can inflate expenditures. The budget should include: 

· Internal IS staffing

· Outside consultants

· Management time

· Training

Few organizations do an effective job of measuring the true cost of any internal resources used in IS activities. Most organizations segregate the direct cost of the internal IS staff but do not include the cost of fringe and other benefits, so the true cost can be substantially understated. What usually is not accounted for at all, is the executive and other time used to manage organizational IS issues. Participation in a task force to choose a new software package or phone system can require a substantial commitment of time, which takes the participant away from daily job responsibilities. This is a hidden cost to the organization, which often goes unnoticed. 

[b] Training Expenditures

One of the greatest challenges facing managers today is the retention of qualified staff to operate hardware and software. In particular, software for functional activities such as membership management and accounting require a significant amount of initial training time to ensure efficient operation. After the initial installation, most organizations do not appropriately budget for further training to enhance staff skills or train new users. By not, providing for continuous training, an organization is needlessly jeopardizing the operation of this functional area of their organization and may create problems due to user error, or lack of understanding of the system that may be very costly to correct. 

Expenses associated with keeping staff current with technology are significant. Most of these courses take a minimum of one day and in many cases run three to five days. The budget should allow for travel, room, and lodging. Tuition for these courses can be significant. 

[c] Fees

Fees paid to outside consultants can be clearly identified for projects for which the scope of services is well defined, or the work is being provided on a fixed fee basis. In these situations, the concern is whether a sufficient amount was provided in the budget. Unfortunately, in many cases, fees paid to outside consultants arise from crisis situations in which a time-sensitive resolution of a pressing problem takes precedence over budgetary considerations. 

[d] Infrastructure

Costs associated with new or existing infrastructure should include the following items: 

· Fax machines

· Telephone equipment

· Wiring

· Remote communications

[e] Service Fees

Service fees typically include: 

· Phone fees including local, long distance, 800/900 charges, and other services used

· Fax charges including broadcast faxing by an outside party

· Internet charges

· Other on-line services

· Maintenance fees and contracts for both hardware and software

· Disaster recovery plan

· Web site

[f] Fixed Assets

The fixed assets normally associated with an IS operation include:

· Computers

· Printers

· Fax machines

· Phone equipment

· Other hardware

· Software (costing more than $1,000) including network operating systems, licenses, and specialized applications, including membership management, fund-raising and accounting

Depreciation policy has a tremendous amount of variance for financial statement and tax presentation, with lives as short as two years for some items, and five or more years for others. Given the rate of technological change experienced today, it is difficult to justify a depreciable life beyond three years for most computer-related assets. 

[g] Additional Expenses

Additional expenses that may be associated with the operation of IS systems and staff may include:

· All small software purchases (of less than $1,000)

· All small hardware purchases (of less than $500)

· Information system staffing

· Outside consultants

· Management time

· Depreciation

[h] Measuring Expenditures

How can a nonprofit organization measure its technology expenditures? The ASAE puts out its Operating Ratios Report every three years. In its latest report, computer and data processing expenses as a percentage of total revenues was estimated at 1.3 percent. Using the broad definition shown above for technology expenditures, this is no where close to reality. A more accurate figure is probably in the 7-12 percent range. 

[2] A Philosophy for Technology Budgeting

Many organizations continue to budget for technology upgrades on a major incidence basis—which assumes a standard cycle for all equipment to be replaced at the same time. While this approach worked in the past—when the useful life of hardware and software could be justified at five to ten years—and from a budgeting standpoint is far easier, it does not accurately reflect the current technological environment. Budgeting these expenditures in one year creates undue pressure on funding needs and in many cases results in important decisions that affect organizational efficiency being put off due to the magnitude of the request. In addition, this method creates undue stress on the personnel of the organization who cannot work efficiently until the project is complete. Though this is the most common methodology used in budgeting for technology expenditures, it is not the most efficient. 

[a] Smooth Technology Budgeting

Rather than cram all expenditures into a single annual budget, many organizations use a smooth and continuous methodology. To do this, the financial planner must identify the equipment requirements of individuals and functional departments on a prospective basis—a true planning model. Accounting and membership are two areas that usually require up-to-date, heavy-duty computing power and should therefore be kept competitive with the newest and best equipment on the market. Conversely, many users actually use only word processing or spreadsheet applications, and so, do not need the newest and best technology available. 

Rather than buy PCs in bulk, the organization should buy machines continuously over a shorter cycle, maybe even as short as on a quarterly basis. Equipment reallocation can be based on need. Older machines should be given to employees performing only word processing functions, and newer machines should go to those who need more or faster computing power and speed. Although this method costs a little more per machine, it can save the organization money by eliminating potentially unnecessary purchases and provide everyone with enough computing power. 

Beyond the pure financial aspects of a complete system upgrade, the flux, confusion, and strain placed on an organization can be monumental, and should be undertaken with the utmost planning and care. Whereas some upgrades to specific functional areas, such as accounting, will affect only a small group of people, these people have daily job responsibilities which they will be required to keep up with during this period so that they are in fact working under the pressures of two jobs. 

[3] A Planning Model

The lure of technology can be strong, and if not managed and properly implemented, can cost an organization money and staff time. As with a strategic operating plan, which sets and communicates the course that the financial planner should follow, a systems strategy is required to ensure that the desired level of organizational efficiency is achieved on a cost effective basis. A formalized planning mechanism helps the organization execute a logical and manageable approach to information systems needs, and eliminates much of the crisis atmosphere. A key component of any plan is the formulation and recognition of all tactical decisions dealing with hardware and software and their overall impact on the organization. This avoids the need to play “catch up” and prevents the organization from operating in a reactive mode. 

[a] Defining the Environment

Much like a strategic plan which starts with an overall mission statement, defining what is to be accomplished by the IS department is a decision that drives the overall approach to IS technology. Does the organization always have to have the newest equipment or the latest upgrade of software packages? Should newer technologies be tested and installed immediately? The costs associated with these improvements, both in terms of actual expenditures and impact on the organization, can be significant, and management must be willing to assume these higher risks on the belief that these improvements will more than overcome any expenses incurred over a reasonable period of time. 

Another valid operating strategy with which many organizations function embraces hardware and software improvements only after they are proven effective by other users. In most cases, organizations with pioneer approaches to technology have incurred most of the costs and difficulties involved with making it work. 

This operating strategy, however, is based on a reactive approach. Such organizations significantly lag behind most technological improvements. For example, in some cases although the newest version of a software package is released with a new upgraded database, the organization will opt to continue using its current version. Decisions such as this one, though easier to justify in the short run, eventually result in a large one-time expenditure to catch up, leading to greater expenditures for technology in the long run. 

Decisions involving large, one-time expenditures must be embraced by all levels of the organization, including the board of directors, to ensure that both the commitment of dollars and people determined to make it happen are present. 

A planning structure for financial managers to follow in establishing an information systems plan and strategy (ISPS) is suggested in Figure D8-1 . 

Figure D8-1. 

Information Systems Plan and Strategy (ISPS)
Auditing the Current Technology Environment 

The financial manager should use the ISPS to capture a complete inventory of each piece of hardware in use throughout the organization, as well as the software it is using (the specific version of software should be noted). In addition, a discussion of the operating environment for the organization and each department or functional activity where a specific software application is in use should be included. As part of the audit, the financial manager reviews: 

· Hardware 

— Computers and monitors 

— Printers 

— File servers 

— Modems 

· Software 

— Operating systems 

— General usage including word processing and spreadsheet 

— Accounting 

— Membership management 

— Other specialized programs 

· Infrastructure 

— Fax machines 

— Telephone equipment 

— Wiring 

— Remote communications 

Identify Replacement Strategies 

Standard procedure and replacement cycle must be defined for each element captured in the audit. Formalizing the replacement cycle enables the financial manager to budget on a consistent basis and to avoid one time major purchases. 

Project Planning 

All major programs that will affect the computing environment must be identified and formalized. For example, upgrading a program or establishing a web site—any computing activity that significantly affects an organization's operation, should be identified. Each project should then be formalized and the following elements defined: 

· Description of the project

· Needs which are being fulfilled

· Time frame for completion

· Justification in terms of organizational efficiency or member service

· Cost estimate

· Workflow issues

In establishing an ISPS, decisions should not, however, be based solely on economic considerations. Workflow issues and the policies and procedures in use should be assessed at the same time. Merely taking what is being done currently and putting it in a new environment may result in the duplication of the same inefficiencies. Developing an ISPS is an opportunity to reengineer the organization's current practices, while taking advantage of other efficiencies which new equipment or software may offer. It can also identify and fix inefficiencies that the organization may be currently making do with. 

A carefully constructed and documented ISPS serves several purposes. Like any strategic or operational plan, it gives everyone a clear idea of the organization's goals and identifies the resources required to attain them. Intelligent budgeting can then begin, and priorities can be assigned to projects on a reasonable basis. A clear statement of needs allows vendors to suggest better solutions for hardware and software requirements. In fact, this practice reduces the amount of time spent trying to locate the correct solution. 

D8.04 Financing Technology

No matter how well an organization plans and budgets for technology, the fact remains that these expenditures, which can be substantial, must be paid for. Most nonprofit organizations prefer not to show any long-term debt on their financial statements. While debt for longer lived assets, such as real estate occupied by the organization, are recognized as legitimate expenses, borrowing money to fund current operations and other types of capital expenditures is usually avoided. These expenditures, including amounts for technology, are usually identified as special projects and are funded through a grant, donation, or other non-operating funding source, or through a reserve from the operating budget over a multiple year period. For many organizations with a large investment portfolio or reserve fund, affordability is not an issue. For those organizations with more limited resources, however, finding the necessary funds, even with the best technology planning and budgeting, can be extremely challenging. 

Without the benefit of technology, it is becoming increasingly difficult for nonprofit organizations to fulfill the demands being placed on them by their constituents. Therefore, the issue is not whether an organization should acquire new and useful technology, but how the organization can pay for it. While the one-time costs of purchasing these technologies can be daunting, matching the useful life of these assets to the multiple budget years during which the technology will be used shows that almost every organization can afford these resources. By thinking of these expenses as long-term benefits, more organizations are finding it acceptable to fund technology expenditures through the use of debt financing for not only hardware and software purchased, but for the professional services required to install, implement, and train staff. 

[1] Sources of Financing

[a] Hardware Manufacturers

Almost all hardware manufacturers offer some form of extended financing or lease option on their equipment. In some cases, the application software (including word processing, spread sheet, and other basic programs, as well as membership management and accounting systems) can also be financed. Terms and rates vary by manufacturer, but are generally attractive. 

[b] Software Manufacturers

Software manufacturers are very likely to have extended financing programs available. Many times these packages can include the necessary hardware and the consultant fees for the total implementation, including training. The software vendor will usually require you to maintain your product maintenance or enhancement plan for the life of the financing arrangement. The financing rates can be very competitive. 

[c] Bank and Leasing Companies

Generally, not-for-profit organizations are viewed by banks and other financing sources as good credit risks. An organization's current bank is a good place to start the search for financing, as they know the organization well and have an established track record and relationship with the current management. Usually, a bank will extend an unsecured line of credit to a nonprofit organization which can be used for most any type of expenditure. Interest rates and payback terms are often negotiable, and in may cases reflect the negotiating acumen of the person representing your organization. In some cases, banks own leasing companies which, because of the type and amount of assets being financed, are better suited to handle these transactions. Make sure that you are working with the right people or lending unit within the bank for a transaction of this type to avoid wasting time. 

A variety of independent commercial finance and leasing companies are extremely interested in extending this type of financing to nonprofit organizations. Further, you should not assume that because they are not a bank, their terms and rates are not competitive with your bank. Many of these organizations are set up with the specific purpose of lending on technology assets and, because of their specialization, can be extremely competitive. Also, do not assume that the only sources available to you must be local. Through the Internet, fax machine, and phone, transactions can be done quickly and easily virtually anywhere. 

[2] Terms and Conditions

Terms and conditions can vary widely, but some of the issues that should be considered include the type of lease, the terms of the lease and the price. 

[a] Type of Lease

For financial statement purposes, a lease is characterized as either “operating” or “finance.” The general characteristics of an operating lease require that the full value of an asset must be paid over the life of the lease, with little or no residual or required payment until the end of the lease term. From a financial statement perspective, an operating lease is attractive in that it allows you to reflect the payment as an operating cost in the period incurred and that the lease liability is not shown as a liability, instead being disclosed in a footnote. The offset to these advantages, however, is that the periodic lease payment is usually larger than it would be under a finance lease. 

A finance lease is treated as a finance or other type of debt for financial statement purposes. Under a finance lease, the cost of the asset being purchased together with an inputted interest factor to reflect the finance charge being incurred is factored for each payment. In addition, the total cost of the lease (cost of the asset plus finance charges) less any payments made is shown in the liabilities section of the balance sheet. Finance leases usually offer the ability to purchase the asset at the end of the lease for an amount which, when added to the other payments made, equals the cost of the asset plus interest; or you can turn the assets back to the leasing company without further payments. By factoring in this residual value at the end of the lease, the payments on a finance lease can actually be less than an operating lease. 

[b] Terms of the Lease

Hardware 

Given the obsolescence factor for technology equipment today, most leases are written for a two to three year term. There are, however, some leases that can be written up to five years in length. While writing a five year lease may seem attractive from a financial standpoint, it could have a serious impact on organization efficiency and finances if you end up having to use obsolete equipment for which a lease has not been fulfilled. 

Software and Services 

The lease term from most financing sources for software and services is in the three to five year range. Most people mistakenly assume that services cannot be financed, but most financing sources recognize that these services are integral to the value of the software and will include it in a lease. With most of today's off-the-shelf software, where periodic updates and upgrades are readily available, as long as the developer has a long track record, it is not difficult to finance these purchases. The presumption by the lender is that the economic life of software is longer than hardware. 

[c] Pricing

The interest rate paid by the borrower is a factor of a number of elements. The first element, like any other type of borrowing, is the financial strength of the borrower. Competition is another element, as rates can vary dramatically by lender. Issues such as the lease term, the value of the down payment, and the residual value of the equipment will all have an impact on pricing. With rates in the 9 to 14 percent range, leasing can be a very competitive alternative to purchasing. 

D8.05 Working with Computer Consultants

[1] Overview

There are always going to be people who understand the technology of computers better than the financial manager and who speak in ominous sounding and seemingly unintelligible meta languages or jargon. When a request is made for an expensive new piece of software, or a change in a software use, the financial manager often has no way to effectively evaluate the merits of such a request. In working with consultants, the financial manager should feel free to ask for explanations to be given in plain English, and focus on the business issue at hand. To keep such internal and external discussions focused, and to avoid expensive decisions, the financial manager can rely on the ISPS to allow a logical discussion of all sides of an issue. 

[2] Internal Consultants

A significant cost is associated with an internal IS staff, and it should be included in the annual budget. Although having someone on site to handle routine maintenance and crises (i.e., an internal IS staff) can keep computer operations running smoothly, managing this function can be very time consuming. Generally the ratio of computer professionals to staff should be one for every twenty-five to forty staff members. All direct and indirect costs for such staff (e.g., taxes, health and life insurance, training) must also be included in the budget. 

All too often internal IS staff are held in crisis mode and cannot pay sufficient attention to technology issues which, while not immediately critical, will nevertheless impact the organization in the future. Appropriately staffing the IS function ensures sufficient staff time for consistent input into the ISPS. Time spent assessing and planning the impact of technology on your organization can result in more efficient and smaller expenditures in the future. 

[3] External Consultants

External consultants can help with a variety of chores. Some act as an organization's proxy or representative and examine the computing environment, make recommendations for hardware and software needs, and even draft requests for proposals (RFPs). They can also conduct the actual bidding process. Some will supply the hardware and services required to get it running, while others specialize in installation, implementation, and training on specific software packages. It is important to find a consultant who specializes in the needs of a given organization and who understands how things work internally. Whatever the need, before hiring a consultant, the financial manager should obtain satisfactory information on the following topics: 

· The consultant understands and has experience with nonprofit organizations;

· Check that the consultant has a thorough understanding and experience with the issues involved;

· Check references; 

— How long did it take them to respond to a service call? 

— Did they solve the problem? 

— Was the job done within the budget which was agreed to? 

— Would you work with them again? 

· Get resumes of those who will be involved. 

· Establish a reasonable budget to complete the project.

· Be willing to pay for appropriate expertise.

An issue which often arises is the choosing and maintaining of an effective systems administrator. This can be a life or death matter for any organization, but it is particularly sensitive for a small nonprofit organization. The wrong choice may result in a situation where computer reliability is severely jeopardized and costs can escalate wildly. Another alternative to consider is outsourcing this function. Perhaps the organization cannot afford a full-time external equivalent, or maybe it cannot afford to pay the going market price for someone with the capabilities required. Although the hourly rate being paid to an external consultant may sometimes be far in excess of what would be paid to an employee and therefore seem high, using external resources can nevertheless facilitate access to the most current knowledge base on a regular and affordable basis. In many cases, this alternative may be substantially less expensive than the hiring of a full-time employee. If carefully chosen, the quality of services provided by external consultants is frequently top-notch. However, an organization should not be lulled into a false sense of security by imagining that the external consultant is always a perfect solution—it's not. Even more so than other vendors, the nonprofit organization must be vigilant, and do everything possible to ensure that outsourced systems administration services are timely, consistent, and responsive to general and specific organizational needs. 

[4] Designing an Effective Request for Proposal

The most effective tool to use in acquiring these resources is a request for proposal (RFP). An RFP should serve two purposes: communicate information to vendors about an organization and what one wishes to accomplish through this activity, and provide a common format of features which one is seeking. This allows a vendor the chance to clearly understand and properly assess the prospective job, and to ultimately indicate their ability to fulfill the organization's needs. The elements contained in an effective RFP are detailed in Figure D8-2 . 

Figure D8-2. 

Elements Contained in an Effective RFP
Introduction and Background 

· General overview of the project

· Background on your organization 

— Type 

— Membership 

— Staff size 

— Annual budget 

— Functional organization 

— Description of current hardware and software environment and platforms on which they are operating 

— ISPS goals 

· Annual processing volumes 

— Membership issues such as renewals and new members 

— Number of meetings and registrants 

— Number of exhibitors at a meeting 

— Number and types of subscriptions 

— Merchandise sales 

— Number of checks written 

· Statement of services 

— Scope of work to be accomplished 

— Specific content and nature of project 

· 1. Include quantitative goals and information where available

· 2. More specific task descriptions result in greater comparability

· 3. Be specific where the result is clearly defined

· 4. Be more open-ended where more innovation is sought

— Schedule for task completion 

— Indication of resources available (time and money) 

— Information and guidelines for proposal preparation 

— Task responsibilities should be clearly indicated 

· Bidding and Contractual Information 

— Include general information on schedules, contract requirements, proposal submission procedures 

— How many copies of technical and cost proposals are required 

— Identify time period for which proposal must be valid 

— Policy on late proposals 

— Procedure for answering bidders questions 

· Project Time Line 

— Anticipated award date 

— Start up and completion dates 

— Identify project milestones and completion of major tasks 

· Contract Information 

— Type of contract—fixed cost, etc. 

— Identify level of resources which will be committed 

— Policy on and pricing of optional services 

— Policy on subcontracting and consultants and use on this project 

· Evaluation Guidelines 

— List criteria and weights which will be associated with the items in the RFP 

— Cost evaluation 

— Describe the proposal review and award decision process 

An effective RFP ensures that both parties have a common understanding of the project requirements, and that the cost proposal is accurate and responsive to the organization's specific needs. 

After doing an exhaustive search to identify the right consultant, three questions should be asked: has the consultant successfully provided these services before? how did they solve technical problems? and how long did it take? The hiring of a consultant is like the procurement of any other goods or services, but the wrong choice in this instance may well impact the ability of virtually everyone in the organization to do their work or function. Properly assessing a vendor for the appropriate technical capabilities, and ensuring that the vendor can work effectively and communicate clearly is vital to making a successful choice. 

D8.06 Selecting A Computer Network

[1] Overview

Current computer technology makes installation of a computer network an extremely efficient way to do business. For organizations large and small, where there is a need to communicate information to staff or constituents it can be done by installing a local area network with Internet access. 

The focus on this section is on the in-house requirements for most organizations. Technology advancements have exploded over the last few years and the interaction between the numerous available portable devices, the spread of internet access, and the ability for remote access to applications makes your local network that much more important. Effective and imaginative use of technology can reduce costs and create a competitive advantage. 

Depending on your operations, there are technologies that might be appropriate for you to consider as you plan your future strategy and investments. These could include Personal Digital Assistants (PDAs), handheld computers, and laptop computers if employees are often away from the office. New telephone technology integrates phone systems and computer networks and can provide email, text messaging, mobile phone access, voice mail and more throughout your organization. Voice recognition software can be used for dictation by disabled staff. For larger organizations, virtual private networks may be appropriate for file sharing and synchronized database maintenance. 

[2] Hardware Requirements/Server

Minimum requirements are designed to yield a functional level of performance (higher levels of performance can be gained with hardware upgrades). The minimum requirement is just what it says. The software vendors want to sell as much of their product to as many people as they can and the minimum makes their product accessible to the widest audience. 

System performance can often be improved by upgrading a few components. Increasing the amount of random-access-memory (RAM) in a workstation or server is often the first step. The increase in RAM will directly affect the speed and flexibility of your network. Using name brand components can also ensure the efficiency of your system. This is particularly important with the Ethernet network cards. 

The system should include an uninterrupted power supply (UPS) system which should support the server for a minimum of twenty minutes; a tape backup system, a CD-ROM Drive (CD/DVD or CD ROM Writer), and a 3.5 Floppy disk drive (which may no longer be used to store or record data but may prove to be invaluable in getting the system back up and running in the event of a system failure). Mirrored hard drives help insure data integrity if there is a catastrophic failure of the system. 

Server: 

· Dual 2.00 GHz Intel® Xeon™ Processor

· 512 MB RAM (more RAM equates to better overall performance)

· 40 GB Hard Drive 

· Dual SCSI 2 Controller (Dual-channel Fast & Wide)

· 10/100/1000 MB Ethernet Network Card

· 3.5 Floppy disk drive

· UPS System (uninterrupted power supply)

· Internal Tape Backup and Software

· Universal Serial bus (USB) support

This type of machine presently costs $4,000 to $5,000. 

Operating Systems: 

An operating system is necessary to operate your server. A pre-installed operating system on the server can save time by reducing your setup and installation steps. It also ensures that you're running a properly licensed version of the most current version of the operating system of your choice. 

· Microsoft: Microsoft Server 2000 / Windows Sever 2003 / Microsoft Small Business Server (less than 50 total users)

· Novell: Netware 6.0

· Linux: Red Hat Linux 8.0 Professional, Linux 9 Professional (There is growing interest in open-source software such as Linux. Many in the technology community feel that open source is not yet trusted for serious business use as data migration and support costs are still being standardized. All seem to agree that there will be an increased commitment to open source in the next two years. This is evidenced by the support of hardware makers such as Dell, IBM and Sun Microsystems, and pilot programs now underway at the Department of Defense).

[3] Outsourcing

An increasingly popular way to handle an organizations technology needs is through a variety of outsourcing services. These same services were, until recently, only available to very large users of services. Some of the largest providers, however, have refined their business models to make themselves available to much smaller users. 

[a] Network Support and Equipment Maintenance

For most organizations, maintaining computer hardware, the internal network, and all Internet-related functionality is a full-time job. For organizations that can afford a full-time LAN Administrator or IS staff, technology planning and budgeting can be done almost entirely in-house. Given the demand for people with these skills in the current job market, however, turnover can be significant. Further, salary demands of people with these skills are currently undergoing inflation at a rate significantly higher than almost any other category of worker in a nonprofit organization. In organizations that can only afford a small IS staff, these problems are even more acute and profoundly felt. 

A computer network requires constant attention and adjustment to make sure it is functioning properly. Many organizations already outsource the maintenance of their network and other technology functions, including telephones, computers, web-site design and hosting, software training, and hardware maintenance. These services have traditionally been performed by a variety of vendors with varying degrees of competence, service levels, and price competition. Some of the larger service firms, however, that have traditionally offered these services only to very large sites are now offering the same services and support to smaller sites. 

Each site is virtually unique in its requirements, and by extension, there is no consistency in pricing these services. Pay-as-you-go, monthly, or some other form of retainer or annual service policy are some of the different types of plans available. Before choosing a vendor, determine what your exact needs are so that the services and costs meet your expectations. 

[b] Installation and Ongoing Support of Computer Equipment

One of the most recent and profound changes in the environment for technology for nonprofits is the “turnkey system.” In this business model, a supplier such as IBM provides all of the hardware, everyday office software applications such as word processing, spreadsheets, and Internet access, and in some cases specialized software for membership management and accounting applications, to a name just a few. Most importantly, a single point of contact for all service requirements is established. While the chance to save money on hardware being purchased can be very attractive, for an organization with a small IS staff, the peace of mind of being able to call a single source to solve what may otherwise be a bewildering problem is extremely attractive. 

A formal agreement is entered, usually lasting up to three years, in most cases when a vendor is supplying a bundle of equipment and services. The degree of detail which is included in the agreement is substantial, and given the long term, care should be taken to ensure that the company's needs will be properly met. Services that fall outside of the scope of the initial agreement can be costly, so be sure of what is included in the contract. One of the downsides of this type of arrangement is the loss of control over the company's IS environment. The selection of a good vendor and a carefully drafted agreement which addresses the specific requirements of the company goes a long way toward overcoming this potential negative. For many organizations, the ability to predict computing costs with certainty for a specific period of time is a very attractive benefit of these services. 

Whatever method is selected, there are several issues to clarify before outsourcing, including the following: 

· Background of the supplier and what hardware they are familiar with. If entering a long-term agreement, requesting financial information is a very reasonable request.

· References from a variety of sites including current users and organizations that no longer use the services with a clear answer as to why the relationship ended. 

· Get a clear statement of exactly what will be supplied initially.

· Get a clear statement of service parameters. For instance, identify the type of staff person who will be assigned to the installation and how fast will they respond to a problem.

· What types of problems will be handled on a remote basis, and when will an on-site visit be made?

· How often will someone be on-site to conduct regular maintenance?

· How will service provided outside of the scope of the agreement be charged?

· What type of cancellation clause is included in the agreement?

· What happens a the end of the term of the agreement? For instance, do you have to buy equipment, automatically renew with the supplier, or make a significant cash payment at the end of the contract?

[c] Software Hosting Services/Application Service Providers (ASP)

An application service provider (ASP) is a company that creates a subscription based software service. For a periodic fee (usually monthly or yearly) the ASP provides specific software and other computer based services to users over the Internet or other network mechanism. Unlike outsourcing, where a company fulfills the role of your accounting department entering your data, an ASP is merely hosting your software on their hardware and providing access through the Internet. This is typically done in real time. 

Using an ASP may mean little or no “up-front” cost for the purchase of software, hardware, implementation, maintenance and consulting fees. On the other hand, an open-ended user agreement and having your organization's critical information stored at a separate “third party” location may give rise for concern. Access to your information will also be dependant on your access to the Internet. The ability to access your data may be lost if you or the hosting company loses Internet access. 

Unlike a lease, you are not necessarily “buying” the software. No third-party leasing companies are involved in this transaction. The facilities usually have fully redundant power supplies and state-of-the-art fire suppression systems. Internet access is normally provided by multiple Tier 1 Internet providers with access options from 256 Kbps to 100 Mbps. Data back-ups are often kept off-site in a secure location. Remote data synchronization to a SQL back-up site is available. 

D8.07 Selecting A PC/Workstation

In purchasing a new computer it is always advisable to buy the most current model that the organization can afford. Computer power has doubled every eighteen months since 1990. Systems bought today have a longer shelf life than those bought a few years ago because the industry has standardized many of its components. As of this writing, a recommended PC workstation should include: 

· Windows 2000 or Windows XP 

· Pentium® Processor 2.40GHz

· 40 MB Hard Drive

· 48X CD-ROM (or DVD or CDRW)

· 128 MB RAM 210 MB of disk space

· 32 MB Graphics accelerator card

· 3.5 Floppy disk drive

· 56-Kbs modem (optional but cost is minimal and it may be useful for remote troubleshooting.)

· Universal Serial bus (USB) support

· SVGA (800 x 600) with 16-bit color

· 10/100 Ethernet Network card

· 17” monitor

This workstation currently sells for under $2,000. 

D8.08 Software

[1] Needs Definition and Analysis

Installing new software is a decision which has a significant impact throughout an organization, and if not properly managed it can easily become the reason for second guessing and internal dissention. A thorough needs analysis which focuses on organizational requirements rather than individual or departmental needs is required when selecting any software package. 

To accomplish this, the execution of a needs analysis must involve people from different departments and functional areas within an organization. For everyone involved to make a meaningful contribution, this process, including a timetable for completion, should be clearly defined and explained. By including these participants in the software selection process, they will be far more likely to embrace the final decision and to become vested in the implementation process, and its eventual success. 

Selecting new software is not a static process. While today's needs are the major consideration, any solution should also be arrived at in the context of potential future requirements. Selecting software that does not allow for organizational growth and accommodate anticipated future needs is an error which can prove more fatal than selecting a program that does not meet current needs. Such shortsightedness can be mitigated by expanding the horizons of this process. Do not be satisfied to simply document and automate today's processes. The ultimate goal should be to increase organizational efficiency both in what is being accomplished and how it is being done. 

One way to effectively communicate the importance of this process to the staff is for senior management to have a kick-off meeting that includes all the participants in it. During this meeting the importance of the project to the future of the organization can be reinforced and emphasized. It should be impressed upon the group that this is a process for change in which they will be pro-active participants, and in which they will need to constantly review and support. 

The first step in completing a needs analysis is simply to identify a project team. Again, for the deliberations of this team to be effective, team members should be taken from a wide array of functional areas and responsibilities within the organization. 

[2] Preliminary Needs Analysis

The object of the preliminary needs analysis is to identify those elements of the current operating environment that are absolutely essential to operations; those which are working, those which are not, and those which require improvement. To create a common framework from which to make informed decisions, a questionnaire is a useful tool that can provide the structure within which the basic information needed to understand the current operating environment can be compiled. Examples of questionnaire statements are listed in Figure D8-3 . 

Figure D8-3. 

Preliminary Software Needs Analysis
Organizational Issues and Requirements 

· What is the most important thing this organization needs to do to succeed?

· What does the team or department need to do to support the organization's goals and objectives?

· Recommendations to improve the operation, team, or department.

· Other recommendations to improve the financial performance of the organization.

· What does the department or team currently do very well?

· What things does the organization presently do very well?

· What features of the current software system allow individuals to do their jobs well?

· What features should a software package have which are not currently present, but which would have a major impact on the job?

· What features must the organization have in a software package which are indispensable to the job(s) being evaluated?

· Cite areas which need improvement in the current software package.

Departmental and Individual Requirements 

· Describe individual, team, and departmental responsibilities.

· Describe their use of the existing system.

· Describe the reports currently generated from the existing system.

· What information is required for individuals to perform their jobs?

· What information is needed from others in order for individuals to perform at optimum levels, and how can its delivery and accessibility be improved?

· What information is routinely sent to others, and how can it be improved?

· What changes in the preparation, receipt, review, or reporting of information, or data could be made to improve them?

· What changes to existing procedures and/or processes would make the job functions more efficient and reduce the time involved with them?

· What changes to existing procedures and/or processes would increase the speed at which information is processed and produced?

· What changes to the information that the organization receives would increase its accuracy?

· What changes to the information the organization produces for the organization, would increase its accuracy?

To reinforce the importance of this process as a tool for positive change, allow participants to complete such questionnaires anonymously. Provide a positive mechanism for answering questions, providing interpretations, and feedback. Encourage people to become involved in the process and not be deterred from providing honest answers, even if they fear such responses may get a negative reaction from senior management. 

The questionnaire results should be compiled and separated by specific operational and functional areas such as accounting, membership, meetings, fund-raising, merchandise sales, and conventions. They should then be further separated by subcategories such as general ledger, accounts receivable, accounts payable, investments, financial reporting, budgets, fixed assets, payroll/human resources, etc. Issues that affect organizational and workflow improvements, as opposed to software related improvements, should also be identified and addressed separately. This allows the organization to realize the advantage of potential improvements immediately, without having to wait for the remainder of the process to be completed. 

[3] Specific Software Needs Analysis

Once these results have been compiled, each should be assigned to a specific team for in-depth examination and for subsequent formal recommendations of software features that the organization would like to have in any new package. As part of the process, each team should examine the current state of the market to determine which other features are available that would, given their findings, have an additional positive impact on organizational efficiency. The results of such deliberations should be a detailed listing of software specifications, identified by functional area. 

Unless the organization envisions the development of a custom software package, it is a misconception to enter this process with the idea that any off-the-shelf software package will be able to meet all of an organization's specific needs. By identifying those elements which are absolutely necessary and desirable for the operation of the organization, the teams can ensure that the package selected provides the appropriate solution and the maximum amount of functionality. 

[4] The Evaluation Process

Once the detailed list of desired software features is developed, such features can then be incorporated into an RFP, which will be sent to appropriate vendors. The RFP is the culmination of the specific software needs analysis, and provides a comprehensive list of features and framework for the vendor to formulate a response. Where appropriate, providing applicable information by functional area will help ensure that the vendor response is thorough. 

In evaluating vendor response, planners should establish a standard scale from which different responses can be judged. Issues beyond the cost of the software and professional services required to install, implement, and train your staff in its use should be considered. Be aware of additional hardware requirements, changes in operating environments required, maintenance on the software, continuing service plans, and necessary ongoing training required to operate the software before reaching a final decision. Examine the ongoing costs of operation, not just the initial cost, to correctly identify the true cost of operation. Other questions, which may be important to examine when reaching a final decision, include: 

· Is the product code going to be modified to accommodate any specific needs? What impact will this have on future updates and upgrades?

· What is the degree of customization for information and data fields? What is the level of user capability needed to maintain and change the configuration and functionality of the software after initial installation?

· What software upgrades and updates are in process and what significant changes contained in them might have an impact on the purchasing decision?

· Has any third party developed the applications part of the installation? Does the original software developer approve them? What is the reliability of the third party developer?

At the end of this process, the number of choices should be reduced to preferably three vendors or software packages. Arrange for an on-site demonstration of each package or vendor during which you can see the ability of the software to meet the organization's specific needs, and assess the vendor's capabilities. Most software developers have demonstration or evaluation diskettes of their programs, which will allow any potential client ample time to examine the program in order to determine if it meets the specified organizational needs. The acquisition and review of such demonstration packages are highly recommended before reaching a purchasing decision. 

[5] Functional Capabilities

With the onset of Windows-based programs, PC users now have many tools available to them that were previously contained only in custom programs or on larger hardware platforms. Figure D8-4 details a list of features which should presently be included in any new software purchases. 

Figure D8-4. 

Software Functional Capabilities Checklist
Accounting Software 

· On-line help feature is available anywhere in the program.

· Cross-modular “drill down” allows user to get to the source document anywhere within the program.

· Has advanced list and search capabilities for faster data.

· Report writing capability and ease of use. Many programs now use Crystal Reports, FRx, and F9 third party applications.

· Ability to create reports, save them for future use, and share this information with other databases.

· System security, which restricts access to applications, menus, and even menu options.

· Chart of account design including limitation on the number of accounts length and composition of data fields. 

· Retain indefinite number of years of history.

· Review account balances, budgets, and transaction details on the screen.

· Budget and prior year history comparison for each account.

· Ability to enter transactions for prior, current, or future periods.

· Ability to keep multiple years open at the same time.

· Ability to have more than twelve to thirteen periods open during any year.

· Allows the review of customized financial reporting on screen, has e-mail facility, and can export data to popular spreadsheet packages.

· Enables viewing all details at the desired level, including the transactions themselves across modules.

· Recurring payable vouchers are allowed eliminating the need to reenter vouchers for payables such as rent, leases, etc.

· Posts “to” and “through” capabilities are available.

· Ability to create 1099s.

· Can select documents for payment manually, or automatically by vendor ID, pay date, document reference number, or vendor class.

· Can report on either a cash or accrual basis.

· Limitations on number of pay codes, deductions, benefits, and local taxes.

· Seamlessly integrates all cash, check, and credit card transactions, tracks bank account balances, and automates monthly reconciliation.

· Reconciles multiple checkbooks at the same time.

· Ability to account for multiple entities.

· Ability to clone reports.

Membership Management Software 

· Operates in a multitasking mode, which permits opening and running several applications or procedures simultaneously.

· Facilitates easy communication and transfer of information between Windows compatible software packages.

· Can search for and retrieve member and contact information using a variety of search methods (not just alphabetically).

· Relational database structure allows the entry of data once and insures that all affected records and data will be updated simultaneously.

· Tracks all members and contacts in a single database.

· Allows extensive history and demographics tracking.

· User defined elements and user activated features facilitate customization of specific information tracking.

· A full array of built-in detail and statistical reports plus a flexible, ad hoc report generator.

· Built-in tickler system helps monitor follow-up and other tasks.

The prospective system should also possess a full complement of integrated modules including: 

· Membership management

· Committee management

· Chapter management

· Meetings management

· Fund-raising

· Exhibitor management

· Legislative tracking

· Professional relationships/referrals

· Speaker evaluation

· Subscription fulfillment

· Certifications

· Cash receipts and billing

· Dues and subscription management

· Deferred income

· Order processing

· Inventory control

· Accounts receivable

· Hotel room block management

· General ledger interface

· Word processing interface

· Electronic spreadsheet interface

· Continuing education units

· Exposition booth sales management

· Certification training

· E-commerce modules

· Web introduction modules

[6] Databases

Most software programs require a database platform in which all transactions are to be performed. Until recently, there has been a wide difference between high-end and low-end system platforms. High-end platforms traditionally use client/server software such as Oracleor Sybase that have supported a large number of users. Low-end systems running in a LAN environment have used Btrieve or Microsoft NT databases that support dozens of users on a simultaneous basis. 

The original propose for the development of Microsoft SQL Server was as a low-cost database for small business. With constant upgrading and improvement, however, the SQL Server database provides a tool allowing mid-level applications to support many more concurrent users. 

[7] Selected Software Packages

[a] High-End Accounting Software

Most high-end accounting software is customized to meet the specific needs of an organization. Due to the high degree of customization, prices vary depending on the specific needs of each installation and there are no standard list prices available. Though prices vary widely, the minimum price for the installation of one of these packages is $150,000. Software packages and providers in this category are listed in Appendix D8.1 . 

[b] Mid-Range Accounting Packages

Mid-range accounting packages offer some excellent features and functionality in commercially available, off-the-shelf format. A list of certain mid-range software providers can also be seen in Appendix D8.1 . 

Due to these standard formats, however, such packages may not always be able to properly accommodate an organization's specific needs without a great deal of customization. This drawback is, however, more than offset by the tremendous cost savings normally offered by most modules. In addition to the direct expense, most of these packages require a significant amount of consulting time by a trained reseller to install, implement, and train your staff in their use. Generally, these consulting fees range from fifty cents to one dollar for each dollar spent on the software. But even taking such fees into account, mid-range packages can offer not-for-profit organizations with annual budgets of one million dollars to $50 million and a high degree of flexibility, reliability, and easy report writing capabilities at a very affordable price. 

For organizations which process a high volume of transactions and want to maintain a satisfactory processing speed some of the software developers listed in Appendix D8.1 now offer a client-server version of their package. This version also allows the user to highly customize a given package to their exact needs. This flexibility, however, can come with a significant price tag. 

A word of caution when conducting a side-by-side comparison of such software packages, make sure it is on an equivalent basis. Each software developer bundles their product slightly differently, and this makes a comparison difficult unless it is done on a functional basis. 

[c] Low-End Accounting Software

Low-end accounting packages offer excellent value to almost any not-for-profit organization. A list of such packages and their suppliers is provided in Appendix D8.1 . For basic accounting functions that run in a PC environment, it is difficult to find a better value at this price point. Though the prices shown in Appendix D8.1 are suggested retail, all of these products can be easily found at substantially discounted prices. It is also important to note that many of these programs are also available with additional modules such as payroll, which are not included in the prices shown. 

A financial manager considering such low-end packages must recognize that they are written in rigid formats, and that significant changes to them are not easily accommodated. For instance, each of these programs includes a large number of standard reports. In most cases, however, the ability to produce ad hoc reports or ones specific to an organization's needs is significantly limited. Overall these programs are an extremely attractive value mainly for smaller not-for-profit organizations. In addition, from an internal control standpoint, there are some issues present that may be of concern to your auditor. 

[d] Fund Accounting Software

These systems have been developed to handle the specific requirements of organizations that have fund accounting requirements. Specific functions these programs handle are fund accounting needs created by SFAS No. 116 & SFAS No. 117 regulations, and grant and donor tracking. Since these packages are so tightly focused, in some cases, on fund accounting some of the functionality available in mid-range accounting packages may not be available. These packages also require a significant level of consulting services to install, implement, and train the staff in their use. A list of certain fund accounting specific packages and providers appear in Appendix D8.2 . 

[e] Membership Management Software

One of the most significant changes in software used by not-for-profit organizations has been in the improvements to membership management packages. Many relational databases now present users with the ability to enter information only once and to share it with other Windows products such as spreadsheets and accounting packages. In addition, due to improvements in database technology, many tools exist for customizing the software to your specific requirements, without changing the underlying program code. Many membership management packages now routinely interface with many of the accounting software packages listed above. In effect, they have become the subsidiary journal where the detail of all transactions is initially entered. 

The real breakthrough in membership management software, however, has been the increased ability to extract specific information, in a user defined or required format, on a timely basis. The advances in ad hoc report writing functions and external packages, such as Crystal Ball Reports and Access, now allow users to get virtually any information that is contained in the database in virtually any format. Anything put into the system can be retrieved quickly and efficiently. 

Most of these packages effectively remove the need for programming. Naming and designing the length and look of data fields accommodates user needs. These changes are made with Windows functionality, by pointing and clicking rather than by having to write actual programming code, as was once the case. In addition to this flexibility and user friendliness, making changes after the initial installation is easy and quickly accomplished. 

Pricing for these packages varies, but is usually based on the number of simultaneous users, not the number of potential users. Furthermore, most of these packages are scalable. They can easily accommodate additional users whenever the need arises. It must be kept in mind that consulting services, to install, implement, and train an organization's staff in the use of these packages is a much larger cost element than with most accounting software packages. Since these packages encompass a wide variety of functional requirements including activity tracking, dues billing, event registration, committee involvement, chapter tracking, merchandise sales, and other requirements, decisions with regard to system set up and use are complicated and require careful thought. 

Due to this transportability, a current membership database can often be electronically converted to the new program's format. However, while this may sound appealing, subtle differences between programs and platforms can also make such conversion complicated, time-consuming, and ultimately expensive. An organization should carefully study whether an electronic conversion can truly be cost justified. 

And like many “off-the-shelf” software packages, some membership management software have limitations on the changes a user can make to the basic package. For larger organizations with databases typically in excess of 30,000 records or with more than fifteen to twenty simultaneous users, many of these packages offer a client-server version of the program. The client-server version allows users to not only accommodate larger databases without sacrificing speed, but also open up almost limitless opportunities to customize the program to meet specific needs. Again, this flexibility comes with a fairly stiff price tag—almost two to three times the price of the LAN version. In addition, the time required to install and implement the software, and to train users on a client-server version of the program requires significantly more time to complete than with the LAN version. Here again, an organization should examine its specific needs to determine which version of the program can be cost justified. A list of membership management software packages and providers can be found in Appendix D8.2 . 

D8.09 THE INTERNET

The Internet has had a profound effect on the way we communicate, buy products, and conduct research. Emails have become the standard and preferred method for businesses and organizations to communicate. Board business can be conducted via e-mail, which may include actual voting depending on and organization's by-laws and legal obligations. Much of the information provided at a typical Board meeting can be circulated by e-mail ahead of time, thus freeing up valuable meeting time for substantive dialogue. 

Access to the Internet is available virtually everywhere and at extremely reasonable rates. In addition, establishing a Web site for an organization is easy and relatively inexpensive. Since many financial managers are already experienced Web users, this section will focus on some of the more pressing financial and managerial issues that organizations may encounter rather than on basic technical challenges. 

[1] Establishing a Web Page

For a nominal amount of money, either through the use of internal resources or an outside consultant, any organization can quickly establish its own Web page. Whether it is a plain or highly sophisticated presentation, the initial cost of establishing a Web page is nominal. 

Once on the Web, however, if an organization expects to attract traffic to to its site regularly, content is the key. The Web content must be regularly updated, and any technological enhancements or changes must be provided on a continual basis. Otherwise, life on the Web can prove to be very lonely. 

Where is this continuous stream of new content coming from, and, more importantly, how is it going to get onto the Web page? Someone in the organization has to do it. There is then, a recurring cost associated with this activity. In fact, these costs can be significant if the Web page is to get noticed. 

A successful Web site must have its intended purpose defined to successfully establish an online presence. Some purposes for a Web site can include: 

· Provide information on your organization

· Provide customer service 

· Sell products or services

· Solicit a request or quote 

· Offer a virtual community—Intranet/Extranet

An intranet is a browser-based, easy to use, password protected, networking application used for internal communications. This may require a network administrator to set up. 

[2] Control of Content

For many not-for-profit organizations the content—articles, information, statistics, abstracts, reports, and other types of information put out on a Web page—is perhaps one of the most valuable assets of the organization. Often in a rush to make a Web page more appealing, organizations begin to include free information or access to information, for which they previously charged a fee. The decision to forgo such revenues in return for other benefits associated with a Web presence, whether real or perceived, may well be a conscious and deliberate one. All too often, however, organizations may lose control of significant publications revenue through such decisions before consciously understanding or thoroughly analyzing their implications. It is important to establish a formal mechanism for addressing these issues, so that this valuable resource is treated with the same due deliberation as other asset allocation. 

Many organizations choose to become part of a larger industry Web page which can feature other allied organizations and products. While this is a very inexpensive way to receive exposure on the Web, care must be taken to ensure that the organization receives proper compensation, not only for taking part in this site, but also for any content that is provided. If the organization has any concerns about the costs that are represented by the service provider, they should be asked for a complete accounting of the time estimated to complete the design, production, loading, and maintenance of the page. Furthermore, the organization should definitely continue to control all publication and merchandise sales, otherwise a major source of revenue could be jeopardized. 

[3] What the Web Can Do

Do not overlook the potential of the Internet. There are proven methods for selling merchandise, facilitating meeting registrations, and distributing publications over the Web. Security, while always a concern, has significantly improved over the last few years. The function of a Web site can include: 

· News updates about your organization

· Special events

· Legislative alerts and tracking notices

· Fundraising campaigns

· Selling books, literature and logo items

· Special discount purchase offers

· Membership renewal reminders

Almost all accounting and membership management software is Web capable. Visit the Web sites of these products or check with their authorized resellers to see what developments are currently available. It will be helpful to inquire about future functionality that is planned to be released but it is imperative to avoid basing final decisions on possible future enhancements. 

[4] E-Commerce

Much is being made of the ability of nonprofit organizations to conduct business on the Internet. In fact, the ability to use a Web site for e-commerce is a tool available today to almost any organization. For instance, most membership management software includes functionality for payment of dues, changing membership information, merchandise sales, and meeting registration via the Internet. These tools have been developed and tested and can be obtained at very reasonable costs. In addition, there are significant levels of security to ensure that the information inputted by a constituent will be correct and follows the conventions established by your organization. 

In addition to the benefits e-commerce offers your constituents in availability and ease of use, the impact on organizational efficiency is substantial. In most cases, information is inputted directly from a Web site and no longer requires any staff activity to enter this information. 

Many organizations produce small informational brochures, or updated research findings. These are often sold for a few dollars, which may not cover the true cost of printing, mailing, and check or credit card processing. It is now possible to provide these as downloadable files on your Web site. When the buyer enters their credit card information, they gain instant access to your materials in whatever format you choose: Adobe Acrobat (PDF), Microsoft Word, html, etc. There are very few maintenance or support issues once this system is set up, and business can operate 24 hours a day, 7 days a week. In addition, documents can be updated whenever necessary without inventorying stocks of outdated printed copies. 

Appendix D8.1 Accounting Software Packages and Providers

High-End Accounting Software Packages and Providers 

· Lawson Enterprises— www.lawson.com
· J.D. Edwards— www.jdedwards.com
· Oracle Financials— www.oracle.com
· PeopleSoft— www.peoplesoft.com
· SAP— www.sap.com
· Navision Axapta— www.microsoft.com/businessolutions
Mid-Range Accounting Software Packages and Providers 

· Microsoft Business Solutions— www.microsoft.com/businessolutions 

Great Plains 

Solomon IV 

Navision 

· Best Software— www.bestsoftware.com
MAS 90 / MAS 200 

Platinum for Windows 

Entry Level Accounting Software Packages and Providers 

· Best Software— www.bestsoftware.com 

Peachtree Accounting 

Business Works 

· Microsoft Small Business Manager— www.greatplains.com
· Oracle Small Business Suite— www.oraclesmallbusiness.com
· QuickBooks— www.quickbooks.intuit.com
Appendix D8.2 Fund Accounting and Membership Management Software Packages and Providers

Fund Accounting Software Developers 

· Blackbaud Fund Accounting: www.blackbaud.com
· American Fund Ware (now owned by Intuit): www.intuit.com
· MIP Fund Accounting: www.nip.com
Membership Management Software Packages and Providers 

· Avectra: www.avectra.com
· IMIS: www.advsol.com
· GoMembers: www.gomembers.com
· TIMSS: www.tmaresources.com
Web Sites Devoted to Accounting Software Issues 

· www.2020software.com
· www.findaccountingsoftware.com
· www.accountingsoftwareadvisors.com
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Developing An Accounting (Financial Management) System For Nonprofit Organizations

Craig R. Stevens, CPA
                                            Aronson, Fetridge & Weigle 

D9.01 Introduction

According to Donald Kieso and Jerry Weygandt, the well-known authors of numerous college accounting textbooks, the primary objective of an accounting system is to “summarize transactional data into useful management reports that management can use to manage the business.” Expanding upon this definition, some of the broader objectives of a nonprofit's financial management system include the following: 

· To accumulate data and produce necessary reports for management, the board of directors, interested funders, members, lenders, and other constituents. These reports are needed to either effectively manage the organization or to make sound decisions about funding, extending credit, or other purposes.

· To produce financial statements in accordance with generally accepted accounting principles that can be audited by independent auditors.

· To accumulate the data necessary to produce accurate tax and other information returns required such as Form 990-T and Form 990, state income tax filings, and other state or local tax returns, such as sales and use, personal property, and real estate.

· For organizations receiving federal funding, to accumulate the data and reporting needed to comply with requirements over federal awards.

· To establish internal controls over the entire financial management system only allowing the production of financial statements in accordance with generally accepted accounting principles. The controls should also safeguard assets from theft or misappropriation.

· The accurate execution and recording of the individual transactions used to operate the business in compliance with legal requirements.

This chapter is devoted to highlighting some of the considerations nonprofit controllers should consider in developing an accounting (financial management) system for a nonprofit organization. 

D9.02 Steps in Developing a Financial Management System

Many controllers think that developing an accounting or financial management system means to purchase the software needed to record transactions, write checks, produce reports such as QuickBooks, Peachtree, or Great Plains, and to set up the chart of accounts. Although these are clearly two of the most important steps, there are preliminary issues that need to be considered before these items can be accomplished. 

[1] Determination of the Information the Financial Management System Should Provide

Before beginning design on a financial management system, nonprofits should determine the answers to a few important questions, such as: 

· Who will be the users of the financial information captured in the system and how will they use this data? 

All financial systems need to provide meaningful information (i.e., a comparison of actual results for the month and year to date versus the budget) so officers and board members can effectively manage the organization. It is important to consider that people outside the organization will need access to the system as well. Typical outside users might be 

— Grant funders 

— Individual donors 

— A combined federal campaign or charity watchdog groups 

— Lenders to the organization 

In addition to the overall financial results, these groups want to know how their specific grant funds were spent, what the percentage of program expenses versus management and the fund-raising costs are in the organization, what the group's solvency is, if they have an adequate cash flow that shows the ability to repay the borrowings, and details about collateral for the loan such as investments or other assets. 

Controllers should create a detailed list of known and potential users of the financial management system and the type of information they will need, in order to help focus the design of the system. 

· How will the accounting software system and transaction processes coordinate with other systems and departments within or outside the organization? 

Some organizations process contributions or membership transactions in a department other than finance through a separate software system, such as Razers Edge by Blackbaud for contributions, or iMIS for membership transactions, with only summary information being posted in the accounting system. This arrangement requires certain balances and controls that aren't necessary when all financial transactions are posted in detail to the accounting system by the accounting department. Organizations might also use separate systems for some transactions, but still have them electronically linked to the accounting software in some fashion, and still other organizations use a bank lockbox to process receipts. These different preferences should be considered in the design of the financial management system. 

· How significant is grant funding or other projects where costs need to be tracked across fiscal years? 

Organizations with minimal multiyear grant funding may find it preferable to track costs through the general ledger system and manually put together spreadsheets if two or more years of information is needed. Other organizations with significant grant or project funding will want to consider using a grant tracking or “job cost” system as part of their accounting software system. This feature allows accumulation and reporting on grant or project expenses throughout the multiyear project period and does not "close out" with the closing of each fiscal year end. 

· What level of sophistication is needed for allocating costs across the functional programs and projects of the organization, management, and general fund-raising? 

Some nonprofit organizations such as trade associations, country clubs, or labor unions might not need a very sophisticated allocation of costs if the split of costs between program, management, and fund-raising is not required for the Form 990-T and the organizations do not have donors in the classic sense. However, 501(c)(3) organizations and/or those receiving federal grants will need to develop fairly sophisticated allocation systems to track labor and other costs across projects and programs. 

· What is the need for access to the software system? 

A small nonprofit organization may find that having a simple program such as QuickBooks installed on only one computer accessed only by the executive director and accountant is all that is needed. Other organizations will need the network versions of software systems that can be accessed by multiple people at the same time, and still other organizations will need the ability to record transactions into the system from remote locations using the internet. 

Once the organization has answered these basic questions and considered other factors germane to their operations, they can move on to selecting the accounting software best suited to their needs and budget. 

D9.03 Selecting Accounting Software

Choosing the appropriate accounting software is a key component to developing a good financial management system. Mistakes can be very costly. Some major items to consider in this process include the following. 

1.  Become knowledgeable about your software choices. There are a number of ways to get information about accounting software programs suitable for your organization. In addition to trade magazines, seminars by accounting firms and other value added resellers on specific packages, trade shows and so forth, there are a number of tools designed to help organizations select accounting software. 

The Accounting Library, Network Management Group, Hutchinson, Kansas (316) 665-3611 x121; www.accountinglibrary.com 

The Accounting Library contains an up-to-date database of accounting software features that is designed to assist companies in defining their accounting software requirements in as much detail as appropriate and comparing those needs against the best products in the market. 

The Requirements Analyst, CTS, Inc. 800-433-8015; www.ctsguides.com 

Software designed to assess user needs against leading mid-range packages. 

FindAccountingSoftware.com — A Web site to assist users in finding the right accounting software www.FindAccountingSoftware.com 

www.accountingsoftwarenews.com is another Web site devoted to accounting software issues. 

Some of the common software packages used by nonprofit organizations would include the following: 

Low-End Packages (for smaller organizations) 

· Quickbooks Pro 2001 (Intuit) — www.intuit.com
· Peachtree Complete Accounting (Peachtree Software/Sage Software) — www.peachtree.com
· M.Y.O.B. (MYOB Software)

Middle-Market Packages 

· Great Plains Dynamics (Microsoft/Great Plains) — www.greatplains.com
· Solomon IV (Microsoft/Great Plains) — www.solomon.com
· Platinum for Windows (Epicor Software) — www.epicor.com
· ACCPAC Advantage or Pro Series (ACCPAC International) — www.accpac.com
· TRAVERSE (Open Systems)

High-End Software 

· Lawson Enterprise 400 (Lawson Software) — www.lawson.com
· One World (J.D. Edwards) — www.jdedwards.com
· Oracle Financials (Oracle) — www.oracle.com
Specific Fund Accounting Software 

· MIP (Micro Information Products) — www.mip.com
· American Fundware (Finley &Cook) — www.finley-cook.com
· Blackbaud www.blackbaud.com
2.  Access the system needs of your organization. 

Consider all the items discussed previously and determine what the needs of your organization are. Remember that the ultimate purpose of the financial management system is to produce reports that can be used to manage the organization, so make sure that the software has good report writing capabilities. 

3.  Rank system needs in light of a realistic budget for the software. 

Programs such as The Accounting Library, discussed earlier, can be helpful in ranking software based on your most critical needs. 

4.  Narrow down your choices to a few software packages and contact resellers for demonstrations. 

Most packages are sold through value added resellers (VARs). At this stage, you want to get demonstrations of the different software packages. Be sure to focus on the system's performance for your critical needs as the VARs are salespeople and they know how to take control of the demonstration and show you the best features of the package. 

5.  Ask for references or site visits from other users of the software. 

The VARs will be able to give references from other clients who use the system and may also be able to arrange site visits for you to get a better assessment. 

In addition to selecting a software product, you are also selecting a reseller (consultant) to work with you in installing the product and training you on it. You should probably get proposals from several resellers to see who offers the best prices on the software and related services. Remember that the price of the services will exceed the cost of the software over time, so it is also important to check references and become comfortable with your selection of a VAR. 

D9.04 Establishing a Chart of Accounts

The chart of accounts is a comprehensive listing of all the accounts used by an organization and is the foundation on which the general ledger is built. A typical chart is characterized by a numerical arrangement of accounts with each account having a specific title and corresponding number. Individual transactions are first recorded to the general ledger through the chart of accounts and then grouped and summarized by account to produce reports and financial statements. Although new accounts can be added as they are needed, it is very important to think carefully about the overall structure of the chart as it is time-consuming to change it later. 

As the amounts in the various general ledger accounts will ultimately be rolled up into financial statements, it is important to design the financial statements along with the chart of accounts. There has to be at least one account in the chart of accounts for each line item in each financial statement. Several accounts may be added together for a single line in the statement but the objective should be to avoid any substantial rearrangement of necessary information. 

The particular accounting software will determine the coding sequence for the chart of accounts but most systems can handle a lengthy, multilevel, numbering system. 

[1] Example Chart of Accounts

As an example of how a chart of accounts might be designed, consider the following sample chart of accounts from a sample trade association developed by the finance and administration section of the American Society of Association Executives (ASAE). In this example, the basic accounting numbering system is as follows: 

	

	

	
	
	

	
	XXXX-XXX-XX-XX 
	

	

	

	
	
	


Where the first four digits represent the basic account code; the next three digits represent functional codes or programs; the next two digits represent further program codes if necessary to indicate specific programs or projects; and the final two digits represent the department or division where the activity is conducted. 

[a] Basic Account Codes (four-digit account number)

The four-digit account number is used for the identification of basic accounts and allows for 9,000 possible codes (1000 through 9999). Basic accounts are used to describe the detailed accounts within the balance sheet (statement of financial position) and statement of revenue and expense (statement of activity). The chart of accounts employs the following commonly used structure: 

	

	

	
	

	1000-3999 
	Balance Sheet Accounts 

	

	

	
	

	4000-6999 
	Revenue Accounts 

	

	

	
	

	7000-9999 
	Expense Accounts 


The basic asset, liability, and net asset accounts are grouped by financial statement classifications. The accounts listed within a financial statement grouping will make up that line item total on the financial statements, i.e., cash accounts are assigned account numbers 1001 through 1099 and will make up the line item cash on the financial statements. This type of numbering allows the computer to summarize specific accounts into financial statement groupings. These groupings may not be automatic, and accordingly, may need to be coded into the particular software program as the financial statements are being developed. 

Remember that accounts may be added to the list as needed, and any that are not needed may be deleted from the list. In this sample, the numbering system allows room for a certain amount of expansion, but if more expansion is needed in particular sections, the optimal numbering structure may differ. The important thing to remember when assigning numbers and account series is to follow a consistent method. The basic accounts can appear within any function or department, but the four-digit number never changes. 

The basic revenue and expense accounts are also grouped under financial statement classifications. Various revenue and expense accounts can be combined for financial statement presentation as just described. Basic accounts such as salaries, employee benefits, and rent comprise the natural (i.e., object) classification of expenses. 

Each association can add as much detail for each group of accounts as is needed for its particular transactions. Some suggestions of individual accounts are included in parentheses after the general account titles are listed in this illustrative chart of accounts. The following pages contain a basic chart of accounts with a general format of the basic accounts. The suggested revenue and expense accounts are only a guide. Expansion capabilities which classify amounts by function, program, department, and sample reports follow the chart of accounts. 

Figure D9-1. 

BASIC CHART OF ACCOUNTS
Balance Sheet 

	ASSETS (1000-1099) 

	

	

	
	
	
	

	Current Assets (1000-1599) 
	Possible Categories 

	

	

	
	
	
	

	Cash (1000-1099) 
	

	
	1010 
	Checking account 
	Bank A, Bank B, etc. 

	
	1020 
	Imprest accounts 
	Payroll, etc. 

	
	1030 
	Savings accounts 
	Bank A, Bank B, etc. 

	
	1040 
	Cash equivalents 
	Money market, etc. 

	
	1050 
	Cash on hand 
	Petty cash, etc. 

	

	

	
	
	
	

	Investments (1100-1199) 
	

	
	1110 
	Certificates of Deposit 
	

	
	1120 
	Mutual Funds 
	

	
	1130 
	Commercial Paper 
	

	
	1140 
	Corporate Bonds/Notes 
	

	
	1150 
	Government Bonds/Notes 
	

	
	1160 
	Common Stocks 
	

	

	

	
	
	
	

	Receivables (1200-1299) 1 
	

	
	1210 
	Dues 
	Members, chapters, related organizations, etc. 

	
	1220 
	Products and services 
	Advertising, exhibitors, registrations, resale, materials, etc. 

	
	1230 
	Contributions/pledges 
	Members, foundations, corporations, etc. 

	
	1240 
	Grants 
	Government, foundations, corporations, etc. 

	
	1250 
	Accruals 
	Interest, etc. 

	
	1260 
	Current portion of long-term receivables 
	Notes, etc. 

	

	

	
	
	
	

	Inventories (1300-1399) 
	

	
	1310 
	Inventories 
	Supplies, resale materials, etc. 

	

	

	
	
	
	

	Prepaid Expenses (1400-1499) 
	

	
	1410 
	Prepaid expenses 
	Meetings, trade shows, conventions, insurance, rent, etc. 

	

	

	
	
	
	

	Other Current Assets (1500-1599) 
	

	
	1510 
	Other current assets 
	Deposits, advances to employees 

	

	

	
	
	
	

	Long-Term Assets (1600-1699) 
	

	

	

	
	
	
	

	Property and Equipment (1600-1999) 2 
	

	
	1610 
	Land 
	

	
	1620 
	Building 
	

	
	1630 
	Building improvements 
	

	
	1640 
	Office equipment 
	

	
	1650 
	Leased equipment 
	

	
	1660 
	Vehicles 
	

	

	

	
	
	
	

	LIABILITIES (2000-2699) AND NET ASSETS (3000-3999) 

	

	

	
	
	
	

	Current Liabilities (2000-2699) 
	Possible Categories 

	

	

	
	
	
	

	
	2010 
	Accounts payable 
	

	
	2020 
	Payroll withholdings 
	Federal, state, insurance, etc. 

	
	2030 
	Accrued expenses 
	Rent, retirement, salaries, taxes, vacation, etc. 

	
	2110 
	Notes payable-current 
	

	
	2210 
	Mortgage payable-current 
	

	
	2310 
	Capital lease obligation-current 
	

	
	2410 
	Deferred dues 
	Members, chapters, related organizations 

	
	2510 
	Deferred revenue 
	Grants, registration, subscriptions, etc. 

	

	

	
	
	
	

	Long-Term Liabilities (2700-2999) 
	

	

	

	
	
	
	

	
	2710 
	Notes payable 
	

	
	2720 
	Mortgage payable 
	

	
	2730 
	Capital lease obligation 
	

	
	2810 
	Deferred dues 
	Amounts received for future fiscal periods 

	
	2820 
	Deferred subscriptions 
	Amounts received for future fiscal periods 

	
	2910 
	Deferred rent credit 
	

	

	

	
	
	
	

	Net Assets (3000-3999) 3 
	

	

	

	
	
	
	

	Unrestricted (3000-3299) 
	

	
	3010 
	Undesignated/operating 
	

	
	3020 
	Board designated 
	Contingencies, future programs, building, etc. 

	

	

	
	
	
	

	Temporarily restricted by donors (3300-3599) 

	
	3310 
	Purpose restricted 
	Specify purposes 

	
	3320 
	Time restricted 
	Specify time 

	

	

	
	
	
	

	Temporarily restricted by donors (3600-3999) 

	
	3610 
	Endowment 
	Specify purpose 


	STATEMENT OF REVENUE AND EXPENSE 

	Revenue (4000-6900) 
	Possible Categories 

	

	

	
	
	

	4010 
	Dues 
	Members, chapters, related organizations, etc. 

	4110 
	Initiation fees 
	

	4210 
	Special assessments 
	

	4510 
	Registrations 
	Regular, associate, exhibitor, etc. 

	4610 
	Exhibitor fees 
	

	4710 
	Supplementary activities 
	Meals, tours, etc. 

	5100 
	Advertising 
	

	5200 
	Subscriptions 
	

	5300 
	Reprints 
	

	5400 
	Video 
	And other visual materials 

	5500 
	Royalties 
	

	5550 
	Certification 
	

	5600 
	Mailing labels 
	

	5700 
	Management fees 
	Related entities, etc. 

	5800 
	Administrative fees 
	Insurance program, etc. 

	5900 
	Commissions 
	

	6000 
	Grants 
	Government, foundation, corporate and individual 

	6110 
	Contributions 
	Cash, property, services 

	6210 
	Services 
	

	6220 
	Endorsements 
	

	6230 
	Interest 
	

	6240 
	Dividends 
	

	6250 
	Rent 
	

	6260 
	Gain on sale of investments 
	

	6270 
	Gain on disposal of operating assets 
	

	6280 
	Miscellaneous 
	

	

	

	
	
	

	Expense (7000-9999) 
	

	

	

	
	
	

	7050 
	Salaries 
	

	7070 
	Payroll taxes 
	FICA, FUTA, State unemployment, etc. 

	7090 
	Benefits 
	Health, life and disability insurance, etc. 

	7110 
	Retirement 
	Pension, etc. 

	7120 
	Parking 
	

	7130 
	Professional development 
	Staff education, etc. 

	7140 
	Mortgage interest 
	

	7420 
	Rent 
	

	7430 
	Maintenance 
	

	7440 
	Repairs 
	

	7450 
	Property taxes 
	

	7550 
	Entertainment 
	

	7560 
	Equipment rental 
	

	7570 
	Exhibit hall 
	

	7580 
	Hotel 
	

	7590 
	Cancellation insurance 
	

	7610 
	Speakers 
	

	7620 
	Tours 
	

	7710 
	Travel 
	Board, committees, staff, etc. 

	7720 
	Professional fees 
	Audit, legal, consultants, outside services 

	7730 
	Computer supplies and maintenance 
	

	7740 
	Reproduction 
	

	7750 
	Depreciation 
	

	7760 
	General insurance 
	Liability, office, etc. 

	7770 
	Loss on disposal of operating assets 
	

	7780 
	Office supplies 
	

	7790 
	Postage 
	

	8010 
	Printing 
	

	8020 
	Taxes 
	Federal and state income, sales, use, etc. 

	8030 
	Reference materials 
	

	8040 
	Dues 
	


[b] Functional Codes (three-digit account number extension)

Basic revenue and expense accounts can be grouped into a financial (i.e., program) statement of revenue and expense. For instance, the expense-line salaries 7050, will most likely appear in every functional area and always have the account number 7050. In establishing a functional classification, some individual expense items may need to be allocated to more than one functional area (i.e., joint costing must be performed). SFAS No. 117 requires that the financial statements provide information about expenses reported by their functional classification such as major classes of program services and supporting activities. Under SFAS 117, functional expenses include only the direct expenses related to the function and general and administrative expenses are a separate function and are not allocated to other functions for purposes of functional reporting. However, for internal reporting purposes, associations may choose to allocate general and administrative expenses (i.e., overhead) to the various program services. Functional coding is accomplished by adding a three-digit account code as follows: 

	Functional Area 
	Code 

	

	

	
	

	Program Services 
	

	   Meetings 
	100 

	   Education 
	200 

	   Trade shows 
	300 

	   Publications 
	400 

	   Certification 
	500 

	   Government relations 
	600 

	

	

	
	

	Supporting Activities 
	

	   Management and general 
	800 

	   Fund-raising 
	900 


[c] Program Codes (two-digit account number extension)

The functional classification of the basic accounts can be expanded by adding a two-digit program (project) code to identify specific programs within a particular functional area. For example, within the functional area of publications, there may be a monthly magazine, newsletter, directory, and/or an education book. In this situation, each publication would be identified with its own two-digit program code. Some examples of specific programs within a functional area are: 

	Functional Area 
	Program 
	Code 

	

	

	
	
	

	Meetings 
	
	100-00 

	
	Annual meeting 
	100-01 

	
	Regional meetings 
	100-02 

	
	Board and committee meetings 
	100-03 

	

	

	
	
	

	Education 
	
	300-00 

	
	Eastern 
	300-01 

	
	Western 
	300-02 

	
	European 
	300-03 

	

	

	
	
	

	Publications 
	
	400-00 

	
	Magazine 
	400-01 

	
	Newsletter 
	400-02 

	
	Directory 
	400-03 

	
	Books 
	400-04 

	

	

	
	
	

	Certification 
	
	500-00 

	
	Testing 
	500-01 

	
	Renewals 
	500-02 

	

	

	
	
	

	Government Relations 
	
	600-00 

	
	Legislative 
	600-01 

	
	Regulatory 
	600-02 

	
	Coalitions 
	600-03 

	
	Issues briefings 
	600-04 


[d] Department Codes (two-digit account number extension)

The next level of expansion in the chart of accounts is by department, division or responsibility center codes. Departments are usually established based upon staff responsibilities. Individual staff in these departments may have responsibility for particular functional areas and programs. Examples of departments are as follows: 

	Department 
	Code 

	

	

	
	

	Education 
	01 

	Meetings 
	02 

	Publications 
	03 

	Member Relations 
	04 

	Administration 
	05 

	Government affairs 
	06 


[e] Fund Accounting

Some associations maintain their accounts on a fund basis. SFAS No. 117 states that reporting by fund groups is not a necessary part of external financial reporting. However, SFAS No. 117 does not preclude an association from providing individual assets and related liabilities by fund groups for external or internal financial reporting purposes. Restrictions on assets imposed by donors may be accounted for by maintaining fund basis accounting records. If fund accounting is done, an additional code, possibly at the left of all other codes, can be used to designate funds for asset, liability, equity, and revenue accounts. All expense accounts should have the undesignated net asset (equity) fund code. 

D9.05 Developing an Internal Control Structure

In addition to processing and recording transactions, the design of a financial management system must include rules for creating a strong internal control environment. Internal controls is the process to ensure that the organization's transactions can be identified and reported in accordance with generally accepted accounting principles and the safeguarding of the organization's assets from misappropriation. An internal control structure consists of five components: 

1.  Control Environment—The control environment is the foundation for all other components of internal control and provides structure and discipline. This would include the “tone at the top”, which is the commitment to internal controls and ethics by the board of directors and executive staff, management's philosophy and operating style, and personnel policies and procedures. 

2.  Risk Assessment—Involves identifying types of potential misstatements and designing controls to prevent or catch these misstatements. It is the process of identifying, analyzing and managing risks that affect the organization's objectives. Risks relevant to the financial reporting process could include: 

· Turnover in key positions

· New organizational programs and revenue streams

· New or revised information systems

· Changes in accounting pronouncements

3.  Information and Communication 

a.  The accounting system is the information system for financial reporting. It must contain a method to identify, assemble, analyze, classify, record, and report transactions and conditions, and a way to maintain accountability for the organization's assets, liabilities, and net assets. For an accounting system to function successfully the department should 

· Identify and record all valid transactions.

· Ensure that transactions are recorded at the correct dollar value and in the correct accounting period.

· Ensure that the transactions are properly summarized and reported in the financial statements.

b.  Communication relates to providing an undertaking of internal control objectives and responsibilities throughout the organization. This could take the form of policy and procedures manuals, investment policies, and conflict of interest statements. 

4.  Control Activities–This would include the policies and procedures established to ensure that management and board directives are carried out. This would include activities such as: 

· Comparison of actual results to date to budgets and prior periods.

· Security procedures in software programs as to access and what can be changed.

· Review and checking for accuracy on items such as vendor's invoices, general ledger account coding of transactions and reconciliation of accounts.

· Physical security of assets such as computer system backups, positive pay systems to combat check fraud, and periodic counting and comparison with amounts recorded in the accounting records.

· Segregation of duties so that one individual does not have the ability to make an error (or intentional defalcation) and cover it up.

5.  Monitoring–Internal controls need to be monitored over time to ensure they are current and address the current risks of the organization. Nonprofit controllers should refer to Chapter B6 of this manual, which discusses internal controls in more detail and specific controls over the different transaction processing cycles. 

D9.06 Conclusion

This chapter addresses some of the basic issues involved in creating a financial management system for nonprofits, including selecting accounting software, developing a chart of accounts, and investigating internal control issues. Controllers should take the time to carefully research the needs and expectations of people who will be using the system, including outside users. Once careful research is done, an efficient and successful nonprofit financial management system can be created. 

Appendix D9.1 SAMPLE REPORTS

The attached examples of reports are based on a hypothetical association that uses functional and departmental codes, along with basic account numbers (an eleven-digit account number system). The account numbers are shown for informational purposes only. Formal financial statements should not include account numbers. 

	XYZ ASSOCIATION
BALANCE SHEETS
December 31, 200X and 200X

	ASSETS 

200X 

200X 

Current Assets: 

1001-1099 

Cash 

$XX,XXX 

$XX,XXX 

1100-1199 

Investments 

XX,XXX 

XX,XXX 

1200-1299 

Receivables (net of allowance) 

XX,XXX 

XX,XXX 

1300-1399 

Inventories 

XX,XXX 

XX,XXX 

1400-1499 

Prepaid expenses 

XX,XXX 

XX,XXX 

1500-1599 

Other current assets 

XX,XXX 
XX,XXX 
   Total Current Assets 

XX,XXX 
XX,XXX 
Long-Term Assets: 

1610 

Land 

XX,XXX 

XX,XXX 

1620 

Building 

XX,XXX 

XX,XXX 

1630 

Building improvements 

XX,XXX 

XX,XXX 

1640,1650,1660,1670 

Furniture and equipment 

XX,XXX 

XX,XXX 

Less: accumulated depreciation 

(XX,XXX) 
(XX,XXX) 
   Total long-term assets 

XX,XXX 
XX,XXX 
TOTAL ASSETS 

$XX,XXX 
$XX,XXX 
LIABILITIES &NET ASSETS 

Current Liabilities: 

2010 

Accounts payable 

$XX,XXX 

$XX,XXX 

2020 

Payroll withholdings 

XX,XXX 

XX,XXX 

2030 

Accrued expenses 

XX,XXX 

XX,XXX 

2110, 2210, 2310 

Current portion of long-term debt 

XX,XXX 

XX,XXX 

2410-2510 

Deferred income 

XX,XXX 
XX,XXX 
   Total long-term liabilities 

XX,XXX 
XX,XXX 
TOTAL LIABILITIES 

XX,XXX 
XX,XXX 
Net Assets (Equity): 

3010, 3020 

Unrestricted net assets 

$XX,XXX 

$XX,XXX 

Net assets temporarily restricted by donors 

XX,XXX 

XX,XXX 

Net assets permanently restricted by donors 

XX,XXX 
XX,XXX 
   Total net assets (equity) 

XX,XXX 
XX,XXX 
TOTAL LIABILITIES &NET ASSETS 

$XX,XXX 
$XX,XXX 



	XYZ ASSOCIATION
STATEMENTS OF UNRESTRICTED REVENUE AND EXPENSE
(Natural Classification)
For the years ended December 31, 200X and 200X

	REVENUE 
	
	200X 
	200X 

	4010 
	Dues (members, chapters, related organizations, etc.) 
	$XX,XXX 
	$XX,XXX 

	4110 
	Initial fees 
	XX,XXX 
	XX,XXX 

	4210 
	Special assessments 
	XX,XXX 
	XX,XXX 

	4510 
	Registrations (regular, associate, exhibitor, etc.) 
	XX,XXX 
	XX,XXX 

	4610 
	Exhibitor fees 
	XX,XXX 
	XX,XXX 

	4710 
	Supplementary activities (meals, tours, etc.) 
	XX,XXX 
	XX,XXX 

	5100 
	Advertising 
	XX,XXX 
	XX,XXX 

	5200 
	Subscriptions 
	XX,XXX 
	XX,XXX 

	5300 
	Reprints 
	XX,XXX 
	XX,XXX 

	5400 
	Video (and other visual materials) 
	XX,XXX 
	XX,XXX 

	5500 
	Royalties 
	XX,XXX 
	XX,XXX 

	5600 
	Mailing labels 
	XX,XXX 
	XX,XXX 

	5700 
	Management fees (related entities, etc.) 
	XX,XXX 
	XX,XXX 

	5800 
	Administrative fees (insurance program, etc.) 
	XX,XXX 
	XX,XXX 

	5900 
	Commissions 
	XX,XXX 
	XX,XXX 

	6000 
	Grants (government, foundation, corporate, etc.) 
	XX,XXX 
	XX,XXX 

	6110 
	Contributions (cash, property, services) 
	XX,XXX 
	XX,XXX 

	6210 
	Sponsorship 
	XX,XXX 
	XX,XXX 

	6220 
	Endorsements 
	XX,XXX 
	XX,XXX 

	6230 
	Interest 
	XX,XXX 
	XX,XXX 

	6240 
	Dividends 
	XX,XXX 
	XX,XXX 

	6250 
	Rent 
	XX,XXX 
	XX,XXX 

	6260 
	Gain on sale of investments 
	XX,XXX 
	XX,XXX 

	6270 
	Gain on disposal of operating assets 
	XX,XXX 
	XX,XXX 

	6280 
	Miscellaneous 
	XX,XXX 
	XX,XXX 

	
	   Total Revenue 
	XXX,XXX 
	XXX,XXX 

	

	

	
	
	
	

	EXPENSE 
	
	
	

	7050 
	Salaries 
	$XX,XXX 
	$XX,XXX 

	7070 
	Payroll taxes (FICA, FUTA, state unemployment, etc.) 
	XX,XXX 
	XX,XXX 

	7090 
	Benefits (health, life, disability insurance, etc.) 
	XX,XXX 
	XX,XXX 

	7110 
	Retirement (pension, etc.) 
	XX,XXX 
	XX,XXX 

	7120 
	Parking 
	XX,XXX 
	XX,XXX 

	7130 
	Professional development (education, etc.) 
	XX,XXX 
	XX,XXX 

	7410 
	Mortgage interest 
	XX,XXX 
	XX,XXX 

	7420 
	Rent 
	XX,XXX 
	XX,XXX 

	7430 
	Maintenance 
	XX,XXX 
	XX,XXX 

	7440 
	Repairs 
	XX,XXX 
	XX,XXX 

	7450 
	Property taxes 
	XX,XXX 
	XX,XXX 

	7460 
	Utilities 
	XX,XXX 
	XX,XXX 

	7520 
	Audio visuals 
	XX,XXX 
	XX,XXX 

	7530 
	Awards, plaques 
	XX,XXX 
	XX,XXX 

	7540 
	Meals 
	XX,XXX 
	XX,XXX 

	7550 
	Entertainment 
	XX,XXX 
	XX,XXX 

	7560 
	Equipment rental 
	XX,XXX 
	XX,XXX 

	7570 
	Exhibit hall 
	XX,XXX 
	XX,XXX 

	7580 
	Hotel 
	XX,XXX 
	XX,XXX 

	7590 
	Cancellation insurance 
	XX,XXX 
	XX,XXX 

	7610 
	Speakers 
	XX,XXX 
	XX,XXX 

	7620 
	Tours 
	XX,XXX 
	XX,XXX 

	7710 
	Travel (board, committees, staff, etc.) 
	XX,XXX 
	XX,XXX 

	7720 
	Professional fees (audit, legal, consultants, etc.) 
	XX,XXX 
	XX,XXX 

	7730 
	Computer supplies and maintenance 
	XX,XXX 
	XX,XXX 

	7740 
	Reproduction 
	XX,XXX 
	XX,XXX 

	7750 
	Depreciation 
	XX,XXX 
	XX,XXX 

	7760 
	General insurance (liability, office, etc.) 
	XX,XXX 
	XX,XXX 

	7770 
	Loss on disposal of operating assets 
	XX,XXX 
	XX,XXX 

	7780 
	Office supplies 
	XX,XXX 
	XX,XXX 

	7790 
	Postage 
	XX,XXX 
	XX,XXX 

	8010 
	Printing 
	XX,XXX 
	XX,XXX 

	8020 
	Taxes (federal and state income, property, etc.) 
	XX,XXX 
	XX,XXX 

	8030 
	Reference materials 
	XX,XXX 
	XX,XXX 

	8040 
	Dues 
	XX,XXX 
	XX,XXX 

	
	   Total Expense 
	XXX,XXX 
	XXX,XXX 

	
	   Excess of Revenue Over Expense 
	$XXX,XXX 
	$XXX,XXX 


	XYZ ASSOCIATION
STATEMENTS OF UNRESTRICTED REVENUE AND EXPENSE
(Natural Classification)
For the years ended December 31, 200X and 200X

	REVENUE1 
	
	
	200X 
	200X 

	800 
	Dues2 
	$XX,XXX 
	$XX,XXX 

	100 
	Meetings 
	XX,XXX 
	XX,XXX 

	200 
	Education 
	XX,XXX 
	XX,XXX 

	300 
	Trade shows 
	XX,XXX 
	XX,XXX 

	400 
	Publications 
	XX,XXX 
	XX,XXX 

	500 
	Certification 
	XX,XXX 
	XX,XXX 

	800 
	Investments2 
	XX,XXX 
	XX,XXX 

	800 
	Grants2 
	XX,XXX 
	XX,XXX 

	900 
	Contributions2 
	XX,XXX 
	XX,XXX 

	
	
	Total Revenue 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	EXPENSE 
	
	
	
	

	100 
	Meetings: 
	
	

	
	01 
	Annual meeting 
	XX,XXX 
	XX,XXX 

	
	02 
	Regional meetings 
	XX,XXX 
	XX,XXX 

	
	03 
	Board and committee 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	200 
	Education: 
	
	

	
	01 
	Spring conference 
	XX,XXX 
	XX,XXX 

	
	02 
	Fall conference 
	XX,XXX 
	XX,XXX 

	
	03 
	Regional workshops 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	300 
	Trade shows: 
	
	

	
	01 
	Eastern 
	XX,XXX 
	XX,XXX 

	
	02 
	Western 
	XX,XXX 
	XX,XXX 

	
	03 
	European 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	400 
	Publications: 
	
	

	
	01 
	Magazine 
	XX,XXX 
	XX,XXX 

	
	02 
	Newsletter 
	XX,XXX 
	XX,XXX 

	
	03 
	Directory 
	XX,XXX 
	XX,XXX 

	
	04 
	Books 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	500 
	Certification: 
	
	

	
	01 
	Testing 
	XX,XXX 
	XX,XXX 

	
	02 
	Renewals 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	600 
	Government relations: 
	
	

	
	01 
	Legislative 
	XX,XXX 
	XX,XXX 

	
	02 
	Regulatory 
	XX,XXX 
	XX,XXX 

	
	03 
	Coalitions 
	XX,XXX 
	XX,XXX 

	
	04 
	Issue briefings 
	XX,XXX 
	XX,XXX 

	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	800 
	Management and general 
	XX,XXX 
	XX,XXX 

	900 
	Fund-raising 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	
	
	Total Expense 
	XXX,XXX 
	XXX,XXX 

	
	
	Excess of Revenue Over Expense 
	$XX,XXX 
	$XX,XXX 

	

	

	
	
	
	
	

	1Specific program service revenue not presented, however, this breakdown could be presented in a manner similar to the expense section (see next page). 
	
	
	
	

	

	

	
	
	
	
	

	2In this presentation, these sources of revenue are not considered program service revenue, rather they are viewed as general support and fund-raising. 
	
	
	
	


	XYZ ASSOCIATION
STATEMENTS OF UNRESTRICTED REVENUE AND EXPENSE
(Departmental Classification of Expenses)
For the years ended December 31, 200X and 200X

	REVENUE 
	
	
	
	200X 
	200X 

	01 
	Education Department: 
	
	

	
	   200 
	Education 
	
	$XX,XXX 
	$XX,XXX 

	
	
	01 
	Spring conference 
	XX,XXX 
	XX,XXX 

	
	
	02 
	Fall conference 
	XX,XXX 
	XX,XXX 

	
	
	03 
	Regional workshops 
	XX,XXX 
	XX,XXX 

	
	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	   500 
	Certification 
	
	

	
	
	01 
	Testing 
	XX,XXX 
	XX,XXX 

	
	
	02 
	Renewals 
	XX,XXX 
	XX,XXX 

	
	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	Education department total 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	02 
	Meetings Department: 
	
	

	
	   100 
	Meetings 
	
	
	

	
	
	01 
	Eastern 
	XX,XXX 
	XX,XXX 

	
	
	02 
	Western 
	XX,XXX 
	XX,XXX 

	
	
	03 
	European 
	XX,XXX 
	XX,XXX 

	
	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	Meetings department total 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	03 
	Publications Department 
	
	

	
	   400 
	Publications 
	
	
	

	
	
	01 
	Magazine 
	XX,XXX 
	XX,XXX 

	
	
	02 
	Newsletter 
	XX,XXX 
	XX,XXX 

	
	
	03 
	Directory 
	XX,XXX 
	XX,XXX 

	
	
	04 
	Books 
	XX,XXX 
	XX,XXX 

	
	
	
	
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	Publications department total 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	04 
	Member relations department 
	
	

	
	   600 
	Dues 
	
	XX,XXX 
	XX,XXX 

	05 
	Administration 
	
	

	
	   600 
	Investments 
	XX,XXX 
	XX,XXX 

	
	   800 
	Grants 
	XX,XXX 
	XX,XXX 

	
	   900 
	Contributions 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	Administration department total 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	
	Total Revenue 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	
	

	Expense 1 
	
	
	
	
	

	01 
	Education 
	XX,XXX 
	XX,XXX 

	02 
	Meetings 
	XX,XXX 
	XX,XXX 

	03 
	Publications 
	XX,XXX 
	XX,XXX 

	04 
	Member services 
	XX,XXX 
	XX,XXX 

	05 
	Administration 
	XX,XXX 
	XX,XXX 

	06 
	Government affairs 2 
	XX,XXX 
	XX,XXX 

	
	   Total Expense 
	XX,XXX 
	XX,XXX 

	
	   Excess of Revenue over Expense 
	$XX,XXX 
	$XX,XXX 


	XYZ ASSOCIATION
STATEMENTS OF CHANGES IN NET ASSETS (EQUITY)
For the years ended December 31, 200X and 200X

	Donor Restricted 

	
	Unrestricted 
	Temporary 
	Permanent 
	Total 

	Balance at 01/01/0X 
	$XX,XXX 
	$XX,XXX 
	$XX,XXX 
	$XX,XXX 

	

	

	
	
	
	
	

	Excess of revenue over expenses 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Funds received for: 
	
	
	
	

	   Purpose A 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	   Endowment 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Earnings on donor restricted funds 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Donor restrictions fulfilled 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Balance at 12/31/0X 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Excess of revenue over expense 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Funds received for: 
	
	
	
	

	   Purpose A 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	   Endowment 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Earnings on donor restricted funds 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Donor restrictions fulfilled 
	XX,XXX 
	XX,XXX 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	
	

	Balance at 12/31/0X 
	$XX,XXX 
	$XX,XXX 
	$XX,XXX 
	$XX,XXX 


	XYZ ASSOCIATION
DEPARTMENTAL STATEMENT OF UNRESTRICTED REVENUE AND EXPENSE
Meetings (02)
For the years ended December 31, 200X and 200X

	REVENUE 
	
	200X 
	200X 

	01-4510-100-01-02 
	Annual meeting 
	$XX,XXX 
	$XX,XXX 

	01-4510-100-02-02 
	Regional meetings 
	XX,XXX 
	XX,XXX 

	01-4510-100-03-02 
	Board and committee 
	XX,XXX 
	XX,XXX 

	01-4560-300-01-02 
	Eastern trade show 
	XX,XXX 
	XX,XXX 

	01-4610-300-02-02 
	Western trade show 
	XX,XXX 
	XX,XXX 

	01-4610-300-03-02 
	European trade show 
	XX,XXX 
	XX,XXX 

	
	   Total Revenue 
	XXX,XXX 
	XXX,XXX 

	

	

	
	
	
	

	EXPENSE 1 
	
	
	

	01-7050-000-00-02 
	Salaries 
	XX,XXX 
	XX,XXX 

	01-7070-000-00-02 
	Payroll taxes 
	XX,XXX 
	XX,XXX 

	01-7090-000-00-02 
	Benefits 
	XX,XXX 
	XX,XXX 

	01-7110-000-00-02 
	Retirement 
	XX,XXX 
	XX,XXX 

	01-7120-000-00-02 
	Parking 
	XX,XXX 
	XX,XXX 

	01-7130-000-00-02 
	Professional development 
	XX,XXX 
	XX,XXX 

	01-7410-000-00-02 
	Mortgage interest 
	XX,XXX 
	XX,XXX 

	01-7420-000-00-02 
	Rent 
	XX,XXX 
	XX,XXX 

	01-7430-000-00-02 
	Maintenance 
	XX,XXX 
	XX,XXX 

	01-7440-000-00-02 
	Repairs 
	XX,XXX 
	XX,XXX 

	01-7450-000-00-02 
	Property taxes 
	XX,XXX 
	XX,XXX 

	01-7460-000-00-02 
	Utilities 
	XX,XXX 
	XX,XXX 

	01-7520-000-00-02 
	Audio visuals 
	XX,XXX 
	XX,XXX 

	01-7530-000-00-02 
	Awards/plaques 
	XX,XXX 
	XX,XXX 

	01-7540-000-00-02 
	Meals 
	XX,XXX 
	XX,XXX 

	01-7550-000-00-02 
	Entertainment 
	XX,XXX 
	XX,XXX 

	01-7560-000-00-02 
	Equipment rental 
	XX,XXX 
	XX,XXX 

	01-7570-000-00-02 
	Exhibit hall 
	XX,XXX 
	XX,XXX 

	01-7580-000-00-02 
	Hotel 
	XX,XXX 
	XX,XXX 

	01-7590-000-00-02 
	Cancellation insurance 
	XX,XXX 
	XX,XXX 

	01-7610-000-00-02 
	Speakers 
	XX,XXX 
	XX,XXX 

	01-7620-000-00-02 
	Tours 
	XX,XXX 
	XX,XXX 

	01-7710-000-00-02 
	Travel 
	XX,XXX 
	XX,XXX 

	01-7720-000-00-02 
	Professional fees 
	XX,XXX 
	XX,XXX 

	01-7730-000-00-02 
	Computer supplies and maintenance 
	XX,XXX 
	XX,XXX 

	01-7740-000-00-02 
	Reproduction 
	XX,XXX 
	XX,XXX 

	01-7750-000-00-02 
	Depreciation 
	XX,XXX 
	XX,XXX 

	01-7760-000-00-02 
	General insurance 
	XX,XXX 
	XX,XXX 

	01-7770-000-00-02 
	Loss on disposal of operating assets 
	XX,XXX 
	XX,XXX 

	01-7780-000-00-02 
	Office supplies 
	XX,XXX 
	XX,XXX 

	01-7790-000-00-02 
	Postage 
	XX,XXX 
	XX,XXX 

	01-8010-000-00-02 
	Printing 
	XX,XXX 
	XX,XXX 

	01-8020-000-00-02 
	Taxes 
	XX,XXX 
	XX,XXX 

	01-8030-000-00-02 
	Reference materials 
	XX,XXX 
	XX,XXX 

	01-8040-000-00-02 
	Dues 
	XX,XXX 
	XX,XXX 

	
	   Total Expense 
	XX,XXX 
	XX,XXX 

	

	

	
	
	
	

	
	   Excess of Revenue Over Expense 
	$XX,XXX 
	$XX,XXX 




1.
Each individual receivable account should have an allowance for uncollectible accounts. For example, account 1215 can be used for the allowance for uncollectible dues.



2.
Each individual fixed asset should have an accumulated depreciation account. For example, account 1625 can be used for accumulated depreciation of buildings.



3.
Each net asset (equity) account may have accounts for segregating types of transactions within the equity classification including reclassifications between equity accounts, receipts from donors, or restricted earnings on donor funds. All expenses affect unrestricted equity and may not directly reduce restricted equity accounts.



1.
Expenses could be broken down in a manner similar to revenue. Many associations identify only direct departmental expenses. The allocation of overhead, while not required is highly desirable for managerial purposes.



2.
This department is assumed to be a service department only, with no revenue being created.



1.
Expense could be further broken down by functional area and program. 
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