Fundamentals

Ways and means for the public sector
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Diversiyed portfolios of many not-for-proyt organizations
include real estate, hedge funds, private equity, venture
capital, and commodity funds. Such investments can

take the legal form of a limited partnership, trust, limited
liability corporation or corporation.

If your NFP holds such “alternative investments,” you
should be aware of new audit procedures. Failing to
understand and plan for these changes could result in
unexpected revisions to your audit report.

In July 2005, the American Institute of Certiyed Pubic
Accountants (AICPA) issued two audit interpretations:
Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value and Auditing
Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist. The interpretations underscore
two key principles:

A Simply receiving a conyrmation from a third-party
manager or custodian may not be adequate audit
evidence to support the valuation or existence of
the investment.

A Management is responsible for making the fair value
measurements and disclosures included in the
ynancial statements.

Based on these interpretations, auditors should, in certain
situations, determine whether limited evidence creates

a scope limitation that might require a qualiycation or
disclaimer of opinion.

In July 2006, the AICPA published Alternative
Investments — Audit Considerations: A Practice Aid for
Auditors, which provided guidance on responding to
these interpretations.
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An auditor is expected to develop an audit approach based
on an assessment of the risk of material misstatement in
the ynancial statements. The practice aid details four areas
the auditor is likely to consider in assessing

such risk:
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1. Signiycance of alternative investments to the
ynancial statements

2. Nature, complexity and liquidity of the
underlying investments

3. Nature and extent of managementis process
and related internal controls associated with the
valuation of alternative investments

4. Nature and extent of information available to
management to support its valuation process and
valuation conclusions
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Typically, an auditoris main audit procedure is to
conyrm value and existence with the investment
fund manager. The practice aid includes a sample
conyrmation, asking the fund manager for amounts
of all transactions for the period under audit and the
balance of the entityis capital account at the balance
sheet date.

The conyrmation also asks for a detailed list of

the investment holdings. If itis not returned, or a
detailed list not provided, the auditor must perform
additional procedures. In order to be successful, these
procedures require cooperation between the auditor
and client.
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Management of the investing entity & in this case,
your NFP & is responsible for determining investment
value. NFP management isnit expected to recalculate
estimates of fair values, but it must ensure the
valuation is adequately and appropriately prepared.
Your management can use its own investment
department or hire an outside investment advisor to
assist in meeting this responsibility.

As noted in the practice aid, this responsibility cannot,
under any circumstances, be outsourced or assigned
to a party outside of the investor entityis management.

Understand and plan, continued on page 3
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The Pension Protection Act of 2006 includes several
provisions relating to exempt organizations. Since the
language covers charitable giving incentives, as well as
charitable reform, the changes affect many different
areas of exempt organization tax law.
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Among the charitable giving incentives, two provisions
stand out:

1. Donors aged 70 1/2 or older are allowed to make
contributions of up to $100,000 directly from their
IRASs to a charity without being subject to income tax.
This simpliyes prior law, which created situations in
which donors were liable for income tax even when
the income was equal to the deduction. This change is
effective upon enactment and is due to sunset
Dec. 31, 2007.

2. Deductible payments of rent, interest and royalties
from a for-proyt subsidiary to its exempt parent will
no longer result in unrelated business income for the
exempt parent if an agreement was in force as of the
date of enactment. The payments between the parties
must represent fair value. These relationships are
captured on (new) Part XI of 2006 Form 990.

The IRS and congressional tax counsel are studying
the prevalence and impact of these relationships in
contemplation of making this provision permanent.
This is effective retroactively to Jan. 1, 2006, and is
due to sunset Dec. 31, 2007.
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The charitable reforms language contains several
stipulations that will make the life of a law-abiding
exempt organization more cumbersome.

A host of new rules relate to donor contributions. One
condition retroactively disallows a donor deduction for
property given to the organization to further its exempt
purpose but not used in that manner. This law goes into
effect for contributions made after Sept. 1, 2006.

Another provision disallows deductions for contributions
of clothing and household items not in at least figood
used condition.” It also denies deductions for property
of minimal value. Congress expressed concern that
taxpayers were getting deductions for donations of used
undergarments and the like. Itis not yet clear how these

stipulations will be enforced. Early speculation suggests
taxpayers should take photographs of their donated items
as substantiation. This law applies to contributions made
after the date of enactment.

Even cash contributions are under attack. According to
existing law, donees can document cash contributions
under $250 by means of their own contemporaneous
written record. The new law requires a donor receipt

or bank record (check) to document any contribution.
This rule is effective for contributions made in tax years
beginning after enactment.

Some private foundations will experience an increase in
their excise tax on investment income. The deynition of
net investment income has been widened to include
capital gains from appreciation, annuities and similar
ynancial instruments, as well as gains from exempt
purpose assets. This provision applies to tax years
commencing after enactment.

In an effort to track all exempt organizations, a new
condition requires organizations that donit meet the
$25,000 yling requirement to electronically yle an annual
notice containing basic contact and ynancial information.
This rule is effective for tax years beginning after 2006.

Congress added signiycantly to existing disclosure by now
requiring public disclosure of Form 990-T, to go along
with form(s) 990 and 1023. The IRS has indicated form
990-T will not be made widely available on the Internet
(www.Guidestar.org), but will be subject to disclosure
upon request. This applies to returns yled after the date
of enactment.

Type 111 supporting organizations and donor advised
funds are the subject of several provisions to tighten up
the regulatory ship. New rules create severe penalties for
grants, loans and compensation, or the like, between the
exempt organization and related parties.

The IRS, in a telling sign of future audit activity, is directed
by Congress to undertake a study of the organization

and operation of donor-advised funds and supporting
organizations. Donit be surprised to receive a letter from
the IRS if your (group of) organization(s) has either a
donor-advised fund or a support organization. Most of
these provisions are effective for tax years beginning after
the date of enactment.
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The American Institute of Certiyed Public
Accountants (AICPA) issued last year a suite of eight
new auditing standards & effective for audits of
periods beginning on or after Dec.15, 2006. These
standards, which are intended to address audit risk
related issues, constitute the greatest change in the
audit environment in almost 20 years.

These standards will, in most cases, increase the
number of procedures your auditor performs in the
course of a ynancial statement audit and the amount
of documentation retained in the workpaper yle.
Under the new standards, expect your auditor to:

« Be more cautious with acceptance and continuation
determinations.

A Spend more time documenting understanding of
your internal controls.

* Be more concerned about evaluation of errors
and their qualitative and quantitative impact on
material accuracy of ynancial statements.

A Obtain more compelling evidence in support of
managementis assertions related to fair value
determinations.

e Ask for and keep more audit evidence.

A Expand consideration of subsequent events
occurring after completion of yeldwork, but before
the release of the report.

You will likely see changes in the timing, nature and
extent of your auditorés communications.

Under these standards, the term “reportable
conditiono has been replaced with fisigniycant
deyciencyo and fimaterial weakness.0 And both
must be communicated in writing each year to those
charged with governance. As a result, the auditorts
reporting related to internal controls could expand
considerably for many organizations.

For entities participating in federal award programs,
expect to see corresponding changes made in

the Government Auditing Standards, issued by

the comptroller general of the United States and
requirements of Ofyce of Management and Budget
Circular A-133, Audits of States, Local Governments,
and Non-proyt Organizations.

Itis a good idea to discuss speciycs of these changes
with your external auditor. They will affect the timing,
nature, extent and cost of your future audits.

Understand and plan, continued from page 1

Appendix 2 of the practice aid offers a useful list of
examples of due diligence, ongoing monitoring and
ynancial reporting controls appropriate for overseeing
alternative investments. It also addresses the importance
of written management representations addressing
valuation of investments, reasonable of assumptions and
completeness, and adequacy of disclosure.

Footnote disclosure: It's important that footnotes
adequately describe the inherent risks and uncertainties
of the investment portfolio. Simply listing such
investments as “limited partnerships” or “hedge funds”
isn't enough.
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When signiycant alternative investments are involved,
the practice aid suggests auditors consider an emphasis

of matter paragraph in the audit opinion. Some
auditors appear to do this regularly, but the practice is
far from consistent.

The practice aid also explains when a scope limitation
might require a qualiycation or disclaimer of opinion.

Alternative investments will require special attention
if the auditor concludes they are material to the
ynancial statements. If your NFP is in this situation,
be sure to address whether or not your internal
controls & and procedures overseeing alternative
investments & are adequate to support managementis
assessment of fair value.
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