
Fundamentals
Ways and means for the public sector

Many not-for-proýt organizations are preparing for their 
annual ýnancial statement audit. This year, auditors are 
equipped with a new auditing standard in their work 
plan. Because this standard lowers the threshold used for 
determining control deýciencies, organizations may see an 
increased number of control deýciencies identiýed in an 
audit ð including deýciencies considered to be severe.

In 2006, the American Institute of Certiýed Public 
Accountants (AICPA) issued Statement of Auditing 
Standards (SAS) No. 112, Communicating Internal 
Control Related Matters Identiýed in an Audit — which 
supersedes SAS No. 60, Communication of Internal 
Control Related Matters Noted in an Audit. For 
organizations with ýscal year ends, SAS No. 112 is effective 
with audits of the 2007 ýnancial statements.   

SAS No. 112 redeýnes internal control or operational 
deýciencies in the following categories:

	 A control deýciency exists when the design or operation 
of a control doesnôt allow management or employees, 
in the normal course of performing their assigned 
functions, to prevent or detect misstatements on a 
timely basis. These can be further categorized into 
either a deýciency in the ñdesignò or ñoperationò of  
a control.

	 A signiýcant deýciency is a control deýciency (or 
combination of control deýciencies) that adversely 
affects the entityôs ability to initiate, authorize, record, 
process or report ýnancial data reliably in accordance 
with generally accepted accounting principles such 
that there is more than a remote likelihood that a 
misstatement of the entityôs ýnancial statements that 
is more than inconsequential will not be prevented or 
detected. Remote is deýned as the chance of the future 
events occurring is slight. 

	 A material weakness is a signiýcant deýciency (or 
combination of signiýcant deýciencies) that results 
in more than a remote likelihood that a material 
misstatement of the ýnancial statements will not be 
prevented or detected.

This standard now requires auditors to consider 
combinations of deýciencies when classifying  
internal control deýciencies. Consideration of 
materiality from both a quantitative and qualitative 
perspective is also required when assessing the 
severity of these deýciencies. As a result, the audit 
process may be lengthened, as auditors must 
now gather more evidence and documentation 
to determine whether ýndings are signiýcant 
deýciencies or material weaknesses. 

An important concept in the pronouncement is 
that the system of internal control over ýnancial 
reporting goes beyond the general ledger to the 
actual preparation of ýnancial statements. This 
has signiýcant implications as a control deýciency 
exists if an organization doesnôt have controls 
over ýnancial statement preparation ð including 
footnote disclosures, which would prevent or detect 
a misstatement in the ýnancial statements. Consider 
these items to be at least signiýcant deýciencies: 
deýciencies in recording recurring and nonrecurring 
adjustments to the ýnancial statements and 
deýciencies in having sufýcient expertise in selecting 
and applying accounting principles. The auditorôs 
identiýcation of a material adjustment to the  
ýnancial statements may be regarded at least as a 
signiýcant deýciency and a strong indicator of a 
material weakness.

Many NFPs donôt prepare their year-end ýnancial 
statements; the auditors draft the ýnancial statements 
as part of the year-end audit. In such cases, an 
important component of an organizationôs ýnancial 
reporting over internal controls is to review, approve 
and accept responsibility for its ýnancial statements 
accompanying the audit prior to issuance. This 
involves developing and documenting processes to:

Å	 Check disclosures for completeness through the 
use of a ýnancial statement disclosure checklist 
tailored for NFPs.

Å	 Review expectations and estimates.

SAS No. 12, continued on page 3



2 
  F

u
n

d
am

en
ta

ls

The Pension Protection Act of 2006 enacted numerous 
reforms that affect charitable organizations. 
 
A primary change is with the ýling of Form 990, Return of 
Organization Exempt from Income Tax. Organizations that 
are public charities ð but exempt from private foundation 
under section 509(a)(3) as a supporting organization 
ð now need to ýle Form 990. Previously, ýling Form 990 
wasnôt required if the organization had gross receipts that 
were normally less than $25,000.   
 
Organizations afýliated with school districts, colleges 
and universities, hospitals, etc, should review their 
governing documents to determine if they are a supporting 
organization. If your organization determines that itôs a 
supporting entity, youôre required to ýle Form 990 ð with 
the only exception being for those that are a supporting 
entity of a religious organization with gross receipts 
normally $5,000 or less.

How do you determine if youôre a supporting organization? 

1.	 Review the governing documents (articles and by-laws). 
2.	 Review the IRS determination letter or application for 

exempt status Form 1023 as ýled with the IRS.
3.	 Review the structure of the organization, including the 

board of directors or trustees. 

A supporting organization is one that is operated only for 
the beneýt of, and in connection with, another publicly 
supported public charity. The deýnitions of supporting 
organizations are complex and the reporting requirements 
require substantially more information than has been 
required in the past. Talk to your organizationôs auditor or 
tax advisor to work through this complex evaluation.

Organizations determined not to be supporting 
organizations ð and normally have gross receipts below 
$25,000 ð are currently excused from ýling Form 
990. However, the Pension Protection Act requires 
these organizations to annually furnish the following 
information electronically:

Å	 Notice containing the legal name of the organization
Å	 Any name by which the organization operates or  

does business
Å	 Mailing address and Web site address
Å	 Taxpayer identiýcation number
Å	 Name and address of a principal ofýcer
Å	 Evidence of the organizationôs continuing qualiýcation 

for exemption from the Form 990 ýling requirement 

This provision applies to periods beginning after 2006.

Many small community-based organizations ð such as 
little leagues, parent teacher organizations and booster 
clubs ð that historically have been under the threshold 
for ýling an information return may now need to ýle an 
electronic notice Form 990-N. Review the organizations 
youôre afýliated with, either as a volunteer, board member 
or indirect ýnancial control, to determine their ýling 
requirements. 

Accounting Principles Generally Accepted in the United 
States of America (GAAP) reporting for afýliated 
organizations has not changed, but considering the 
IRSô increased reporting, itôs a good time to refresh the 
accountability and transparency of afýliated organizations 
for ýnancial reporting purposes. 

The change in tax requirements and the subsequent 
process of determining whether afýliated organizations 
are supporting entities provides the opportunity to 
ensure all entities are properly captured in the year-end 
ýnancial report of a government that the organization 
may support. Governmental Accounting Standards Board 
(GASB) Statement No. 14 and Statement No. 39 supply the 
framework and criteria for determining when a separate 
legal organization is a component unit of a government.  
As you review the documentation items to determine 
whether the organization meets the IRS deýnition of a 
supporting organization, take the conclusions for the Form 
990 reporting requirements and evaluate them for the 
GAAP reporting requirements. 



Å	 Maintain and review supporting documentation for 
account groupings, statement of cash þows items and 
amounts released from restrictions.

Management of NFPs should begin planning for the 
implementation of SAS No. 112 now. Below are steps to 
prepare for an upcoming audit: 

Å	 Educate your board on the new requirements of SAS 
No. 112 and the possible ýndings.

Å	 Ensure internal controls over ýnancial reporting are 
formally documented. Monitor and test these internal 
controls for accuracy on a semi-annual or annual basis.
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Å	 Reconcile the general ledger to the amounts 
reported in the ýnancial statements (including 
disclosures)  
and apply analytical review procedures to the  
ýnancial statements. 

Å 	 Begin taking inventory of your signiýcant controls 
over your most guarded assets (or ýnancial 
reporting process) and start documenting those 
critical aspects of internal controls.

Å	 Assess your reliance on external auditors to draft 
your ýnancials. At least for this year, formally 
designate a person responsible for reviewing and 
approving the ýnancial statements and design 
checklists to document this review.  

Governance for not-for-proýt organizations has 
become an important topic for the American Institute 
of Certiýed Public Accountants (AICPA) and the IRS. 
The focus is to increase the transparency of operations 
for the charitable sector.

The AICPA Auditing Standards Board has issued 
Statement on Auditing Standards (SAS) No. 114, 
The Auditorôs Communication With Those Charged 
With Governance. The SAS provides a framework 
for auditors to communicate with those charged with 
governance and identiýes some speciýc matters to 
be communicated. The term ñthose charged with 
governanceò means they with responsibility for 
overseeing the strategic direction and the obligations 
related to the accountability of the entity. This includes 
overseeing the ýnancial reporting process. 

SAS No. 114 requires an evaluation of the 
communication between the auditor and those charged 
with governance. This involves evaluating the ýnancial 
expertise of the governing body and communicating 
ð in writing ð all signiýcant ýndings from the audit.

Strong, active governance for an NFP organization 
protects:
	
Å	 Public trust
Å	 Image and reputation 
Å	 Stakeholders (Beneýciaries, donors, employees)
Å	 Favored tax status

A preliminary guideline from the IRS, Good 
Governance Practices for 501(c)(3) Organizations, is 
designed to help NFP boards improve their oversight 

and promote good governance practices. Although the 
guideline has been discussed in the public domain, it 
has yet to be ýnalized. 

Adopting the practices recommended is not a 
requirement for exemption. However, an NFP that 
adopts some or all of the recommendations may be 
more successful in pursuing its exempt purposes and 
earning public support.

The IRS provides nine speciýc good practices:

•	 Mission statement 
Å	 Code of ethics and whistleblower
Å	 Due diligence
Å	 Duty of loyalty (conþict of interest)
Å	 Transparency
Å	 Fundraising policy
•	 Financial audits
Å	 Compensation
•	 Document retention policy

Governing boards should be composed of individuals 
who are informed and active in overseeing a charityôs 
operations and ýnances. They should be knowledgeable 
about the organizationôs purpose and programs, and 
have expertise in accounting, ýnance, compensation 
and ethics. 

The organization should educate the governing 
board on their roles and responsibilities and promote 
good governance practices. Working together, the 
organization and governing board can ensure its 
success in pursuing exempt purposes and maintaining 
public trust.




