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Intermediate sanctions require vigilance

by Tim Snavely, St. Louis,
tsnavely@bkd.com

E iduciaries of tax-exempt
entities should review the
organization’s transactions for any
problem areas, such as private
inurement and excess benefits pro-
vided to insiders.

Otherwise, an organization
may risk severe penalties, negative
publicity and potential damage to
its reputation.

.. .the IRS has instructed
its agents to closely
review responses to the
questions on Form 990. . .

Overview

The Jobs and Growth Tax
Relief Reconciliation Act of 2003
(the Act) imposes a personal liabil-
ity on any organization insider
(disqualified person) who receives
excess compensation or sells prop-
erty at an inflated price to an
exempt organization.

A disqualified person is an
individual, such as an officer,
director, trustee or key employee,
in a position to exercise substan-
tial influence over the affairs of an
exempt organization.

A 25% penalty is assessed on
the excess benefit, with an addi-
tional 200% penalty if the excess
benefit is not corrected, z.e., repaid
to the organization, within a rea-
sonable amount of time.

There also is a 10% penalty
imposed on any organization
manager (potentially including
board members) who knowingly

participates in the excess benefit
transaction.

IRS enforcement
A tax-exempt organization’s
tax return (Form 990) now

requires an organization to indicate
whether any excess benefit transac-
tions have occurred during the tax
year.

This, of course, assumes the
organization has a process in place

to identify these transactions.

To ensure compliance, the IRS
has instructed its agents to closely
review responses to the questions
on Form 990 and has hinted addi-

IAs can help protect & improve operations

by Tracy Neumeier, Fort Wayne,
tneumeier@bkd.com

B usiness risks may lurk
around the corner at your
organization, and it’s important to
know what and where they are.

Resources are available to help
you reveal and remedy risk areas.

IAs can help bring
improvement

An internal audit (TA) is an
independent, objective assurance
and consulting activity designed to
help protect an organization and
improve its operations.

An IA can help an organiza-
tion accomplish its objectives by
bringing a systematic, disciplined
approach to evaluate and improve
the effectiveness of risk manage-
ment, control and governance
processes.

A professionally competent IA
staff can provide services critical to
an organization’s effective and effi-
cient control structure.

An internal auditor’s compe-
tence should be apparent, support-
ed by professional certifications,
i.e., certified internal auditor and
certified government auditing pro-
fessional; both are administered by
the Institute of Internal Auditors.

1A methods vary

IA services are available in a
variety of methods and degrees,
including specialized consulting,
cosourced and/or outsourced serv-
ices.

Specialized IA services include
the consulting approach; it works
best when a particular need or
opportunity exists, such as:
Business process reviews
Cost-saving analysis
Efficiency reviews
Internal control evaluations
Compliance reviews
Regulatory
Contractual
NCAA
Student financial aid
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IA consulting services help
newly established IA departments:

v Document existing internal
controls

v Assess existing internal con-
trols

Establish an IA charter

Establish an entity-wide risk
model

AN

Cosourcing, an IA function
shared between in-house staff and
service providers, is beneficial if
your organization needs to:

v/ Obtain a required skill set for
specific audit projects

v/ Manage existing IA staff
v/ Obtain geographic coverage
v/ Complete the IA plan

IA outsourcing involves
obtaining a full range of audit serv-
ices from an outside provider,
including:

v/ Risk assess-
ment

v/ Internal control
system docu-
mentation and
assessment

Annual plan-
ning

Long-term
planning

Plan execution
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Communicate—both orally
and in writing—vesults to
management and the audit
committee

Because they focus on risk
management, control and gover-
nance processes, IA services will
help your management team pro-
tect and improve your organiza-
tion’s operations.d
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by Wally Wetherill, Fort Wayne, wwetherill@bkd.com

ﬁ he Association of Business Administrators of Christian Colleges
(ABACC) recently held its 45th annual conference in Orlando,
Florida. Chief financial officers of Christian colleges and universities
from all over the country met to hone their skills and learn new ones.
The Accrediting Association of Bible Colleges meets concurrently
with ABACC to discuss the development of Christian curriculum and

related college administrative policies.

ABACC’s Executive Director Bruce Hoeker says, “The conference
offers a wide variety of information and resources. It covers just about
everything a CFO in higher education needs to know.

“Our break-out sessions feature topics like ‘Financial Ratios and
Benchmarks, ‘Strategic Budget Planning and Control’ and ‘Financial

Reporting Techniques.””

The next ABACC conference is scheduled for February 16-19,
2005, in Orlando, Florida. Visit http/www.ABACC.com for more

information.d

Sarbanes-Oxley: Help
your board respond

by Travis Webb, Indianapolis,
twebb@bkd.com

n last month’s Perspec-

tives, Debi Ladyman’s “How
Will Sarbanes-Oxley Affect Your
Organization?” highlighted some
of the “best practices” opportuni-
ties arising from the Sarbanes-
Oxley Act of 2002 (the Act).

The most often-referenced
opportunities for improvement or
change have been audit committee
charters, whistle-blower programs
and code-of-ethics statements.

Board members of many not-
for-profits are learning about the
Act through unrelated corporate
interests and are returning to their
volunteer positions with a height-
ened focus on their fiduciary
responsibilities.

This is a positive reflection of
the Act; some boards are even
directing their organizations to
become “fully compliant.”

Your organization should help

the board identify the components
of the Act where the benefits will
outweigh the costs of adoption.

Without that evaluation,
becoming fully compliant can be
expensive, time consuming and
ultimately may not be in the best
interests of your organization.

For guidance in developing or
revising your code-of-ethics, refer
to the Statement of Values and
Code of Ethics for Nonprofit and
Philanthropic Organizations.

This document, recently draft-
ed by a special task force of the
Independent Sector (IS), is avail-
able at the IS web site:
indepedentsector.org/members/
code_ethics.html
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Contact your BKD Not-for-
Profit & Government Group advi-
sor for more information about
BKD’s Sarbanes-Oxley compliance
team and how it can help your
organization.

IRS targets exempt
organizations in 2004

by Rich Royster, Springfield,
rroyster@bkd.com

m ecently, the Exempt Or-
ganization Division of the
Internal Revenue Service (IRS)
stated it will focus significant
resources in 2004 on tax-
avoidance schemes, as well as the
political activities of exempt
organizations.

Although the IRS is not tar-
geting specific types of organiza-
tions, it is trying to identify areas
where tax-shelter promoters are
taking advantage of select tax
structures to obtain abusive
results.

The IRS is also studying a
number of donor-advised funds
that appear abusive. Although
legitimate funds of that type exist,
other promoters have established
funds to:

v Generate questionable chari-
table deductions

v/ Provide impermissible eco-
nomic benefits to the donors
and their families (including
tax-sheltered investment
income for the donors)

v/ Provide management fees to
the promoters

In addition, the IRS is study-
ing potentially abusive transac-
tions involving:

v IRC §509(a)(3) supporting
organizations

v/ Organizations enrolled in
Department of Housing and

Urban Development
Programs

v/ VEBAs (a medical tax-free
reimbursement plan for many
governmental employers,
their employees and retirees)

v/ Use of certain corporate
organizations to shelter assets
and income from taxation and
personal liability

v/ Charitable family limited part-
nerships

v/ Transactions involving the use
of certain exempt and nonex-
empt trusts
The IRS will likewise continue

its examination of other noncom-

pliance trends in the exempt-
entity world, including issues
involving inurement, fundraising
activities, donated property, con-
sumer credit services and organi-
zations formed to assist relief

efforts after September 11, 2001.
With respect to inurement,

the IRS is principally focused on

compensation, including signifi-
cant loan activity and whether
excess benefit transactions are
appropriately reported.

The IRS is reviewing con-
sumer credit services because
some entities appear to have the
characteristics of for-profit compa-
nies.

The post-September 11 relief
organizations are receiving atten-
tion simply because of the amount
of money that flowed to such
organizations.

Most recently, the IRS has
focused on the accuracy of the
fund-raising expenses reported on
the annual information returns.

Not-for-profits that reported
substantial contribution revenue
and little or no fund-raising
expenses received notices from the
IRS alerting them to potential
misrepresentation and advising
them of its concerns.

The IRS wants to be sure
exempt organizations are not
under-reporting their fund-raising
costs to donors and the general
public.

Exempt organizations should
revisit their functional expense
allocation for financial and tax
reporting purposes.d



Communicate
risk information

eposits and invest-

ments are often one of
the largest assets on a govern-
ment’s balance sheet, but they
also expose governments to
risks that have the potential to
result in losses.

GASB 40 requires state
and local governments to
communicate key information
about deposits and invest-
ments related to:

Credit risk

Custodial credit risk

v
v
v/ Concentration of credit risk
v Interest rates risk

v

Foreign currency risk

GASB 40 makes
changes

The most significant
changes and additions GASB
40 requires are:

v/ The previous requirement
of GASB 3 to disclose
deposits and investments by
custodial credit risk catego-
ry is deleted and replaced
by expanded disclosures of
those previously included
in Category 3

v/ Disclosures are added for
credit risk, concentrations
of credit risk, interest rate
risk and foreign currency
risk

v/ The government’s policy for
addressing each of the five
types of risk to which the
government is exposed, or
the fact that the policy does
not address the particular
risk, must be disclosed

v/ Investment disclosures ordi-
narily should be organized
by investment type

v/ Disclosures should be made
for the primary govern-
ment, including blended
component units, and
should also be made for
particular reporting units
or funds when the risk
exposure is significantly
greater than that of the pri-
mary government(

GASB 40: Early

adoption encouraged

by Mike Wolfe, Springfield
mwolfe@bkd.com

eposits and investments
L4 . .
represent significant

resources for many state and local
governments, resources necessary
for delivering services and pro-
grams and for carrying out fiduci-
ary responsibilities.

Yet, these same resources can
expose governmental entities to
risks that have the potential to
cause losses and compromise the
very services they help provide.
This is why disclosure of key infor-
mation about such transactions is
necessary.

To improve disclosure of com-
mon deposit and investment risks,
the Governmental Accounting
Standards Board (GASB) issued

Statement No. 40 (GASB 40) in
June 2003.

GASB 40 amends GASB 3’s
custodial credit risk disclosure
provisions, makes conforming
amendments to GASB 25 and 28
and adds numerous additional
required disclosures about deposit
and investment risks.

Implement early

The provisions of GASB 40 are
effective for financial statements
for periods beginning after June
15, 2004. Restatement of disclo-
sures for periods before the period
of initial adoption is optional.

As a step toward greater public
accountability, GASB 40 was
designed to provide disclosures to
help the public and other users of
governmental financial statements

better assess the risks inherent in a
government’s deposit and invest-
ment activities.

This information is particularly
relevant in today’s prevailing eco-
nomic, interest rate and equity and
debt market environments.

Accordingly, early adoption of
GASB 40 by all governmental enti-
ties is highly encouraged. Early
implementation is a sound way to
address the needs of users and
identify the risks your governmen-
tal entity is exposed to.

Disclosure required
GASB 40 modifies the custodial
credit risk disclosures of GASB 3 to
focus on areas of highest risk. In
addition, GASB 40 requires state
and local governments to disclose

continued on page 4
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Intermediate sanctions. . .

continued from page 1

tional questions will be developed
to force organizations to review
their compliance with the interme-
diate sanctions rules.

IRS audit examinations now
include steps to identify transac-
tions that would impose penalties.

Risk management
essential

To address the risks of inter-
mediate sanctions, exempt organi-
zations should:

v Educate board members and
key employees

v Use the Act’s definitions to
identify insiders in the organi-
zation

v/ Review specific transactions
and compensation arrange-
ments

v/ Implement a structure to com-

ply with the rebuttable pre-
sumption of reasonableness

The rebuttable presumption of
reasonableness is met if an inde-
pendent board or a committee
approved by
the board has
approved the
compensation
or other pay-
ment to an insider before the
organization makes payment.

The board or committee also
must use appropriate and compa-
rable data and adequately docu-
ment its determination of reason-
ableness.

The key advantage to obtain-
ing the presumption is that penalty
taxes can be imposed only if the
IRS develops “sufficient contrary
evidence” to rebut the presump-
tion.

Therefore, as a practical mat-

ter, the IRS would likely have to
invest considerable extra effort to
impose the taxes.

Take action

Tax-exempt organizations
should implement and monitor an
intermediate sanctions risk-
management program.

At the very least, such a pro-
gram would include annual educa-
tion of board members, officers,
key employees and managers
affected by intermediate sanctions.

It also would include a process
to take full advantage of the rebut-
table presumption of reasonable-
ness.
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Contact your BKD Not-for-
Profit & Government Group advi-
sor if you have questions or need
assistance with your own
program. [
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CPS provides FAA new access

by Todd Morriss, Springfield,
tmorriss@bkd.com

ﬁ he Office of Federal Stu-
dent Aid (OFSA) is shed-
ding new light into the black box
known as the Central Processing
System (CPS).

Beginning with the 2004-2005
processing year, financial aid
administrators (FAA) will have

online access to many new func-
tions in the CPS database.

The new functionality will
allow FAA to:

v/ Check on the status of a stu-
dent’s application

v View a student’s Student Aid
Report (SAR) information,
even before the Institutional
Student Information Record
(ISIR) is sent to the school

GASB 40: Early adoption. . .

continued from page 3

information related to:

v/ Concentrations of credit risk,
i.e., investments in individual
issues that comprise more
than 5% of total investments

v Investment credit risk, includ-
ing credit quality information
issued by rating agencies

v Interest rate risk, including
investment maturity informa-
tion and interest rate sensitiv-
ity for investments that are
highly sensitive to changes in
interest rates

v Foreign currency risk for
deposits and investments
denominated in foreign cur-
rency
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The objective of disclosure is
to provide information about the
nature and extent of risks and
related policies but not to provide
a conclusion about the policies
effectiveness or appropriateness.

Outside GASB 40’s scope are
disclosures about a government’s
practices, procedures and informal
policies, as well as its investment
program objectives and strategies.
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For more information or for
assistance in adopting the provi-
sions of GASB 40, contact your
BKD Not-for-Profit & Government
Group advisor.[d

Receive a list of student
records held by CPS for miss-
ing signatures

v/ Enter verification information
from the student’s tax return
to learn if new information
changes the Expected Family
Contribution (EFC)

v/ Save either a partially entered
application or correction
record for completion at a
later time

v/ Request ISIR data in specific
batches from the ISIR
Datamart (see below)

In the past, administrators
were unable to help students who
visited an FAA office and said, “I
sent my financial aid application in
weeks ago, but I have not heard
anything. Can you help me?”

Contacting CPS by telephone
can be cumbersome and time con-
suming, but the new process, FAA
Access to CPS Online, will provide
students better service. It also will
help FAA explain what’s happening
in the CPS black box.

New ISIR Datamart
offers flexibility

Before the 2004-2005 school
year, FAA received ISIRs as CPS
received them. Requests for batch-
es of ISIRs were based entirely on
an application’s CPS process dates.

For a complete list of our offices and subsidiaries
and their contact information, go to bkd.com or call
Director of Communications at 417 831-7283.

@com

OFSA now provides more flex-
ibility to FAA. Here are just a few
of the criteria FAA can use when
requesting ISIRs:

Grade level - Provides priority
processing for freshman applicants
Pell eligibility - Prioritizes the
neediest Pell-eligible students
Verification status - Gets a jump

on processing applications selected
for verification

State of legal residence -
Determines which students are eli-
gible for state scholarships

EFC - Gives priority to the needi-
est students

Two or more criteria can be
combined in the selection request.
For example, FAA can request a
search of all applicants who were
residents of their state and who
also had an EFC under 2000.

This flexibility will provide
FAA more control over which
ISIRs are received, as well as when
they are received.d
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