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neW environment for 
board GovernanCe of 
exeCutive Compensation

 Read more on next page

By Michael Conover

not-for-profit organizations should 
not feel that they are being singled 
out by the various governmental 

organizations that have some level of 
authority over executive compensation. In 
recent years, public companies have been 
put to the test on executive compensation 
as the Congress and Securities and 
Exchange Commission (SEC) have imposed 
requirements on entities to perform a risk 
assessment as it relates to all compensation 
plans. The recent Dodd-Frank legislation non-
binding, “Say-on-Pay” vote by shareholders; 
and significant expansion of executive 
compensation disclosures are all examples of 
these. As a result, public company boards / 
compensation committees must now be more 
active in the review and approval of executive 

compensation practices and will become even 
more so in the months ahead.

In many respects, the requirements of the 
IRS Intermediate Sanctions and new Form 
990 / Schedule J on tax-exempt organizations 
parallel the heightened scrutiny and 
disclosure of pay practices on publicly-held 
companies. The Intermediate Sanctions have 
essentially established the standards for 
governance of executive compensation in the 
conditions required for the “presumption of 
reasonableness” as well as punitive excise tax 
and administrative penalties for those that 
fail to properly administer pay (i.e., senior 
executives and board members).

The turmoil in the economy in the past 
few years along with perennial examples 
of embarrassing excesses in executive 

ThE NEwSlETTER oF ThE BDo NoNPRoFIT INDUSTRY PRACTICE



2nonProFIT sTanDarD

compensation have produced outrage in the 
public and heightened scrutiny on executive 
pay as well as those who oversee it. A very 
thorough review of executive compensation 
and the governance process used to 
administer it would be well-advised for all tax-
exempt organizations.

To assist Boards in moving in this 
direction, we believe Boards should 
strongly consider some of the 
following best practices regarding 
executive compensation:

1.  A standing compensation committee 
should be appointed, comprised entirely 
of independent directors of the board 
of directors. This is a stipulation of the 
Intermediate Sanctions requirements 
and is similar to a requirement for public 
companies.

2.  The compensation committee should 
have a formal charter / statement of 
purpose. This charter should articulate 
a specific compensation philosophy / 
guiding principles for the organization’s 
compensation practices. The charter 
should also specify the role and authority 
of the compensation committee in 
terms of reviewing, recommending 
and approving compensation plans and 
individual pay decisions. It will assist the 
organization in its efforts to ensure pay 
practices further the exempt mission and 
charitable purpose of the organization and 
comply with all applicable regulations. 

3.  The compensation committee should be 
responsible for establishing (or making 
a recommendation with respect to) the 
compensation and benefit arrangements 
(including qualified and non-qualified 
benefit plans) provided to the senior 
management of the organization; and such 
other activities as shall be set forth in the 
committee’s charter. 

4.  The executive compensation committee 
should be authorized (and provided with 
sufficient funding) to engage outside 
independent compensation and legal 
advisors, when deemed necessary 
and advisable by the committee. 
The Intermediate Sanctions include 
a stipulation that the compensation 

committee have access to objective 
information and advice as a context for 
decision making.

5.  The compensation committee should 
establish a yearly calendar of meetings 
for periodic review of the compensation 
program’s overall performance in 
relation to the organization’s established 
compensation philosophy and guiding 
principles as well as for decision making 
related to the compensation of executives.

6.  No executive should be present for, or 
participate in, compensation committee 
deliberations concerning his or her own 
compensation (other than to answer 
questions). The CEo may, with the 
approval of the committee, participate 
in the deliberations concerning the 
compensation of other members of senior 
executive management.

7.  The compensation committee should 
ensure ongoing compliance with 
the “Rebuttable Presumption of 
Reasonableness” under Section 4958 of 
the Internal Revenue Code by adhering to 
its stipulated requirements.

We believe these guidelines 
will not only help minimize 
potential exposure to penalties 
and negative publicity around 
an organization’s executive 
pay practices, but also produce 
better quality pay decisions for 
the organization and executives 
in question . 

Continued from paGe 1
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For more information, contact Michael Conover, 
senior director, Specialized Tax Services –  
Compensation and Benefits, at  
mconover@bdo.com.

bdo 
institute for 
nonprofit 
exCellenCe  
in the neWs…
Members of the Institute 
are requested to speak on 
a regular basis at various 
conferences due to their 
recognized leadership in the 
industry. The following is a 
list of some of the upcoming 
events where you can hear 
BDo Institute professionals 
speaking:

Laura Kalick is part of a panel for a 
webinar presentation on the topic, “IRS 
Audits of Non-Profits” on December 
21, 2010, for Stafford Publications 
from 1 to 2:50 p.m. EST.

Laura is also a member of the panel for 
the webinar presentation “The Impact 
of New Federal Tax Requirements of 
hospitals” that is being presented by 
The Knowledge Congress on January 
26, 2011 from 3 to 5 p.m. EST. 

Dick Larkin is presenting at the 
washington National Nonprofit Tax 
& legal Conference being held in 
washington, D.C. on March 11, 2011. 

Mike sorrells will be presenting at 
the Maryland Association of Certified 
Public Accountants on April 29, 2011, 
at the 2011 Government and Not 
For Profit Conference, being held in 
College Park, Maryland.
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the importanCe of “Gift planninG”
By Dick Larkin, CPa

have any of the following happened to you?
• A wealthy donor unexpectedly sends your charity a large unrestricted gift in 

late December. You are not pleased.

• Your environmental organization receives a large gift. Shortly after next April 
15, you receive an irate letter from the donor.

• Your orchestra’s capital campaign has exceeded its goal. The electric company 
is about to turn off your power.

• A local business offers to donate a building to your college, with the only 
stipulation being that the building carry the name of the business. later you 
wish you had refused the offer.

• last year, your museum received a gift of a valuable painting, which it sold. This 
year, the donor does not give you another painting that she originally had said 
she had planned to give.

• A local business buys a page in the program distributed at your charity’s gala 
dinner. Your CPA tells you that you have to pay tax on the payment for the 
page.

Do some of these scenarios seem strange? read on.

of their own financial and tax consequences of 
receiving charitable support. That makes three 
types of considerations for charities:

First, naturally, donors want as large a 
tax deduction as they can legally take for 
supporting a charity. Although in general, 
charity staff and volunteers are not 
professional tax advisors and should not give 
tax or legal advice, not all donors are very 
familiar with tax laws either, and some may 
inadvertently structure gifts in ways which 
do not allow them to maximize their tax 
advantages. Unreasonable as it may be, some 
donors expect the charity to be looking out 
for the donor’s tax interests and will get upset 
when they discover that is not the case. 

second, while at first glance one would 
assume that a charity will be happy about 
every gift it gets, that is not always the case. 
Some gift horses have bad teeth.

Third, tax-exempt does not necessarily mean 
always tax-exempt.

Let’s look at the rest of the 
scenarios.

the late-deCember Gift
In most cases a charity would not complain 
about unrestricted money, no matter when 
received. however, in this case the charity is 
a member of the local United way that has a 
policy that its members will have the amount 
of their year-end surplus exceeding a set limit 
offset against United way’s next allocation. 
This charity was right at the limit before this 
unexpected gift, and now will effectively have 
to pass the gift on to United way next year, 
thus losing the benefit of the gift, and likely 
alienating the donor as well.

If the donor and the charity had discussed the 
proposed gift well in advance, they probably 
could have arranged to structure the gift 
so it would not count against the United 
way limit, and could have been kept by the 
charity. Some ways to do this would have 
included restricting the gift for endowment 
or for acquisition of capital assets, making it 
a challenge grant (although this might affect 
the donor’s ability to deduct the gift in the 
current year), restricting it for a program not 
funded by United way, making the gift or a 
formal pledge earlier in the year against which 
the charity could commit spending so that by 
December 31, the entire amount would have 
been already spent and there would be no 
extra surplus to be lost.

the environmental 
orGanization’s Gift
The problem here is that, like many 
organizations that advocate public policy, 
this organization does too much lobbying 
to qualify for the 501(c)(3) tax status 
that permits donors to tax-deduct their 
contributions. Instead the organization is 
exempt under Section 501(c)(4) – still tax-
exempt itself, but donors may not deduct their 
gifts to it.

Under IRS rules, the organization has an 
affirmative obligation to advise donors of 
this, but the message does not always get 

the importance of tax planning is 
well understood by most people. No 
person (to whom taxes matter) or 

organization should think of entering into a 
major transaction without considering its tax 
consequences. Charitable giving deserves no 
less consideration of its ramifications.

aspeCts of Charitable GivinG
Charitable giving has two types of 
consequences: financial and tax, for both 
the donor and donee, for a total of four sets 
of considerations related to a gift. Now, it 
is fair for a charity (in this article the word 
“charity” is used to refer to all types of tax-
exempt entities) to assume that donors are 
responsible for adequately considering their 
own personal or business financial situation 
before making a gift.

one might further assume that donors’ tax 
considerations could also be left to them to 
figure out, but this article will argue otherwise. 
And certainly organizations need to be aware 

 Read more on next page
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meet diCk larkin
Dick larkin is a Technical Director for the Assurance Department of 
BDo. Prior to coming to BDo, Dick spent 31 years of his professional 
career with Price waterhouse (later PricewaterhouseCoopers). he 
is widely considered to be one of the premier leaders in accounting 
issues for nonprofit organizations, having extensive experience in 
the creation and interpretation of nonprofit financial accounting, 
reporting and auditing standards. In addition, Dick has decades of 

experience serving numerous nonprofit organizations as both a board member and 
treasurer. he is also a widely known author in the nonprofit field.

Dick is a past member of the American Institute of Certified Public Accountants (AICPA) 
Nonprofit organizations Committee, Financial Accounting Standards Board Nonprofit 
organizations Accounting Task Force, and Internal Revenue Service Advisory Committee 
for Revisions of Form 990 and a past Chair of the AICPA’s Nonprofit Audit Guide Revision 
Task Force.

Dick has a B.A. and MBA from harvard University.

through clearly, and when it doesn’t, donors 
understandably become angry – at the IRS of 
course, which is not our concern – but also at 
the charity for not keeping them out of tax 
trouble. Getting angry at the charity may be 
unreasonable, but it will happen, and charities 
need to plan to do everything they can to 
prevent that and to retain the donor’s good 
will (and future gifts).

the Capital CampaiGn
how can this be? Simple: the orchestra is 
rich on paper (lots of investments in the 
permanent endowment fund and a nice new 
concert hall) but it is perennially short of 
cash to pay current bills. Even the income 
from the endowment is not enough, when 
added to ticket sales, to cover the high costs 
of putting on concerts – including paying the 
electric bills. In this case the orchestra needs 
unrestricted gifts as well, and it should plan 
its fundraising program to generate enough 
unrestricted money as well as capital gifts.

the ColleGe buildinG
Regret accepting a building? Yes, when the 
president of the business is indicted for 
racketeering and ends up wearing stripes. 
Prospective freshmen and their parents, 
alumni, faculty, donors, and others will wonder 
why the college named a building after a 
business run by a convicted felon. A little 
quiet investigation of the donor before the gift 
was made would have revealed the unsavory 
activities that probably generated the money 
used to pay the gift.

the paintinG
why does the sale of the painting upset the 
donor? The museum is a perfectly good 501(c)
(3) organization, but its collection already 
included several fine works by that artist, and 
there was a once-in-a-lifetime chance at an 
upcoming auction to acquire a famous work 
by another artist heretofore unrepresented 
in the collection. The auctioneer naturally 
expected to be paid in cash.

like them or not, tax laws are what they 
are, and in this case, the tax law is that if 
the museum sells the painting, the amount 
of deduction the donor can take may be 
considerably less than if the museum had 
hung the painting in its gallery. Some early 
discussion of this with the donor would have 

 Read more on next page

Dick was recently given a Lifetime 
Achievement Award by Children’s Hospice 
International (CHI). CHI is a charitable 
organization whose mission is to promote 
the availability of hospice programs 
specifically for children with life-
threatening conditions. Dick has served as 
an advisor, board member and treasurer at 
CHI at various times since the organization 
was founded in 1983. 

allowed both parties to plan the gift in a way 
which at least would not have blindsided the 
donor the following April 15. As it was, the 
donor could not take the expected amount of 
tax deduction, became upset at the museum 
for selling the painting, and chose to give the 
second painting to a different museum.

Another possible reason the donor could lose 
an expected deduction is failure to attach a 
completed Form 8283, and also a written 
appraisal, to her tax return. If she is unaware 
of that requirement, she may believe that it 
was the museum’s obligation to inform her of 
it. Again, it is probably unreasonable for her 
to become upset at the museum; she should 
have gotten her own tax advice, or read the 
instructions to her tax form more carefully, 
but she may not see things that way, and the 
museum is the ultimate loser.

The donor may also have simply felt that her 
gift was not appreciated by the museum. This 

problem too might have been avoided if the 
museum had discussed its intentions with the 
donor beforehand. Granted, that might have 
resulted in the gift not being made at all, but 
that is still better than an unhappy donor who 
will certainly not make any more gifts to this 
museum, and will probably tell her wealthy 
friends about her unhappiness as well.

the proGram ad
Again tax laws stepped in to cause a problem 
– in this case for the charity. The ad in question 
praised the work of the charity, and also 
urged readers to patronize the business. 
Advertising income is generally taxable – even 
to organizations otherwise exempt from 
income tax. The rules are complicated. An 
“ad” that merely indicates support for the 
charity and its programs and names the donor 
is not considered advertising for this purpose, 
and is not taxable. But when the ad takes on 
the aura of explicitly promoting the donor’s 

Continued from previous paGe
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products, then the income becomes taxable to 
the charity. (The effect on the donor’s taxes is 
the same in either case. It is deductible either 
as a charitable gift, or as a business expense.) 
Again, some advance planning would have 
resulted in text that better met both parties’ 
desires. 

what is the common thread weaving through 
all the above cases? It is the importance of 
planning gifts before they are made so that 
the resulting benefits are maximized for both 
the donor and the donee.

The term “planned giving” is normally used by 
fundraisers to refer specifically to what is more 
properly called “deferred giving” – that is, gifts 
which do not become completely final until 
some future date. Examples of these include 
charitable remainder trusts, gift annuities, lead 
trusts, bequests and pledges. These kinds of 
gifts are always planned, but so should other 
kinds of gifts if undesirable side effects are to 
be avoided.

Early, clear, complete communication 
between some or all of the donors, the donor’s 
attorney and tax advisor, and the donee’s 
executive director, development director, 
attorney and accountant will usually avoid 
these unwanted side effects.

one final point: while, as noted, charity 
personnel should not give professional advice 
they are not qualified to give, they should 
know enough about tax laws to recognize 
when it appears that a donor may be about to 
do something with possible undesirable tax 
consequences. The donor should be strongly 
advised to seek his or her own qualified 
professional advice before making the gift. 
Some areas where donor tax complications 
are especially likely to arise include gifts of 
property – especially appreciated property, 
property which may be sold by the donee, 
business inventory, and partial or future 
interests in property; gifts in exchange for 
which the donor receives something of 
value from the charity (e.g., the gala dinner, 
a concert ticket, a CD, etc.); gifts intended 
for activities outside the United States; and 
very large gifts generally (because of donors’ 
percentage-of-income limitations).

For more information, contact Dick Larkin, 
director, Institute for Nonprofit Excellence, at 
dlarkin@bdo.com.

Continued from previous paGe

“Gift planninG” payroll taxes –  
a hot irs initiative 
With a Burning Question:  
employee or Contractor

By r. Michael sorrells, CPa

because the IRS believes it can collect 
a lot of taxes, it is going to select 500 
nonprofit organizations for payroll 

audits in each of the next three years (as well 
as a high number of for-profit companies). 
obviously, timely and accurate filing of 
payroll tax returns will be checked as well as 
up-to-date payroll and w-9 files. however, 
the biggest issue with the IRS will be proper 
classification of employee vs. independent 
contractor. It is tempting to want to classify a 
worker as a contractor in order to save payroll 
taxes and to avoid withholding for Federal 
and State taxes. however, without a firm 
basis for doing so, the penalties can be severe. 
Thus, it is an excellent time for organizations 
to assure themselves that their payroll house 
is in order. In addition to being sure that files 
are in order and that the payroll tax returns 
match the accounting records, a check on 
the rationale for any workers classified as 
independent contractors is an excellent idea. 
The organization may choose to do this 
internally or hire an outside consultant with 
expertise in this area. 

The IRS will apply a “facts and circumstances” 
approach to determine if an employee 
is a contractor or not. The IRS bases its 
determination on control by the organization 
and degree of independence of the contractor. 
It looks at three categories in this regard: 
behavioral control, financial control and the 
type of relationship between the parties. To 
assist with this analysis, the following list of 
questions may be helpful:

• how much control/instruction is provided 
by the organization? Significant day-to-day 
control is indicative of employee status.

• Can the contractor send in another person 
or staff to do the work? If so, contractor 
status is more likely.

• Is this a continuing relationship? If the same 
work is done over a long period of time by 
the same person, employee status is more 
likely.

• Is the person paid by the task or by the hour, 
week or month? If by the task, contractor 
status is more likely.

• Is the work done in the organization’s office 
or elsewhere? If done in the office, the IRS 
will lean towards employee status.

• who pays the person’s expenses and 
provides the needed tools or equipment 
for the work? If paid by the organization, 
employee status is more likely.

• Does the person have several different 
clients vs. only working for the organization? 
having several different clients is favorable 
towards contractor status.

• Can the person easily be terminated or can 
they easily quit? If so, employee status is 
more likely.

None of these factors is the only determinant 
(read the IRS guidance for additional factors 
and examples), but rather, each should be 
considered as a building block for having a 
strong position one way or the other. Just 
having a contract with an individual (although 
highly recommended) that identifies the 
person as an independent contractor is not 
a guarantee that the IRS will agree with the 
status—the facts and circumstances must back 
up that status. 

The IRS website, http://www.IRS.gov, has a 
virtual course in its Charities and Nonprofits 
tabs which provides a lot of information on 
this topic. Additionally, IRS Circular E, which 
can be downloaded from the website at http://
www.irs.gov/pub/irs-pdf/p15.pdf, contains a 
significant amount of detail on this topic.

As with most IRS initiatives, it is 
always better to be ready prior 
to an IRS inquiry .

For more information, contact Michael Sorrells, 
BDO National Director Nonprofit Tax Services, at 
msorrells@bdo.com.
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neW information for establishinG 
operatinG reserves

By Lee Klumpp, CPa 

operatinG reserves Can be quite Complex. 
the Words “operatinG reserves” Can mean 
many thinGs to many different people, 
and the first thinG that must be done is 
establishinG the definition and the 
expeCtations of the stakeholders. 

For more information contact Lee Klumpp, 
director, at lklumpp@bdo.com.

• Assist in determining what the appropriate 
amount of operating reserves may be and 
determine whether the nonprofit can afford 
to set aside these amounts.

• Identify the sources of funds that can be 
used to establish and grow the operating 
reserves.

• Identify the appropriate uses of operating 
reserves.

• Answer how often the operating reserve 
policies and balances should be reviewed.

• Address what the Board’s role is in accessing 
operating reserves surplus and shortfalls.

• Discuss investment considerations related to 
operating reserves.

• Address the legal and tax considerations 
related to operating reserves.

The white paper, like many projects that the 
leaders in the BDo Institute for Nonprofit 
Excellence work on, tries to deal with issues, 
regulations, guidance and problems that the 
nonprofit industry is currently dealing with but 
also what may be on the horizon.

This purpose of this Toolkit is to provide a 
resource to: 
• help make a compelling case within the 

organization for the need to establish an 
operating reserve, 

• Provide factors to take into consideration in 
determining the size of the operating reserve 
for an organization, 

• Suggest practices for managing the reserve 
and reporting its balance, and 

• offer some tools with which to go about 
drafting a policy to record decisions. 

This Toolkit is sponsored by the National 
Center for Charitable Statistics, Center on 
Nonprofits and Philanthropy at the Urban 
Institute, United way worldwide and many 
others.

Dick larkin has written several articles on 
the subject of operating Reserves over the 
years, one of which has been published 
several times and is used as the forward in the 
operating Reserve Policy Toolkit for Nonprofit 
organizations white Paper titled “Nonprofits 
and Squirrels,” in which he compares operating 
reserves to a squirrel’s tendency to store nuts 
for the winter. 

You can find the white paper at the following 
web link: http://www.nccs2.org/wiki/index.
php?title=Main_Page

You can find the operating Reserves Policy 
Toolkit at the following web link: http://www.
nccs2.org/wiki/index.php?title=Main_Page

dick larkin, BDo Technical Director, 
has spent a significant amount of 
time over the past several years 

working on the operating Reserve Issues with 
the Nonprofit operating Reserves Initiative 
workgroup (NoRI).

In December 2008, NoRI prepared a white 
paper titled “Maintaining Nonprofit operating 
Reserves.” At that time some of the members 
of NoRI thought that there was still work 
to be done in this area to help nonprofit 
organizations and their boards of directors 
to determine and establish operating reserve 
policies, so they formed the operating 
Reserves Policy Toolkit workgroup (Toolkit 
workgroup) as a logical follow-up. Members 
of the Toolkit workgroup have compiled an 
“operating Reserves Policy Toolkit” (Toolkit) 
to serve as a technical reference for the 
nonprofit boards and staff policy committees, 
as well as their financial consultants and 
professionals, as they respond to the message 
of the whitepaper. 

The operating reserve project set 
out to do several things, including:

• Define what an operating reserve is and 
what types of reserves an organization may 
have.

• Answer how does a board approved 
operating reserve operate within the 
confines of generally accepted accounting 
principles.
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By Joyce Underwood, CPa

to retain their tax-exempt status, 
orGanizations must be aWare of and 
Comply With ChanGes in exempt laW 
reGardinG oversiGht and ComplianCe 
resultinG from leGislative ChanGes. 

preservinG and restorinG 
exempt status

conform to their exemption qualifications 
to remain exempt. All organizations are 
receiving more scrutiny and questions as to 
the appropriateness of their exemption status 
in today’s economic climate.

automatiC revoCation
Most tax-exempt organizations, other than 
churches, must file a yearly return or notice 
with the IRS. Entities not required to file Form 
990 or 990-EZ must file new Form 990-N, 
Electronic Notice (e-Postcard). Tax-exempt 
organizations that fail to satisfy annual filing 
requirements for three consecutive years 
automatically lose their tax-exempt status.  

If your organization’s tax exempt status is 
automatically revoked, it must apply in order 
to have its tax-exempt status reinstated. Any 
income received between the revocation 
date and renewed exemption date may be 
taxable as loss of exempt status means an 
organization must file income tax returns and 
pay income tax and contributors will not be 
able to deduct donations. An organization that 
loses its tax-exempt status must apply for 
recognition of tax exemption to be reinstated 
using Form 1023 or 1024, regardless of 
whether the organization was originally 
required to apply for exemption, and they 
must pay a user fee. If the IRS approves the 
application, the organization’s exempt status 
will be effective as of the date of application. 

The IRS provided a one-time relief earlier this 
year that allowed small exempt organizations 
a window to come back into compliance by 
october 15, 2010, and retain their tax-exempt 
status even though they failed to file for three 
consecutive years. The IRS has indicated 
they have no further options to extend the 
compliance period as the revocation is a 
fact of law. The IRS website has a list of 
organizations that were at risk of losing their 
tax-exempt status after the May 15, 2010, 
deadline because, according to IRS records, 
they have not filed for 2007, 2008 and 2009. 
The list contains the name of the organization 
and its last-known address. organizations that 
complied by submitting past due filings or 
worked with IRS to correct their status prior to 
the october deadline should be removed from 
the final list of revocations which is expected 
to be released in early 2011.

Charity status – 
support test 
 Public charities must establish annually that 
they are not private foundations. Several 
of the classifications or “Reasons for Public 
Charity Status” submitted on Part I of 
Schedule A require an organization to meet a 
public support test. An organization will lose 
its public charity status if it cannot pass one of 
the public support tests on Schedule A, Parts 
II and III, or meet an alternative classification. 

 Read more on next page

the most ominous is the automatic 
revocation requirement voted into 
law under the Pension Protection Act 

of 2006 that has now reached the end of its 
first three-year cycle. This law requires loss 
of exemption for organizations not filing the 
required 990 after three years. Secondly, 
implementation of the revised Form 990 has 
an updated Schedule A that clearly shows 
when charities that were originally classified 
as “public” have failed the public support test 
and become private foundations. Also, public 
charities must be organized and operated 
in conformity with charitable statutes and 
other types of exempt organizations must 

http://www.irs.gov/charities/article/0,,id=217087,00.html
http://www.irs.gov/charities/article/0,,id=121515,00.html
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If the organization cannot meet the test for 
two consecutive years, it will be reclassified 
as a private foundation as of the start of the 
second consecutive year. 

Beginning with the 2008 Form 990, Schedule 
A, public support is reported on the same basis 
of accounting as for financial reporting on the 
990, and no longer mandatorily reported on 
the cash basis. Also, the calculation includes 
five years instead of four with the inclusion 
of the current year. The change in timing of 
reporting support along with the inclusion 
of the current year has surprised many 
organizations and reduces the amount of 
time they have to react to rectify a shortfall 
of support. If they fail the test on a current 
return they only have the remainder of the 
next year to adjust support. Although there is 
some flexibility in computing support under 
the methods, if they fail to meet the support 
test requirements they automatically become 
a private foundation. A private foundation can 
have mandatory distribution requirements, 
taxes on investment income and restrictions 
on self-dealing and other transactions with 
disqualified persons that can result in steep 
excise taxes. To avoid unexpectedly losing 
your public charity classification, you should 
keep careful track of your public support 
information throughout the year instead of 
waiting until the end of the tax year when 
preparing your Schedule A. IRS advises that 
an organization whose annual gross receipts 
are less than $25,000, may still file Form 
990-N. however, if the organization believes 
it has not met the public support test for two 
consecutive years and its status should be 
changed to a private foundation, it should 
complete Schedule A to verify that the 
organization did not meet the test and file 
Form 990-PF, Return of Private Foundation.

Under prior law, an organization that did 
not receive a final determination letter upon 
application would have to file a Form 8734 
after five years to show it was able to qualify 
as publicly supported and could then receive 
a final determination letter. Thereafter, 
public support information was reported 
and tested annually on Schedule A of Form 
990. on September 9, 2008, the IRS issued 
temporary Income Tax Regulations, effective 
immediately at the time, which eliminated 
the advance ruling process for a section 501(c)
(3) organization’s foundation status. Under 

the new regulations the IRS automatically 
classifies a new section 501(c)(3) organization 
as a public charity for its first five years if it can 
show in its application that it can reasonably 
be expected to be publicly supported. During 
the first five years, then they are assumed 
to qualify and report support information 
on Schedule A, but do not need to complete 
the support percentage tests. If successful in 
establishing public support after five years, 
then they retain public charity status. After 
the first five years, the IRS will monitor the 
organization’s public charity status using 
the public support information it reports 
annually on the Schedule A of its Form 990. 
The new rules only affect organizations whose 
advance ruling periods have not yet expired or 
expired on or after June 9, 2008. 

qualifyinG exempt 
operations
An organization must continue to meet its 
exemption requirements and operate in a 
manner that will not jeopardize its exemption. 
A charity is generally exempt from income 
tax if organized and operated exclusively for 
religious, charitable, scientific, educational 
or certain other purposes; no part of the net 
earnings inures to the benefit of any private 
shareholder or individual; no substantial 
part of the activities of which is carrying 
on propaganda, or otherwise attempting 
to influence legislation; and it does not 
participate in, or intervene in, any political 
campaign on behalf of or in opposition to any 
candidate for public office. A section 501(c)
(3) organization will jeopardize its exemption 
if it ceases to be operated exclusively for 
exempt purposes or engages in prohibited 
activities. Social welfare organizations are 
exempt under section 501(c)(4) and perform 
some type of public or community benefit 
but whose principal feature is lack of private 
benefit or profit, or may be similar to a 
charity, but carry on lobbying and political 
activities. A social welfare organization 
will jeopardize its exemption under Code 
section 501(c)(4) if it ceases to operate 
primarily to further social welfare purposes. 
A business league is an association of persons 
having some common business interest, 
the purpose of which is to promote such 
common interest and not to engage in a 
regular business of a kind ordinarily carried 
on for profit. A business league will jeopardize 
its exemption under section 501(c)(6) of 

For more information contact Joyce Underwood, 
director, Nonprofit Tax Services, at junderwood@
bdo.com.

Continued from previous paGe

preservinG and restorinG exempt status

the Internal Revenue Code if it ceases to 
have as its purpose promoting the common 
business interest of persons engaged in a line 
of business. In addition, an organization’s 
net earnings may not inure to the benefit 
of its members. Tax-exempt organizations 
should also be aware of activities that 
generate unrelated business income (UBI), 
as too much UBI can diminish their exempt 
activities and place their exemption at risk. 
All tax-exempt organizations should also keep 
their exemptions in mind when considering 
transactions between charitable and non-
charitable entities, as well as those with for-
profit entities. 

Being well informed about the requirements 
for maintaining exemption, understanding 
the public support requirements to be a 
public charity, and ensuring all information 
and income tax returns are filed completely, 
accurately and timely is important to 
maintaining exemption. Many technical tax 
areas are based upon facts and circumstances 
so complex areas should be evaluated closely. 
Also, there is some potential for legislators 
to change the existing rules if or when 
further focus and scrutiny is placed on the 
exempt industry. only the future will tell so 
we will need to keep a close eye on further 
developments.

Being well informed about the 
requirements for maintaining 
exemption, understanding the 
public support requirements 
to be a public charity, and 
ensuring all information 
and income tax returns are 
filed completely, accurately 
and timely is important to 
maintaining exemption . 

http://www.irs.gov/pub/irs-pdf/f990sa.pdf
http://www.irs.gov/charities/article/0,,id=169250,00.html
http://www.irs.gov/charities/article/0,,id=169250,00.html
http://www.irs.gov/pub/irs-pdf/f990sa.pdf
http://www.irs.gov/pub/irs-pdf/f990pf.pdf
http://www.irs.gov/pub/irs-pdf/f990sa.pdf
http://www.irs.gov/pub/irs-pdf/f990.pdf
http://www.irs.gov/pub/irs-pdf/f990.pdf
http://www.irs.gov/charities/charitable/article/0,,id=123155,00.html
http://www.irs.gov/pub/irs-pdf/f990sa.pdf
http://www.irs.gov/pub/irs-pdf/f990.pdf
http://www.irs.gov/charities/nonprofits/article/0,,id=156372,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=163400,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=163404,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=163404,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=163439,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=163439,00.html
http://www.irs.gov/charities/nonprofits/article/0,,id=169403,00.html
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additional fair value disClosure 
updates

Tammy ricciardella, CPa

in January 2010, the Financial Accounting 
Standards Board issued Accounting 
Standards Update (ASU) 2010-06, 

Improving Disclosures about Fair Value 
Measurements, which further refines the 
guidance on fair value disclosures. The 
majority of the new requirements in ASU 
2010-06 are effective for years beginning 
after December 15, 2009, so all calendar year 
December 31, 2010, year ends. 

The most significant impact is the increased 
level of disaggregation required when 
disclosing the level of fair value hierarchy into 
which fair value measurements fall. ASU 2010-
06 requires that the disclosures be provided 
based on each class of assets and liabilities. 
Prior to this the disclosure was made for each 
category of assets and liabilities. 

The appropriate classes need to be identified 
based on the nature and risk of the assets 
and liabilities. Judgment will be involved in 
determining the appropriate classes and it 
is noted that the guidance in ASC 942-320-
50-2 be used when making the decisions 
regarding the various investment classes to be 
presented. The disclosure should also provide 
sufficient information to permit reconciliation 
of the fair value measurement disclosure for 
the various classes of assets and liabilities to 
the line items in the statement of financial 
position.

Equity securities should be segregated by any 
one of the following: industry type, entity 
size or investment objective. Debt securities 
should be segregated based on those issued 
by the U.S. Treasury or other governmental 
agencies, those issued by states, those issued 
by foreign governments, corporate debt 
securities, and residential mortgage backed 
securities, commercial mortgage backed 
securities, collateralized debt obligations and 
other debt obligations. 

For all other assets and liabilities other than 
equity and debt securities, judgment is needed 
to determine the appropriate classes. The 

number of classes for assets and liabilities 
whose fair value measurements are based on 
significant unobservable inputs will be greater 
to achieve the disclosure objectives since 
level 3 measurements have a greater degree 
of uncertainty. In addition, the determination 
of the asset classes must comply with the 
provisions of other sections of the ASC. 
For example, disclosures about derivative 
instruments are required to be presented 
separately by type of contract.

In addition, ASU 2010-06 requires new 
disclosures regarding the significant transfers 
in and out of levels 1 and 2 along with the 
reasons for the transfers and the policy for 
determining when transfers between levels 
are recognized. Transfers in and transfers 
out need to be disclosed separately, not 
netted. The policy for determining when 
transfers are recognized should be the same 
for transfers in and transfers out. The policy 
may be based on methods such as: (1) actual 
date of the event or change in circumstances 
that caused the transfer, (2) the beginning 
of the reporting period or (3) the end of 
the reporting period. For assets included in 
levels 2 and 3, a description of the valuation 
technique or multiple valuation techniques 
used, such as the market approach, income 
approach, or the cost approach, and the inputs 
used to determine the fair values will have 
to be disclosed. If there has been a change 
in valuation techniques this should also be 

disclosed along with the reason for making the 
change. 

For fiscal years beginning after December 
15, 2010, ASU 2010-06 will also require that 
the disclosure of purchases, sales, issuances, 
and settlements of items included in the 
level 3 fair value measurement hierarchy and 
measured on a recurring basis be presented on 
a gross basis rather than as one net number. 
The reconciliation of beginning and ending 
balances for level 3 assets should show the 
following as separate line items:

• Total gains or losses, realized and unrealized, 
for the period, separately presenting gains or 
losses included in changes in net assets and 
a description of where those gains or losses 
included in the changes in net assets are 
reported in the statement of activities.

• Each type of purchases, sales, issuances and 
settlements should be disclosed separately.

• Transfers in and/or out of level 3 and the 
reasons for those transfers. Significant 
transfers into level 3 should be disclosed 
separately from significant transfers out of 
level 3. 

For more information, contact Tammy 
Ricciardella, assurance director, at  
tricciardella@bdo.com. 
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asu’s affeCtinG healthCare entities
Karen Fitzsimmons, CPa

in August 2010, the Financial Accounting 
Standards Board (FASB) issued Accounting 
Standards Update (ASU) 2010-23, Health 

Care Entities (Topic 954): Measuring Charity 
Care for Disclosure – A Consensus of the FASB 
Emerging Issues Task Force. The purpose of 
this ASU is to reduce the diversity in practice 
regarding the measurement basis used in 
the disclosure of charity care by health care 
entities. In practice entities currently either 
compile the disclosure information using 
a basis of cost measurement or a revenue 
measurement since no existing guidance 
existed.

The ASU requires that cost be used as the 
measurement basis for charity care disclosure 
purposes and that cost be identified as the 
direct and indirect costs of providing the 
charity care. In order to accumulate this 
information, health care entities will most 
likely use various techniques to identify the 
direct and indirect costs associated with 
providing the charity care. Some entities 
may obtain the information directly from 

a costing system while others may utilize 
reasonable estimation techniques. Since there 
will be a disparity in how this information 
is accumulated, the entity will be required 
to disclose the method used to identity and 
determine the charity costs. 

The amendments in ASU 2010-23 are effective 
for fiscal years beginning after December 15, 
2010, and should be applied retrospectively to 
all prior periods presented. Early adoption is 
permitted.

Also in August 2010, the FASB issued ASU 
2010-24, Health Care Entities (Topic 954): 
Presentation of Insurance Claims and Related 
Insurance Recoveries – A Consensus of the 
FASB Emerging Issues Task Force. This ASU 
addresses the diversity in practice related to 
accounting for medical malpractice claims 
and similar liabilities and their related 
insurance recoveries by health care entities. 
Most health care entities net anticipated 
insurance recoveries against the related 
claims liability while the remainder have 

presented the anticipated insurance recovery 
and related claims liability on a gross basis. 
The amendments in this ASU clarify that a 
health care entity should not net insurance 
recoveries against a related claim liability. The 
ASU also requires that the calculation of the 
claim liability should be determined without 
considering the possible insurance recoveries.

The amendments in ASU 2010-24 are effective 
for fiscal years, and interim periods within 
those years, beginning after December 15, 
2010. A cumulative-effect adjustment should 
be recognized in beginning retained earnings 
in the period of adoption if a difference 
exists between any liabilities and insurance 
receivables recorded as a result of applying 
the amendments in this update. Retrospective 
application and early adoption are both 
permitted.

For more information, contact Karen 
Fitzsimmons, assurance partner, at  
kfitzsimmons@bdo.com.
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neW fund balanCe reportinG 
standard for Governmental entities

By Patricia Duperron, CPa

fund balance is one of the most widely 
used elements of governmental financial 
statements, but in practice there are 

considerable differences in how governments 
interpret and apply the standards for reporting 
fund balance. As a result, GASB Statement No. 
54, Fund Balance Reporting and Governmental 
Fund Type Definitions, was issued. This 
statement changes the way fund balance 
is presented in the financial statements, 
and will be effective for financial statement 
periods ending June 30, 2011, and thereafter. 
The statement establishes fund balance 
classifications that are intended to show 
constraints upon the use of resources reported 
in governmental funds. The statement also 
clarifies the definition of the general fund, 
special revenue funds, capital projects funds, 
debt service funds and permanent funds. 

There are five potential categories 
of fund balance under the new 
standard:

Nonspendable fund balance includes 
amounts that are not in spendable form or 
are legally required to be maintained intact. 
This is similar to the old “reserved” fund 
balance. Examples are inventories, which 
are not in spendable form, and the principal 
of an endowment fund, which is legally 
required to be maintained intact. long-term 
loans and notes receivable will be reported 
as nonspendable fund balance unless the 
proceeds from their collection or sale are 
restricted, committed or assigned, in which 
case those constraints take precedence.

Restricted fund balance includes amounts 
that are constrained by externally enforceable 
restrictions imposed by laws, creditors or 
enabling legislation. These balances can be 
spent only for specific purposes stipulated by 
the external party. Examples are certain grants 
or a tax levy voted for a specific purpose, such 
as snow removal. Restricted fund balance 
in governmental funds is not the same as 
restricted net assets in governmental activities 
on the statement of net assets.

Committed fund balance amounts have 
internal restrictions created by formal action 
of the government’s highest level of decision-
making authority, and the action must be 
taken before the end of the reporting period. 
These restrictions can be changed only by the 
same formal action that originally imposed 
the constraint. Committed fund balance 
should incorporate contractual obligations to 
the extent that existing resources in the fund 
have been specifically committed for use in 
satisfying those contractual requirements. 
however, a government cannot report 
committed fund balance for amounts that are 
not reported as a governmental fund liability 
(for example, future capital lease payments or 
a settlement).

Assigned fund balance consists of amounts 
intended to be used by the government for 
specific purposes. This can be determined 
by the governing body or delegated to 
management, and can be determined after 
the end of the reporting period. Any remaining 
fund balance (not restricted or committed) 
in governmental funds other than the general 
fund will be labeled assigned fund balance. 
An assignment cannot create a deficit in 
unassigned fund balance. often, fund balance 
is appropriated for the subsequent years’ 
budget deficit. In that case, the deficit amount 
will be reported as assigned fund balance, but 
only in the amount needed to eliminate the 
subsequent budget deficit.

Unassigned fund balance consists of whatever 
is left in the general fund. If a governmental 
fund has a fund balance deficit, it will be 
reported as negative unassigned fund balance 
in that fund. Positive unassigned amounts will 
be reported only in the general fund.

If a governing body has formally adopted 
a minimum fund balance policy, it should 
be described in the notes to its financial 
statements. Encumbrances should be 
disclosed in the notes to the financial 
statements, by major funds and nonmajor 
funds in the aggregate, for funds that use 
encumbrance accounting. If the government 
doesn’t have a policy for use of unrestricted 

fund balance amounts, it must apply 
committed amounts first, then assigned and 
unassigned. 

Special revenue funds are used to report a 
revenue source that is restricted or committed 
to a specific purpose (other than debt service 
or capital projects) and that revenue source 
constitutes a substantial portion of the 
revenues in the fund. The revenue source must 
be the foundation of the fund. If transfers 
are the main revenue source, the fund will 
not qualify as special revenue but must be 
reported within the general fund. In most 
cases, budget stabilization funds will not 
qualify as special revenue funds. A stabilization 
arrangement would only meet the criteria 
to be reported as a special revenue fund if 
the resources were derived from a specific 
restricted or committed revenue source. 
Governments should disclose in the notes to 
the financial statements the purpose for each 
major special revenue fund, and identify which 
revenues and other resources are reported in 
each of those funds.

Capital projects funds are used to account 
for and report financial resources that 
are restricted, committed, or assigned to 
expenditure for capital outlays, including the 
acquisition or construction of capital facilities 
and other capital assets. The old definition 
required funds to be used for the construction 
of major capital facilities, while the new 
definition does not restrict expenditures to 
capital facilities, but allows for other types of 
capital outlay. 

As a first step, governments should review 
their policies and determine which resources 
will meet the definition of restricted, 
committed or assigned. They should also 
review special revenue funds to determine 
whether they still qualify under the new 
definitions.

For more information, contact Patricia Duperron, 
assurance director, at pduperron@bdo.com.
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neW bill introduCed to reform the Way 
the Government Works With nonprofits

By Lee Klumpp, CPa

house of representative member, betty 
mCCollum (d-mn) has introduCed house 
bill h.r. 5533, the nonprofit seCtor and 
Community solutions aCt of 2010 (the 
aCt) and is piCkinG up baCkers. 

an annual summit to take testimony from 
nonprofit experts and prepare a report on the 
findings.

The second body is the Interagency Working 
Group on Nonprofit Organizations and the 
Federal Government, (the Group) which 
would be headed up by the Assistant to the 
President for Domestic Policy. This group 
would be composed of the President’s Cabinet 
Secretaries and the heads of Federal Bodies 
that deal with nonprofit groups, such as the 
Corporation for National and Community 
Service, the Internal Revenue Service, and the 
National Endowment for the Arts.

The Group would offer recommendations in 
areas such as grants and contracts, channeling 
federal money to charities through state 
and local governments, and ways to help 
charities strengthen their operations. The 
Group would issue an annual report on the 
actions taken by federal agencies in response 
to recommendations of the newly established 
Council.

The Act would also require the U.S. Commerce 
Department to collect and summarize all 
available federal data about nonprofit groups 
and recommend ways to assess and track the 
size and scope of the U.S. nonprofit industry.

The Act directs the office of Management 
and Budget to make available timely data 
about federal money provided to nonprofit 
groups, the labor Department to treat 
nonprofit organizations as a “distinct 
category of employer” when compiling 

data, and the Census Bureau to prepare an 
annual comprehensive report on nonprofit 
organizations.

And it would require the newly formed Council 
and Group to recommend ways to gather 
data in a timely and effective fashion about 
the types of clients that charities serve, the 
financial health of nonprofit organizations, 
philanthropic contributions, and volunteer 
hours.

Additionally, The National Science Foundation 
would create a $5 million grants program to 
promote research on ways to improve the 
relationship between the federal government 
and nonprofit groups.

Currently, the legislation applies only to 
groups organized under section 501(c)(3) of 
the Internal Revenue Code.

For more information contact Lee Klumpp, 
director, at lklumpp@bdo.com.

the purpose of the bill is to transform 
the way that the federal government 
thinks about and deals with the 

charitable nonprofit community in the United 
States by making the federal government 
a more productive partner with nonprofit 
organizations by establishing 1) better 
communication with the federal government, 
2) better coordination within government, and 
3) enhanced data collection.

The Act would create two new bodies to 
make recommendations about federal policy 
affecting charities and require federal agencies 
to step up their collection of data about such 
organizations. The two bodies are discussed 
below.

The first body is the U.S. Council on 
Nonprofit Organizations and Community 
Solutions (the Council), which will have 
16 members, appointed by the President 
and members of Congress. The members 
will be experts in areas like nonprofit and 
business management, philanthropy, social 
entrepreneurship and research.

The Council would study ways the federal 
government could work better with nonprofit 
organizations, for example by improving the 
procedures for awarding grants and contracts, 
capacity building, and helping groups that 
have effectively tackled social problems 
expand.

The Council would prepare an annual report 
with recommendations on such issues to the 
President and Congress. It would also hold 
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the muniCipal bond market –  
What you need to knoW

By Lee Klumpp, CPa

all nonprofits at some point in time 
are faced with the question of leasing 
versus purchasing. This question has 

many pros and cons. however, nonprofits 
have an additional option available to them 
that most organizations do not have which is 
whether or not to use commercial financing 
or municipal tax-exempt bond financing. In 
today’s current economic environment with 
restricted access to the credit market it is an 
even tougher question. however, it seems 
that based on recent discussions with several 
bankers, access to the municipal market is 
achievable if the nonprofit organization is 
strong financially.

This article aims to explain some of the 
background information that you may need 
to know about the municipal bond market; 
however, it is not all inclusive. An organization 
should consult its legal counsel and external 
auditors for additional information in making 
any decision related to leasing or purchasing.

muniCipal bond market
Tens of thousands of state and local 
governments (governmental entities) issue 
bonds to build, repair, and improve public 
buildings such as schools, hospitals, libraries 

and other municipal facilities as well as 
develop public infrastructure like streets, 
highways, toll roads and bridges and airports 
and port facilities as well as many other public 
works. These types of bonds encompass a 
diverse group of issuers and municipal bonds 
are often referred to as “munis.” Municipal 
bonds on the average traded at a par volume 
of approximately $12,467 and $19,370 billion 
daily, totaling 43,383 and 42,699 trades a 
day, in 2009 and 2008, respectively.

The main attraction of municipal bonds, unlike 
U.S. Government Treasury Securities, is that 
the income from most municipal bonds is 
exempt from federal income taxes and if you 
live in the state where the municipal bonds 
were issued, the interest is also exempt from 
state income tax. when the Federal Income 
Tax law was adopted in 1913, the interest 
income on municipal bonds was excluded 
from federal taxation. As a result of this tax 
benefit, municipal bond investors are willing 
to accept lower yields than those from taxable 
investments. This allows state and local 
governments to borrow at interest rates that 
are, on average, much lower (sometimes up 
to 20 to 30 percent) than they would be able 
to get if they had issued traditional taxable 
bonds. 

Generally, municipalities issue two types 
of bonds, either General Obligation Bonds 
or Revenue Bonds . Projects that benefit 
the entire community, such as libraries, 
schools, and municipal facilities are funded 
by general obligation bonds, which are repaid 
from taxes and other general fund revenues. 
Projects that benefit only their users, such as 
utilities, airport and port facilities, and street, 
highways, and toll roads, are typically funded 
by revenue bonds, which are repaid with fees 
collected from those who use the services or 
facilities.

General obligation Bonds are backed by the 
full faith and credit of the government entity 
issuing the bond and its taxing power. Revenue 
bonds are relatively riskier than general 
obligation bonds and depend on the success 
of the project that they were issued to fund, 

such as port or airport facilities, to pay the 
interest and principal back to the bondholders. 
historically in the past there have been very 
few instances were municipal bonds have 
defaulted and; therefore, offering a risk that is 
second only to that of U.S. Treasury securities. 

ChallenGes in the muniCipal 
market
Beginning in late 2007 and throughout 
2008, the municipal bond market, just 
like the other debt and securities markets, 
experienced significant issues related to the 
subprime mortgage crisis and turmoil that was 
affecting the credit markets. These included 
the downgrading of municipal bond issuers 
and in some cases the loss of those issuers 
in the market place and the collapse of the 
municipal auction rate securities market. 
For many years a significant portion of the 
municipal debt and bonds issued used credit 
enhancement vehicles provided by AAA-rated 
bond insurers as a feature of making their 
municipal securities more appealing. By using 
these enhancements the issuers were able 
to issue their bonds with a AAA rating when 
the rating agency had given the issuer an 
AA rating or the issuer had no rating at all. 
however, many of these credit rating agencies 
were extensively downgraded during 2008, 
primarily as a result of their exposure to the 
subprime mortgage market. hundreds of 
thousands of outstanding insured municipal 
bonds were affected by these downgrades. Use 
of bond insurance on new issues – something 
that, in previous years, had been used to help 
sell about half of all new issues – was used on 
only 18 percent of new issues during 2008.

In addition to the traditional municipal debt 
and bond market, there are also Municipal 
Auction Rate Securities (ARS). During 2008 
there was a collapse of the $200 billion 
ARS market. Prior to 2008, the municipal 
auctions for these securities rarely failed. As 
the subprime mortgage crisis spread through 
the U.S. economy, more concerns began to 
be raised over the credit quality of municipal 
bond insurances used for ARS. As investor 
confidence in the auction process began to 

 Read more on next page
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wane the ARS auctions began to fail and then 
ultimately the market collapsed. Significant 
amounts of the municipal ARS have now been 
restructured.

reGulatinG the muniCipal 
debt and bond market
with the municipal debt and bond market 
reaching nearly $409 and $453 billion in 2009 
and 2008, respectively, these securities play a 
vital role in the U.S. economy. Due to the role 
that municipal debt and bonds play in the U.S. 
economy, it is important that there be some 
sort of regulation and oversight of this market. 
The regulation and oversight for this market 
is performed by the Municipal Securities 
Rulemaking Board (MSRB), which was 
established in 1975 by Congress to develop 
rules for broker-dealers and banks that 
underwrite, trade and sell municipal securities 
(bonds, notes and other securities) issued by 
states and local governments or their agencies 
to help finance public projects or for other 
public purposes. The MSRB promotes investor 
protection and ensures the integrity of the 
municipal market through prudent regulation 
and market leadership. 

hoW is the muniCipal debt 
and bond market reGulated?
The MSRB operates an information system 
that is designed to promote transaction 
price transparency and access to municipal 
securities issuer disclosure documents.

electronic Municipal Market access

one of the MSRB’s top initiatives has been 
the development of its Electronic Municipal 
Market Access (EMMA) website, which 
provides improved disclosure and price 
transparency in the municipal debt and 
bond market. official statements, audited 
financial statements, and advance refunding 
documents for municipal bonds, real-time 

and historical trade data, interest rates and 
auction results for municipal auction rate 
securities, interest rates for variable rate 
demand obligations, daily market statistics, 
and educational material about municipal 
bonds are all available for free on EMMA 
(http://www.emma.msrb.org). EMMA was 
designed for use by individual investors but 
is also available to auditors, institutional 
investors and municipal issuers so that any 
user can easily obtain municipal securities 
disclosure documents from a single source. 
The data on the EMMA website comes from 
a number of sources. The MSRB collects 
primary market information and trade data 
for EMMA from underwriters and their agents. 
on July 1, 2009, the MSRB began collecting 
disclosure documents from municipal issuers 
around the country and posting them for 
public availability within 15 minutes of receipt. 
The addition of these documents, and their 
availability to the public through EMMA, 
creates a complete repository of municipal 
bond disclosure documentation in a single 
location that is accessible 24-hours a day.

Another phase of EMMA’s development 
incorporates continuing disclosure 
documents provided by issuers into the 
integrated document display on EMMA. In 
December 2008, the Securities and Exchange 
Commission approved a proposal from the 
MSRB, which amends SEC Rule 15c2-12 (Title 
17 CFR 240.15c2-12) to allow the expansion 
of EMMA to include these documents and 
to make the MSRB the central and only filing 
venue for these documents, replacing existing 
document depositories which were the 
Municipal Securities Information Repositories 
and the State Information Depositories. The 
change was effective July 1, 2009, and has 
had broad industry support because EMMA 
will provide a far more efficient and cost-
effective system of document collection and 
dissemination. The MSRB is currently creating 
the necessary framework for issuers and 
their agents to submit continuing disclosure 
documents to EMMA in an all-electronic 
format and working to educate them about 
the process.

other Tools related to eMMa 

Additionally, EMMA contains an education 
center on its website, which provides in-depth 
information to help investors, auditors and 

other interested parties learn more about the 
municipal bond market and better understand 
disclosure and trade price information 
provided through EMMA. Investors and 
other users of information related to the 
municipal debt and bond market, no matter 
what their level of investment knowledge, 
can find useful information in the education 
center and through EMMA’s Frequently Asked 
Questions (FAQ) section. The education center 
also includes the MSRB’s industry-standard 
glossary of municipal securities terms, which 
can be extremely useful.

What is the effeCt on a 
nonprofit on issuinG tax-
exempt bonds?
As permitted by the Internal Revenue Code, 
governmental entities can issue conduit 
debt securities. A conduit debt security is an 
offering by a governmental entity that is not 
for its own use but is for the use of a private 
party that becomes a conduit bond obligor. In 
these types of transactions, the governmental 
entity is the issuer of the security but normally 
has no subsequent liability or continuing 
involvement. The private party that receives 
the proceeds in the transaction is the obligor 
and is required to make or fund all interest and 
principal payments as they come due and also 
is required to satisfy future financial reporting 
requirements. 

The evaluation of determining whether an 
entity’s conduit debt is available in the public 
market can often be difficult and will likely 
require additional investigation and use of 
judgment. Additionally, there are financial 
reporting issues that are outlined in Financial 
Accounting Standards Board (FASB) Financial 
Staff Position 126-1, Applicability of Certain 
Disclosure and Interim Reporting Requirements 
for Obligors for Conduit Debt Securities (FSP) 
(FASB Accounting Standards Codification ASC 
825-10-50).

Below are some suggested procedures and 
considerations that the conduit debt obligor 
may find helpful in determining whether 
conduit bond securities are traded in a public 
market.

•  Review of the offering document or 
prospectus. The prospectus should indicate 
whether the securities are traded or not. 
Inquire of the bond trustees or bond counsel 

Continued from previous paGe

the muniCipal bond market
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Due to the role that municipal 
debt and bonds play in the 
U .S . economy, it is important 
that there be some sort of 
regulation and oversight of 
this market . 

http://www.emma.msrb.org
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involved with the issuance of the securities 
regarding the following: 

 –  were the bonds issued in a private 
placement? If so, the bonds are likely not 
to be publicly traded.

 –  Do the bonds trade in a public market? If 
so, which market(s)? 

 –  Are there any on-going reporting 
requirements such as providing 
annual audited financial statements 
to a municipal securities information 
repository (Electronic Municipal Market 
Access (EMMA) website)?  If there are no 
reporting requirements, it is likely that 
conduit debt is not publicly traded. 

•  Additional information on conduit bonds 
which are sold in secondary markets to 
institutional investors and to accredited 
investors can be found on websites such  
as http://emma.msrb.org and 
http://www.investinginbonds.com which 
indicate trading activity, if any, for municipal 
bonds with CUSIP numbers. A CUSIP number 
is an identification number assigned to help 
facilitate the identification and clearance of 
securities. The CUSIP number may be found 
in the information return that is filed with 
the IRS for the bond issue.  To be considered 
traded in a public market, we would expect 
there to actually be trading activity, since 
the criteria for being treated as conduit debt 
in the FSP is whether or not the bonds are 
traded. 

Additionally, management is required to 
evaluate subsequent events through the date 
that the financial statements are first widely 
distributed (that is, issued). This assertion 
by management is important to ensure 
that the financial statements comply with 
generally accepted accounting principles 
and to allow the auditor to complete their 
subsequent event procedures. The publication 
of information by EMMA may impact the 
determination of the date that financial 
statements are widely distributed and must be 
considered by organizations and auditors.

For more information contact Lee Klumpp, 
director, at lklumpp@bdo.com.

irs foCus on post 
issuanCe bond 
ComplianCe
By Laura Kalick, JD, LLM in Tax

in order for bondholders’ interest on tax-
exempt bonds to be exempt from income 
taxation the bonds must be in compliance 

with a myriad of rules. Bond counsel and a 
host of other advisors make sure that there is 
compliance with the rules when the bonds are 
issued. Now the IRS is focusing on whether 
there is post issuance compliance. The IRS 
has some specific post-issuance compliance 
programs, such as the one the IRS Tax Exempt 
Bonds function (TEB) initiated regarding 
Build America Bonds (BABs) issued in 2009 
and 2010. In such a compliance program the 
IRS examines a sample of cases and sends 
information document requests to garner the 
information that they need. 

In addition to specifically targeted types of 
bonds, broadly speaking, the Form 990 with 
the new Schedule K will provide the IRS with 
the information that it needs in order to 
determine if the rules are being followed or 
further review is necessary.

one of the areas of focus of Schedule K is 
whether the bond proceeds are being used 
for qualified uses or whether the proceeds 
are being used for nonqualified uses such as 
private business use or unrelated trade or 
business use. In general, at least 95 percent of 
the proceeds of a tax-exempt bond must be 
used by either a state or local governmental 
unit or a section 501(c)(3) organization in 
activities which do not constitute unrelated 
trade or business activities.

Private business use can arise when property 
financed with tax-exempt bonds allows a 
private individual or entity a special legal 
entitlement to the use of the property. 
For example, the lease of bond financed 
property to a taxable corporation is private 
business use even if the taxable corporation 
is a wholly owned subsidiary of the tax-
exempt organization or even if it is exempt 
under 501(c)(4), (5), or (6). Also, a lease of 
bond financed property to a joint venture in 
which the 501(c)(3) organization is a partner 
may also constitute private use if the other 
partners are taxable entities.

A management contract with a private 
entity to manage a bond-financed facility 
may constitute private business use. If a 
management contract meets the IRS safe 
harbors found in Rev. Proc 97-13, which 
include limitations on the length of the 
contract, manager compensation and control, 
among others, the contract will not be 
tantamount to private business use. If the 
safe harbors are not met, a finding of private 
business use will be based upon the facts and 
circumstances. A management or service 
contract for the financed property generally 
results in private business use if the contract 
provides that the manager of the property 
is compensated by receiving a net profits 
interest in the property.

Use of a facility for privately sponsored 
research may also constitute private business 
use. IRS has published safe harbors as to when 
such research agreements will not result in 
private business use. In general, if the private 
sponsor is the lessee or owner of the property 
then there will be private business use.

Finally, unrelated trade or business use is not 
qualified use and must be counted along with 
the private business use in order to determine 
whether or not the bond proceeds are being 
used appropriately. Therefore, it is important 
for organizations to consistently allocate costs 
such as depreciation expense for purposes 
of calculating unrelated business income 
and bond reporting as the IRS can and will 
compare.

For more information contact Laura Kalick, 
National Nonprofit Tax Consulting director, at  
lkalick@bdo.com.

Continued from previous paGe
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is not qualified use and must be 
counted along with the private 
business use in order to determine 
whether or not the bond proceeds 
are being used appropriately . 
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16nonProFIT sTanDarD

the future of aCCountinG for leases

Lee Klumpp, CPa 

there has been a lot of disCussion and 
speCulation reCently related to a possible 
neW aCCountinG standard related to 
lease aCCountinG. 

made up of the 20 largest economies in 
the world, which comprise 85 percent of 
the global gross national product (GNP). 
The U.S. is the second largest of the G-20 
Nations and represents 23.4 percent of 
the GNP of the G-20 Nations, and two-
thirds of the world population (the U.S. 
represents 6.7 percent of the G-20 total 
population).

2. Concerns have been raised by investors 
and other users of financial statements 
regarding the treatment of lease contracts 
under International Financial Reporting 
Standards (IFRSs) and U.S. Generally 
Accepted Accounting Principles (US 
GAAP). If you look at leases and their 
related expenses, they usually account for 
the second- or third-highest expense on 
the statement of activities after salaries 
and benefits. According to the world 
leasing Yearbook 2009, total annual 
leasing volume in 2007 amounted to $760 
billion; yet many of those lease contracts 
do not appear in an entity’s statement 
of financial position. This is because 
IFRSs and US GAAP split leases into 
two categories—finance leases (capital 
leases under US GAAP) and operating 
leases—and only the assets and liabilities 
arising from finance leases are recognized 
in the statement of financial position. 
For an operating lease the lessee simply 
recognizes lease payments as an expense 
over the lease term. however, future 
minimum lease payments are required 
to be disclosed in the footnotes to the 
financial statements.

The different accounting treatment 
of finance and operating leases has 
given rise to various problems, in 
particular:

•  Many users of financial statements believe 
that all lease contracts give rise to assets 
and liabilities that should be recognized 
in the financial statements of lessees. 
Therefore, these users routinely adjust the 
recognized amounts in the statement of 
financial position in an attempt to assess 
the effect of the assets and liabilities 
resulting from operating lease contracts.

•  The split between finance leases and 
operating leases can result in similar 
transactions being accounted for very 
differently, reducing comparability for 
users of financial statements.

•  The difference in the accounting treatment 
of finance leases and operating leases 
also provides opportunities to structure 
transactions so as to achieve a particular 
lease classification.

In the discussion paper, the FASB and the 
IASB discuss a possible new approach to lease 
accounting. The Boards propose that lease 
accounting should be based on the principle 
that all leases give rise to liabilities for future 
rental payments and assets (the right to use 
the leased asset) that should be recognized in 
an entity’s statement of financial position. This 
approach is aimed at ensuring that leases are 
accounted for consistently across sectors and 
industries.

 Read more on next page

yes, it is true the Financial Accounting 
Standards Board (FASB) and the 
International Accounting Standards 

Board (IASB) have embarked on a project to 
look into changing the way that we record 
activities on the financial statements and 
the books and records of nonprofit and 
for-profit entities with regard to leases. The 
only organizations that are not affected by 
this project are the federal, state and local 
governments. 

In March 2009, IASB and the FASB announced 
that they would be launching a public 
discussion on lease accounting by publishing 
their preliminary views in a joint discussion 
paper, which was made available to interested 
parties via the FASB’s website at http://www.
fasb.org/cs/ContentServer?c=FASBConte
nt_C&pagename=FASB/FASBContent_C/
NewsPage&cid=1176157190891. The primary 
purpose of the discussion paper is the creation 
of a common standard on lease accounting 
to ensure that the assets and liabilities arising 
from lease contracts are recognized in the 
statement of financial position or balance 
sheet.

The discussion paper is also in 
response to two concerns:

1. The convergence by the United States 
(U.S.) towards International Financial 
Reporting Standards for which the U.S. is 
lagging behind many of the G20 Nations 
in implementing. The G-20 Nations are 

http://en.wikipedia.org/wiki/Gross_national_product
http://en.wikipedia.org/wiki/World_population
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The FASB and the IASB Boards have not yet 
discussed the method of transition or the 
effective date. Those issues will be discussed 
after comments are received on this discussion 
paper, and included in the provisions of a 
subsequent exposure draft of the proposed 
standard.

The FASB and the IASB Boards decided in 
July 2008 to defer consideration of lessor 
accounting in order to resolve the problems 
associated with lessee accounting as quickly as 
possible. Consequently, the discussion paper 
deals mainly with lessee accounting. however, 
it also describes some of the issues that will 
need to be addressed in a future proposed 
standard on lessor accounting.

The FASB and the IASB Boards have analyzed 
lease contracts and, in line with the views 
of many users of financial statements, 
have concluded that, whether classified as 
operating leases or as finance leases, lease 
contracts always create rights and obligations 
that meet the boards’ definitions of assets and 
liabilities.

If this principle is adopted in a new standard 
on lease accounting, it would result in the 
lessee recognizing: 

•  an asset for its right to use the leased item 
(the right-of-use asset)

•  a liability for its obligation to pay rentals. 

The FASB and the IASB Boards think that 
ensuring that all leases are depicted on 
the statement of financial position would 
significantly increase the transparency and the 
comparability of lease accounting. The FASB 
and the IASB Boards have also discussed how 
to account for more complex lease contracts, 
such as leases that contain options to renew or 
terminate the lease, options to purchase the 
leased item, contingent rental arrangements 
or residual value guarantees.

In the discussion paper, the FASB and the 
IASB Boards propose not to require lessees to 
recognize renewal, termination or purchase 

options separately. Instead, the lessee 
would determine whether the option will be 
exercised. For example, a five-year lease of 
real estate may include an option to renew the 
contract for an additional five years. Rather 
than recognizing the renewal option as a 
separate asset, the lessee would determine 
the most likely outcome—will the lessee 
exercise its option or not? If exercising the 
option is the most likely outcome, the lessee 
would recognize a right to use the real estate 
for 10 years and an obligation to pay 10 years 
of rentals.

The comment period ended July 17, 2008, with 
over 290 responses with the majority coming 
from preparers of financial statements and 
industry and professional organizations. More 
interesting is that of the 290 comments, 126 
of the comment letters came from Europe, 
86 comment letters from the U.S. and the 
balance from other users around the world. 
Additionally, approximately half of the 
respondents supported the overall principles 
and objectives set out by the discussion 
paper, while approximately one-third of the 
respondents did not support the FASB’s and 
IASB‘s preliminary views and the balance had 
other various views and comments.

The FASB and the IASB Boards have had 
over 30 meetings to discuss the various 
comments, concerns and issues that have 
arisen through the process. There will most 
likely be many more meetings before the new 
standard is issued. If you are interested in 
more information, it can be found on the FASB 
website under “projects” at www.fasb.org.

FASB issued its draft exposure document 
on leases in August 2010 and responses to 
this exposure draft will be considered in the 
process. The final FASB pronouncement is 
expected to be issued in the 2nd Quarter of 
2011, with the implementation date still to be 
determined.

For more information contact Lee Klumpp, 
director, at lklumpp@bdo.com.

The following schedule shows the 
planned webinar that BDo will be 
hosting in January 2011.  Stay tuned 
to www.bdo.com for additional 
webinars for 2011. The webinars are 
free, CPE-qualified webcasts that 
are offered on various topics. As a 
recipient of the Nonprofit Standard 
you are also on the mailing list for 
the invitations to the webinars. 
As the date of each webinar 
approaches, you will receive an 
invitation with further information 
on the webinar content and 
enrollment options.   

We hope you and your colleagues will 
plan on participating in these webinars.

Webinars

January 2011

January 27 / 12:00-2:00 eT
The BDo 2011 annual  
nonprofit Tax Update
Mike Sorrells
laura Kalick
Joyce Underwood
CPE: 2.0 Tax 

BDO also conducts various live seminars 
throughout the country on topics that 
are of specific interest to nonprofit 
organizations . These seminars are offered 
free of charge and are CPE-qualified . 
Contact your local office for seminars 
that are being conducted locally or check 
our website: www .bdo .com/events for 
further details .
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BDo nonProFIT PraCTICe 

For 100 years, BDo has provided services to the not-for-profit community. Through 
decades of working in this sector, we have developed a significant capability and fluency 
in the general and specific business issues that may face these organizations. 

with more than 2,000 clients in the not-for-profit sector, BDo’s team of professionals 
offers the hands-on experience and technical skill to serve the distinctive needs of our 
not-for-profit clients – and help them fulfill their missions. we supplement our technical 
approach by analyzing and advising our clients on the many elements of running a 
successful not-for-profit organization. 

In addition, BDo’s Institute for Nonprofit ExcellenceSM (the Institute) has the skills and 
knowledge to provide high quality services and meet the needs of the nation’s not-for-
profit sector. Based in our Greater washington, DC Metro office, the Institute supports 
and collaborates with BDo offices around the country to develop innovative and practical 
accounting and operational strategies for the tax-exempt organizations they serve. The 
Institute also serves as a resource, studying and disseminating information pertaining to 
not-for-profit accounting and business management.

aBoUT BDo

BDo is the brand name for BDo USA, llP, a U.S. professional services firm providing 
assurance, tax, financial advisory and consulting services to a wide range of publicly 
traded and privately held companies. For 100 years, BDo has provided quality service 
through the active involvement of experienced and committed professionals. The firm 
serves clients through 40 offices and more than 400 independent alliance firm locations 
nationwide. As an independent Member Firm of BDo International limited, BDo serves 
multinational clients through a global network of 1,138 offices in 115 countries.  

BDo USA, llP, a Delaware limited liability partnership, is the U.S. member of BDo 
International limited, a UK company limited by guarantee, and forms part of the 
international BDo network of independent member firms. BDo is the brand name for the 
BDo network and for each of the BDo Member Firms. For more information please visit: 
www.bdo.com.

Material discussed is meant to provide general information and should not be acted upon without first obtaining professional advice 
appropriately tailored to your individual circumstances.

To ensure compliance with Treasury Department regulations, we wish to inform you that any tax advice that may be contained 
in this communication (including any attachments) is not intended or written to be used, and cannot be used, for the purpose of 
(i) avoiding tax-related penalties under the Internal Revenue Code or applicable state or local tax or (ii) promoting, marketing or 
recommending to another party any tax-related matters addressed herein.

© 2010 BDo USA, llP. All rights reserved. www.bdo.com


