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I.
Non-Profit Reform – The National Scene

A. Sarbanes-Oxley Act of 2002 (“SOX”) 

a. Climate leading to enactment – Enron, etc.

b. Does it cover non-profits?

1. Most sections apply only to publicly-traded companies

2. Whistleblower protection

3. Record retention policy

c. Basic principles

1. Increase accuracy of and accountability to public for financial reports

2. Strengthen board governance and independence from management

3. Enhance audit function

4. Reduce fraud and irregularities

d. Greater accountability to public and transparency

e. Implications for Non-profits

1. Public accounting firms adopting standard practices for all clients, not just publicly-traded companies

2. Greater awareness of issues by public, board members, and funders – raises the bar

3. Principles being incorporated into state and federal legislative proposals

4. Basis for “Best practices” issued by non-profit groups, ratings boards, etc. 

B. GAO Audit Independence Standard (2002)

a. Applies to federal, state, and local government

b. Applies to non-profit and for-profit grantees

c. Auditors shouldn’t provide non-audit services that involving performing management functions or making management decisions

d. Auditors shouldn’t audit their own work or provide non-audit services where such services are material to audits

C. U.S. Senate Finance Committee Proposals

a. Five-year IRS review of tax-exempt status

b. Prohibit and tax transactions between charity and insider

c. Give states authority to pursue federal tax law violations

d. Improve scope and quality of Form 990 and related forms

e. Increase public availability of nonprofits’ documents

f. More clearly define, at the federal level, requirements applicable to board of directors, the breach of which would subject board to federal liability including:  review and approval of the budget, investments, and business transactions; establishment of conflict of interest policy, an compliance policy and whistleblower policy

g. Require board to be between 3 and 15 members

h. Give the IRS authority to remove board members and employees

i. Require a federal agency that awards grants and contracts to favor organizations accredited by IRS-designated entities

j. $10 million in funding for accreditation of charities

k. Give U.S. Tax Court equity powers to make changes to remedy harm to charity resulting from violation of federal rules and to substitute directors, divest assets, prohibit activities and appoint receivers

l. Permit exempt organization board members to bring proceedings in Tax Court and individuals to submit a complaint to IRS for review that the IRS could allow to be filed in Tax Court. 

D. State proposals and legislation – Massachusetts, New York, California

E. Independent Sector panel response to Senate staff proposal 

II.
Emerging Principles

A. More active, independent, and informed board members in oversight of nonprofit.   CSBG Act already has this concept – Board must “fully participate in the development, planning, implementation, and evaluation of the [CSBG] program.”

B. Conflict of Interest Policies and Code of Ethics

C. Separate audit committee or add audit committee functions to existing committee, the members of which receive no compensation from nonprofit and ideally includes at least one person with financial expertise. Auditor reports directly to board and audit committee.

D. Outside audit and periodic rotation of either audit firm or audit partner.

E. Prohibition on auditors performing non-audit functions for audit clients.

F. CEO and CFO review of Form 990.

G. Record retention policy.

H. Whistleblower policy prohibiting retaliation in connection with truthful information provided to law enforcement officer concerning federal offense.

I. Board ensures effective internal controls and compliance with legal filing and other requirements for tax-exempt non-profit.

III.
Focus on Conflict of Interest 

A. Media and other focus on egregious conflicts of interest

B. Internal Revenue Code rules
a. Prohibition on private inurement for 501(c)(3)s
b. Intermediate sanction rules – penalty on excess benefit transactions
C. General Principles
a. Board should adopt written policy
b. Disclosure of financial interest in transactions with non-profit
c. Interested directors should not participate in consideration or vote on matter
d. Disinterested directors make decision based on best interest of nonprofit, using bid process, collection of comparable offers, or appraisals as appropriate.
e. Record in minutes steps taken to address conflict.   
