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Mission
Our mission is to foster effective risk management practices and the overall development and 
advancement of nonprofits through unique, creative initiatives.

Ten Things Series for Nonprofit Boards
Welcome to this series of short briefing papers for nonprofit board members. Whether a seasoned
leader or first-time trustee, there is a continual need to revisit the expectations and demands 
of the critical board member roles in steering, supporting and safeguarding nonprofit
organizations. In this series, First Nonprofit Foundation has identified topics of particular 
interest to board members and will provide digests of time-tested wisdom, emerging thought, 
and the insights of highly experienced practitioners. We trust these papers will succeed in helping
nonprofits to develop and advance. As always, we welcome your comments and suggestions.
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The quote “we haven’t got the money, so we have to think” describes the condition 
of almost every nonprofit. As leaders and fiduciary guardians of their organizations, 
board members must learn to think, and think hard, about the finances of their 
organization. The good news is that though this responsibility is daunting, the right 
preparation enables even the financially unsophisticated board member to effec-
tively oversee the organization’s finance function.

This booklet identifies and describes ten things your board should know about an 
organization’s finance function. The list is not all-inclusive and is not intended to 
establish a general standard of operation, but we hope it will generate productive 
discussion on the board and with management. These ten things are:

1. Reading Internal Financial Statements
2. Understanding Budgets and Forecasts
3. Understanding Your Sources of Revenue
4. Understanding Fiscal Year-End Financial Statements
5. The External Audit Process
6. Executive Compensation
7. Internal Controls—Fraud Prevention and Detection 
8. Accounting Procedures and Policies Manuals
9. Annual Tax Filings 

10. Other Financial Reporting
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We haven’t got the money, so we have to think!

—Nobel laureate Ernest Rutherford
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Reading Internal Financial Statements
1.

Board members’ responsibility includes reviewing financial information and making 
decisions in the best interest of the organization. To fulfill this duty, management 
typically supplies reports on a schedule that fits with board meetings. This financial 
information may be used by board members to:

1. Monitor revenue, support, and expenses, and compare results to prior periods  
 or to budgeted amounts.
2. Assess the financial condition of the organization to determine if it is appropriate 
 to expand or contract programs and services.
3. Determine whether additional fundraising events or activities are needed to fill 
 the gaps from shortfalls in revenue.
4. Analyze the results of a particular program, activity, or grant.
5. Determine management’s ability to use funds effectively to meet the organiza-
 tion’s mission.

Board members must determine the type and form of financial information they 
need and require management to provide it on a timely basis—usually within 20 
days of the most current reporting period. Internal financial statements typically do 
not consist of a complete set of financial statements. Common statements include 
the Statement of Financial Position and the Statement of Activities. These are typically 
unaudited. They help create a complete picture of the organization’s financial condi-
tion and status of resources that are available for use.

The board should plan meetings shortly after the receipt of financial reports in order 
to make timely decisions in the best interest of the organization. Board members 
should review the reports prior to meeting and prepare questions such as:

• What are the components of an account?
• How does this compare to last year’s performance, and why?
• Why are there variances in the actual versus budgeted numbers?

Management should be prepared to address these questions and should consider pro-
viding a narrative to the board when submitting the internal financial statements to 
explain conditions and variations. This analysis may also assist in identifying errors 
that require adjustments on the financial statements. Timely monitoring of financial 
results is especially important if the organization is experiencing cash flow problems.

If different reports and accounting methods are used on an interim basis than used 
on the year-end financial statements, the board should be educated on the differ-
ences and the reasons for the variations in reporting. In addition, the board should 

1. Reading Internal Financial Statements
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2. Understanding Budgets and Forecasts

obtain an understanding of any adjustments that are needed in order prepare year-
end financial statements in accordance with Generally Accepted Accounting Prin-
ciples (GAAP). A significant number of adjustments or large dollar adjustments to 
the internal financial statement at year end may indicate that the statements the 
board has been receiving are not very reliable. The board should monitor this on an 
ongoing basis to determine if further action is warranted.

Understanding Budgets and Forecasts
2.
The budget is a financial plan that serves as a guide for month-to-month operations. 
It is a roadmap that tells where an organization has been, where it is going, and how 
it is expected to reach its goals from a financial perspective. The budget is a financial 
expression of the short- and long-term goals of the organization. It is also a financial 
control that sets spending limits and attempts to keep costs in line with revenues.

Budgets are connected to the availability and timing of financial resources. Cash 
forecasts project when cash will be received and when it will be disbursed. Thus the 
forecast is essential to understanding whether the cash necessary to carry out the 
plan will be available. Budgets and forecasts go hand-in-hand.

Board members should understand the budget and forecast process. They should be 
directly involved with approving the budget and cash forecast; monitoring actual to 
budgeted results; and approving actions taken when budget revisions are required. 

The board should require a budget that is:
• Realistic. It should be well-reasoned and reflect current conditions. Unsub-

stantiated revenue projections and “guesstimates” of costs render a budget 
ineffective.

• Consistent. It needs to align with and express the organization’s short- and 
long-term strategic plans.

• Flexible. It should allow for adjustment and approval when considering rev-
enue shortfalls or windfalls and unexpected expenses.

• Measurable. It must be based on the same figures and accounting system 
used to maintain the organization’s books and records.

The Budget Process
Depending on the size of an organization, the budgeting process should include the 
knowledge and expertise of board members, finance committee members, the trea
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2. Understanding Budgets and Forecasts

surer, and the executive officers. The budgeting process should commence well before 
the start of the fiscal year. It begins as the staff determine the programs and activities 
for the coming budget period. Expenses and revenues tied to these activities should 
be carefully projected based on good data—usually historical data for existing activ-
ities and fact-based projections for new activities. It should take into account eco-
nomic conditions, possible changes in service demand, and other factors that affect 
program utilization.
 
The board’s finance committee usually reviews budget drafts and makes recommen-
dations before a final draft is presented to the board for approval. When reviewing 
the proposed budget, board members should look for signs that the numbers involve 
wishful thinking or guesstimates rather than defensible estimates. An approved bud-
get becomes the final budget for the coming year. The budget should show prior year 
actual and budgeted amounts by month, the current year budgeted amount, and a 
month-to-month breakdown of the projected budget amounts.

Once the new budget year begins, the board’s job is to monitor actual activity against 
the budget. This should be done monthly so as to react to results and cash flow effects. 
This process acts as a deterrent to mismanagement of funds and misrepresentation of 
information.

Cash Flow Forecasts
Lack of cash to cover expenses at the right time is detrimental to the organization.
Many factors affect cash flow—for example, disasters, economic changes, and dra-
matic swings in cash revenue caused by annual fundraising events, membership, 
and pledge drives. 

Cash forecasts generally project cash receipts and disbursements for each month of the 
year, based upon historical financial reports, experience, past budgets, and informed 
estimates. Board and committee members should know as soon as possible when cash 
shortfalls or excesses will be projected so as to plan for how to fund the shortfall or in-
vest the windfall. 

Budgeting and forecasting is only as useful as it is accurate, complete, and current. A 
well thought out budget is one of the keys to financial stability growth. This is sim-
ply good management, good stewardship of your supporters’ money, and a major 
step toward the board’s involvement in fulfilling the organization’s mission.
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Understanding Your Sources of Revenue
3.
Board members should have a general understanding of the types of revenue sources 
an organization receives and how those transactions are recorded for financial state-
ment purposes. The most common revenue sources for a nonprofit are typically reve-
nues and support from contributions, grants, special events, and investment income. 
When you review the organization’s Statement of Activities, you should be able to 
tell where the revenues were derived and have a basic understanding of how those 
transactions should be recorded.

For many nonprofits, contributions and grants are a major source of revenue, the ac-
counting for which can be fairly complex. It is important to have an understanding of 
some basic concepts that impact the accounting for these transactions.

Contribution transactions are voluntary transfers of assets where the donor is asking 
for nothing in return. Donations of cash and property are examples of contribution 
transactions. Such transactions are recognized in the financial statements when the 
donor makes the promise to give to the organization. The promise to give can occur 
at the same time the cash or other asset is given to the organization, or in the form of 
a pledge to give cash or other assets at a future date. Contributions can come from a 
number of sources, including individuals, corporations, government agencies, special 
events, program service revenue allocations and federated fundraising organizations.

There are a number of factors to consider when a contribution is given or a promise 
has been made to give to an organization. These include:

Did the donor place restrictions on how or when these funds can be used? An example
of this would be when an individual donates $10,000 and explicitly states that the 
funds are to be used for program personnel salaries during the next fiscal year. When 
this occurs, the organization has received a contribution that includes a donor restric-
tion. Contributions are classified on the financial statements as unrestricted, tempo-
rarily restricted, or permanently restricted. Unrestricted indicates that the amounts 
are currently available for the organization’s use. Temporarily restricted means that the 
donor has specifically stated how and/or when they would like their contribution to 
be used. Contributions are permanently restricted when the donor stipulates that the 
funds are to be held by the organization in perpetuity. Only the donor is able to place 
restrictions on funds that are given. Often times, the board may designate funds to be 
set aside to be used for a future expenditure. These board designations are voluntary 
and may be reversed by the board at any time. Because of the ability to remove the 
designation, the board designated net assets are included in unrestricted net assets.
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Understanding Fiscal Year-End 
Financial Statements

4.
A well-prepared and accurate set of financial statements prepared in accordance 
with generally accepted accounting principles provides management and the board 
with information designed to meet the following financial reporting objectives:

• Communicate ways the resources have been used to fulfill the organization’s mission.
• Identify the organization’s primary program services and their related costs.
• Disclose the organization’s levels of public support and any restrictions on the 

use of available resources.
• Help the organization carry out its fiscal objectives.

Has the donor made a promise to give a sum of money to the organization over 
multiple fiscal years? An example of this would be if an individual promises to give 
a total contribution of $50,000 to your organization and will pay this contribution 
over the next five years in $10,000 installments. The organization should be record-
ing the full contribution of $50,000 at the time the donor makes the promise. The 
receivable will be reduced by a discounted amount in order to record the pledge at 
its present value.

Has the donor made a promise to give that includes conditions on when or if the 
organization would receive the contribution? For example, a donor promises to give 
a contribution that matches the amount they are able to receive from other donors. 
If there are conditions placed on a contribution, the timing and/or dollar amount to 
be received is uncertain. When this occurs, a “conditional” promise to give is not re-
corded as revenue until the uncertainty is removed.

Grant revenue can come from variety of sources, but most commonly from govern-
ment agencies, corporations and foundations. Grant revenue can take on the char-
acteristics of either a contribution transaction or an exchange transaction. Exchange 
transactions typically involve an organization’s efforts to provide goods or services 
to members, clients, customers, or other beneficiaries for a fee. It is important to 
distinguish whether a grant is an exchange or contribution transaction, as it could 
impact when the revenue is recognized. Contrary to the accounting treatment for 
contributions as previous discussed, grant revenues that are considered exchange 
transactions, are recognized when the revenue is earned, such as when the goods 
are delivered or services are performed. It is important that as grant agreements are 
received, they are reviewed in detail by management and your accountant to ensure 
that the transactions are properly recognized in the financial statements.
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When reviewing an organization’s year-end financial statements, ask the following 
questions, all of which will be discussed in further detail:

1. Who are the users of the organization’s financial statements?
2. What basis of accounting was used to prepare the financial statements?
3. What are the basic financial statements and what are they telling me?
4. What financial performance measurements are important for our organization?

Who are the users of the organization’s financial statements?
Board members should understand that they are not the only group relying on the in-
formation that is provided to them. Often, the year-end financial statements are pro-
vided to other entities such as funding sources, regulatory agencies, and creditors or 
potential creditors. In addition other agencies or watchdog groups will review finan-
cial information through other means, such as review of the organization’s tax return.

What basis of accounting was used to prepare the financial statements?
An organization should prepare year-end financial statements in accordance with 
generally accepted accounting principles in the United States of America (GAAP). 
GAAP provides the authoritative guidance on how transactions should be accounted 
for and what is required to be disclosed in the financial statements. Statements that 
depart from GAAP could result in the user losing confidence in the information or 
could result in inappropriate conclusions about the organization’s financial condi-
tion. GAAP financial statements are prepared on the accrual basis of accounting, 
which recognizes revenues and expenses in the period when they are earned rather 
than in the period collected, as with the cash basis of accounting. The accrual basis 
provides a more accurate picture of how an organization is performing. 

What are the basic financial statements and what are they telling me?
A complete set of financial statements includes the following components:
Statement of Financial Position (Balance Sheet). The statement of financial posi-
tion reports an organization’s assets, liabilities, and net assets as of a specified point in 
time. The statement of financial position should focus on the organization as a whole 
and provide information about an organization’s liquidity, financial flexibility, and 
the relationships between assets and liabilities.

Statement of Activities (Revenues and Expenses). The statement of activities is 
designed to provide information about changes in an organization’s unrestricted, 
temporarily restricted, and permanently restricted net assets. 

Statement of Cash Flows. The statement of cash flows provides information about 
an organization’s cash receipts and disbursements. All receipts and payments are 
classified as operating, investing, or financing activities. Cash flows from operating 
activities provide the reader with information on the cash effects from the organiza-
tion’s normal operations of providing services or making and receiving contributions.
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Statement of Functional Expenses. The statement of functional expenses is required 
for voluntary health and welfare organizations. This statement provides information 
about an organization’s service efforts by presenting expenses by their functional (i.e. 
program service or supporting service expenses)and natural (i.e. payroll, occupancy, 
professional fees, etc.) classifications.

Notes to the Financial Statements. The footnotes are an integral part of the finan-
cial statements. The notes provide additional qualitative and quantitative information
to support financial statement amounts. The notes to the financial statements also 
provide information on matters that are not included on the face of the financial 
statements. Such information includes detail on related party transactions, pension 
plans, commitments and contingencies, compliance with debt covenants, subsequent 
events and accounting changes.

What financial performance measurements are important for our organization?
It is important for board members to analyze year-end financial statements to deter-
mine how the organization’s financial results compare to other similar-sized organi-
zations. For-profit companies can evaluate overall performance by measuring prof-
itability, but this method is not really suited to nonprofits, whose goal is mission 
delivery rather than profit. Common financial measures to evaluate a nonprofit’s 
success include the following:

1. Level of public support to total revenues
2. Total public support
3. Total program service expenses as a percentage of total
4. Fundraising expenses as a percentage total

Tracking the historical trends of these financial measures as well as comparing infor-
mation against industry averages for similar size organizations will assist the board 
in evaluating the organization’s performance and in identifying areas of opportunity.

The External Audit Process
5.
Over this past decade the auditing and accounting profession has undergone sig-
nificant changes in response to some highly publicized audit failures. (An audit 
failure occurs when the audit process fails to uncover financial statement errors or 
significant fraud.) New auditing standards and accounting principles seek to pre-
vent future audit failures and improve the transparency of financial reporting. 
Board members or their representative committees are now expected to be more 
active in the audit process and to understand how it works. 
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Selecting the Auditing Firm
Auditors are meant to report directly to the board. Therefore, the board (or its se-
lected committee) typically selects the external auditors. 

Auditing firms often offer a variety of services including assurance work, tax prepa-
ration, and various types of consulting. Fees charged vary widely, generally in line 
with the size of the auditing firm. In trying to find the best fit for their organization 
board members should try to balance the fee with the benefits sought. For example, 
some audit firms also serve to advise on business issues, making them a more valu-
able asset than a lower-cost barebones provider. Seek a firm that has a strong back-
ground in nonprofit work, and that can support both current and projected needs 
as the nonprofit expands. 

Some organizations rotate their auditors after a certain number of years and have 
even made the requirement a part of their bylaws. Other organizations stay with the 
same auditing firm for many years because their existing relationship works well. 
Some organizations use this latter approach but have the auditing team, including 
the partner or senior manager, rotate off of the engagement. Regardless of the ap-
proach, evaluate the relationship annually and document any actions taken with re-
spect to firm selection within the board minutes. 

The Phases of the External Audit
The external audit generally follows three phases: planning, execution, and reporting. 
The participation of the board is essential.

Planning Phase. During planning, decisions are made concerning where the risk 
of misstatement lies within the financial statements and the general approach to be 
taken for the various audit areas. Auditors are required to clarify their audit respon-
sibilities with the board. This may occur in a formal meeting with the board or au-
dit committee and it would address:

• The auditor’s responsibility for expressing an opinion on the fair presentation 
of the financial statements in accordance with generally accepted accounting 
principles;

• Acknowledgment that the audit is not a substitute for the governance respon-
sibilities of the board;

• That the audit is designed to provide reasonable but not absolute assurance 
that the financial statements are free of material misstatement;

• That the audit includes consideration of the organization’s internal control over 
financial reporting as a basis for designing appropriate audit procedures and not 
for the purpose of expressing an opinion on the effectiveness of internal control;

• That the auditor is responsible for communicating significant matters per-
taining to the audit that are relevant to the board in overseeing the financial 
reporting process;
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• That, when applicable, the auditor is responsible for communicating particu-
lar matters to the board required by laws, regulations, or by agreement with 
the organization.

During the meeting, board members should address their concerns about the au-
dit plan, where they feel additional risk may exist, and how the auditors should fo-
cus their procedures.

Execution Phase. During this phase, auditors work on-site or remotely to check ac-
count balances and transactions to gain assurance that the financial statements are 
fairly stated. Board members need to be available to assist the auditors in the event 
of disagreements with management, the detection of a potential fraud, or other un-
usual circumstance. A board member typically is appointed as contact person, re-
porting to the full board on any issues, keeping the audit on track, and helping to 
resolve conflicts.

Reporting Phase. As fieldwork concludes, preparation of the required auditing re-
ports begins. Depending upon the level of sophistication of the organization’s finan-
cial staff, the financial statements will be drafted either solely by management, the 
auditors, or in combination. In addition, auditors draft a letter to the board com-
municating internal control matters identified as part of the audit (sometimes re-
ferred to as the management letter) and a formal board communication address-
ing audit performance issues. Draft reports go to management and the board (or its 
committee) for review and comment. The review process should ensure that the re-
ports accurately present and communicate the organization’s financial results and re-
porting issues.

It is important for board members to understand that although it may appear that 
the financial statements are coming from their auditors, the statements are actual-
ly the organization’s responsibility. The auditors’ responsibility extends only to their 
opinion that accompanies those statements. Board members can help shape the pre-
sentation of the statements to the advantage of the organization as long as those 
statements comply with reporting standards. The management letter and communi-
cation to the board are solely the responsibility of the auditors, although within the 
management letter, management has the option of including their responses to any 
points that are noted.

Board members should meet with their auditors at the conclusion of the audit for a 
formal presentation of the draft reports and to discuss any audit issues. The formal 
presentation is the best way to gain a clear understanding of the of the audit pro-
cess, the content of the reports, and matters that may affect the organization in the 
coming year. Since certain members of management are often present at such meet-
ings, board members should also request an “executive session” with the auditors,
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absent management. During an executive session, board members should question 
their auditors regarding management’s cooperation with the audit process and if 
they have any concerns regarding management and their abilities. When all matters 
of importance have been covered and the board is comfortable with the current pre-
sentation of the drafts, the reports can be finalized by the board’s formal acceptance. 

Executive Compensation
6.
The board is responsible for annually reviewing the executive’s job performance and 
setting compensation. Executive compensation includes salary plus fringe benefits, 
deferred compensation arrangements, and retirement plan contributions. The com-
pensation influences the organization’s reputation.
 
Executive compensation can be viewed in the organization’s Form 990, which is open
to anyone. This increases the importance of the board arriving at compensation care-
fully and thoughtfully. It should document how compensation was determined for 
each member of the executive staff.

The Internal Revenue Service (IRS) is also very interested in the compensation of 
executive and key employees for certain tax-exempt organizations. The IRS states 
that payments of compensation or assets to an executive are not prohibited unless 
the executive is paid unreasonable compensation. Executives must be treated in the 
same manner as other employees and not personally benefit from the operation of 
the organization. (The term to describe such benefit is private inurement.) Unreason-
able compensation could risk the organization’s tax-exempt status. Or, the nonprofit 
could face intermediate sanctions that penalize those who receive the excess compen-
sation as well as the organization. Therefore, substantiate executive compensation 
through written documents and checklists.

Research and documentation is the key to supporting your compensation plan. Rea-
sonable compensation is based upon facts and circumstances and no two organizations 
are alike. Consider the following when determining reasonableness of compensation:

• What are the qualifications of the person holding a particular position, in-
cluding background, experience, and education?

• Is the individual a founding member or critical to the mission of the organization?
• What aspects of the organization’s size, sources of revenue, complexity, or 

similar management issues set it apart from other organizations?
• Does the position requires special skills or leadership capabilities?
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• Is there a compensation policy and is it documented?
• What type of research on comparable compensation paid by other exempt 

organizations is available? (There are web sites available that show 990 Forms, 
which would include executive compensation amounts.)

• Has the economy been considered?
• In newly organized nonprofits, the executive sometimes foregoes compensation.
 Has this been considered as the organization grows and gains history and strength?
• How much time does the executive spend in their position? How many hours 

do they put in and have these hours been documented? How does the time 
compare with people in similar positions at other organizations?

• Is the organization successful?

These are a few of the questions that should be on the mind of all board members; 
they may have others. In the end it is proper research, documentation, and approval 
of executive compensation that demonstrate to objective outsiders the diligence given
this decision.

Bonuses and incentives are allowable, but the IRS will spend more time on these 
types of arrangements, so be sure to document the research and rationale for them. 
Bonuses or incentives might include basing part of compensation on a percentage 
of receipts or income, community served, and increases in those served. If paying 
such incentives, be sure that no payments are—in fact or in appearance—a distribu-
tion of excess revenues over expenses. 

As you go through these questions and procedures please keep in mind that even 
though compensation may be determined by an independent, authorized body and 
based upon appropriate comparable data and other research, how these compensa-
tion levels are reached must still be adequately documented. If the documentation is 
lacking, compensation amounts may not stand up to IRS scrutiny.

7.
Board members have a fiduciary duty to safeguard organizational assets. The duty 
includes protecting from the loss of assets by human error or misappropriation. 

Those who commit fraud generally have three common denominators: (1) they 
have a need—perhaps an addiction or lifestyle to support; (2) they have an oppor-
tunity—lack of internal controls and proper oversight; and (3) they have an ability

Internal Controls—Fraud
Prevention and Detection



13

7. Internal Controls—Fraud Prevention and Detection

to rationalize their actions—perhaps a perception of entitlement. Our focus here is 
on reducing the opportunity in the equation above.

Someone does not normally join an organization intending to commit a crime. 
Instead, opportunities present themselves, and due to pressures and other circum-
stances, an individual considers how a fraud may be perpetrated. Eliminating these 
opportunities reduces the risk of fraud. One way to eliminate opportunities is to 
establish effective internal controls.

Controls can be preventive or detective. Preventive controls aim to keep fraud from 
occurring. Some examples include locking up blank check stocks, setting authori-
zation limits, and requiring multiple signatures on checks. Detective controls seek 
fraud after it has occurred. Examples include independent reconciliation of bank 
statements, board member review of executive corporate credit card charges, and 
independent employee approval of new vendors. These controls also prevent and 
detect human error.

Some controls occur through policy. For example, it’s recommended that people who 
handle finances use their vacation time and rotate duties. This reduces opportunities 
for the employee to design, commit and conceal fraud. Another policy is to create a
whistleblower’s confidential hotline managed by a third party and available 24/7. 
Studies show that most frauds are initially detected through tips from employees, 
clients, and outside vendors.

Controls should prevent one individual from performing all functions within an 
accounting cycle. (This is called segregation of duties.) For example, the same person 
should not set up a vendor, enter vendor invoices into the accounting system, prepare
the check for payment, and sign the check. Most organizations are not large enough 
to allow for complete segregation of duties, but all organizations can customize inter-
nal controls and segregate some duties.

Two simple guidelines should be followed when customizing effective internal con-
trols. First, the same person should not be the preparer and reviewer. Second, these 
controls should not be overridden. Though simple in concept, the most effective
controls will fail without strict compliance. Such compliance should be an institu-
tional cornerstone, which begins with the board, continues to management, and 
flourishes with every employee. Employees that are not part of the accounting 
department can serve as very effective independent employees providing strong 
controls. An example is the receptionist who opens all non-confidential mail and 
distributes it to the appropriate employees.
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To establish an effective set of internal controls to prevent or detect fraud you should
first determine the types of fraud to which the organization may be susceptible. 

• Skimming—for example, taking cash from a special event before it is re-
corded in the accounting system.

• Stealing cash on hand—for example, stealing from a petty cash fund over a 
long period.

• Stealing assets—for example, setting up a personal bank account in the name 
of the organization and making transfers of cash or investments.

• Theft of fixed assets—for example, stealing a laptop computer.
• Personal use of assets—for example, using an organizational vehicle for per-

sonal benefit.
• Personal capital improvements—for example, diverting capital costs for a 

personal residence. 
• Kickbacks—for example, purchasing supplies from a low-cost vendor and 

receiving a payment from the vendor.
• False or inflated invoices—for example, setting up a fictitious vendor and 

invoicing the organization for goods or services not provided.
• Self-payment—for example, paying a legitimate vendor invoice twice with 

the second payment going to the employee.
• Check theft—for example, stealing and forging checks.
• Ghost employees—for example, setting up a fake employee and having the 

compensation paid to the employee.
• Overpayment—for example, increasing an employee’s pay rate.
• Credit card fraud—for example, charging personal expenses on a corporate 

credit card.
• Expense report fraud—for example, submitting personal or fictitious expenses
 for reimbursement.

Fraud prevention and detection is everyone’s job in an organization and it starts by 
hiring the right people. Screening should include a candidate’s references, work his-
tory, credentials, pre-employment drug testing, and criminal background checks. If 
nothing else, these actions put prospective employees on notice that the organization 
values integrity. Board members should ensure the organization has a formal fraud 
policy and code of conduct, and that policies and controls are reviewed regularly to 
change as the organization changes.
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8.
Accounting Procedures and Policies Manuals

Accounting procedures and policies manuals accomplish two primary objectives for 
organizations. First, they provide a formal “play book” for an organization’s account-
ing function. Second, they provide the transparency that lets outsiders see that the 
organization is following good processes. On a functional level, accounting proce-
dures and policies manuals:

• Facilitate the consistent application of accounting principles;
• Aid in the preparation and processing of accounting transactions;
• Accumulate a summary of accounting procedures and policies for reference 

purposes; and 
• Provide rules and processes to comply with various internal and external 

reporting requirements.

The “Play Book”
Sudden loss of an accounting staffer is hard enough. Without good documentation 
of processes and policies, it means deep trouble. The board should be sure that doc-
umentation has taken place, and it should review the documentation annually. Four 
rules guide the play book. First, it should be put in writing. Second, procedures and 
practices should be customized to the organization—there is no one-size-fits-all. 
Third, develop procedures that deliver the end output desired from the accounting 
function. And fourth, involve all affected staff and stakeholders in the development 
of the accounting procedures and policies. You know your play book is effective
when a competent individual can read it and reproduce the organization’s procedures
and practices.

Transparency
The audit failures of the early 2000s and the economic meltdown of the late 2000s 
led to an outcry for greater organizational transparency, including accounting records
and reporting. An accounting manual signals and manifests the organization’s in-
terest in transparency. Some organizations publish their accounting procedures and 
policies manual on their web site (of course, removing confidential information).

Outdated accounting procedures and policies can impede progress and lead to 
frustrated employees who feel at the mercy of cumbersome rules. The advent of 
the paperless (electronic) office demands a fluid set of accounting procedures and 
policies that are rooted in principles that transcend the mechanical nature of ac-
counting procedures and policies. Every organization should review its accounting 
procedures and policies, and the documentation thereof, at least annually.
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Annual Tax Filings
9.
Form 990 (or 990-EZ) is the primary reporting mechanism for exempt organiza-
tions. This annual tax filing challenges nonprofit boards to look closely at the whole 
organization, its governance, compensation, accomplishments, and processes. The 
form calls for board members to be more accountable for an organization’s reporting 
practices and procedures, not just the financial information. Though not required, 
the form clearly implies that it is meant to be reviewed by board members. As a result
of this, board members in many organizations are seeing the Form 990 for the first 
time. Moreover, this form is available for public inspection, so you must ensure that 
the organization is portrayed to the public in the best possible light. 

Form 990 is 12 pages with up to 16 additional schedules that may need to be included.
The core form includes the general financial information of the organization—a state-
ment of revenues and expenses in both summary and detailed formats and a balance 
sheet. It also includes descriptions for an organization’s program service accomplish-
ments during the year. This is an opportunity for an organization to distinguish itself 
from other similar organizations by highlighting its programs, who and how many 
people have been served by those programs, and what has been achieved. 

Form 990 includes questions and supporting schedules that seek evidence of good 
practices. Some examples of the scope of information requested include:

• How is executive compensation set by the board? Was it reviewed by an 
independent compensation committee?

• What is the organization’s expense substantiation policy?
• What types of payments are made to board members and other related parties?
• Does the organization have a written conflict of interest policy, a whistle-

blower policy, a document retention and destruction policy? Are these 
policies regularly monitored and enforced?

• What types of fundraising events are held? Was a professional fundraiser utilized?
• What foreign activities has the organization engaged in?

These are not questions that one individual in an organization can or should answer 
on their own. In some cases the information being requested has been controversial 
because of its confidential nature, especially in the area of compensation. Answers to 
even the “yes/no” questions within Form 990 sometimes require reference to the Form 
990 instructions to determine how to answer them correctly. If the answer to any 
question regarding the existence of a policy or procedure is “no”, the implication is 
that such a policy should exist. As a consequence of these questions organizations have 
begun to formally adopt such policies, improving their transparency and governance. 
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The Internal Revenue Service scrutinizes the Form 990, so questions should be 
answered accurately and completely to avoid further inquiries or audits. Though 
time-consuming and revealing, Form 990 is part of the “price” of maintaining tax-
exempt status. Board members should educate themselves on the complexities of 
this form by reading it and its instructions and understanding that their oversight
of its preparation and filing is part of quality organizational governance.

Unrelated Business Income and Form 990-T
A nonprofit may be subject to taxation on income that is not substantially related 
to its mission. Such income is referred to as unrelated business income. The Internal 
Revenue Code states that an activity is considered to be unrelated if:

• it is a trade or business, and 
• it is regularly carried on, and
• it is not substantially related to the organization’s exempt purpose.

Net profits from unrelated activities are subject to taxation at normal corporate 
rates and the tax is referred to as Unrelated Business Income Tax or UBIT. A non-
profit organization reports any unrelated business activities on Form 990-T.

Is there such a thing as too much unrelated business income? While the Internal
Revenue Service has not established a threshold for unrelated business income 
where an organization could potentially lose its exempt status, it has sometimes 
been recommended that unrelated business income be less than 10 percent of an 
organization’s total gross income. If unrelated business income becomes significant 
it may be advantageous to create a for-profit subsidiary or limited liability company 
to manage those unrelated business interests.

There is nothing illegal or unethical about an exempt organization engaging in 
business activities not substantially related to its exempt purpose. However, failure 
to adhere to IRS guidelines and properly report and pay any UBIT threatens the 
organization’s credibility and tax-exempt status. Board members must understand 
the nature of all revenue sources of their organization and ensure that unrelated ac-
tivities are appropriately identified. Strict guidelines should be in place for entering 
into any new business ventures and relationships. Strong accounting practices and 
documentation should ensure that revenues and costs are clearly delineated between 
exempt and unrelated activities.
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Other Financial Reporting
10.

Besides the tax forms and basic financial statements described earlier, a nonprofit 
may need to prepare other reports and forms. These “special reports” typically stem 
from funders (such as foundations, government agencies), which often ask for fi-
nancial information in a certain format or look to address compliance issues that 
are not included as part of the basic financial statements. Board members should 
be sure the organization provides timely and accurate reports; they are essential for 
continued funding.

The Single Audit
When an organization receives funding for its programs through the U.S. Federal 
Government, a “Single Audit” under the standards contained within OMB Circular
A-133 is sometimes required. The Single Audit encompasses the basic financial 
statement audit as well as an organization’s compliance in operating its federally
supported programs according to federal guidelines. Only organizations that expend 
$500,000 or more of federal support during a year are required to have a single audit.

Acceptance of federal funds directly (or indirectly through a state or other federally
supported entity) is in essence a contract to execute the program according to 
the contracted terms; operate the program in accordance with established federal 
compliance requirements for the program; and establish internal controls to ensure 
adherence to the requirements. The single audit tests and reports on each of these 
aspects. When a Single Audit is performed, the auditor’s opinion on the basic finan-
cial statements will be accompanied by other auditor signed reports that will address 
a variety of issues. The more common compliance requirements that are typically 
looked at in a Single Audit include:

• Allowable costs—ensures that the types of costs charged to a federal program 
meet federal cost guidelines.

• Allowable activities—ensures that the activities engaged in by the organiza-
tion are in accordance with the goals of the federal program.

• Cash management—ensures that federal funds received in advance of services 
provided are properly managed, minimizing the time between receipt and 
expenditure.

• Eligibility—ensures that those served by the program are the intended 
beneficiaries of the program.

• Period of availability—ensures that federal funds are expended within the 
required time period.

• Reporting—ensures that federal program activities are properly reported.
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Deviations in compliance or deficiencies in internal controls detected as part of the 
audit process may be included in the Single Audit reports as findings. Most Single 
Audits uncover some findings of deviation from compliance. Many organizations 
lack the resources to ensure total compliance all the time. In interpreting the Single 
Audit reports, board members should strive to understand the qualitative nature of 
any findings that are being reported and determine:

• What do they say about the quality and integrity of the organization’s 
financial reporting capabilities?

• Is the deviation in program compliance significant in relation to the overall 
operation of the program?

• Is the deviation in compliance an isolated incident or indicative of a larger 
problem?

The intended response to a Single Audit finding is that the organization improve 
or eliminate the condition in future years. The Single Audit report includes man-
agement’s response to the individual finding, a corrective plan, a timeframe for 
resolution, and responsibility for implementation. Board members should review 
these planned responses with management to ensure the plan is implemented. Re-
peated failure to correct problems can undermine future funding.
 
Other Financial Reports
State and local funding agencies often require special reports on topics specific to 
the programs being funded. The information is often derived from the basic finan-
cial statements but will be broken out in greater detail to highlight the activities 
of the programs of interest. These reports usually are created to determine if funds 
provided are being fully spent. These reports will illustrate revenues and costs as-
sociated with a particular program. When revenues exceed costs, a funding agency 
may request a reimbursement of the excess funds or may reduce subsequent grants. 
The board should be sure the organization has systems that can tie expenditures 
and indirect costs to each program.

These types of reports are sometimes not part of a board’s ongoing review and over-
sight procedures, the primary responsibility for such often being left to management. 
However, board members should get assurance that the reports are being submitted 
on time in the form required by the funder, and that the organization has the systems 
to prepare them.

Conclusion
The “ten things” we’ve cited here will get you far in your role and duty as a board 
member. Of course, there is much more to know about the finances of an organi-
zation. The resources below will help. And as you work to steward the resources of 
your nonprofit, we wish you good fortune—in every sense of the word!



Helpful Resources
AICPA Audit Committee Toolkit: Not-for-Profit Organizations. Published by the 
American Institute of CPAs, the Toolkit is available on their web site (www.aicpa.
org) and may be downloaded at no cost by nonprofits.

Governance as Leadership: Reforming the Work of Nonprofit Boards, by Richard P. 
Chait, William P. Ryan & Barbara Taylor, Wiley, 2004.

Financial and Accounting Guide for Not-for-Profit Organizations by Malvern J. Gross, 
Jr., Richard Larkin & John McCarthy, Wiley, 2000.

Guidebook for Directors of Nonprofit Corporations by CA American Bar Association, 
author and publisher, 2003.

Audit Committee Essentials (institute of Internal Auditors) by Curtis C. Verschoor, 
Wiley, 2008.
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