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Windes EO Advisor

This is the fourth install ment of the Wind
the tax, regulatory, and accounting issues that exempt organizations routinely confront.

On the tax side, the Windes EO Group possesses a vast amount of collective experienc
preparing and reviewing Forms 990, 9B0990PF, and state tagxempt forms, in addition to also
having extensive experience in the preparation and filing of both federal and state tax exem
applications for public charities, private foundations, and other exempt organizations. Additiof
the Group possesses a significant amount of expertise in providing valuable guidance (goverr

btion
ally,
ance /

reasonable compensation documentation / public support test / special events / lobbying / hospitals /

transactions with related parties) to exempt organizations.

On the audit side, the Windes EO Group prepares audited financial statements and ERISA aud
over 80 exempt organizations. For retirement plans, Windes & McClaughry has experts on sta
8403(b) plan administration and compliance, including plan document issues, Form 5500 prepa
and filing, nosdiscrimination testing and government compliance programs.

The Windes EO Group is composed of the following individuals who are exclusively dedicate
providing all types of exempt organizations with Hig¥el tax, regulatory and accounting consulting

tax compliance services, and financial statement preparation:

Brian Yacker, CPA/JD Tax Partner
Ron Kulek, CPA Audit Partner
Lauren Haverlock, CPA/MST Tax Manager
Tom Huey, CPA Audit Manager
Janet Wang Tax Staff
Cherie Romar Tax Staff

Please do not hesitate to contact any member of the Windes EO Group at (562)149% or via
email ateogroup@windes.com
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Hot Off the Press!

During the week of June 6, there were a couple of major exempt
organization announcements from the Internal Revenue Service.

The first announcement pertained to the Internal Revenu
Serviceds r e | -anaitece listing of appreximdtety
275,000 organizations that automatically lost their -éxempt
status because of failures to file anything with the Internal Reverjue
Service over a thregear period ending on October 15, 2010.
Additionally, the Internal Revenue Service issued guidance on How
organizations can apply for reinstatement of their -exempt
status, including retroactive reinstatement (skeernal Revenue
Service Notice 201:43).
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Retroactive reinstatement wi || generally ble a
annual gross receipts of $50,000 or less for 2010 and eligible to file ForaAN990 Thes 0 ¢
exempt organizations, can gain retroactive-twempt status (back to May 17, 2010) and they aldo

can pay a reduced Tax Exemption Application user fee of $100 rather than the typical $400 or $850
fee. Organi zations not qualifying as osmal |l 6
procedures set forth in InternaRevenue Service Notice 2044 (which generally does not
provide for retroactive reinstatement).

Going forward, donors to charitable organizations need to be keenly aware that the 275,p00
organizations on the Automatic Revocation of Exemption List can no longer receive tax dedudible
contributions. Accordingly, donors need to be sure to review the Automatic Revocation |of

Exemption List before making donations to charitable organizations (particularly smaller 0|I|es).
Similarly, private foundations will have to exercise expenditure responsibility if they make granjs to
organizations appearing on the Automatic Revocation of Exemption List.

The second recent announcement by the Internal Revenue Service in the exempt organizationg area
relates specifically to hospitals. In a bit of good news for hospitals, the Internal Revenue Sgrvice
announced that Part V, Section B of Schedule H of the Form 990 is optional for the 2010 tax fear

(seeAnnouncement 201-B7).

Thankfully, the repeal of the incredibly burdensome enhanced Form 1099 filing requirements, which
were due to take effect on January 1, 2012, was signed into law following decisive votes in both the
Senate and the House. While the repealed Form 1099 filing requirements were applicable f all
business taxpayers, not just exempt organizations, if the law had remained in effect, it would [have
had an unduly adverse effect on exempt organizations, which generally have less accounting
infrastructure than taxable entities.

The repealed Form 1099 filing requirements would have required exempt organizations to prepare
and file a separate Form 1099 in a given year when they cumulatively paiceaptoyee (whether
incorporated or not) more than $600 during the applicable year in exchange for either serviges
rendered or products purchased.
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Al so, recentl vy, the Treasury published pr
expanded authority to disclose information to state officials under Section 6104(c) of the Inte
Revenue Code. Section 6104(c) governs when the IRS may disclose certain information to
officials regarding exempt organizations that have applied for recognition as charitable organizg
Prior to August of 2006, the IRS was only generally permitted to disclose a final adv
determinati on denying an exempt organi zat
determination revoking a charitable organi z

As part of the Pension Protection Act of 2006, Section 6104(c) was amended to expand the sco

opo
nal

state
tions.
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information that the IRS may disclose to state officials. Specifically, the IRS is now permitt¢d to

disclose the following additional information to state officials:

1 The issuance of certain proposed refusals to grant an applicant exempt status and
proposed revocations of exempt status prior to administrative appeal and a final denial

or revocation

1 The names, addresses, and taxpayer identification numbers of organizations that have
applied for exempt status under Section 501(c)(3)

1 Returns and return information related to the proposed determinations and the
identifying information of applicants

Quarterly EO Webinars

Contact Us at eogrou

On May 12, 2011, Brian Yacker and Lauren Haverlock of the Windes
Group conducted a webinar addressing the 2010 version of the Form 9
Al participants received a oOwo
2010 Form 990 Tax PBC spreadsheet workbook utilized by the Wind
= | EO Group to accumulate much of the necessary information to prep
the Form 990. Please do not hesitate to contact us if you were unable
attend this webinar and you are interested in purchasing a DVD with
the webinar information and resources contained thereon.

The tenth quarterly exempt organization webinar to be conducted by the Windes EO Group \
take place on September 20, 2011. The topic of this webinar will be the always interesting

0]
0.
ki
pS
e
0
all

ill
and

thoughtprovoking subject of special events fundraisers. It is anticipated that an analysis of a nymber

of different special events case studies will be the primary thrust of this webinar.
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Expenditure Responsibility

Generally, when a private foundation makes a grant to a recipient that is not classified as a United

States public charity, the private founda
responsibilitydé in order for the private fg
of the Internal Revenue Code for all you 0
responsibilitydé essentially equates to due

i on

That being said, a private foundation will generally need to undertake the following four stegs in

order to be deemed as having adequately exe

1. Pregrantinquirydessentially oOkicking the tireso
best ensure that it is a bona fide charl
and that it plans to utilize the granted funds to further charitable purposes

2. Postgrant inquiryd requires the grant recipient to provide the granting private
foundation with receipts and other documentation that the recipient actually utilized
the funds it received from the private foundation as it represented that it would

3. Postgrant reports @ the grant recipient is required to provide the granting private
foundation with financial and other reports documenting how it utilized the funds it
received to further charitable purposes

4. Reporting requirement$ the granting private foundation is required
to prepare and attach a statement to its Form 9B& (covering the
year in which the grant was made) setting forth detailed information
regarding how it exercised expenditure responsibility

For any questions regarding the exercising of expenditure responsibility, plea
contact Brian Yacker at (562) 36228 or atbyacker@windes.com

Brian Yacker, CPA, JD
Partner

Ask the Experts

Also, in May of 2011, Brian Yacker and Lauren Haverlock of the Windes EO Group presented a
2011 California NotFor-Profit Conference in both Los Angeles and San Francisco. In between t
presentations, Brian and Lauren staffed a table at both locations to respond to any exempt orgi
tion tax, legal, and accounting questions that conference attendees had. It is estimated that Bri
Lauren spoke with over 100 people each day that the 2011 CaliforniaRdefrofit Conference
was conducted.
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Windes EO Advisor Featured Tip:

Unrelated Business Income Check -Up

To operate as a bona fide 8501(c)(3) public charity, an organizat
generally must be supported by the general public, either through t

on
e

receipt of contributions revenue, grants revenue, or program servi

increase their revenue to continue furthering their exempt purpos
while at the same time complying with the applicable rules and regulati
governing how an exempt organization should operate?

As is generally known, an exempt organization will be taxed on its unrelated business taxable in

e

revenue. But, in tight times, revenue from contributions/grants arnd
fees earned for services provided can diminish rapidly, thus leavingl an
exempt organization to its own devices to maintain or increase its tqp
line. Oftentimes, organizations are faced with a challenge: how can they

ns

ome.

The unrelated business income tax will generally be imposed regardless of how the funds gengrated

from the unrelated business activity are expended. Furthermore, the Internal Revenue Code
forth that substantially al/l of an exempt ¢
the presence of a substantial amount of unrelated business income could impermissibly threat

sets
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organpi za
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organi zationds exempt status.
The gener al focus in taxing an exempt
exempt organization for generating income;

focus is on fulfilling its charitable purposes.
activity unrelated to its exempt purpose, it should be treated, from an Internal Revenue Se
perspective, as a taxable activity. Otherwise, from an Internal Revenue Service perspectiv
exempt organization could have an unfair competitive advantage in competing with taxgtiefitor
entities.

Being that recent Internal Revenue Service studies have concluded that many exempt organiz
are underreporting their unrelated business income, we have noticed that the Internal Reve
Service is scrutinizing exempt organizations, more than ever, for unreported or ueg@erted
unrelated business income. That being said, it would behoove an exempt organization to ensur
it is not underreporting potential unrelated business income.

The first step in such a process would be
streams that are not related to the stated exempt purposes of the exempt organization.
example, the exempt organization should ask the following questions of itself:

1 Do the products or services from which revenue is earned serve a specific
charitable purpose or charitable class?

1 Does the actual activity that creates the products or services rendered help a
charitable class?

If an organization decides to undertake a commfcial

ice
, the
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| f it is debatable whether an exempt orgapi za
purposes of the organization, then the organization should ask the following additional questiops of

itself:

71 Is the income earned through active participation in conducting the activity by the
exempt organization?

Does the activity occur on a consistent basis throughout the year?

Are there any identifiable taxable entities that could be considered competition
related to conducting the particular activity?

Is the revenue stream considered to be advertising income?
Is the revenue stream considered to be ddltanced income?
Does the activity generate a profit in most years?

I f the response to any of the inquiries i nmed

such activity may be subject to the unrelated business income tax. That being said, there
number of exceptions to the imposition of the unrelated business income tax, even if it is determ
that the exempt organization is generating income from conducting an unrelated business ac
Some of these exceptions are as follows:

7 I s the activity conducted for t he <con
employees, patrons, or charitable class served?

1 Is a substantial amount of the work performed in conducting the activity by
volunteers?

1 Are a substantial amount of the items sold in conducting the activity donated by the
general public?
1 Is any advertising income considered to be a qualified sponsorship payment?

Most of the time, there is no cleatut response as to whether or not a revenue strean
would be considered unrelated business income. Therefore, it is essential that an organiz
contemporaneously document any determinations regarding the potential taxability of cer
activities they are conducting. A proactive exempt organization that can identify areas of pote

hre a
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exposure and maintain documentation that substantiates their conclusions can significantly mgigate

future risk that the Internal Revenue Service or a state taxing authority can successfully argug
the organization undereported its unrelated business income.

For any further information or questions pertaining to unrelated business
income issues, please do not hesitate to contact Lauren Haverlock at (562
3041327 or atlhaverlock@windes.com

Lauren Haverlock, CPA, MS1
Manager
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Public Disclosure

One of the very distinctive aspects of working in the exempt organizations tax sector is that all p
of the exempt organization tax and information returns that we prepare and file with the Inter

that anybody, for any reason, has the legal ability to be able to access the following documents
exempt organizations:

Form 990 for the past 3 years

Form 990T for the past 3 years (if applicable)
Tax Exemption Application (if applicable)
Determination Letter

Articles of Incorporation

=A =4 =4 =4 A =2

By-Laws

Regarding the public disclosure rules as specifically applicable to the Form 990, the entire Forr
is generally subject to public disclosure, other than the following, which are not:

Schedule A Excess Contributors

Schedule B

Specific country names on Schedule F

Individual names on Schedule |

Preparerd6s Social Security Number

information on the Form 990. For example, we have reviewed Forms 990 prepared by others, W
reported the following:

T A list of the exempt organizationds Sch

T A st of the exempt organi zationds dg
Schedule O or as a separate attachment

The reporting of specific country names on Schedule F, Part IV or Schedule O

The reporting of individual scholarship recipients (who happened to all be gay or
lesbian) on Schedule I, Part IV

1T The inclusion of the preparerds Soci al

In each of these circumstances the exempt organization subjected information to public discld

Contact Us at eo

Service (and GuideStar) were powerless to remalve inadvertently disclosed information from the

(N
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Revenue Service are generally subject to public disclosure, with very limited exceptions. This rheans

bf any

n 990

It is essential that the preparer of the Form 990 not inadvertently disclose any of the abpve
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sure

when such information should not have been. In each of these situations, the Internal Revienue



mailto:eogroup@windes.com

(@]
(b}
+—
@©
%2}
-
=
(&)
]
)
c
(@]
@)

Form 990, and, as such, the only available option to remove the information from public disclopure

was for the exempt organization to file an amended return.

For questions regarding the public disclosure rules for exempt organizations
please contact Brian Yacker layacker@windes.coror at (562) 3041228.

Brian Yacker, CPA, JD
Partner

IRS EO Update

As is well known, the filing threshold for the Form 980 ( 6 el ect roni ¢ post
$50,000, first effective for the 2010 tax year. The Form 99@ designed for those small exempi
organizations that are o0t oo s-Bzeoftthedull Foon 980e The

essential requirements for an exempt organization to be able to file the Forr\No&@& as follows:

1. Annual gross receipts oOonormallydé | ess th
2010 and later ($25,000 for tax years ending after December 31, 2007 and before

car

qui

an

December 31, 2010) . ONormallyodé |l ess thgn $

a. In existence for 1 year or less, received (or pledged to receive)
$75,000 or less in gross receipts

b. In existence for 13 years, averaged $60,000 or less in gross receipts
for the first 2 years

c. In existence for 3 years or more, averaged $50,000 or less in gross
receipts for the current year and the 2 years immediately preceding

2. The following types of exempt organizations cannot file the Form990

509(a)(3) supporting organizations
Private foundations

Organizations included in a group return
IRC section 527 political organizations

Qoo W
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The Form 996N is due by the 18 day ofthe ¥ mont h after the cl ose
tax year but cannot be filed before the close of the applicable tax year. In theory, there arg

extensions for filing the Form 998; however, in practice, we certainly follow the philosophy of

flingthe FoOrm99tN o bet t er | ate than ever 6-Nasmnotmaetlgan g
three years late. This is because after three consecutive years of failure to file the Forn 920

the Internal Revenue Service, the taxempt status of the exempt organization will be automatically

revoked.

We have found that it only takes about 10 minutes or so to complete the Form996ince it only
requests basic information regarding the organization such as name, address, EIN, a pers

contact, and two additional straigfidrward questions. One asks if the organization is terminating rs
ling

operations and the other inquires whether the organization qualifies under the gross receipts
threshold test. The Form 990! can easily be filed ohttp://epostcard.form990.org/

Californiads v e rNsistbhenForm 199N While similar i@ th® Pofin 99N, the

gross receipts threshold for the California Form 1BQis one key differentiating factor. The Form|

199N can only be filed by exempt organizations in California with annual gross receipts of $25
or less. The Form 19® can be easily filed orhttp://www.ftb.ca.gov/online/199N_ePostcard
index.asp

The obvious problem with the federal and C
gross receipts fall between $25,000 and $50,000. In such a situation, the organization would b
to file a Form 996N with the Internal Revenue Service; however, they would be required to filg
California Form 199 with the California Franchise Tax Board.

As a closing note, it cannot be stressed enough how important it is to take the time to file the Fd
990N and/or the California Form 198l. As mentioned above, an exempt organization will autd
matically lose its tax exempt status after three consecutive years of failures to file. Organizations

lose their taxexemption will be required to undertake the timmnsuming and costly process tof

prepare and file a Tax Exemption Application with the Internal Revenue Service in order to ope
again as a taxempt entity.

For any questions regarding the Form 990Gand the corresponding state forms, please contact Jan
Wang at (562) 439191 x282 or afjanetwang@windes.com

Janet Wang
Experienced Staff
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Audit Spotlight:
Statement of Functional Expenses

Most readers of financi al stat emelnt s
and income statement; however, in the exempt organization world, thije
statement of functional expenses provides information key to the evaluatfn

of the exempt organi zationds openat.i
expenses provides the reader a snapshot of how the organization expends its

funds. The statement provides the management of charities a meang to

demonstrate to the public all of its program activities and the resourc¢s
expended to accomplish its charitable purpose. The information provided py
this statement is important since it is often used by potential donors apd
granting agencies to evaluate charities.

The statement of functional expenses summarizes expenses by functional categories: prggram
activities, administration, and fungising. Accounting standards require exempt organizations fo
present information about expenses by their functional classification in the statement of activitigs or

in the notes to the financial statements. Voluntary health and welfare organizations are requirdd to
present a statement of functional expenses |det
by functional classifications. Other exempt organizations should consider presenting a supplerpental
schedule or statement of functional expenses. The public and donors often request this type ofjdata
to help determine how the organizationds f(ynds

The statement of functional expenses reveals how the natural expense classifications are allocdted to
significant program activities and supporting services, such as management and general| fund
raising, and membership development. Natural expense classifications include salaries, rent, uilities,
professional fees, depreciation, interest expense, and insurance. The ratio of program serviges to
total expenses is a key indicator in evaluating exempt organizations. Exempt organizations strjve to
increase their ratios of program service expenses to total expenses to show the public that their
funds are used for the charitable purposes intended. This is not always possible, especiafy for
organizations that rely on significant volunteer services that are not reflected in the finarcial
statements. However, it is important for these types of organizations to disclose in their finar{cial
statements an estimate of the program service provided by volunteers to demonstrate the fue
program services provided.

Salaries and other expenses that apply to more than one function must be allocated. To prepfre a
statement or schedule of functional expenses, direct costs must be identified and indirect costs ust
be allocated. Certain costs can be linked to a specific program, such as the salary of an indvidual
who works on a particular program or the cost of supplies used only for a specific program. I\/';ny
types of costs apply to more than one program or supporting service, such as the salary of
the executive director who may have both program and administrative responsibilities. Allocdting
expenses should be based on an objective basis and reasonable estimates considering [elated
financial and nonfinancial data. For example, occupancy expenses, such as rent and utilities, jnay be
allocated based on square footage of space occupied by each program and supporting service.| If it is
impractical to measure space and calculate precise allocations, an estimate of the relative portigns of
the building occupied by each function is reasonable methodology.
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