
Ease on Down the Road
5 Tips for Making Your Audit Less Stressful

Do you bite your nails before your not-for-profit’s external audit each year? Does your staff 
start showing signs of anxiety in anticipation of the auditors walking in the door?

If this sounds like your situation, take a deep breath. Here are five tips for making the audit 
experience run more smoothly for you and your auditors.

1. Be ready

Ask your auditor for a list of items they’ll need during the audit, with deadlines for each 
item, if such a list isn’t provided automatically. Talk to your auditor before the fieldwork if 
you have questions about any of the items, and let your auditor know right away if you 
won’t be ready by the agreed-upon dates.

Because surprise is a required element in the audit, you’ll also need to produce some 
information on the spot, such as specific expense reports, journal entry support, or 
grantor or program reports. But you can still prepare by establishing files during the year 
to collect the information you may need.

2. Have realistic expectations

Your expectations of the audit should mirror your contract with the auditing firm. It will 
spell out what the audit will accomplish and your responsibilities.

Auditors once did accounting “clean-up” work for their clients during the audit, such as 
preparing year-end journal entries, fixed asset schedules, and various prepaid expense 
and accrued liability analyses. But today’s professional standards draw a clear line 
between accounting and auditing services, and your auditor must stay independent of 
your accounting processes.

If there are accounting tasks you can’t do internally due to a lack of expertise, consider 
hiring a different firm to handle them. But if you’re fully capable and “own” the process, 
you can engage your audit firm to assist with certain analysis and adjustment information 
outside of the audit.
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3. Minimize your risks year-round 

Draft and review your accounting and procedures manual. Self-assess inherent internal 
control weaknesses and determine the necessary internal controls to mitigate such 
weaknesses. Periodically ascertain whether your organization’s policies and procedures 
are being followed.

If your operations have changed or evolved, discuss these developments with your 
auditor during the year and update your policies and procedures accordingly. Waiting 
until fieldwork begins can delay the audit process.

4. Be prepared to deal with any control deficiencies

Your auditor will apply risk standards during the audit. AICPA Statement on Auditing 
Standards No. 115, Communicating Internal Control Related Matters Identified in an 
Audit (SAS 115), defines deficiencies in internal control and other “material weaknesses” 
and “significant deficiencies.”

The auditor, for example, will look to see if there’s:
•	 More than one person handling cash receipts and reviewing and approving cash 

disbursements and payroll,
•	 A second person authorizing contracts and their payment, and
•	 Adequate oversight of your checks and balances system.

After reviewing the risk and internal control information you’ve assembled, your auditor 
could determine there is a “significant deficiency” or the more serious “material weakness.”

For any matter identified in the auditor’s SAS 115 letter, prepare a written response 
including whether you have taken or intend to take any action in response to the finding. 
This is important to the audit committee and board as they oversee the audit and the 
overall system of checks and balances.

5. Stay in touch 

Don’t let the annual audit be the only time you talk to your auditor. If you save up all your 
questions, it’s likely to extend the length of the audit.

Also ask if there are new accounting pronouncements or changes for the year so you 
and the board aren’t surprised after year end. Be proactive in understanding the new 
guidance and its impact on your next audit and future financial reporting.

It’s all good

Although the audit — and the preparation that precedes it — requires some work, the 
benefits are plentiful. The audit not only assesses your overall financial condition, but also 
can pinpoint problems with financial management and financial reporting, identify ways 
to reduce risk and strengthen internal controls.

When is Income Taxable?

Your 501(c)(3) organization generally is required to pay tax on income that isn’t related to its 
main purpose — even if that income keeps the not-for-profit afloat. This unrelated business 
income (UBI) is something to watch closely, because if your nonprofit is ever audited, the 
IRS will likely scrutinize your records to see whether you’ve accurately reported UBI.

If you haven’t reported UBI correctly, your organization may be responsible for back taxes, 
interest and penalties that can easily go into the thousands. And worse, if the IRS determines 
that your not-for-profit has significantly strayed from its mission because of UBI-generating 
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activities, your tax-exempt status could be jeopardized. Fortunately, if you understand and 
follow the rules, you can avoid such scenarios.

How the IRS sees it

According to the IRS, an activity generally is an unrelated business and its income subject 
to UBI tax if the activity:

1.	 Is a trade or business,
2.	 Is regularly carried on, and
3.	 Isn’t substantially related to furthering the organization’s exempt purpose.

Typically, all three situations must exist for the income to be considered UBI.

Activities that count

The types of activities that can generate UBI sometimes fall under the fundraising umbrella 
and include the following:

Sale of products unrelated to your purpose. Examples might include sales from a hospital 
gift shop or a zoo restaurant. To determine if the revenue is UBI, ask:

•	 Are you regularly — that is, frequently and continuously — selling the goods to make 
a profit?

•	 Would a for-profit organization want to carry on this kind of activity?

If you answer “yes” to these questions, you’ll likely need to report the income from the 
activity as UBI.

Sale of advertising space. Do you sell ad space in your organization’s journal, magazine 
or newsletter or on its website? Language that induces the reader to buy or use a product or 
service typically is considered advertising — for instance, a description of the product’s or 
service’s quality or a favorable comparison to a similar product or service. And the income 
from that activity is considered UBI. Conversely, a brief acknowledgment — listing, for 
instance, the supporter’s name and logo in a program — probably isn’t advertising, but 
rather is sponsorship and considered a donation.

Sale of unrelated services. In an online tutorial, the IRS uses the example of parking lots 
to explain this type of UBI. If an organization owns a parking lot and opens it regularly to the 
general public, the parking fee income is taxable. That’s because the activity — charging 
a fee for public parking — isn’t substantially related to the not-for-profit’s exempt purpose. 

But, if only members and visitors use the parking lot while participating in the organization’s 
activities, the parking fee income isn’t taxable. The excellent tutorial can be found at http://
www.stayexempt.org/VirtualWorkshop.aspx .

These are only some of the activities that can generate UBI. Income from certain investments, 
from selling membership lists and from gaming activities (see the sidebar “It’s All in the 
Game”) also can produce UBI.

Exceptions to the rules

Keep in mind that there are many exceptions to the rules — for example, when your 
volunteers run the activity. According to the IRS, income from any trade or business where 
uncompensated volunteers perform 85% of the work is exempt from UBI tax.

A transaction’s structure also can exclude the resulting income from taxation. While being 
paid to directly promote products compatible with your mission probably will result in UBI, 
receiving royalties for licensing others to use your name or logo to promote such products 
may avoid it.

It’s All in the Game
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Other situations in which your nonprofit’s income may be exempt from tax include when 
the merchandise you sell is largely donated, such as in a book sale, or when gross income 
from the activity is less than $1,000. See IRS Publication 598, Tax on Unrelated Business 
Income of Exempt Organizations, for more exemptions.

Getting advice

These examples of activities that produce UBI are straightforward. But your not-for-profit 
may sponsor activities that seem to fall into a gray area, making them more difficult to 
evaluate. For instance, an exception that often applies to museum restaurants is when 
the nonprofit effectively documents that the operation is held for the “convenience of the 
members or attendees.” Additionally, fundraising activities often are exempt because they 
aren’t held regularly.

Your CPA can help you to analyze and quantify potential unrelated business activities and 
allocate expenses against this income. With proper planning, UBI often can be avoided 
and taxes reduced.

The Ins and Outs of Obtaining Financing

If your nonprofit needs to finance a project or program, you may be discouraged by reports 
that credit is still tight. But if you understand the choices available to you, your chances of 
securing financing will grow.

Lines of credit and term loans differ

Bank financing generally comes in two basic forms: line of credit or term loan. Your 
nonprofit’s underlying cash needs will determine which one you should pursue.

A line of credit is a negotiated amount of financing you can draw against as needed. When 
the goal is to smooth out cash flows over the year, it’s usually the best option. The maximum 
amount is available to you, but you use only what you need.

If you obtain a $200,000 credit line, for example, you may use up to the $200,000 limit. Once 
the line has been paid down to $180,000, you again have $20,000 available to borrow. You 
can continue this draw-down and repayment cycle until the credit line’s term expires. (But 
check with your lending officer, because some banks are terminating unused lines of credit.)

Required monthly payments may be limited to interest expense, while principal payments 
can be made any time cash flow permits. So you have flexibility in how much you repay 
each month.

When you obtain a term loan, you receive a lump sum, usually for a specific purchase. The 
term loan application process is usually more complicated, and approval typically takes 
more time. Repayment is in installments, which means you’ll make equal monthly payments 
consisting of interest and principal throughout the entire loan term.

Bond rates are often attractive

An alternative to a traditional bank line of credit or loan is a tax-exempt bond issued by a 
municipal, county or state government. The interest payments to investors aren’t subject to 
federal income tax and may be exempt from state and local income tax.

Tax-exempt bond financing may benefit your nonprofit because tax-exempt interest rates 
are generally two to three percentage points lower than on money raised from other sources. 
The Internal Revenue Code allows a nonprofit to use the proceeds, which are borrowed 
from the issuer, to further the organization’s stated charitable purpose.
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The first step in planning a bond issue is to identify which local government unit has the 
ability to issue bonds on a nonprofit’s behalf. This unit (the issuer) then lends the bond 
proceeds to you.

The next step is selecting a team of specialists to work out the mechanics of the bond issue, 
including a bond counsel who’ll draft the documents and deliver an opinion. An underwriter 
advises on the bond issue’s structure and then buys the bonds from the issuer and offers 
them to investors.

Tax-exempt bonds make the most sense for larger capital investments. Although interest 
payments over the bond’s term can be significantly lower than on a term loan, the up-front 
legal and other fees can be substantial.

Also consider that the process may take longer due to more stringent financial disclosure 
requirements and tighter scrutiny overall. While a line of credit or term loan can be 
approved in a matter of weeks, bond financing can take six months to a year before the 
funds are received.

Do the advance work

In any economy — whether credit is tight or plentiful — a smart nonprofit will research and 
weigh its options carefully before seeking financing. Your CPA can assist you in preparing 
the financial documentation, such as a multiyear cash flow projection and a project budget, 
which you likely will need to secure financing.

In the Spotlight: 
Protect Your Organization from a Breach of Trust
by Carol Winters

By their nature, faith-based organizations and their boards, personnel, donors, beneficiaries, 
and other stakeholders embrace trust and forgiveness. While these are very important and 
laudable core values, be aware that they can also leave an organization at risk for fraud. 

Unfortunately, your organization’s mission alone is not sufficient to protect it from violations 
of trust. The reality is that the faith of religious organizations and their stakeholders can 
create a culture of unquestioned trust in leaders and personnel, without the necessary 
levels of oversight, inquiry, risk assessment, and internal control. This puts the 
organization at risk for breaches of trust that can result in fraud.1 

Fraud risk is elevated when a triangle composed of incentive, opportunity, and rationalization 
exists. The convergence of these elements can set the stage for fraud to occur. Fortunately, 
organizational leaders can have influence over one of these elements: opportunity. 
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RationalizationIncentive
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1Herbert Snyder and James Clifton, “Stealing from the Collection Plate: Fraud in Churches and Religious Groups,” 
Fraud Magazine, Nov./Dec. 2005, pg. 20 - 23



Trust violators fall into three categories: perpetrators, enablers, and abettors. 
Perpetrators of fraud may purposefully target smaller, trust-based organizations with 
the intention of skimming donations or making fraudulent payments to themselves. 
More commonly, though, perpetrators are trusted employees who explain away their 
actions (rationalization) because they are faced with a financial problem (incentive). A 
lack of internal control (opportunity) allows them to solve their problem by embezzling or 
misappropriating assets from the organization. 

Without appropriate controls, an organization can unwittingly become an enabler by 
providing the opportunity for a vulnerable employee to stumble and commit fraud. 
Further, faith-based organizations with a culture of trust and forgiveness may be reluctant to 
prosecute an employee who has misappropriated assets. Although Leviticus 6:1-7 supports 
restitution for fraud, the board may decide to extend grace and dismiss the employee rather 
than seek repayment or prosecution. Leaders may also fear damage to the organization’s 
reputation and the trust of its stakeholders if an embezzlement becomes public knowledge. 
But the discrete dismissal of an employee perpetrator may result in the organization 
unknowingly becoming an abettor to the perpetrator’s future victimization of another 
trust-based organization. The leadership team of the first organization has then become 
a trust violator themselves by causing harm — no matter how inadvertent — to another 
organization and its stakeholders. 

Protecting Your Organization

The board and leaders of a faith-based organization have a fiduciary responsibility to protect 
the organization’s reputation, stakeholders, and assets, as well as the larger community it 
serves. So what can your leaders do to protect against the harm caused by breaches of 
trust resulting in fraud? 

Fraud risk oversight is the responsibility of those charged with the governance of an 
organization, commonly the audit committee or the board of directors. According to the 
American Institute of Certified Public Accountants (AICPA), the audit committee should take 
an active role in the prevention, detection, and deterrence of fraud.2 

We strongly recommend that your organization establish a fraud risk assessment 
and management program.

This should include: 
•	 Assembling a team of internal and external experts
•	 Developing a program to identify risks 
•	 Evaluating the likelihood of occurrence and the impact of each risk on the organization
•	 Identifying mitigating controls and determining whether existing controls are functioning 

properly or additional controls are needed

CapinCrouse can help your organization establish a fraud risk assessment and management 
program. We’ll discuss this in more detail later in this article. 

Responding to Fraud

What should leaders of organizations do when fraud is suspected or detected? We recommend 
that those charged with governance, typically the audit committee, first assemble a fraud 
team that includes the insurance carrier, legal counsel, and a CPA/forensic specialist. These 
professionals will help ensure that your organization complies with the law, understands the 
requirements of the insurance policy and fidelity bond, and is aware of alternative actions that 
can be taken. They can also provide services for investigation, the gathering and safeguarding 
of evidence, dispute resolution, expert testimony, and prosecution.

The next step is for the audit committee or board to decide what course of action your 
organization will take. If the organization will be making a claim on the insurance policy, 
the insurance carrier will expect you to accumulate evidence, file a police report, and take 
steps to prevent further loss. The audit committee or board may decide to seek restitution 
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from the perpetrator through mediation or a civil lawsuit, or to involve law enforcement for a 
criminal prosecution. Either of these actions will require investigation and the collection of 
evidence to be used during dispute resolution hearings or trials before a court of law. The 
insurance carrier, law enforcement officials, and other involved parties will likely seek the 
advice and services of CPA forensic accountants. 

We Can Help

CapinCrouse’s experience in the not-for-profit sector, combined with our forensic accounting 
services team, can provide the expertise you need to implement effective fraud prevention 
and detection measures.

We can help your organization establish a fraud risk assessment and management 
program. This typically includes developing, implementing, and monitoring:

•	 A code of ethics
•	 A system of internal control
•	 A whistle-blower policy and hotline
•	 Strict employment hiring policies
•	 A conflict of interest policy 
•	 Computer and Internet security policies
•	 Detection and monitoring procedures

To help smaller organizations, we also provide a consulting review service that evaluates 
four areas of board and management oversight: corporate and administrative matters, 
internal control, financial accounting and reporting, and tax compliance. 

Both of these preventative services have been created to help our clients and their boards 
fulfill the fiduciary responsibilities entrusted to them by the organization’s stakeholders.

CapinCrouse also provides forensic services to organizations, their insurance carriers, and 
their legal counsel in response to suspected or detected fraud occurrences.  Our team 
includes CPAs certified as fraud examiners, and we offer forensic services in the categories 
of fraud investigation and evidence preservation, dispute resolution, and litigation support. 
In addition, our consultants are available to provide expert advice and testimony for dispute 
resolution and litigation support. 

Our focus on the not-for-profit sector provides the perspective faith-based organizations 
need in pursuing and resolving breaches of trust that result in fraud.

Trusting and Protecting

A breach of trust harms a faith-based organization, its stakeholders, and the larger 
community of believers.  But with the right oversight and accountability, this harm can be 
prevented without damaging and organization’s trusting culture.  Please contact us if you 
have any questions about or need assistance in preventing, detecting, and deterring fraud 
at your organization.

Newsbits

Can a Donor Deduct Charitable Expenses Incurred at Home?

A recent U.S. Tax Court case addressed this question. The case involved a woman who 
took care of about 70 feral cats in her home to help support the mission of a qualified 
charity. The IRS had denied her tax deduction for cat-care-related expenses because it 
said the expenses were nondeductible personal expenses.

The Tax Court, however, ruled that expenses incurred in the home that help a qualified 
charity to pursue its main mission are deductible as unreimbursed charitable expenses 
if the taxpayer documents the expenses and meets any other applicable substantiation 
requirements. So the court allowed the cat caregiver to deduct a variety of expenses for 
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which she had appropriate substantiation. But it denied her deductions for expenses of 
$250 or more because she didn’t have letters from the charity acknowledging the donations.

If your volunteers incur unreimbursed charitable expenses that support your mission, be 
sure they know that they may be able to deduct those expenses. In addition, advise them to 
document the expenses and, if $250 or more, submit them to your organization, so you can 
issue an acknowledgment letter. For unreimbursed expenses under $250, a receipt from 
your organization, the taxpayer’s canceled check or certain other reliable written records 
generally should be adequate to claim a deduction.

Executive Directors in Transit

About two-thirds (67%) of the not-for-profit executive directors who participated in the Daring 
to Lead 2011 study, sponsored by the Meyer Foundation and CompassPoint Nonprofit 
Services, said they plan to leave their current jobs within five years. The percentage 
was somewhat lower than in the prerecession 2006 study, in which 75% of participating 
executive directors said they’d leave their position within that five-year period.

Getting Tax-Exempt Status - Again

The IRS in June released a list of 275,000 nonprofits that automatically had their tax-exempt 
status “self-revoked” because they’d failed to file an annual return or notice for three years 
in a row. The agency has since issued a number of rules and notices for those organizations 
interested in regaining their 501(c)(3) status.

Notice 2011-44 explains the reinstatement process and how to request reinstatement 
retroactive to the date of the automatic revocation - desirable if the organization accepts 
donations. Typically, nonprofits seeking reinstatement must file Form 1023 (or Form 
1024), the application for obtaining tax-exempt status with the IRS, even if they haven’t 
done so in the past.

Related IRS Revenue Procedure 2011-36 provides for a reduced user fee for applications 
for reinstatement of tax-exempt status filed by certain small organizations following the 
automatic revocation.


