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WINDES NONPROFIT ADVISOR

The Windes Nonprofit Advisor is a periodic technical publication focusing
on the tax, regulatory, and accounting issues that nonprofit organizations
routinely confront.

The Windes Nonprofit Group possesses experience in preparing and
reviewing Forms 990, 990-T, 990-PF, and state tax-exempt forms,

in addition to having experience in the preparation and filing of both
federal and state tax exemption applications for public charities, private
foundations, and other exempt organizations. Furthermore, we can assist in providing valuable guidance
(governance / reasonable compensation documentation / public support test / special events / lobbying /
transactions with related parties) to nonprofit organizations.

The Windes Nonprofit Group prepares audited financial statements and ERISA audits for over 85
nonprofit organizations. For retirement plans, Windes has experts on staff for §403(b) plan administration
and compliance, including plan document issues, Form 5500 preparation and filing, non-discrimination
testing and government compliance programs.

Our Nonprofit Group is composed of the following individuals who are dedicated to providing nonprofit
organizations with high-level tax, regulatory and accounting consulting, tax compliance services, and
financial statement audit and assurance services:

Ron Kulek, CPA Audit Partner
Lance Adams, CPA Audit Partner
Michael Barloewen, CPA, CGMA Audit Partner

Tom Huey, CPA Audit Senior Manager

Kelly Buck, CPA, MAcct Audit Manager

Richard Green, CPC, APA Employee Benefit Services Partner
Donita Joseph, CPA, MBT Tax Partner

Amy Vaughn, JD, CPA, LLM Tax Senior Manager

Chérie Williams Tax Senior

Please do not hesitate to contact any member of the Windes Nonprofit Group toll free at 844.4WINDES
(844.494.6337) or via email at nonprofit@windes.com.
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FASB GAAP UPDATE FOR NONPROFIT ORGANIZATIONS

Accounting rules never stand still. In the nonprofit accounting world, an extended period of minimal
changes is giving way to a succession of new rules and requirements that will govern nonprofit accounting
for years to come. This new period of nonprofit accounting rules and regulation changes began in earnest
this year, as the new Office of Management and Budget (OMB) Uniform Guidance became effective for
nonprofit organizations receiving federal funds starting with fiscal year-ends of December 31, 2015 and
later.

Fast on the heels of this major change comes several new pieces of guidance that have the potential
to significantly affect nonprofit accounting and financial statement reporting. This article summarizes the
significant changes that are being currently contemplated, or are in the process of being implemented.

REVENUE RECOGNITION

A major new revenue pronouncement, Accounting Standards Update (ASU) 2014-09, aims to develop a
single, principle-based revenue standard for U.S. Generally Accepted Accounting Principles (GAAP) and
International Financial Reporting Standards (IFRS). The revenue standard aims to improve accounting
for contracts by customers by providing a robust framework for addressing revenue issues as they arise,
increasing comparability across individuals and capital markets and requiring better disclosure. The
pronouncement affects all industries and sectors, and the nonprofit community has been busy assessing
its impact on nonprofit reporting. The scope of the pronouncement covers all contracts with customers,
excluding leases, insurance contracts, financial instruments, guarantees and non-monetary exchanges
in the same line of business, to facilitate sales to customers. For nonprofit organizations, contributions
are excluded, as are collaborative arrangements with “customers.”

The core principle of this new guidance is that revenue should be recognized to depict the transfer of
goods or services to customers in an amount that reflects the consideration to which the entity expects
to be entitled in exchange for those goods or services. The steps to apply this core principle are:

(1) identify the contract, (2) identify the separate performance obligations, (3) determine the transaction
price, (4) allocate the transaction price to performance obligations, and (5) recognize revenue when each
performance obligation is satisfied.

These rules were not written specifically with nonprofits in mind but they do apply to nonprofits. The
American Institute of CPAs nonprofit revenue recognition task force is considering several issues that
could affect the nonprofit implementation of this standard and are
expected to release guidance in the coming months. In general, it
is expected that nonprofits affected will be those organizations that
have typical fee-for-service transactions, contracts with customers,
sponsorships, conferences, memberships, tuition relationships,
licensing, royalty/affinity agreements, federal and state grants and
contracts, and other exchange transactions throughout the year.
For nonprofit entities (without public debt) this pronouncement is
effective in annual reporting periods ending after December 15,
2019, so it will need to be adopted for the fiscal year ending
December 31, 2019 (or June 20, 2020 for most nonprofits).
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LEASES ACCOUNTING

The long wait is over. On February 25, 2016, the Financial Accounting Standards Board (FASB) issued
ASU 2016-02 on financial reporting for leasing transactions. The new guidance now requires companies
to report most leases on their balance sheets and puts an end to the off-balance-sheet reporting of assets
and liabilities related to the rights and obligations created by operating leases.

While companies are currently required to disclose lease commitments in the footnotes of their financial
statements, they will now have to add lease obligations to their books as well. The new standard will now
require organizations that lease assets — or lessees — to recognize assets and liabilities on their balance
sheets for leases with lease terms of more than 12 months.

Previously, the recognition, measurement, and presentation of expenses and cash flows arising from a
lease for lessees primarily depended on its classification as a finance (capital) lease or operating lease;
but, unlike current U.S. GAAP, which requires only capital leases to be recognized on the balance sheet,
the new standard requires companies to include both types of leases on their books.

The ASU will also require disclosures to help investors and other financial statement users better understand
the amount, timing, and uncertainty of cash flows arising from leases. These disclosures include qualitative
and quantitative requirements, providing additional information about the amounts recorded in the financial
statements.

Similar to the new revenue guidance, this ASU applies to all organizations and companies. Nonpublic
companies (including nonprofit organizations without public debt) will be required to apply the new leasing
standard for fiscal years beginning after December 15, 2019. Therefore, it will need to be adopted for the
fiscal year ending December 31, 2020 (or June 30, 2021 for most nonprofits). Early adoption will be
permitted for all organizations.

GOING CONCERN

The FASB issued ASU 2014-15, which creates new guidance on the concept of disclosure of uncertainties
about an organization’s ability to continue as a going concern. This is another piece of guidance that is not
written specifically for nonprofits but does affect nonprofits equally to other types of entities.

Under the new guidance, the organization will be required to self-assess its operations and its ability to
continue as a going concern. The onus is now on the organization, not on the auditor, to prepare this
analysis.

In addition, and perhaps more significant, the auditor is now required to consider a 12-month horizon as

to whether there is substantial doubt that it is probable that the entity will not meet its obligations extending
out from the audit opinion (or issuance) date. This is a significant change from the current standard that
requires a 12-month consideration from the balance sheet date. For example, with the audit of a nonprofit
with a fiscal year-end of June 30, 2015, previously the auditor would have to feel comfortable that the
entity could meet its obligations through June 30, 2016 (12 months from the balance sheet date). Now,

the auditor will have to get comfortable for 12 months from the issuance date. Therefore, if this audit were
to be completed and issued on October 15, 2015, the auditor would have to evaluate the entity’s ability to
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meet its obligations through October 15, 2016, thereby creating a higher threshold to reach. Cooperation
of each organization in maintaining its own liquidity analysis will be critical for avoiding untimely delays in
audits in which there is any doubt about an organization’s ability to continue as a going concern. This
pronouncement is effective for annual periods ending after December 15, 2016 so it will be affective for
fiscal year ends of December 31, 2016 and beyond (including June 30, 2017 for most nonprofits).

FASB NOT-FOR-PROFIT PROJECT

In April of 2015, the FASB proposed an ASU intended to improve the financial statement presentation
on nonprofit organizations. This substantial update on the nonprofit financial statement reporting model
intends to improve:

e The complexity of having three classes of net assets and the current accounting
for underwater endowments.

¢ Inconsistent reporting of intermediate measures of operations in the statement of
activities.

e Lack of consistency in the type of information provided about expenses of a period.
e The utility of the statement of cash flows.

Upon the release of the proposed update, the nonprofit community was invited to comment upon the
draft standard and the FASB has been working through this process for the better part of a year.

In October 2015, it was determined by the FASB board that the proposed pronouncement would be
released in two phases, and the first phase (all the proposed items for which there is near universal
agreement) would be released in summer of 2016. The areas expected to be covered in the first phase
and to be released this summer include:

e A change in the presentation of restricted net assets from the current three
categories (unrestricted, temporarily restricted and permanently restricted) to
just two categories (without donor restrictions and with donor restrictions).

e A requirement for enhanced disclosures for any “underwater” endowments.

e Arevision in the methodology in which capital restrictions are released
(nonprofit organizations will be required to use the “place-in-service” approach).

e A requirement for all organizations to report a statement of functional expenses
(currently, this is only required for voluntary health and welfare organizations).

e A requirement to net investment expenses against investment return on the face
of the statement of activities.

e Enhanced qualitative and quantitative liquidity disclosures.

e Improved disclosures involving operating measures.
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FASB GAAP UPDATE FOR NONPROFIT ORGANIZATIONS

The effective date for this phase of this ASU is expected to be for fiscal years beginning after December 15,
2017, so it will be effective for fiscal year-ends of December 31, 2018 and beyond (including June 30, 2019
for most nonprofits). There will be specific transition guidance provided upon the final release.

The response of organizations to changing rules and regulations has a direct impact on the quality of their
financial reporting. Internal accountants must understand the new rules to provide accurate financial reports,
while external CPAs must fully understand these changes to continue to perform their work efficiently and
effectively while providing exceptional client service. The Windes Nonprofit Group looks forward to assisting
organizations and fellow professionals in implementing these new accounting standards as they become
effective.

For questions or more information, please contact Michael Barloewen at mbarloewen@windes.com or toll
free at 844.4WINDES (844.494.6337).

Michael J. Barloewen, CPA, CGMA
Partner, Audit & Assurance Services
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403(b) PLANS: ACCOUNTING FOR PART-TIME
EMPLOYEES

One of the requirements for sponsoring a qualified 403(b)
retirement plan is that the plan offer “universal availability.”
Essentially, that means that all employees must be offered plan
participation, and 403(b) plans cannot exclude groups or classes
of employees from participation as is allowed under 401(k) plans.
The IRS has been active in examining plans that may have
employees who are excluded from participation in keeping with
industry practices. Common examples would be hospitals with
on-call nurses that are considered part-time, or colleges that
engage adjunct professors on a contractual basis.

While exclusion of employee classes is not allowed, 403(b) plans are able to exclude employees who
normally work less than 20 hours a week. The IRS found that many employers were either undercounting
hours or not counting hours at all, often because these classifications were erroneously considered not
to be employees of the institution. Failure to offer plan participation to an employee who exceeds the 20
hours per week requires restoration of contributions to affected employees (both employee and employer
contributions), which could be substantial for a large excluded class.

In the case of adjunct professors, the preamble to the Affordable Care Act (ACA) provides a method for
counting hours that the IRS has deemed reasonable on audit. The employer would credit:
e 2.25 hours per week for each hour of teaching or classroom time, plus

e one hour per week for each additional hour outside the classroom performing
required duties.

403(b) plan sponsors should review classes of employees or individuals who are not being offered
participation and apply a “reasonable” standard to count hours. Unless these employees are certain
to qualify under the 20-hour exclusion, they may need to be included in the plan.

For more information or questions about how this feature affects your plan, please contact Richard Green
at rgreen@windes.com or by phone at 844.4WINDES (844.494.6337).

Richard Green, CPC, QPA, QKA, APA, ERPA
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DON’'T LET LARGE GRANTS ROCK THE BOAT:
AVOID TIPPING WITH UNUSUAL GRANT RULES

A recent private letter ruling highlights the safe harbor that Section
170’s “unusual grant” rules offer a public charity with the good
fortune to receive an exceptionally generous gift. Though large
donations can significantly boost a charity’s special programs or
help ensure long-term sustainability, they risk changing good
fortune to a bad tax outlook: A single gift that dwarfs a charity’s
other receipts may cause it to fail the public support test and tip
it into private foundation territory, where complex and restrictive
rules apply. To address this, for the purpose of the test, the IRS
allows charities to omit certain exceptional gifts from their total
public support.

PUBLIC CHARITY STATUS AND "“TIPPING"

Every 501(c)(3) organization is either a public charity or a private foundation. Public charity status is
generally preferable because private foundations must pay an excise tax on net investment income, make
defined annual distributions, and are barred from certain types of transactions. In addition, living donors
may receive a lower tax deduction for donations to private foundations, and most private foundations will
not make grants to other such groups.

An organization that is not a church, school or hospital will generally qualify as a public charity by meeting
a support test. To qualify as publicly supported, the charity must “normally” receive a substantial part of

its support from the government or from contributions by the general public. A charity normally meets the
support test for a taxable year and the year after where the aggregate government/public contributions
from the five-year period ending with the current year is at least one-third of that period's total contributions
(of any kind)." A charity with at least 10% public support may pass under a separate test, though the
determination will rest on facts and circumstances.

A large grant can upset this percentage because the amount of a contribution that exceeds 2% of a
charity’s total support is not considered public support for the purpose of either test. Note that contributions
from related parties (e.g. an owner of more than 20% of a corporation or the beneficial interest of a trust,
and that corporation or trust) may be combined for the purposes of the threshold.

E x a mpA aharity’s total support for tax years 2011-2015 is $100,000, comprising $50,000 of
investment income, $25,000 in grants of less than $2,000 (2% of total support) and, in 2015, two gifts
totaling $25,000. Only $2,000 of each gift over the 2% threshold is included in the charity’s public support,
with the following result:

Public Support (25,000 + 4,000) 29,000
Total Support (50,000 + 25,000 + 25,000) 100,000

Public Support Percentage 29%

' An organization less than five years old will be considered as normally meeting the public support test if — considering its actual or
intended structure, activities and operation — it could reasonably be expected to do so within a five-year test span. (§ 1.170A-9(f)(4)(v))
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The charity fails the one-third support test for 2015. If it passed the test in 2014,
then 2015 is covered. Otherwise, if the charity can qualify at all, it will have to qualify
under the 10% facts and circumstances test.

A public charity that fails to meet either public support test for any two consecutive taxable years is “tipped
out” of the status and treated by the IRS as a private foundation going forward.

UNUSUAL GRANT RULES TO THE RESCUE

In Private Letter Ruling 201621015, released May 20, a public charity sought to classify a major proposed
gift as an unusual grant. The charity, which provides educational assistance to low-income families,
ordinarily raised funds from more than 20 donors through special events, direct appeals, and grants. It
had always previously met the one-third support test without using the unusual grant rules. The gift was
from a new donor who was not a disqualified party.

The IRS looked to the rules under Treasury Regulation § 1.170A-9(f)(6)(ii), which allow a contribution to
be excluded from the support fraction entirely if it meets certain requirements. The rules generally apply to
large bequests or gifts from disinterested parties that are:

1) Attracted by the publicly supported nature of the organization;
2) Unusual in amount; and
3) Large enough to alter the organization’s normal public support status.

The regulation goes on to list nine determining factors, including whether the grant is from a disqualified
person, or from a contributor who exercises control over the organization and/or the grant, and whether
the organization has previously attracted and will continue to attract public funding sufficient to pass the
one-third support test. The more factors in a gift’s favor, the more likely it is to qualify as unusual.

Because of the charity’s ongoing fundraising activities, prior history of sufficient public support, and lack of
an ongoing relationship with the donor, among other things, the IRS found that the grant was unusual and
could be excluded for the purposes of the public support test.

This was a positive result for the organization and serves as a good reminder of both the risk inherent in
major donations and the safe harbor that the unusual grant rules provide. Public charities do well to plan
ahead and preserve their valuable tax status by ensuring that proposed gifts fit within the guidelines.

For more information or questions about how these rules may affect your
organization, please contact Donita Joseph at djoseph@windes.com or
Megan Lasswell at mlasswell@windes.com or by phone at 844.4WINDES
(844.494.6337).

Megan Lasswell, JD, LLM
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WINDES

Windes is a recognized leader in the field of accounting, assurance, tax, and business consulting
services. Our goal is to exceed your expectations by providing timely, high-quality, and personalized
service that is directed at improving your bottom-line results. Quality and value-added solutions from
your accounting firm are essential steps toward success in today’s marketplace. You can depend on
Windes to deliver exceptional client service in each engagement. Since 1926, we have gone beyond
traditional services to provide proactive solutions and the highest level of capabilities and experience.

The Windes team approach allows you to benefit from a wealth of technical expertise and extensive
resources. We service a broad range of clients, from high-net-worth individuals and nonprofit
organizations, to privately held businesses. We act as business advisors, working with you to set
strategies, maximize efficiencies, minimize taxes, and elevate your business to the next level.

Phaw
| | T
T e

Headquarters Orange County Office Los Angeles Office
111 West Ocean Boulevard 18201 Von Karman Avenue 601 South Figueroa Street
Twenty-Second Floor Suite 1060 Suite 4950

Long Beach, CA 90802 Irvine, CA 92612 Los Angeles, CA 90017

562.435.1191 949.271.2600 213.239.9745
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