
Part I of a two-part series

ccording to Giving USA 1998,
a publication of the American
Association for Fund Raising

.-Counsel, in 1997 Americans
contributed $143.46 billion to charitable or-
ganizations, which currently number in ex-
cess of one million in the United States.
The amount contributed during 1997 repre-
sented a 7.5 percent increase over 1996 con-
tributions totaling $133.46 billion. Of the
total contributed during 1997, individuals
contributed $109.26 billion or 76.2 percent,
followed by corporations contributing $8.20
billion or 5.7 percent. The remaining $26 bil-
lion was comprised of $13.37 billion (9.3
percent) and $12.63 billion (8.8 percent) con-
tributed by foundations and bequests, re-
spectively. Of total dollars contributed dur-
ing 1997, health-related organizations re-
ceived $14.03 billion while human services
organizations received $12.66 billion.

These statistics show that without a
doubt, the individual American is the major
financial backer of charitable causes in the
United States. However, surprisingly, a

Gallup poll several years ago revealed that
of 1,000 Americans surveyed, two-thirds
feel that they simply do not get enough
information from charities to make a deci-
sion about contributing. And, after the scan-
dals that have plagued some charities dur-
ing the past few years, who can blame po-
tential donors for having doubts?

The past problems that some charitable
organizations have had with the issues of
accountability and internal control -
coupled with the public’s request for more
financial information about charities-are
reasons which underscore the importance
of conducting frequent internal audits of
the charitable divisions within our
healthcare organizations. As has been dis-
covered in other areas of operation within a
healthcare facility, healthcare organizations
simply cannot continue to function under
the premise: “Thatk the way we have al-
ways done things. ”

For a healthcare charity, often named a
“Foundation” in many healthcare organi-
zations, the internal auditor’s review should

consider both the financial and operational
structure of the foundation, or charitable
organization. The goal of the auditor should
be to view the charity’s operations from the
perspective of an external consultant and a
potential donor. A focus on the following
issues should provide the auditor with a
thorough understanding of the charity’s
functions and current operating efficiency:
I) Overall framework of operations.
2) Contribution processing.
3) Safeguarding of assets.
4) Accounting systems and financial

reporting practices.
5) Federal, state, and local requirements

for charitable organizations
6) Operating guidelines issued by

national office of charity (if charity
within your organization is part of a
national charity such as Children’s
Miracle Network).

7) Performance yardsticks issued by
professional associations and charity
watchdogs.
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The auditor’s review of contribution processing procedures should begin with an
understanding of the types of contributions which the foundation receives. They
may be cash, checks, credit cards, pledges, real estate stock, jewelry, artwork,
wills and insurance policies.

BY DARLENE MITCHELL, MBA

This is thefirst  of a two-part series on auditing the healthcare
charity, often named a foundation in many healthcare organiza-
tions. The firstpartfocuses on the framework of operations and
reporting practices. The second part, which will he pahlished  in
the winter issue, deals with government requiremertts and
performance yardsticks.

Auditing
the
Charitable
Organization

Overall Framework of Operations
The first step in the review process is to
gain an understanding about the charity’s
development, purpose, and structure. An
understanding of the charity’s development
consists of reviewing the charter, articles
of incorporation, by-laws, and legal paper-
work involving application for federal tax-
exemption. The charity’s purpose, or mis-
sion, should be clearly stated and approved
by the charity’s governing board. Under-
standing the basics of a charity also includes
gaining a perspective about the current
operations of the charity - activities con-
ducted by the charity to fulfill its purpose,
organization structure, job descriptions of
current management and support staff,
structure of the governing board, minutes
of previous board meetings, and written
policies and procedures. The following are
some of the key points to which the
auditor’s attention should be directed re-
garding the governing board and the
charity’s written policies and procedures.

Governinn Board
Does the board consist of a minimum
of five voting members? Are any
executives of the charity’s parent
company (i.e., the hospital or clinic)
serving as board members? If so, how
many?
Are there specific terms of office for
board officers and board members?
Does the board meet formally at least
three times per year?
What is the average board attendance
percentage during the past year?
(Attendance can be in person or by
prow.)
Are coqflict of interest disclosures
completed annually by board mem-
bers? Are there any material conflicts
of interest?
Are board members compensated? If
so, are compensated board members
20 percent or more of the total voting
membership of the board?
Is the board active in establishing
policies and retaining qualified

executive leadership? Does the board
oversee the charity’s leadership?

l Does the board review and approve
the charity’s budget and financial
statements?

l Does the board approve capita1
disbursements and the use of unre-
stricted funds for specific purposes?

Policies and Procedures
l Are there written policies promoting

pluralism and diversity within the
board, staff, and constituencies of the
charity?

l Do documented procedures reflect
current practices?

l Are there policies governing record
retention of documents related to
contributions, pledges, and disburse-
ments?

l Is there secure documentation about
the locations and account numbers of
all banks or financial institutions in
which the charity’s funds are depos-
ited?
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Contribution Processing
The charity’s procedures for receiving, re-
cording, depositing, acknowledging, and
reporting contributions are critical to the
charity’s financial stability, and ultimately,
its public image. Therefore, the area of con-
tribution processing is one in which there
must be proper internal control. The
auditor’s review of contribution process-
ing procedures should begin with an un-
derstanding of the types of contributions
which the charity receives - i.e., cash/
checks, credit cards, pledges, real estate,
stock, jewelry, artwork, wills, and insurance
policies. The auditor should also determine
the “points of entry” within a charity where
contributions are being received-and re-
view the controls that are in place at these
“points of entry.” Because there are par-
ticular IRS guidelines regarding the proper
handling of non-cash contributions-es-
pecially artwork and real estate-the audi-
tor should discuss the charity’s procedures
for handling non-cash contributions in
great detail. A committee consisting of the
auditor, the charity’s management, a repre-
sentative from the charity’s CPA firm, and
legal counsel may prove to be very benefi-
cial.

Cash Contributions
The basic internal controls which exist for
any organization handling cash also apply
to the charitable organization - for in-
stance:
l Is there proper separation of duties for

receiving, depositing, and record
keeping?

l Does the person opening the mail
contributions have access to the
accounting records?

l What are the controls to ensure that
all contributions are recorded,
accounted for, and deposited in a
timely manner? How (and where) are
contributions secured until deposit
occurs?

l Does the individual conducting the
deposit compare the deposit record
with a list of contributions received, as
documented by individual receiving
the mail?

l Does an auditor’s sampling of deposit
tickets match the daily lists of

contributions received?
l Does documentation leave an

adequate “trail” permitting the auditor
to trace a sample of contributions
selected from the mail clerk’s docu-
ments through the system: receiving,
depositing, appearance on a bank or
investment account statement,
recording in a donors’ gifts report, and
reporting on the general ledger?

l Are checks restrictively endorsed?
l Are credit card contributions properly

controlled:
4 The types of credit cards accepted

is well publicized in the charity’s
brochures?

4 The charge plate bears the name
of the specific charity and not the
hospital or clinic‘?

4 The charity’s merchant number
for processing credit card pay-
ments is secured and known
by a limited number of individuals?

Specific for the charitable organization are
certain requirements of the Internal Rev-
enues Service. The auditor should review
the charity’s procedures for providing writ-
ten acknowledgments to its donors and for
maintaining adequate records of contribu-
tions received. The IRS requires that a char-
ity provide a written acknowledgment to a
donor who makes a single contribution of
$250 or more; the donor’s canceled check is
no longer sufficient evidence of the contri-
bution. The written acknowledgment must
state the name of the charity, the amount of
the contribution, and identification (and
value) of any goods or services the donor
received as part of the contribution.

Occasionally, and for various reasons,
donors will request that their contribution
to a charity remain confidential. Therefore,
the charity must establish specific, written
procedures instructing its staff how to pro-
cess and record charitable contributions
from donors wishing to remain anonymous.
The donor’s name should not appear in
records that will become the source of an-
nual reports or other published lists of do-
nors. Some charities will list the donor as
“Anonymous,” with documentation sup-
porting the donor’s contribution and re-
quest for anonymity safely secured. How-
ever the charity chooses to identify the

anonymous donor, under no circumstances
should the name of a staff member be used
to record the contribution on the charity’s
records.

Pledges Receivable
Charities developing new projects or con-
ducting capital campaigns will frequently
establish a pledge receivable system to en-
courage potential donors to contribute to
the charity’s cause. As is the case with cash,
the same internal controls that would ordi-
narily apply to an entity’s patient or cus-
tomer accounts receivable system also ap-
ply to the charity’s pledges receivable net-
work. The charity conducting the pledge
program should maintain adequate docu-
mentation, i.e., letters from donors, pre-
printed pledge cards signed by donors, etc.
to support the pledges which have been
recorded. The auditor should ensure that
there is separation of duties for the han-
dling of pledge cards completed by donors
and the receiving of the donors’ pledge
payments. The charity should maintain a
pledge receivable control sheet, which the
auditor should compare with the subsid-
iary or detail records and general ledger
account. The auditor should also prepare a
roll-forward of the pledges receivable -
from inception of the pledge program to
current date. And, as is the case with pa-
tient and customer accounts receivable, the
charity should have an adequate “Allow-
ance for Uncollectible Pledges” established
on its books as well.

Non-Gush Contributions
Because of certain tax advantages that can
be reaped by the donor, gifts of stock, land,
and non-liquid assets to charitable organi-
zations are increasing. A donor will usually
give the stock as a contribution, as opposed
to liquidating the stock first, because of the
significant tax advantages for giving the
stock contribution, as opposed to making a
contribution from the donor’s sale of the
stock. Generally speaking, gifts of stock can
be liquidated quite easily and pose few, if
any, problems for the charity. However, for
stock contributions, there must be specific
policies about how the stock contribution
will be received, by whom (i.e., a financial
planner or investment firm), and how the
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cash resulting from the stock’s sale will be
recorded on the charity’s books.

In 1998, the City of Hope, a Los Ange-
les Cancer Center, received $3.6 million from
donated property. So, for the charitable
organization, non-cash gifts can be quite
lucrative, but the organization must estab-
lish guidelines about the types of assets
that are deemed acceptable. The real estate
market has regained strength after nearly
collapsing during the late 1980s to mid 1990s.
Although it is easier now to convert land
donations into cash, a few potential prob-
lems regarding real estate contributions re-
main. The auditor should review any cur-
rent policies regarding potential real estate
contributions to ensure that the following
issues are covered:

Does property have to have a
minimum expected market value prior
to being accepted by the charity?
Are property donations restricted to
certain geographic locations?
Is an appraisal, at the donor’s expense,
required to be presented prior to the
charity accepting the donation?
Is the charity willing to accept
property on which there is a lien? Or,
what is the maximum indebtedness (as
a percentage of the property’s fair
market value) that the charity is willing
to accept?
Is the charity willing to accept
property that is part of a limited
partnership with other owners -
which may include other charities?
Will the following issues be addressed
prior to the charity accepting the
property as a contribution?
J Market appraisal (conducted by

charity).
J Site visit by the charity’s staff

members or board members title
search.

4 Environmental inspections.
4 Discovery of donor’s background

and why property isbeing  donated.
4 Estimation of legal fees, broker’s

fees, and repair costs required of
charity for upkeep or sale of
property.

4 Acknowledgment to donor (if
property is received by charity)
individual(s) with authority for
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deciding if property will be accepted.
The development of specific guidelines by
the charity to address these issues should
enlist assistance from the charity’s accoun-
tants, legal counsel, real estate attorney,
board, management staff, and possibly
fundraising consultants. If the charity has
accepted donations of property, the char-
ity should have an independent appraiser
to conduct an appraisal of the property to
avoid any possible allegations by the IRS
that the charity aided the donor in taking
an inflated donation. If the IRS audits the
donor, the charity could become subject of
an audit as well. Keep in mind that the IRS
requires the donor to obtain a qualified ap-
praisal for certain non-cash donations, and
the appraisal cannot be made by the charity
receiving the donation. An appraisal is re-
quired for all property with a claimed value
in excess of $5,000 -but is not required for
publicly traded stock. The donor is also re-
quired to file an acknowledgment of receipt
(by the charity) with Form 8283 when the
donor files his tax return. The charity must
designate who is authorized to sign this
form when a property donation with a value
exceeding $5,000 is received. In addition to
authorizing an individual to sign the donor’s
tax form, the charity should also have an
established procedure -and a form or tem-
plate receipt-for acknowledging all non-
cash contributions, as required by IRS. This
acknowledgment must state the
organization’s name, the date and location
of the contribution, and a reasonably de-
tailed description of the property. Because
the area of non-cash contributions can be
tricky, the auditor should seek assistance
from outside experts who are versed in han-

dling these transactions.

Fundraising Programs
The perspective of a potential donor is prob-
ably most important in viewing the sound-
ness, credibility, and operating efficiency
of any fundraising programs - such as
raffles, community events, dinners-which
the charity conducts. Listed below are some
of the more crucial issues that the auditor
should discuss with the charity’s manage-
ment:

Are there established guidelines,
controls, and contracts for all
fundraising programs conducted by
the charity or external community
groups?
Are all activities associated with the
fundraiser well documented - with a
log maintained from start to finish?
Documentation of the event benefits
the auditor and the charity’s staff by
providing an audit trail of the project’s
financial transactions and a “history”
for planning future events.
Is there adequate control over the
approval and disbursement for
expenses associated with the
fundraiser program?
Does the fundraiser utilize hired
fundraising consultants or temporary
staff? If so, are there written contracts
to prohibit consultant fees from being
based on a percentage of funds
raised?

New Perspectives Fall 1999 19



Who controls the issuance of
campaign materials?
Are solicitation materials accurate,
truthful, and not misleading to a
potential donor or the general public
about the program being conducted,
events to occur, individuals to appear,
or prizes to be awarded?
Do solicitation and informational
materials include a clear description of
the charity’s programs and activities
for which funds are being requested?
Is an issue, societal problem, or need
discussed?
Do solicitation and informational
materials provide a source from which
additional written information about
the charity or its activities is available?
If the solicitation involves the sale of
goods or services:
J Is the benefiting organization

clearly identified?
J Is there a source for additional

written information?
J Is the portion the donor can claim

as a charitable contribution for tax
purposes clearly identified? Note:
A written statement to the donor is
required by IRS if the donor con-
tributes more thun $75~for  an
entry.fee or ticket that is partly a
contribution and part1.y  a pur-
chase of goods and services
received by the donor. The
statement to the donor must
declare the estimated value of the
goods and services received by the
donor and the amount eligible
as a charitable deduction.

Are there procedures for obtaining
names, addresses, and social security
numbers of contest/raffle winners (if
applicable) to report winnings to IRS
(via Form 1099-Mist)?
Have Form 1099s been filed as
needed?

Table 1

l Do solicitation materials inform donors
of their liability for the costs of
licenses, taxes, etc. in the event they
should win a major prize and that there
will be no further compensation paid
to winners for use of their name,
photo, or likeness?

l Are proper billing controls in place to
ensure that all sponsors’ payments are
received and deposited?

l Are sponsors’ pledges recorded as
receivables so that non-receipt will be
noticed and investigated? Note: The
charity should consider establishing
a receivable in order to avoid giving
advertisement to sponsors who do not
fulfill their pledges.

Accounting Systems and
Financial Reporting Practices
Accountinn Systems
Just as a hospital or clinic has a patient
accounting system for maintaining charges
and payments related to services provided
to patients, the charitable organization
should maintain a contribution management
system to record pledges, contributions,
and adjustments related to contributions
received from the charity’s donors. There
are software systems available to assist
charities in efficiently managing contribu-
tions; the appropriate system depends on
the volume and dollar value of the charity’s
donations. Some issues that the auditor
should consider and discuss with the
charity’s management include the follow-
ing:
l How many of the contribution

management system’s capabilities are
being utilized? Many of these systems
are capable of capturing revenues and
expenses related to specific projects,
produce billing advices for pledges,
and compare actual performance to
budget.

Has the system been pertodtcally
updated as new software versions
have been released?
When did the staff last receive
training for using the system?
Are separate subsidiary accounts for
each of the charity’s programs
established within the contribution
management system?
When a contribution is recorded, is
the following information captured:
J Name and address of donor?
J Amount of donation?
J Date donation was received?
J Identification of donation as

unrestricted or specific purpose‘?
When a donor’s check is returned by
the bank for insufficient funds (NSF),
how is this issue captured on contri-
bution records?
Are reports documenting total
contributions generated on a daily,
weekly, monthly, and annual bases?
Are these reports reconciled with the
records of the mail clerk, deposit clerk,
and general ledger?
What procedures are there for
recording non-cash gifts, wills, and a
donor’s specific wishes for the use of
a contribution?

Chart of Accounts
The complexity of the charity’s chart of ac-
counts will naturally depend on the com-
plexity of the charity’s operations - de-
pending on whether the charity oversees
multiple funds and/or conducts multiple
fundraising programs. Listed below in
Table 1 is an example of the type of ac-
counts that the auditor should expect to
find on a charity’s chart of accounts.

Financial Renortina Practices
A charitable organization that is a subsid-
iary of a hospital or clinic should have a
general ledger system and financial state-
ments that are totally separate from those
of the hospital or clinic. Although main-

Assets liabilities Equity Revenue Expenses

C a s h A c c o u n t s  P a y a b l e F u n d  B a l a n c e  - Unrectrlcted G e n e r a l  Donatlonc P r o g r a m  Service E x p e n s e

I n v e s t m e n t s A c c r u e d  P a y r o l l  Taxec F u n d  B a l a n c e  - Reatrlcted Memorlaly G e n e r a l  Admlnlstratl\Se  Expense

Prepald Expen\ec G r a n t s  P a y a b l e Fundral5er  I n c o m e FundraIsIng E x p e n s e

A c c o u n t s  Receivable M o r t g a g e  P a y a b l e Merchandise S a l e s , Remittance?  t o  Natlonal  Atflllates

A l l o w a n c e  f o r Less Co\t  o f  Good5  S o l d

U n c o l l e c t a b l e  Pledges V e n d i n g  Revenues

Flxed Asrets Interect I n c o m e

GalnsiLocser  o n  In\e\tments
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tained separately, the charity’s “books”
should nonetheless be prepared in accor-
dance with generally accepted accounting
principles and issued on an established time
basis, such as quarterly. Activity occurring
within the charity’s unrestricted funds
should be reported separately from the
entity’s restricted (special purpose) funds,
with the recommendation that separate bank
accounts be maintained for each. When a
charity’s operating income (or the net as-
sets of a restricted fund) exceeds $100,000
some sources recommend that an indepen-
dent audit is in order.

Additional issues to be addressed by
the auditor include:

Is there an analysis of fund balance
transactions to support general ledger
control accounts?
Are checking accounts interest
bearing, given that the income from
such accounts will be tax-exempt for
the charity?
Does the legal name appear on the
charity’s bank accounts and checks?
Are two signatures required for
disbursements to occur?
Has a Form 990 been completed
accurately and filed timely every year?
How frequent are financial statements
internally generated? Do they include
footnotes and disclosure statements?
Does the charity’s annual report:
4 List and provide identifying

information of board members
and executive management?

J Include audited financial
statements or a comprehensive
summary of financial operations?

J Include a purpose and descrip-
tion of programs, activities, and
accomplishments?

J Describe programs for which
there is a cross-reference of
financial information?

4 State the charity’s eligibility to
receive tax-deductible contribu-
tions?

J Provide a statement of functional
expenses (often in audited financial
statements) which explains how
the charity distributes rent, sala-
ries, etc. to “functional” purpose of
the expenses - such as one or
more program categories, fund-
raising, or general/administrative?

4 Describe revenue-generating
activities conducted by or for
the charity?

J Compare current budget to actual
financial activity?

J Include a summary of aboard-
approved budget for the coming
year?

l Is the charity’s annual report
provided on request? To whom are
copies of the report automatically
mailed?

Financial Renortinp Standurds
In addition to GAAP standards, there are
some additional accounting and financial
reporting standards that apply specifically
to not-for-profit organizations that conduct
fundraising activity. FASB No. 116: Ac-
counting j& Contributions Received and
Contributions Made, and FASB No. 117:
Financial Statements ofNot-for-Profit  Or-
gani7ation.7,  became effective for financial
statements issued for fiscal years begin-
ning after December 15, 1994 -except for

related to that activity must be reported as
fundraising costs. The three criteria are
purpose, audience, and content. Again, the
auditor may wish to obtain a copy of this
pronouncement from the AICPA (or other
sources) to determine how this standard
should be applied by their organization.

PURPOSE

This criterion is met if the purpose of the
activity includes accomplishing program
services or general and administrative func-
tions. If the activity is program-related, there
must be a specific call for action by the au-
dience that will help accomplish the entity’s
mlsslon.

AUDMVCE
If the audience for an activity “includes prior
donors or is otherwise selected on its likeli-
hood to contribute” then it is presumed that
this criterion is not met. To meet the criteria,

Costs related to a fundraising activity can be allocated between
different categories if the activity meets three criteria. If all three
criteria are not met, all costs related to that activity must be re-
ported as fundraising costs. The three criteria are purpose, audi-
ence, and content. -

not-for-profit entities with less than $5 mil-
lion in total assets and less than $1 million
in annual expenses. For those entities,
these statements became effective for fis-
cal years beginning after December 15, 1995.
The auditor may wish to obtain copies of
these standards from the Financial Ac-
counting Standards Board to determine the
applicability of these guidelines to the char-
ity associated with their organization.

The AICPA has fairly recently issued
Statement of Position (SOP) 98-2: Account-
ing~for Costs of Activities qf Not-for-Profit
Organizations That Include Fundraising.
This statement discusses the conditions
under which a not-for-profit may allocate a
portion of the costs of a fundraising appeal
to either the program or general and admin-
istrative (management) cost categories of
its financial statement. SOP 98-2 replaces
87-2, which had been applied inconsistently
during the last 10 years. The new rule tends
to limit the activities which will be consid-
ered program or general and administrative
in nature. Costs related to a fundraising
activity can be allocated between different
categories if the activity meets three crite-
ria. If all three criteria are not met, all costs

the entity must show that the audience was
also selected based on any of three addi-
tional significant factors: (1) the audience’s
potential use of the specific action called
for by the program component of the joint
activity, (2) the audience’s ability to take
specific action, and (3) the necessity of the
general and administrative component to
the success of the joint activity.

CONTENT

Activities must include a specific action by
the recipient that will help accomplish the
entity’s mission. Education alone is gener-
ally not enough to qualify as a call to ac-
tion, unless the mission includes education.
If the activity is general and administrative
related, the activity must fulfill a general
and administrative responsibility - such
as a report on mission accomplishments.

SOP 98-2 is effective for financial state-
ments for years beginning on or after De-
cember 15, 1998. Entities allocating joint
costs should disclose on their financial
statements the type of activities for which
joint costs were allocated, a statement that
such costs were allocated, and the total
amount allocated to each financial expense
category.
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