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NOTICE TO READERS
This AICPA Audit and Accounting Guide has been prepared by the AICPA
Not-for-Profit Organizations Committee to assist preparers of financial state
ments in preparing financial statements in conformity with generally accepted
accounting principles and to assist auditors in auditing and reporting on such
financial statements in accordance with generally accepted auditing standards.
Descriptions of accounting principles and financial reporting practices in Audit
and Accounting Guides are approved by the affirmative vote of at least twothirds of the members of the Accounting Standards Executive Committee,
which is the senior technical body of the AICPA authorized to speak for the
AICPA in the areas of financial accounting and reporting. Statement on
Auditing Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles, identifies AICPA Audit and
Accounting Guides that have been cleared by the Financial Accounting Stand
ards Board (FASB) as sources of established accounting principles in category
b of the hierarchy of generally accepted accounting principles that it estab
lishes. This Audit and Accounting Guide has been cleared by the FASB. AICPA
members should consider the accounting principles described in this Audit and
Accounting Guide if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatments speci
fied by this Audit and Accounting Guide should be used, or the member should
be prepared to justify another treatment, as discussed in paragraph 7 of SAS
No. 69.
Auditing guidance included in an AICPA Audit and Accounting Guide is an
interpretive publication pursuant to SAS No. 95, Generally Accepted Auditing
Standards. Interpretive publications are recommendations on the application
of SASs in specific circumstances, including engagements for entities in spe
cialized industries. Interpretive publications are issued under the authority of
the Auditing Standards Board. The members of the Auditing Standards Board
have found this guide to be consistent with existing SASs.
The auditor should be aware of and consider interpretive publications applica
ble to his or her audit. If the auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be pre
pared to explain how he or she complied with the SAS provisions addressed by
such auditing guidance.

Mark V. Sever, Chair
Accounting Standards Executive Committee

James S. Gerson, Chair
Auditing Standards Board

iv
Not-for-Profit Organizations Committee (1995-1996)
Kenneth D. Williams, Chair
Elaine T. Allen
Katherine K. Anderson
Martha L. Benson
Walter D. Bristol
Gregory B. Capin
Gregory A. Coursen
Lawrence A. Dollinger

John H. Fisher
Mary F. Foster
Stephen H. Kattell
Robert C. Kovarik, Jr.
Richard F. Larkin
Louis J. Mezzina
Richard E. Mills
AICPA Staff

Lori West, CPA

Joel Tanenbaum, CPA

Technical Manager
Accounting and Auditing Publications

Technical Manager
Accounting Standards

The AICPA gratefully acknowledges Richard Larkin, CPA for his assistance in
reviewing the conforming changes for the May 2003 edition of this Guide.
Special thanks to Susan Budak, CPA, for her invaluable help in updating and
maintaining the guidance in the Guide.
The Not-for-Profit Organizations Committee gratefully acknowledges the con
tributions made to the development, content, and writing of this Audit and
Accounting Guide by Alan S. Glazer, Professor of Business Administration,
Franklin and Marshall College, and Henry R. Jaenicke, C.D. Clarkson Profes
sor of Accounting, Drexel University.

V

This edition of the audit and accounting guide Not-for-Profit Organizations,
has been modified by the AICPA staff to include certain changes necessary
due to the issuance of authoritative pronouncements since the Guide was
originally issued. This Guide reflects relevant guidance contained in
authoritative pronouncements through May 1,2003:
• FASB Statement No. 148, Accounting for Stock-Based Compensation—
Transition and Disclosure

• FASB Interpretation No. 46, Consolidation o f Variable Interest
Entities, an Interpretation o f A R B No. 51

• FASB Technical Bulletin 01-1, Effective Date for Certain Financial
Institutions o f Certain Provisions o f Statement 140 Related to the
Isolation o f Transferred Financial Assets

• FASB Emerging Issues Task Force (EITF) consensus positions
adopted at meetings of EITF held through January 2003
• Practice Bulletin No. 15, Accounting by the Issuer o f Surplus Notes
• SAS No. 101, Auditing Fair Value Measurements and Disclosures
• SOP 02-2, Accounting for Derivative Instruments and Hedging Activities
by Not-for-Profit Health Care Organizations, and Clarification o f the
Performance Indicator

• SSAE No. 12, Amendment to Statement on Standards for Attestation
Engagements No. 10, Attestation Standards: Revision and Recodification
Users of this Guide should consider pronouncements issued subsequent
to those listed above to determine their effect on entities covered by this
Guide.
The changes made for the current year are identified in a schedule in
Appendix G of the Guide. The changes do not include all those that might
be considered necessary if the Guide were subjected to a comprehensive
review and revision.
This year’s conforming changes to this Guide remove the contents of
Appendix D, which was SOP 98-3, Audits o f States, Local Governments,
and Not-for-Profit Organizations Receiving Federal Awards. SOP 98-3
has been converted to a separate AICPA Audit Guide of the same title.
Auditors who perform audits under Government Auditing Standards,
the Single Audit Act Amendments of 1996, and Office of Management
and Budget Circular A-133, Audits o f States, Local Governments, and
Non-Profit Organizations, should refer to that separate Guide.

Substantial Changes to Audit Process Proposed
In December 2002, the AICPA’s Auditing Standards Board (ASB) issued
an exposure draft proposing seven new Statements on Auditing
Standards (SASs) relating to the auditor’s risk assessment process. The
ASB believes that the requirements and guidance provided in the
proposed SASs, if adopted, would result in a substantial change in audit
practice and in more effective audits. The primary objective of the
proposed SASs is to enhance auditors’ application of the audit risk model
in practice by requiring:
(continued)
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• More in-depth understanding of the entity and its environment,
including its internal control, to identify the risks of material
misstatement in the financial statements and what the entity is doing
to mitigate them.
• More rigorous assessment of the risks of material misstatement of the
financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature, timing
and extent of audit procedures performed in response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95, Generally
Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing the
Risks o f Material Misstatement

• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained

• Amendment to Statement on Auditing Standards No. 39, Audit Sampling
The proposed SASs establish standards and provide guidance concern
ing the auditor’s assessment of the risks of material misstatement in a
financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the
assessed risks. Additionally, the proposed SASs establish standards and
provide guidance on planning and supervision, the nature of audit
evidence, and evaluating whether the audit evidence obtained affords a
reasonable basis for an opinion regarding the financial statements under
audit.
The proposed SASs would be effective for audits of financial statements
for periods beginning on or after December 15, 2004, in order to allow
time for auditors to revise their methodologies and train their personnel
to plan the initial application of these standards to their audits. Readers
can access the proposed standards at AICPA Online (www.aicpa.org).
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Preface
Purpose
This AICPA Audit and Accounting Guide (Guide) has been prepared to assist
nongovernmental not-for-profit organizations in preparing financial state
ments in conformity with generally accepted accounting principles (GAAP) and
to assist independent auditors in auditing and reporting on those financial
statements.

Applicability
This Guide applies to organizations that meet the definition of a not-for-profit
organization included in appendix D of Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 116, Accounting for
Contributions Received and Contributions Made.

Limitations
This Guide does not discuss the application of all GAAP and all generally
accepted auditing standards (GAAS) that are relevant to the preparation and
audit of financial statements of not-for-profit organizations. This Guide is
directed primarily to those aspects of the preparation and audit of not-for-profit
organizations’ financial statements that are unique to those organizations or
are considered particularly significant to them.

Impact on Other Literature
This Guide incorporates certain provisions of FASB Statement Nos. 116 and
117, Financial Statements of Not-for-Profit Organizations. Not all guidance
that is included in those Statements, however, is incorporated, repeated, or
summarized in this Guide. Accordingly, those Statements should be read in
conjunction with this Guide. Like FASB Statement Nos. 116 and 117, this
Guide is directed at not-for-profit organizations in general, and not at specific
kinds of such organizations, such as voluntary health and welfare organizations
or private colleges and universities. It is expected that various industry asso
ciations will publish guidance on applying both the FASB Statements and this
Guide to specific kinds of organizations.1

1
Statement on Auditing Standards (S A S ) No. 69, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles, as amended by SAS No. 91, Federal G A A P Hierarchy
(AICPA, Professional Standards, vol. 1, A U sec. 411), establishes a hierarchy of sources of GAAP. The
hierarchy is described in Appendix G [paragraph 1.30] to chapter 1, “Introduction,” of this Guide. SAS
No. 69 notes that in the absence of established accounting principles described in categories (a ) - ( d) of
the hierarchy of GAAP, the auditor may consider other accounting literature, including pronounce
ments of other professional associations, depending on its relevance in the circumstances. Guidance
published by industry associations may be considered “other accounting literature” in the hierarchy
of sources of accounting principles established by SAS No. 69.

AAG-NPO
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This Guide supersedes the following AICPA Audit and Accounting Guides:2
•
Industry Audit Guide Audits of Voluntary Health and Welfare Organi
zations

•
•

Industry Audit Guide Audits of Colleges and Universities
Audit and Accounting Guide Audits of Certain Nonprofit Organizations

This Guide supersedes the following AICPA SOPs:
•
SOP 74-8, Financial Accounting and Reporting by Colleges and Universities
•
SOP 78-10, Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations

•

SOP 87-2, Accounting for Joint Costs of Informational Materials and
Activities of Not-for-Profit Organizations That Include a Fund-Raising
Appeal

•

SOP 94-2, The Application of the Requirements of Accounting Research
Bulletins, Opinions of the Accounting Principles Board, and State
ments and Interpretations of the Financial Accounting Standards
Board to Not-for-Profit Organizations

Effective Date and Transition
The provisions of this Guide, other than those included in paragraphs 1.06
through 1.17, which are discussed below, are effective for financial statements
for fiscal years ending on or after December 31, 1996.3 Earlier application is
permitted.
The provisions included in paragraphs 1.06 through 1.17 are effective for
financial statements issued for fiscal years beginning after December 15,1994,
except for organizations with less than $5 million in total assets and less than
$1 million in annual expenses. For those organizations, the effective date is
fiscal years beginning after December 15,1995. Earlier application is permitted.
2 As noted previously in this Preface, this Guide applies to nongovernmental not-for-profit
organizations. (Paragraph 1.03 of this Guide discusses the determination of whether an entity is a
nongovernmental organization.) Governmental Accounting Standards Board (G A S B ) Statement No.
29, The Use o f Not-for-Profit Accounting and Financial Reporting Principles by Governmental Enti
ties, provides that governmental entities should not change their accounting and financial reporting
to apply the provisions of FASB Statement Nos. 116 and 117. G A SB Statement No. 29 permits
governmental entities that have applied the accounting and financial reporting principles in State
ment of Position (S O P ) 78-10, Accounting Principles and Reporting Practices for Certain Nonprofit
Organizations to continue to do so, pending GA SB pronouncements on the accounting and financial
reporting model for governmental entities. Alternatively, those governmental entities are permitted
to change to the current governmental financial reporting model.
G A SB Statement No. 15, Governmental College and University Accounting and Financial
Reporting Models, requires governmental colleges and universities to use one of two accounting and
financial reporting models. One model, referred to as the “Governmental Model,” is based on the
pronouncements of the National Council on Governmental Accounting [N C G A ] and the GASB.
The G A S B ’s new financial reporting model standards, G A SB Statement No. 34, Basic Finan
cial Statements— and Management’s Discussion and Analysis— for State and Local Governments and
G A SB Statement No. 35, Basic Financial Statements— and Management’s Discussion and Analysis—
for Colleges and Universities, supersede G A SB Statement No. 15, the majority of G A SB Statement
No. 29, and the accounting guidance in the Audit Guides Audits of Colleges and Universities, Audits
o f Certain Nonprofit Organizations, and Audits o f Voluntary Health and Welfare Organizations.
G A SB Statements No. 34 and 35 are effective in three phases that are based on the total annual
revenues of the reporting entity. The earliest effective date, which applies to entities with total
annual revenues of $100 million or more, is for periods beginning after June 15, 2001. The most
remote effective date, which applies to entities with total annual revenues of less than $10 million, is
for periods beginning after June 15, 2003.
3 This Guide does not defer the effective date of any pronouncements that cover not-for-profit
organizations.

AAG-NPO
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Unless the provisions of this Guide, other than those included in paragraphs
1.06 through 1.17, are applied retroactively under the provisions of the follow
ing paragraph, the effect of initially applying this Guide should be reported as
the effect of a change in accounting principle, in a manner similar to the
cumulative effect of a change in accounting principle (Accounting Principles
Board [APB] Opinion No. 20, Accounting Changes, paragraph 19). The amount
of the cumulative effect should be based on a retroactive computation. Organi
zations should report the cumulative effect of a change in accounting on each
class of net assets in the statement of activities, after the caption “extraordinary
items” (if any) and before the captions “change in unrestricted net assets,”
“change in temporarily restricted net assets,” and “change in permanently
restricted net assets.”
This Guide, other than the guidance in paragraphs 1.06 through 1.17, may
be applied retroactively by restating the opening net assets for the earliest year
presented or for the year this Guide is first applied if no prior years are
presented. In the period in which this Guide is first applied, organizations
should disclose the nature of any restatement and its effect on the change in
net assets for each period presented.
In implementing the guidance in paragraphs 1.06 through 1.17, which incor
porates the provisions of SOP 94-2 into this Guide, the transition rules of the
APB Opinions and FASB Statements adopted, other than their effective dates,
should be followed. However, if there is more than one change in accounting
principle as a result of applying the guidance in paragraphs 1.06 through 1.17,
organizations have the option of including the cumulative effect of adopting
those accounting principles in the statement of activities in the year this Guide
is adopted, regardless of the transition rules of the APB Opinions and FASB
Statements adopted,4 and the financial statements should disclose the nature
of the cumulative adjustment. (Paragraphs 19 and 20 of APB Opinion No. 20
discuss reporting the cumulative effects of changes in accounting principles.)
In circumstances in which there is more than one change in accounting
principle resulting from applying this Guide and the cumulative effect of
adopting those accounting principles is included in the statement of changes in
net assets in the year the guidance in paragraphs 1.06 through 1.17 is adopted,
this Guide does not require the pro forma disclosures required by paragraphs
19(d) and 21 of APB Opinion No. 20.
Practitioners should follow the effective dates and transitional guidance for
authoritative pronouncements issued for fiscal years ending on or after Decem
ber 31,1996.

4
Organizations that adopt the guidance in paragraphs 1.06 through 1.17 in the same year in
which they adopt FASB Statement No. 116 are permitted to apply the provisions of paragraph 17 of
that Statement, concerning recognition of expirations of restrictions, prospectively, as specified in
that Statement, regardless of whether they report the cumulative effect of adopting other accounting
principles as a result of applying the guidance in paragraphs 1.06 through 1.17 of this Guide.

AAG-NPO
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Chapter 1

Introduction
Scope
1.01 This Audit and Accounting Guide (Guide) covers organizations that
meet the definition of a not-for-profit organization included in appendix D of
Financial Accounting Standards Board (FASB) Statement of Financial Ac
counting Standards No. 116, Accounting fo r Contributions Received an d Con
tributions M ade. That definition is as follows:
An entity th at possesses the following characteristics th a t distinguish it from
a business enterprise: (a) contributions of significant amounts of resources from
resource providers who do not expect com mensurate or proportionate pecuniary
return, (b) operating purposes other th an to provide goods or services a t a profit,
and (c) absence of ownership interests like those of business enterprises.
Not-for-profit organizations have those characteristics in varying degrees
([FA SB Statem ent of Finan cial Accounting] Concepts Statem ent No. 4, para
graph 6). O rganizations th a t clearly fall outside this definition include all
investor-owned enterprises and entities th at provide dividends, lower costs, or
other economic benefits directly and proportionately to th eir owners, members,
or participants, such as m utual insurance companies, credit unions, farm and
ru ral electric cooperatives, and employee benefit plans (Concepts Statem ent
No. 4, paragraph 7).

As noted in the above definition, not-for-profit organizations have charac
teristics (a), (b ), and (c) in varying degrees. An organization could meet the
definition of a not-for-profit organization without possessing characteristic (a),
(b), or (c). For example, some not-for-profit organizations, such as those that
receive all their revenue from exchange transactions, receive no contributions.
1.02 The term not-for-profit organizations encompasses all entities de
fined as not-for-profit organizations by FASB Statem ent No. 116 and American
Institute of Certified Public Accountants (AICPA) Statement of Position (SOP)
74-8, F in an cial Accounting an d R eporting by Colleges an d Universities, and
SOP 78-10, Accounting Principles an d Reporting Practices fo r Certain N on
p rofit O rgan ization s,* which are superseded by this Guide. Accordingly, this
Guide applies to nongovernmental not-for-profit organizations of the following
kinds:1
• Cemetery organizations
• Civic and community organizations
• Colleges and universities
• Elementary and secondary schools
• Federated fund-raising organizations
This
*
publication has been superseded by the AICPA Audit and Accounting Guide Not-for-Profit
O rganizations.
1
This list does not necessarily include all organizations that meet the definition of a not-forprofit organization in FASB Statement No. 116. This Guide applies to all organizations that meet the
definition, regardless of whether they are included in this list.
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•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Fraternal organizations
Labor unions
Libraries
Museums
Other cultural organizations
Performing arts organizations
Political parties
Political action committees
Private and community foundations
Professional associations
Public broadcasting stations
Religious organizations
Research and scientific organizations
Social and country clubs
Trade associations
Voluntary health and welfare organizations
Zoological and botanical societies

1.03 Paragraph 1.02 provides that this Guide applies to certain nongov
ernmental not-for-profit organizations. Nongovernmental organizations are all
organizations other than governmental organizations. Public corpora
tions2 and bodies corporate and politic are governmental organizations. Other
organizations are governmental organizations if they have one or more of the
following characteristics:
a.

Popular election of officers or appointment (or approval) of a control
ling majority of the members of the organization’s governing body by
officials of one or more state or local governments;

b.

The potential for unilateral dissolution by a government with the net
assets reverting to a government; or

c.

The power to enact and enforce a tax levy.

Furthermore, organizations are presumed to be governmental if they have the
ability to issue directly (rather than through a state or municipal authority)
debt that pays interest exempt from federal taxation. However, organizations
possessing only that ability (to issue tax-exempt debt) and none of the other
governmental characteristics may rebut the presumption that they are govern
mental if their determination is supported by compelling, relevant evidence.
1.04 Not-for-profit organizations that are providers of health care serv
ices3 are not covered by this Guide and should follow the AICPA Audit and
Accounting Guide Health Care Organizations.
2 Black’s Law Dictionary defines a public corporation as: A n artificial person (e.g.,[a] municipal
ity or a governmental corporation) created for the administration of public affairs. Unlike a private
corporation it has no protection against legislative acts altering or even repealing its charter.
Instrumentalities created by [the] state, formed and owned by it in [the] public interest, supported in
whole or part by public funds, and governed by managers deriving their authority from [the] state.
Sharon Realty Co. v. Westlake, Ohio Com. PI., 188 N.E.2d 318, 323, 25 0.0.2d 322. A public
corporation is an instrumentality of the state, founded and owned in the public interest, supported by
public funds and governed by those deriving their authority from the state. York County Fair A ss’n v.
South Carolina Tax Commission, 249 S.C. 337, 154 S.E.2d 361, 362.
3 Providers of health care services that meet the definition of a voluntary health and welfare
organization in FASB Statement No. 117 should follow this Guide.
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GAAP Hierarchy for Not-for-Profit Organizations
1.05 AICPA Statement on Auditing Standards (SAS) No. 69, The Mean
ing of Present Fairly in Conformity With Generally Accepted Accounting
Principles, as amended by SAS No. 91, Federal G AAP Hierarchy (AICPA,
Professional Standards, vol. 1, AU sec. 411), states that the guidance provided
by FASB Statements and Interpretations, Opinions of the Accounting Princi
ples Board (APB), and Accounting Research Bulletins (ARB) shall be consid
ered established accounting principles pursuant to Rule 203 of the AICPA Code
of Professional Conduct. (Appendix G [paragraph 1.30] of this chapter dis
cusses SAS No. 69 and the hierarchy of sources of generally accepted account
ing principles [GAAP].)
1.06 Not-for-profit organizations should follow the guidance in effective
provisions of ARBs, APB Opinions, and FASB Statements and Interpretations
unless the specific pronouncement explicitly exempts not-for-profit organiza
tions or their subject matter precludes such applicability. (As noted in para
graphs 1.11 and 1.12 of this Guide, not-for-profit organizations should follow
the guidance in Statement Nos. 116, Accounting for Contributions Received
and Contributions Made, 117, Financial Statements of Not-for-Profit Organi
zations, 124, Accounting for Certain Investments Held by Not-for-Profit Organi
zations, and 136, Transfers of Assets to a Not-for-Profit Organization or
Charitable Trust That Raises or Holds Contributions for Others, and this Guide
in applying the guidance in pronouncements listed in appendixes C and D
[paragraphs 1.26 and 1.27] of this chapter.)
1.07 The appendixes [paragraphs 1.24 through 1.30] of this chapter are
aids to the implementation of the guidance in this chapter.
1.08 Pronouncements issued by the FASB subsequent to this Guide’s
effective date apply to not-for-profit organizations unless those pronounce
ments explicitly exempt not-for-profit organizations or their subject matter
precludes such applicability.4
1.09 Not-for-profit organizations may follow and are not prohibited from
following the guidance in effective provisions of the APB Opinions and the
FASB Statements and Interpretations listed in appendix A [paragraph 1.24] of
this chapter, which specifically exempt not-for-profit organizations from their
application, unless FASB Statement Nos. 116 or 117 or this Guide provide
different guidance. (However, the guidance included in the effective provisions
of pronouncements listed in appendix A [paragraph 1.24] applies to all forprofit entities owned, whether owned all or in part, by not-for-profit entities.)
The discussion in paragraphs 1.11 through 1.17 of this Guide should be
considered in determining the hierarchy of such guidance and of guidance
issued by the AICPA.
1.10 Certain financial reporting guidance listed in appendix B [para
graph 1.25] of this chapter, such as that concerning common stock and convertible
4
The guidance in paragraphs 1.05 through 1.17 of this Guide addresses only the pronounce
ments listed in paragraph 1.06. However, not-for-profit organizations are also subject to other
pronouncements included in categories (b)—(d) of paragraph 5 of SAS No. 69 and should apply A IC P A
Audit and Accounting Guides, SOPs, and Practice Bulletins and FASB Technical Bulletins and the
consensus positions of the FASB Emerging Issues Task Force that apply to them. (Appendix G
[paragraph 1.30] of this chapter discusses SAS No. 69 and the G A A P hierarchy.)
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debt, generally does not apply to the kinds of entities covered by this Guide,
because such entities do not enter into the kinds of transactions covered by that
guidance. (However, the guidance included in the effective provisions of pro
nouncements included in appendix B [paragraph 1.25] applies to all for-profit
entities owned, whether owned all or in part, by not-for-profit entities. Also,
not-for-profit organizations should follow the effective provisions of pronounce
ments in appendix B [paragraph 1.25] if they enter into the kinds of transac
tions covered by that guidance.)
1.11 Other pronouncements, which are listed in appendix C [paragraph
1.26] of this chapter (ARB No. 51, Consolidated Financial Statements, and APB
Opinion No. 29, Accounting for Nonmonetary Transactions), do not exempt
not-for-profit organizations from their scope, but the transactions they contem
plate also are covered by FASB Statement No. 116 and this Guide. State
ment Nos. 116, 117, 124, and 136 and this Guide provide guidance for
applying the pronouncements to circumstances unique to not-for-profit
organizations and not contemplated by the pronouncements and therefore
should be followed to apply the guidance in those pronouncements to
not-for-profit organizations. (However, the guidance included in the effec
tive provisions of pronouncements included in appendix C [paragraph 1.26]
should be followed by all for-profit entities owned, whether owned all or in
part, by not-for-profit entities.)
1.12 Some pronouncements (listed in appendix D [paragraph 1.27] of this
chapter), which may include guidance concerning the recognition and measure
ment of assets, liabilities, revenues, expenses, gains and losses, and financial
statement display, state that their provisions apply only to entities operating
in certain industries. Such entities generally are business enterprises. An
example of such guidance is FASB Statement No. 63, Financial Reporting
by Broadcasters. However, some not-for-profit organizations conduct activi
ties5 in some of those industries and should apply the guidance in the pro
nouncements concerning the recognition and measurement of assets,
liabilities, revenues, expenses, and gains and losses to the transactions unique
to those industries. However, such not-for-profit organizations should follow
the financial statement display guidance in FASB Statement No. 117 and
this Guide, even though it may conflict with display that would result from
applying the guidance in the pronouncements listed in appendix D [para
graph 1.27].
1.13 Financial reporting pronouncements that have not been superseded
and are not included in appendixes A through D [paragraphs 1.24 through
1.27] of this chapter are listed in appendix E [paragraph 1.28] of this chapter.
Not-for-profit organizations should follow the effective provisions of the pro
nouncements listed in appendix E [paragraph 1.28].6
1.14 Certain other pronouncements, although they do not exempt not-forprofit organizations and do cover transactions conducted by not-for-profit
organizations, include some provisions whose application by not-for-profit
organizations may be unclear. Nevertheless, not-for-profit organizations are
required to follow the effective provisions of those pronouncements. These
provisions and their applicability are discussed below.
5 Such activities may be conducted by (a) for-profit entities owned and consolidated by not-forprofit organizations, (b) divisions of not-for-profit organizations, or (c) entire not-for-profit organiza
tions, such as those operating as not-for-profit broadcasters.
6 See footnote 4.
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APB Opinion No. 16, Business Combinations*
1.15 Because the conditions for applying the pooling of interests method
of accounting for a business combination generally include an exchange of
common stock of the combining entities, not-for-profit organizations generally
would not meet the conditions for applying that method. The AICPA Account
ing Standards Executive Committee (AcSEC) believes that circumstances exist
under which reporting on the combination of two or more not-for-profit organi
zations (or that of a not-for-profit organization with a formerly for-profit entity)
by the pooling of interests method better reflects the substance of the transac
tion than reporting by the purchase method. Therefore, not-for-profit organi
zations are, under certain circumstances, permitted to report by the pooling of
interests method, even though they generally do not issue common stock. Such
circumstances include the combination of two or more entities to form a new
entity without the exchange of consideration.
1.16 An example of acceptable practice, in some circumstances, for report
ing business combinations by not-for-profit organizations if there has been no
exchange of consideration is to report the (a) assets, (b) liabilities, and (c) net
asset balances of the combined entities as of the beginning of the year and
disclose the information that would be required to be disclosed for a pooling of
interests under APB Opinion No. 16.

Provisions of Certain Pronouncements Concerning Financial
Statement Display
1.17 The following pronouncements include provisions specifying the fi
nancial statement display of certain financial statement elements or items
such as gains and losses, extraordinary items, translation adjustments, income
tax expense, and prepaid or deferred income taxes:
•
APB Opinion No. 9, Reporting the Results of Operations
•
APB Opinion No. 26, Early Extinguishment of Debt, as amended by
APB Opinion No. 30, Reporting the Results of Operations— Reporting
the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions; FASB
Statement No. 4, Reporting Gains and Losses from Extinguishment of
*
In June 2001, the FASB issued FASB Statement No. 141, Business Combinations, which
supersedes several pronouncements including A P B Opinion No. 16, Business Combinations.
However, FASB Statement No. 141 does not apply to combinations of two or more not-for-profit
organizations or the acquisition of a for-profit business entity by a not-for-profit organization. Thus,
G A A P does not change for those types of combinations. Not-for-profit organizations should continue
to follow the guidance in this Guide and in A P B Opinion No. 16 as amended by pronouncements prior
to the issuance of FASB Statement No. 141, as well as the guidance in the other pronouncements
superseded by FASB Statement No. 141. Pronouncements that were amended by FASB Statement
No. 141 should be applied as though that Statement had not amended them. In addition, in applying
the guidance included in A P B Opinion No. 16, not-for-profit organizations should continue to apply
the amendments to that Opinion that were included in FASB Statement No. 121, Accounting for the
Impairment o f Long-Lived Assets and for Long-Lived Assets to be Disposed Of, even though FASB
Statement No. 121 was superseded by FASB Statement No. 144, Accounting for the Impairment or
Disposal o f Long-Lived Assets. (FASB Statement No. 144 did not carry forward the amendments to
A P B Opinion No. 16 because A P B Opinion No. 16 had been superseded.) The FASB has on its agenda
a project on accounting for combinations of not-for-profit organizations, the scope of which also will
include the acquisition of a for-profit business entity by a not-for-profit organization. Readers should
be alert to the issuance of a final standard. Also, FASB Statement No. 142, Goodwill and Other
Intangible Assets, is not applicable to goodwill and other intangible assets arising from combinations
between not-for-profit organizations or arising from the acquisition of a for-profit business entity by
a not-for-profit organization until the FASB completes its deliberation with respect to application of
the purchase method by those entities.
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Debt (rescinded by FASB Statement No. 145, Rescission of FASB
Statement No. 4, 44, and 64, Amendment of FASB Statement No. 13,
and Technical Corrections); and FASB Statement No. 140, Accounting
for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities*

•

•
•

APB Opinion No. 30, as amended by FASB Statement No. 128, Earn
ings per Share, FASB Statement No. 144, Accounting for the Impair
ment or Disposal of Long-Lived Assets, and FASB Statement No. 145**
FASB Statement No. 52, Foreign Currency Translation
FASB Statement No. 109, Accounting for Income Taxes

None of the preceding pronouncements considers the net asset reporting model
included in FASB Statement No. 117 and this Guide. Therefore, preparers of
financial statements of not-for-profit organizations should consider the report
ing objectives of these APB Opinions and FASB Statements when exercising
judgment about how to best display elements, such as in which net asset class.

Fund Accounting and Net Asset Classes
1.18 Fund accounting is a technique used by some not-for-profit organi
zations for purposes of internal recordkeeping and managerial control and to
help ensure that the use of resources is in accordance with stipulations imposed
by donors and other resource providers and with self-imposed limitations desig
nated by the organization’s governing board. Under fund accounting, resources
are classified into funds associated with specific activities and objectives. Prior
to implementing FASB Statement No. 117, some not-for-profit organizations
used fund accounting for financial reporting in conformity with applicable
AICPA Industry Audit Guides and Audit and Accounting Guides.
1.19 Montgomery’s Auditing notes that “as used in nonprofit accounting,
a fund is an accounting entity with a self-balancing set of accounts for recording
assets, liabilities, the fund balance, and changes in the fund balance. Separate
accounts are maintained for each fund to ensure that the limitations and
restrictions on the use of resources are observed. Though the fund concept
involves separate accounting records, it does not entail the physical segrega
tion of resources. Fund accounting is basically a mechanism to assist in
exercising control over the purpose of particular resources and amounts of
those resources available for use.”7 Fund accounting is discussed further in
chapter 16, “Fund Accounting,” of this Guide.
1.20 Paragraph 18, footnote 5, of FASB Statement No. 117 states that “this
Statement does not use the terms fund balance or changes in fund balances
*
FASB Statement No. 145, Rescission o f FA SB Statement No. 4, 44, and 64, Amendment of
FA SB Statement No. 13, and Technical Corrections, among other matters rescinds FASB Statement
No. 4, Reporting Gains and Losses from Extinguishment of Debt, and amends A P B Opinion No. 30,
Reporting the Results o f Operations— Reporting the Effects o f Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions, to reflect the rescission
and to make technical corrections. The provisions of FASB Statement No. 145 related to the
rescission of FASB Statement No. 4 shall be applied in fiscal years beginning after M ay 15, 2002, with
early application encouraged. The FASB Statement No. 145 technical corrections are effective for
financial statements issued on or after M ay 15, 2002, with early application encouraged.
** FASB Statement No. 144, Accounting for the Impairment or Disposal o f Long-Lived Assets, is
effective for financial statements issued for fiscal years beginning after December 15, 2001, and
interim periods within those fiscal years, with early application encouraged.
7
Vincent M . O ’Reilly, M u rra y B. Hirsch, Ph ilip L. Defliese, and Henry R. Jaenicke,
Montgomery’s Auditing, 11th ed. (N e w York: John Wiley & Sons, 1990), 791.

AAG-NPO 1.18

7

Introduction

because in current practice those terms are commonly used to refer to individ
ual groups of assets and related liabilities rather than to an entity’s net assets
or changes in net assets taken as a whole....” As discussed in chapter 3, “Basic
Financial Statements,” of this Guide, FASB Statement No. 117 requires that
the amounts for each of three classes of net assets (permanently restricted,
temporarily restricted, and unrestricted) be displayed in a statement of finan
cial position and that the amounts of change in each of those classes of net
assets be displayed in a statement of activities.
1.21 Therefore, under FASB Statement No. 117, reporting by individual
funds or fund groups is not required. FASB Statement No. 117, however, does
not preclude providing disaggregated information by individual funds or fund
groups, as long as the required aggregated amounts for each of the three
classes of net assets are displayed as indicated above. Paragraph 50 of the
Statement specifically notes that “...how an organization maintains its internal
accounting and recordkeeping systems is a matter outside the purview of the
FASB.”
1.22 Some not-for-profit organizations may continue to use fund account
ing for purposes other than reporting in conformity with GAAP, and some may
provide disaggregated information in the financial statements beyond the
minimum requirements of FASB Statement No. 117. A particular fund balance
may fall completely into one of the three net asset classes or may be allocated
to more than one net asset class, in conformity with the requirements of FASB
Statement No. 117 and as discussed in chapter 16 of this Guide.
1.23 The accounting and auditing issues concerning each particular as
set, liability, or class of net assets (financial statement elements) are not a
function of the element’s internal classification or financial statement subclas
sification. Accordingly, this Guide is organized by financial statement elements
and not by type of fund or groups of funds. Chapter 16 of this Guide contains a
discussion of the relationship of an organization’s fund balances to its net asset
classes.
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in Debt and

Equity

for Certain
Securities, as

amended by FASB Statement Nos. 124, 130, 133,
134,135, 140, 144, and 145

Investments

Statement No. 115, Accounting
Chapter 8 of this Guide

FASB Statement No. 124, Accounting for Certain
Investments Held by Not-for-Profit Organizations;

None

FASB Statement No. 89, Financial Reporting and
Changing Prices, as amended by FASB Statement
Nos. 109, 135, and 139

FASB

None

FASB Statement No. 3, Reporting Accounting Changes
in Interim Financial Statements, as amended by
FASB Statement No. 135

Currently effective

None

None

None

( Continued)

This Guide provides no guidance for the equity
method of accounting for common stock. However, it
does provide guidance for accounting for investments
in common stock.

SOP 94-3, Reporting of Related Entities by Not-forProfit OrganizationsCON

None

__________ Status of Other References_____

__________ Other References, if A n y * ______

APB Opinion No. 28, Interim Financial Reporting,
as amended by FASB Statement Nos. 3,95,109,128,
130, 131, 135, 144, 145, and 148, and including
FASB Interpretation No. 18PPE

APB Opinion No. 18, The Equity Method of Account
ing for Investments in Common Stock, as amended
by APB Opinion Nos. 23 and 30 and FASB State
ment Nos. 13, 58, 94, 115, 128, 142, and 144, and
including FASB Interpretation No. 35CON

________________________ Pronouncement

Appendix A— Financial Reporting Pronouncements That Specifically Exempt Not-for-Profit Organizations
From Their Application
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None

Currently effective
None

See APB Opinion 18

None

Paragraphs 1.15 and 1.16 of this Guide
None

See APB Opinion 18

None

Currently effective

FASB Statement No. 117

None

None

_________Status of Other References____

None

_________Other References, if Any*_____

* References in this column are provided as a guide to other sources of information about the topic covered by the listed pronouncement.
CON On February 2 3 , 1999, the FASB released an exposure draft (revised) of a proposed FASB Statement, Consolidated Financial Statements: Purpose and Policy, which
would supersede FASB Statement No. 94 and amend ARB No. 51, APB Opinion Nos. 16 and 18, and FASB Statement Nos. 15, 57, and 65. The provisions of SOP 94-3 will be
reconsidered as the FASB issues final Standards. In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation of Variable Interest Entities (FIN 46).
Not-for-profit organizations subject to the consolidation requirements of this SOP are not subject to FIN 46, except that they may be related parties for purposes of applying
paragraphs 16 and 17 of FIN 46. In addition, a not-for-profit entity used by a business enterprise in a manner similar to a variable interest entity in an effort to circumvent
the provisions FIN 46 is subject to FIN 46. The FASB now plans to continue its consideration of the broader proposals in the 1999 exposure draft.
PPE On June 2 9 , 2001, the FASB issued an exposure draft of a proposed FASB Statement, Accounting in Interim and Annual Financial Statements for Certain Costs an d
Activities Related to Property, Plant, and Equipment, that would amend FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of Real Estate Projects;
FASB Statement No. 51, Financial Reporting by Cable Television Companies', APB Opinion No. 20, Accounting Changes; and APB Opinion No. 28, Interim Financial Reporting.
It also would rescind FASB Statement No. 73, Reporting a Change in Accounting for Railroad Track Structures. Concurrent with its release, the AICPA issued an exposure
draft of a proposed AICPA Statement of Position (SOP), Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment. AcSEC plans to issue a final
SOP in the fourth quarter of 2003. Readers should be alert to the issuance of a final Statement and SOP.

the Equity Method of Accounting for Investments in
Common Stock
FASB Interpretation No. 46, Consolidation of Vari
able Interest Entities, an Interpretation of ARB No. 51

FASB Statement No. 128, Earnings per Share, as
amended by FASB Statement Nos. 135 and 145
FASB Statement No. 130, Reporting Comprehensive
Income, as amended by FASB Statement No. 135
FASB Statement No. 131, Disclosures about Seg
ments of an Enterprise and Related Information, as
amended by FASB Statement No. 135
FASB Statement No. 141, Business Combinations,
as amended by FASB Statement Nos. 144, 145 and 147
FASB Interpretation No. 18, Accounting for Income
Taxes in Interim Periods, as amended by FASB
Statement Nos. 7 1 , 109, 111, 135, and 144
FASB Interpretation No. 35, Criteria for Applying

______________ Pronouncement_______

Financial Reporting Pronouncements That Specifically Exempt Not-for-Profit Organizations From Their
Application—continued
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1.25

Appendix B—Financial Reporting Pronouncements
That, by the Nature of Their Subject Matter, Generally
Do Not Apply to Not-for-Profit Organizations
•

APB Opinion No. 14, Accounting for Convertible Debt and Debt Issued

•

APB Opinion No. 25, Accounting for Stock Issued to Employees, as
amended by FASB Statement Nos. 109 and 123, and including FASB
Interpretation Nos. 28, 38 and 44
FASB Statement No. 84, Induced Conversions of Convertible Debt
FASB Statement No. 123, Accounting for Stock-Based Compensation,
as amended by FASB Statement Nos. 128, 135, 141, 144, and 148
FASB Statement No. 148, Accounting for Stock-Based Compensa
tion— Transition and Disclosure, an amendment to FASB Statement
No. 123
FASB Interpretation No. 28, Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans, as amended by
FASB Statement Nos. 123 and 128
FASB Interpretation No. 38, Determining the Measurement Date for
Stock Option, Purchase, and Award Plans Involving Junior Stock, as
amended by FASB Statement Nos. 123 and 128
FASB Interpretation No. 44, Accounting for Certain Transactions

with Stock Purchase Warrants

•
•
•

•

•

•

Involving Stock Compensation— an Interpretation of A P B Opinion No.
25
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Appendix C—Financial Reporting Pronouncements
Whose Application to Not-for-Profit Organizations Is
Subject to Additional FASB or AICPA Guidance
Pronouncement

Additional Guidance

ARB No. 51, Consolidated Financial
Statements, as amended by APB Opin
ion Nos. 10, 16, 18, and 23, and FASB
Statement Nos. 58, 71,94, 111, 131, and
144CON

SOP 94-3, Reporting o f Related

APB Opinion No. 29, Accounting for
Nonmonetary Transactions, as amended
by FASB Statement Nos. 71, 109, 123,
and 144, and including FASB Interpre
tation No. 30
FASB Statement No. 94, Consolidation
o f A ll Majority-Owned Subsidiaries, as
amended by FASB Statement No. 131CON
FASB Statement No. 116, Accounting
for Contributions Received and Contri
butions Made

FASB Statement No. 117, Financial
Statements o f Not-for-Profit Organiza
tions, as amended by FASB Statement
Nos. 124 and 144
FASB Statement No. 124, Accounting for

Entities by Not-for-Profit Organi
zationsCON

FASB Statement No. 116 and
chapter 5 of this Guide provide
accounting guidance for contribu
tions
See ARB No. 51

This Guide
FASB Statement No. 136
This Guide

This Guide

Certain Investments H eld by N o t-fo rProfit Organizations, as amended by
FASB Statement No. 133, Accounting
for Derivative Instruments and Hedging
Activities

FASB Statement No. 136, Transfers of
Assets to a Not-for-Profit Organization or
Charitable Trust That Raises or Holds
Contributions for Others, as amended by
FASB Statement No. 140
FASB Interpretation No. 30, Accounting

This Guide

See APB Opinion No. 29

for Involuntary Conversions o f N o n 
monetary Assets to Monetary Assets, as

amended by FASB Statement No. 109
CON On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statement, Consolidated Financial Statements: Purpose and Policy, which would supersede FASB
Statement No. 94 and amend AR B No. 51, A P B Opinion Nos. 16 and 18, and FASB Statement Nos.
15, 57, and 65. The provisions of SO P 94-3 will be reconsidered as the FASB issues final Standards.
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation o f Variable Interest
Entities (F IN 46). Not-for-profit organizations subject to the consolidation requirements of this SO P
are not subject to F IN 46, except that they may be related parties for purposes of applying paragraphs
16 and 17 of F IN 46. In addition, a not-for-profit entity used by a business enterprise in a manner
similar to a variable interest entity in an effort to circumvent the provisions F IN 46 is subject to F IN
46. The FASB now plans to continue its consideration of the broader proposals in the 1999 exposure
draft.
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Appendix D—Financial Reporting Pronouncements
Pertaining to Specialized Industry Practices of
Business Enterprises
Pronouncements that were not effective when this Guide was issued:
• FASB Statement No. 147, Acquisitions of Certain Financial Institutions,
an amendment of FASB Statement Nos. 72 and 144 and FASB
Interpretation No. 9, is effective for acquisitions for which the date of
acquisition is on or after October 1, 2002. The provisions related to
accounting for the impairment or disposal of certain long-term customerrelationship intangible assets are effective on October 1, 2002.
Transition provisions for previously recognized unidentifiable intangible
assets are effective on October 1, 2002, with earlier application
permitted.
The provisions of FASB Statement No. 141, Business Combinations and
FASB Statement No. 142, Goodwill and Other Intangible Assets, should not
be applied to goodwill and intangible assets arising from a combination
between two or more not-for-profit organizations or acquired in the
acquisition of a for-profit business entity by a not-for-profit organization
until the FASB completes its project on those types of combinations and
acquisitions. Thus, the guidance in APB Opinion Nos. 16 and 17 remains
in effect for such assets. In addition, when applying APB Opinion Nos. 16
and 17, not-for-profit organizations should continue to apply the
amendments to those Opinions found in other literature even though that
other literature may have been superseded by FASB Statement Nos. 141,
142 and 144. For example, when applying APB Opinion No. 17, not-forprofit organizations should continue to apply the amendments to that
Opinion found in FASB Statement No. 121, Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed Of, even
though that Statement was superseded by Statement No. 144. Readers
should be alert to the issuance of a final standard on combinations of
not-for-profit organizations.

This appendix includes pronouncements that apply only to entities operating
in certain industries, generally business enterprises. However, some not-forprofit organizations conduct activities in some of those industries and should
apply the guidance concerning recognition and measurement of assets, liabili
ties, revenues, expenses, and gains and losses in those pronouncements to
the transactions unique to those industries. In addition, those not-for-profit
organizations should follow the financial statement display guidance in FASB
Statement No. 117, Financial Statements of Not-for-Profit Organizations, and
this Guide, although it may conflict with display that would result from
applying the guidance in the pronouncements included in this appendix.
•
APB Opinion No. 12, Omnibus Opinion— 1967 (guidance under the
heading “Capital Changes”)
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•

APB Opinion No. 13, Amending Paragraph 6 of A P B Opinion No. 9,
Application to Commercial Banks

•

FASB Statement No. 7, Accounting and Reporting by Development
Stage Enterprises, as amended by FASB Statement Nos. 71 and 95,
and including FASB Interpretation No. 7
FASB Statement No. 19, Financial Accounting and Reporting by Oil
and Gas Producing Companies, as amended by FASB Statement Nos.
25, 69, 71, 109,143,144, and 145, and including FASB Interpretation
Nos. 33 and 36
FASB Statement No. 25, Suspension of Certain Accounting Require

•

•

ments for Oil and Gas Producing Companies (an amendment of FASB
Statement No. 19), as amended by FASB Statement No. 111

•

•

FASB Statement No. 35, Accounting and Reporting by Defined
Benefit Pension Plans, as amended by FASB Statement Nos. 75,
110, and 135
FASB Statement No. 44, Accounting for Intangible Assets of Motor
Carriers (an amendment of Chapter 5 of A R B No. 43 and an Interpre
tation of A P B Opinions 17 and 30), as amended by FASB Statement

•
•

Nos. 109 and 142 (rescinded by FASB Statement No. 145)
FASB Statement No. 45, Accounting for Franchise Fee Revenue
FASB Statement No. 50, Financial Reporting in the Record and Music
Industry

•

FASB Statement No. 51, Financial Reporting by Cable Television Com
panies, as amended by FASB Statement Nos. 71,131,142, and 144PPE

•

FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises, as amended by FASB Statement Nos. 91, 97, 109, 113,

•
•
•

•

•

•

•

114, 115, 120, 124, 133, 135, 144, and 145, and including FASB
Interpretation No. 40
FASB Statement No. 61, Accounting for Title Plant, as amended by
FASB Statement No. 144
FASB Statement No. 63, Financial Reporting by Broadcasters, as
amended by FASB Statement No. 139
FASB Statement No. 65, Accounting for Certain Mortgage Banking
Activities, as amended by FASB Statement Nos. 91,115,124,133,134,
and 140CON
FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects, as amended by FASB Statement
Nos. 111 and 144PPE
FASB Statement No. 69, Disclosures about Oil and Gas Producing
Activities (an amendment of FASB Statements 19, 25, 33, and 39), as
amended by FASB Statement Nos. 89, 95, 109, and 131
FASB Statement No. 71, Accounting for the Effects of Certain Types of
Regulation, as amended by FASB Statement Nos. 90,92,109,135,142,
and 144
FASB Statement No. 72, Accounting for Certain Acquisitions of Bank
ing or Thrift Institutions (an amendment of A P B Opinion No. 17, an
interpretation of A P B Opinions 16 and 17, and an amendment of FASB
Interpretation No. 9), as amended by FASB Statement Nos. 142 and

147

AAG-NPO 1.27

14

Not-for-Profit Organizations

•

FASB Statement No. 73, Reporting a Change in Accounting for R ail
road Track Structures (an amendment o f A P B Opinion No. 20)PPE

•

FASB Statement No. 90, Regulated Enterprises— Accounting for
Abandonments and Disallowances o f Plant Costs (an amendment o f
F A S B Statement No. 71), as amended by FASB Statement Nos. 92
and 109

•

•

FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct
Costs o f Leases (an amendment o f F A S B Statements No. 13, 60, and
65 and a rescission o f F A S B Statement No. 17), as amended by FASB
Statement Nos. 98, 114, 115, and 124
FASB Statement No. 92, Regulated Enterprises— Accounting for
Phase-in Plans (an amendment o f F A S B Statement No. 71)

•

•

•

FASB Statement No. 97, Accounting and Reporting by Insurance
Enterprises for Certain Long-Duration Contracts and for Realized
Gains and Losses from the Sale o f Investments, as amended by FASB
Statement Nos. 113, 115, and 120
FASB Statement No. 101, Regulated Enterprises— Accounting for the
Discontinuation o f Application o f F A S B Statement No. 71, as amended
by FASB Statement Nos. 109 and 144
FASB Statement No. 110, Reporting by Defined Benefit Pension
Plans o f Investm ent Contracts (an amendment o f F A S B Statement
No. 35)

•

•

FASB Statement No. 113, Accounting and Reporting for Reinsur
ance o f Short-Duration and Long-D uration Contracts, as amended
by FASB Statement Nos. 120 and 133, and including FASB Interpre
tation No. 40
FASB Statement No. 120, Accounting and Reporting by M utual Life
Insurance Enterprises and by Insurance Enterprises for Certain LongDuration Participating Contracts (an amendment o f F A S B Statement
Nos. 60, 97, and 113 and Interpretation No. 40)

•

•

FASB Statement No. 134, Accounting for Mortgage-Backed Securities
Retained after the Securitization o f Mortgage Loans H eld for Sale by a
Mortgage Banking Enterprise, an amendment of FASB Statement
No. 65
FASB Statement No. 139, Rescission o f F A S B Statement No. 53 and
amendments to F A S B Statements No. 63, 89, and 121

•

•

FASB Statement No. 147, Acquisitions o f Certain Financial Institu
tions, an amendment of FASB Statement Nos. 72 and 144 and FASB
Interpretation No. 9
FASB Interpretation No. 7, Applying F A S B Statement No. 7 in Finan
cial Statements o f Established Operating Enterprises

•

FASB Interpretation No. 9, Applying A P B Opinions N o. 16 and 17
When a Savings and Loan Association or a Sim ilar Institution Is
Acquired in a Business Com bination Accounted for by the Purchase
Method, as amended by FASB Statement Nos. 72, 142, and 147

•
•

FASB Interpretation No. 33, Applying F A S B Statement No. 34 to Oil
and Gas Producing Operations Accounted for by the Full Cost Method
FASB Interpretation No. 36, Accounting for Exploratory Wells in
Progress at the En d o f a Period
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•

FASB Interpretation No. 40, A pplicability of Generally Accepted Ac
counting Principles to M utual Life Insurance and Other E nterprises,
as amended by FASB Statem ent Nos. 1 1 5 , 120, and 135

CON On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statem ent, Consolidated Financial Statements: Purpose an d Policy, which would supersede FASB
Statem ent No. 94 and amend ARB No. 51, APB Opinion Nos. 16 and 18, and FASB Statem ent Nos.
15, 57, and 65. The provisions of SOP 94-3 will be reconsidered as the FASB issues final Standards.
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation o f Variable Interest
Entities (FIN 46). Not-for-profit organizations subject to the consolidation requirements of this SOP
are not subject to FIN 46, except that they may be related parties for purposes of applying paragraphs
16 and 17 of FIN 46. In addition, a not-for-profit entity used by a business enterprise in a manner
similar to a variable interest entity in an effort to circumvent the provisions FIN 46 is subject to FIN
46. The FASB now plans to continue its consideration of the broader proposals in the 1999 exposure
draft.
PPE On June 29, 2001, the FASB issued an exposure draft of a proposed FASB Statement,
Accounting in Interim an d Annual Financial Statem ents for Certain Costs and A ctivities Related to
Property, Plant, and Equipm ent, that would amend FASB Statem ent No. 67, Accounting for Costs
an d In itial Rental Operations o f Real Estate Projects; FASB Statem ent No. 51, Financial Reporting by
Cable Television Companies; APB Opinion No. 20, Accounting Changes; and APB Opinion No. 28,
Interim Financial Reporting. It also would rescind FASB Statem ent No. 73, Reporting a Change in
Accounting for Railroad Track Structures. Concurrent with its release, the AICPA issued an exposure
draft of a proposed AICPA Statem ent of Position (SOP), Accounting for Certain Costs and Activities
Related to Property, Plant, an d Equipment. AcSEC plans to issue a final SOP in the fourth quarter of
2003. Readers should be alert to the issuance of a final Statem ent and SOP.
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Appendix E— Financial Reporting Pronouncements Not
Subsequently Superseded and Not Included in
Appendixes A through D of This Chapter
Pronouncements that were not effective when this Guide was issued:
• The provisions of FASB Statement No. 141, Business Combinations and
FASB Statement No. 142, Goodwill and Other Intangible Assets, should
not be applied to goodwill and intangible assets arising from a combin
ation between two or more not-for-profit organizations or acquired in the
acquisition of a for-profit business entity by a not-for-profit organization
until the FASB completes its project on those types of combinations and
acquisitions. Thus, the guidance in APB Opinion Nos. 16 and 17 remains
in effect for such assets. In addition, when applying APB Opinion Nos.
16 and 17, not-for-profit organizations should continue to apply the
amendments to those Opinions found in other literature even though
that other literature may have been superseded by FASB Statement
Nos. 141, 142 and 144. For example, when applying APB Opinion No.
17, not-for-profit organizations should continue to apply the
amendments to that Opinion found in FASB Statement No. 121, Ac
counting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to be Disposed Of, even though that Statement was superseded by

Statement No. 144. Readers should be alert to the issuance of a final
standard on combinations of not-for-profit organizations. FASB State
ment No. 142 is effective for intangible assets purchased in transactions
other than combinations, for example, the purchase of patent or royalty
rights from the holder of the patent or copyright.
• FASB Statement No. 147, Acquisitions of Certain Financial Institutions,
an amendment of FASB Statement Nos. 72 and 144 and FASB Interpre
tation No. 9, is effective for acquisitions for which the date of acquisition
is on or after October 1, 2002. The provisions related to accounting for
the impairment or disposal of certain long-term customer-relationship
intangible assets are effective on October 1, 2002. Transition provisions
for previously recognized unidentifiable intangible assets are effective
on October 1, 2002, with earlier application permitted.
As stated in paragraph 1.06 of this Guide, not-for-profit organizations should
follow the guidance in effective provisions of ARBs, APB Opinions, and FASB
Statements and Interpretations, except for specific pronouncements that ex
plicitly exempt not-for-profit organizations and pronouncements for which this
Guide provides guidance. This appendix includes pronouncements, not sub
sequently superseded, that (a ) do not exempt not-for-profit organizations from
their application, ( b ) by the nature of their subject matter, apply to the kinds
of transactions not-for-profit organizations engage in, (c) are subject to no
additional FASB or AICPA guidance, and (d ) do not pertain to specialized
industry practices of business enterprises. Not-for-profit organizations should
follow the guidance in the effective provisions of the pronouncements included
in this appendix.
•
ARB No. 43, Restatement and Revision of Accounting Research Bulle
tins, as amended by APB Opinion Nos. 6, 9, 10,16, 17, 20, 21, 25, and
26, and FASB Statement Nos. 5, 6, 44 (as rescinded by FASB State
ment No. 145), 52, 78, 94, 109, 111, 115, 123, 131, 133, 135, and 142
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•

ARB No. 45, Long-Term Construction-Type Contracts

•

ARB No. 46, Discontinuance of Dating Earned Surplus

•

APB Opinion No. 2, Accounting for the “Investment Credit,” as
amended by APB Opinion No. 4 and FASB Statement Nos. 71 and 109

•

APB Opinion No. 4 (amending Opinion No. 2), Accounting for the

•

APB Opinion No. 6, Status of Accounting Research Bulletins, as
amended by APB Opinion Nos. 16, 17, and 26, and FASB Statement
Nos. 52, 71, 109, 111, and 135

•

APB Opinion No. 9, Reporting the Results of Operations (paragraph
1.17 of this Guide discusses this pronouncement), as amended by APB
Opinion Nos. 13, 15, 20, and 30, and FASB Statement No. 16

•

APB Opinion No. 10, Omnibus Opinion— 1966, as amended by APB
Opinion Nos. 12, 14, 16, and 18, and FASB Statement Nos. 111 and
129, and including FASB Interpretation Nos. 39 and 41

•

APB Opinion No. 12, Omnibus Opinion— 1967 (except guidance under
the heading, “Capital Changes”), as amended by APB Opinion No. 14
and FASB Statement Nos. 87, 106, and 111

•

APB Opinion No. 16, Business Combinations (paragraph 1.15 of this
Guide discusses this pronouncement), as amended by FASB State
ment Nos. 10, 38, 71, 79, 87, 106, 109, 121, and 135, and including
FASB Interpretation Nos. 4, 9, and 21CON,*

•

APB Opinion No. 17, Intangible Assets, as amended by APB Opinion
No. 30 and FASB Statement Nos. 2, 71, 72, 109, 121, and 135, and
including FASB Interpretation No. 9**

•

APB Opinion No. 20, Accounting Changes, as amended by FASB
Statement Nos. 16, 58, 71, 73, 95, 111, and 128, and including FASB
Interpretation Nos. 1 and 20PPE

•

APB Opinion No. 21, Interest on Receivables and Payables, as amended
by FASB Statement Nos. 34 and 109

•

APB Opinion No. 22, Disclosure of Accounting Policies, as amended by
FASB Statement Nos. 2, 52, 95, and 111

•

APB Opinion No. 23, Accounting for Income Taxes— Special Areas, as
amended by FASB Statement Nos. 60, 71, 94, and 109

•

APB Opinion No. 26, Early Extinguishment of Debt (paragraph 1.17
of this Guide discusses this pronouncement), as amended by APB
Opinion No. 30 and FASB Statement Nos. 4 (as rescinded by FASB
Statement No. 145), 15, 71, 84, and 140

•

APB Opinion No. 30, Reporting the Results of Operations— Reporting

“Investment Credit”

the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions (para

graph 1.17 of this Guide discusses this pronouncement), as amended
by FASB Statement Nos. 4 (as rescinded by FASB Statement No. 145),
16, 60, 97, 101,109,128, and 144, and including FASB Interpretation
No. 27
•

FASB Statement No. 2, Accounting for Research and Development
Costs, as amended by FASB Statement Nos. 71, 86, and 142, and
including FASB Interpretation Nos. 4 and 6
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•

FASB Statement No. 4, Reporting Gains and Losses from Extinguish
(an amendment of APB Opinion No. 30) (paragraph 1.17
of this Guide discusses this pronouncement), as amended by FASB
Statement Nos. 64 and 71 (rescinded by FASB Statement No. 145)
FASB Statement No. 5, Accounting for Contingencies, as amended by
FASB Statement Nos. 11, 16, 60, 71, 87, 111, 112, 113, 114, and 123,
and including FASB Interpretation Nos. 14, 34, and 45
FASB Statement No. 6, Classification o f Short-Term Obligations E x 
ment o f Debt

•

•

pected to Be Refinanced (an amendment o f A R B No. 43, Chapter 3A),

•

and including FASB Interpretation No. 8
FASB Statement No. 10, Extension o f “Grandfather” Provisions for
Business Combinations (an amendment o f A P B Opinion No. 16)*

•

FASB Statement No. 11, Accounting for Contingencies— Transition
Method (an amendment of F A S B Statement No. 5)

•

FASB Statement No. 13, Accounting for Leases , as amended by
FASB Statement Nos. 22, 23, 27, 28, 29, 34, 71, 91, 94, 98, 109,135,
140, and 145, and including FASB Interpretation Nos. 19, 21, 23,
24, 26, and 27
FASB Statement No. 15, Accounting by Debtors and Creditors for
Troubled Debt Restructurings, as amended by FASB Statement Nos.
71, 111, 114, 135, 144, and 145CON
FASB Statement No. 16, Prior Period Adjustments, as amended by
FASB Statement Nos. 71 and 109*
FASB Statement No. 22, Changes in the Provisions o f Lease Agree

•

•
•

ments Resulting from Refundings o f Tax-Exempt Debt (an amendment
o f F A S B Statement No. 13), as amended by FASB Statement Nos. 71,

•
•

140, and 145
FASB Statement No. 23, Inception of the Lease (an amendment of
FASB Statement No. 13)
FASB Statement No. 27, Classification o f Renewals or Extensions o f
Existing Sales-Type or Direct Financing Leases (an amendment o f
F A S B Statement No. 13)

•

•

•

•

•

FASB Statement No. 28, Accounting for Sales with Leasebacks (an
amendment o f F A S B Statement No. 13), as amended by FASB State
ment No. 66
FASB Statement No. 29, Determining Contingent Rentals (an amend
ment of FASB Statement No. 13), as amended by FASB Statement No.
98
FASB Statement No. 34, Capitalization o f Interest Cost, as amended
by FASB Statement Nos. 42, 58, 62, 71, and 144, and including FASB
Interpretation No. 33
FASB Statement No. 37, Balance Sheet Classification o f Deferred
Income Taxes (an amendment o f A P B Opinion No. 11), as amended by
FASB Statement No. 109
FASB Statement No. 38, Accounting for Preacquisition Contingencies
o f Purchased Enterprises (an amendment o f A P B Opinion No. 16)

•

(paragraph 1.15 of this Guide discusses this pronouncement), as
amended by FASB Statement No. 109*
FASB Statement No. 42, Determining Materiality for Capitalization

•

o f Interest Cost (an amendment o f F A S B Statement No. 34)
FASB Statement No. 43, Accounting for Compensated Absences,

amended by FASB Statement Nos. 71, 112, 123, 135, and 144
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•
•

FASB Statement No. 47, Disclosure of Long-Term Obligations
FASB Statement No. 48, Revenue Recognition When Right of Return
Exists

•
•

•

•

•

FASB Statement No. 49, Accounting for Product Financing Arrange
ments, as amended by FASB Statement No. 71
FASB Statement No. 52, Foreign Currency Translation (paragraph
1.17 of this Guide discusses this pronouncement), as amended by
FASB Statement Nos. 95, 109, 130, 133, 135, and 142, and including
FASB Interpretation No. 37
FASB Statement No. 57, Related Party Disclosures, as amended by
FASB Statement Nos. 95 and 109 and including FASB Interpretation
No. 45CON
FASB Statement No. 58, Capitalization of Interest in Financial State
ments That Include Investments Accounted for by the Equity Method
(an amendment of FASB Statement No. 34)
FASB Statement No. 62, Capitalization of Interest Cost in Situations
Involving Certain Tax-Exempt Borrowings and Certain Gifts and
Grants (an amendment of FASB Statement No. 34)

•

FASB Statement No. 64, Extinguishments of Debt Made to Satisfy
Sinking-Fund Requirements (an amendment of FASB Statement No.
4) (rescinded by FASB Statement No. 145)

•

FASB Statement No. 66, Accounting for Sales of Real Estate, as
amended by FASB Statement Nos. 98, 135, and 142
FASB Statement No. 68, Research and Development Arrangements, as
amended by FASB Statement No. 142
FASB Statement No. 78, Classification of Obligations That Are Call

•
•

able by the Creditor (an amendment of A R B No. 43, Chapter 3A )

•

FASB Statement No. 79, Elimination of Certain Disclosures for Busi
ness Combinations by Nonpublic Enterprises (an amendment of A P B
Opinion No. 16) (paragraph 1.15 of this Guide discusses this pro

•

nouncement)
FASB Statement No. 86, Accounting for the Costs of Computer Soft
ware to Be Sold, Leased, or Otherwise Marketed

•
•

•

•
•

FASB Statement No. 87, Employers’ Accounting for Pensions, as
amended by FASB Statement Nos. 106,109, 130, 132, and 135
FASB Statement No. 88, Employers’ Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for Termination
Benefits, as amended by FASB Statement Nos. 132 and 144
FASB Statement No. 93, Recognition of Depreciation by Not-forProfit Organizations, as amended by FASB Statement Nos. 99 and

135
FASB Statement No. 95, Statement of Cash Flows, as amended by
FASB Statement Nos. 102, 104, 117, 133, and 145
FASB Statement No. 98, Accounting for Leases:
— Sale-Leaseback Transactions Involving Real Estate
— Sales-Type Leases of Real Estate
— Definition of the Lease Term
— Initial Direct Costs of Direct Financing Leases
(an amendment of FASB Statements No. 13, 66, and 91 and a rescission
of FASB Statement No. 26 and Technical Bulletin No. 79-11)
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•

FASB Statement No. 99, Deferral o f the Effective Date o f Recognition
o f Depreciation by Not-for-Profit Organizations (an amendment o f
F A S B Statement No. 93)

•

FASB Statement No. 102, Statement o f Cash Flows— Exemption of
Certain Enterprises and Classification o f Cash Flows from Certain
Securities Acquired for Resale (an amendment o f F A S B Statement No.
95), as amended by FASB Statement Nos. 115,135, and 145

•

FASB Statement No. 104, Statement o f Cash Flows— N et Reporting o f
Certain Cash Receipts and Cash Payments and Classification o f Cash
Flows from Hedging Transactions (an amendment o f F A S B Statement
No. 95)

•

FASB Statement No. 106, Employers’ Accounting for Postretirement
Benefits Other Than Pensions, as amended by FASB Statement Nos.

•

•

•

132, 135, and 144
FASB Statement No. 107, Disclosures about Fair Value o f Financial
Instruments, as amended by FASB Statement Nos. 112,123,126,133,
and 140 and including FASB Interpretation No. 45
FASB Statement No. 109, Accounting for Income Taxes (paragraph
1.17 of this Guide discusses this pronouncement), as amended by
FASB Statement Nos. 115, 123,130, and 135
FASB Statement No. 111, Rescission o f F A S B Statement No. 32 and
Technical Corrections

•

•

•

FASB Statement No. 112, Employers’ Accounting for Postemployment
Benefits (an amendment o f F A S B Statement Nos. 5 and 43), as
amended by FASB Statement No. 123
FASB Statement No. 114, Accounting by Creditors for Impairment o f
a Loan ( an amendment o f F A S B Statement Nos. 5 and 15), as amended
by FASB Statement No. 118
FASB Statement No. 118, Accounting by Creditors for Impairment o f
a Loan— Income Recognition and Disclosures (an amendment o f F A S B
Statement No. 114)

•

•

•

FASB Statement No. 121, Accounting for the Impairment o f LongLived Assets and for Long-Lived Assets to Be Disposed Of, as amended
by FASB Statement Nos. 139 and 142 (superseded by FASB Statement
No. 144)
FASB Statement No. 126, Exemption from Certain Required Disclo
sures about Financial Instruments for Certain Nonpublic Entities, as
amended by FASB Statement No. 133
FASB Statement No. 129, Disclosure o f Information about Capital
Structure

•

•

•
•

FASB Statement No. 132, Employers’ Disclosures about Pensions and
Other Postretirement Benefits, as amended by FASB Statement No.
135
FASB Statement No. 133, Accounting for Derivative Instruments and
Hedging Activities, as amended by FASB Statement Nos. 137, 138,
140, and 145
FASB Statement No. 135, Rescission o f F A S B Statement No. 75 and
Technical Corrections, as amended by FASB Statement No. 145
FASB Statement No. 137, Accounting for Derivative Instruments and
Hedging Activities— Deferral o f the Effective Date o f F A S B Statement
No. 133
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•

FASB Statement No. 138, Accounting for Certain Derivative Instru

•

FASB Statement No. 140, Accounting for Transfers and Servicing of

ments and Certain Hedging Activities
Financial Assets and Extinguishments of Liabilities

•
•
•

•

FASB Statement No. 142, Goodwill and Other Intangible Assets, as
amended by FASB Statement Nos. 144, 145, and 147
FASB Statement No. 143, Accounting for Asset Retirement Obliga
tions, as amended by FASB Statement No. 144
FASB Statement No. 144, Accounting for the Impairment or Disposal
of Long-Lived Assets, as amended by FASB Statement Nos. 145 and
147
FASB Statement No. 145, Rescission of FASB Statements No. 4, 44,
and 64, and Amendment of FAS B Statement No. 13, and Technical
Corrections

•

FASB Statement No. 146, Accounting for Costs Associated With Exit
or Disposal Activities

•

FASB Interpretation No. 1, Accounting Changes Related to the Cost of
Inventory

•

FASB Interpretation No. 4, Applicability of FASB Statement No. 2 to
Business Combinations Accounted for by the Purchase Method

•

FASB Interpretation No. 6, Applicability of FASB Statement No. 2 to
Computer Software, as amended by FASB Statement No. 86
FASB Interpretation No. 8, Classification of a Short-Term Obligation

•

Repaid Prior to Being Replaced by a Long-Term Security

•

FASB Interpretation No. 14, Reasonable Estimation of the Amount of
a Loss

•

FASB Interpretation No. 19, Lessee Guarantee of the Residual Value
of Leased Property

•

FASB Interpretation No. 20, Reporting Accounting Changes under
A IC P A Statements of Position, as amended by FASB Statement No.

•

111
FASB Interpretation No. 21, Accounting for Leases in a Business
Combination, as amended by FASB Statement No. 145
FASB Interpretation No. 23, Leases of Certain Property Owned by a

•
•

FASB Interpretation No. 24, Leases Involving Only Part of a Building
FASB Interpretation No. 26, Accounting for Purchase of a Leased Asset

•

Governmental Unit or Authority

by the Lessee during the Term of the Lease

•
•
•

FASB Interpretation No. 27, Accounting for a Loss on a Sublease, as
amended by FASB Statement Nos. 135 and 144
FASB Interpretation No. 34, Disclosure of Indirect Guarantees of
Indebtedness of Others (rescinded by FASB Interpretation No. 45)
FASB Interpretation No. 37, Accounting for Translation Adjustments
upon Sale of Part of an Investment in a Foreign Entity

•

•

FASB Interpretation No. 39, Offsetting of Amounts Related to Certain
Contracts, as amended by FASB Statement Nos. 113, 135, and 144,
and FASB Interpretation No. 41
FASB Interpretation No. 41, Offsetting of Amounts Related to Certain
Repurchase and Reverse Repurchase Agreements
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•
•

FASB Interpretation No. 43, Real Estate Sales, as amended by FASB
Statement No. 140
FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of In 
debtedness of Others

CON On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statement, Consolidated Financial Statements: Purpose and Policy, which would supersede FASB
Statement No. 94 and amend AR B No. 51, A P B Opinion Nos. 16 and 18, and FASB Statement Nos.
15, 57, and 65. The provisions of SO P 94-3 will be reconsidered as the FASB issues final Standards.
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation o f Variable Interest
Entities (F IN 46). Not-for-profit organizations subject to the consolidation requirements of this SO P
are not subject to F IN 46, except that they may be related parties for purposes of applying paragraphs
16 and 17 of F IN 46. In addition, a not-for-profit entity used by a business enterprise in a manner
similar to a variable interest entity in an effort to circumvent the provisions F IN 46 is subject to F IN
46. The FASB now plans to continue its consideration of the broader proposals in the 1999 exposure
draft.
*
In June 2001, the FASB issued FASB Statement No. 141, Business Combinations, which
supersedes several pronouncements including A P B Opinion No. 16, Business Combinations. How
ever, FASB Statement No. 141 does not apply to combinations of two or more not-for-profit organiza
tions or the acquisition of a for-profit business entity by a not-for-profit organization. Thus, G A A P
does not change for those types of combinations. Not-for-profit organizations should continue to
follow the guidance in this Guide and A P B Opinion No. 16 as amended by pronouncements prior to
the issuance of FASB Statement No. 141, as well as the guidance in the other pronouncements
superseded by FASB Statement No. 141. Pronouncements that were amended by FASB Statement
No. 141 should be applied as though that Statement had not amended them. In addition, in applying
the guidance included in A P B Opinion No. 16, not-for-profit organizations should continue to apply
the amendments to that Opinion that were included in FASB Statement No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of, even though FASB
Statement No. 121 was superseded by FASB Statement No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets. (FASB Statement No. 144 did not carry forward the amendments to
A P B Opinion No. 16 because A P B Opinion No. 16 had been superseded.) The FASB has on its agenda
a project on accounting for combinations of not-for-profit organizations, the scope of which also will
include the acquisition of a for-profit business entity by a not-for-profit organization. Readers should
be alert to the issuance of a final Standard.
** This pronouncement remains in effect for not-for-profit organizations until the completion of
the FASB project on the combinations between not-for-profit organizations and the acquisition of a
for-profit business entity by a not-for-profit organization. The provisions of FASB Statement No. 142,
Goodwill and Other Intangible Assets, should not be applied to goodwill and intangible assets arising
from a combination between two or more not-for-profit organizations or acquired in the acquisition of
a for-profit business entity by a not-for-profit organization until the FASB completes its project on
those types of combinations and acquisitions. Thus, the guidance in A P B Opinion No. 17 remains in
effect for such assets. In addition, when applying A P B Opinion No. 17, not-for-profit organizations
should continue to apply the amendments to that Opinion found in other literature even though that
other literature may have been superseded by FASB Statement Nos. 141, 142 and 144. For example,
when applying A P B Opinion No. 17, not-for-profit organizations should continue to apply the amend
ments to that Opinion found in FASB Statement No. 121, Accounting for the Impairment o f LongLived Assets and for Long-Lived Assets to be Disposed Of, even though that Statement was
superseded by FASB Statement No. 144. Readers should be alert to the issuance of a final Standard
on combinations of not-for-profit organizations.
PPE On June 29, 2001, the FASB issued an exposure draft of a proposed FASB Statement,
Accounting in Interim and Annual Financial Statements for Certain Costs and Activities Related to
Property, Plant, and Equipment, that would amend FASB Statement No. 67, Accounting for Costs
and Initial Rental Operations o f Real Estate Projects; FASB Statement No. 51, Financial Reporting by
Cable Television Companies; A P B Opinion No. 20, Accounting Changes; and A P B Opinion No. 28,
Interim Financial Reporting. It also would rescind FASB Statement No. 73, Reporting a Change in
Accounting for Railroad Track Structures. Concurrent with its release, the A IC P A issued an exposure
draft of a proposed A IC P A Statement of Position (SOP), Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment. AcSEC plans to issue a final SO P in the fourth quarter of
2003. Readers should be alert to the issuance of a final Statement and SOP.

AAG-NPO 1.28

23

Introduction

1.29

Appendix F—All Financial Reporting Pronouncements,
Cross-Referenced by Appendix
Pronouncements that were not effective when this Guide was issued:
• The provisions of FASB Statement No. 141, Business Combinations and
FASB Statement No. 142, Goodwill and Other Intangible Assets, should not
be applied to goodwill and intangible assets arising from a combination
between two or more not-for-profit organizations or acquired in the
acquisition of a for-profit business entity by a not-for-profit organization
until the FASB completes its project on those types of combinations and
acquisitions. Thus, the guidance in APB Opinion Nos. 16 and 17 remains in
effect for such assets. In addition, when applying APB Opinion Nos. 16 and
17, not-for-profit organizations should continue to apply the amendments
to those Opinions found in other literature even though that other literature
may have been superseded by FASB Statement Nos. 141,142 and 144. For
example, when applying APB Opinion No. 17, not-for-profit organizations
should continue to apply the amendments to that Opinion found in FASB
Statement No. 121, Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to be Disposed Of, even though that Statement was
superseded by Statement No. 144. Readers should be alert to the issuance
of a final standard on combinations of not-for-profit organizations. FASB
Statement No. 142 is effective for intangible assets purchased in
transactions other than combinations, for example, the purchase of
patent or royalty rights from the holder of the patent or copyright.
Pronouncement________

ARB Nos. 1 to ARB 42
ARB No. 43
ARB No. 44
ARB No. 44 (Revised)
ARB No. 45
ARB No. 46
ARB Nos. 47 to ARB 50
ARB No. 51
APB Opinion No. 1
APB Opinion No. 2
APB Opinion No. 3
APB Opinion No. 4
APB Opinion No. 5
APB Opinion No. 6
APB Opinion Nos. 7 and 8
APB Opinion No. 9
APB Opinion No. 10
APB Opinion No. 11
APB Opinion No. 12

_____ Appendix
Superseded
E
Superseded
Superseded
E
E
Superseded
C
Superseded
E
Superseded
E
Superseded
E
Superseded
E
E
Superseded
D, E
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Pronouncement________

APB Opinion No. 13
APB Opinion No. 14
APB Opinion No. 15
APB Opinion No. 16
APB Opinion No. 17
APB Opinion No. 18
APB Opinion No. 19
APB Opinion No. 20
APB Opinion No. 21
APB Opinion No. 22
APB Opinion No. 23
APB Opinion No. 24
APB Opinion No. 25
APB Opinion No. 26
APB Opinion No. 27
APB Opinion No. 28
APB Opinion No. 29
APB Opinion No. 30
APB Opinion No. 31
FASB Statement No. 1
FASB Statement No. 2
FASB Statement No. 3
FASB Statement No. 4
FASB Statement No. 5
FASB Statement No. 6
FASB Statement No. 7
FASB Statement Nos. 8 and 9
FASB Statement No. 10
FASB Statement No. 11
FASB Statement No. 12
FASB Statement No. 13
FASB Statement No. 14
FASB Statement No. 15
FASB Statement No. 16
FASB Statement No. 17
FASB Statement No. 18
FASB Statement No. 19
FASB Statement No. 20
FASB Statement No. 21
FASB Statement No. 22
FASB Statement No. 23
FASB Statement No. 24
FASB Statement No. 25
FASB Statement No. 26
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_____ Appendix
D
B
Superseded

E
E**
A
Superseded
E
E
E
E
Superseded
B
E
Superseded
A
C
E
Superseded
Superseded
E
A
E, Rescinded
E
E
D
Superseded
E
E
Superseded
E
Superseded
E
E
Superseded
Superseded
D
Superseded
Superseded
E
E
Superseded
D
Superseded
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Pronouncement ______

FASB Statement No. 27
FASB Statement No. 28
FASB Statement No. 29
FASB Statement No. 30
FASB Statement Nos. 31 to 33
FASB Statement No. 34
FASB Statement No. 35
FASB Statement No. 36
FASB Statement No. 37
FASB Statement No. 38
FASB Statement Nos. 39 to 41
FASB Statement No. 42
FASB Statement No. 43
FASB Statement No. 44
FASB Statement No. 45
FASB Statement No. 46
FASB Statement No. 47
FASB Statement No. 48
FASB Statement No. 49
FASB Statement No. 50
FASB Statement No. 51
FASB Statement No. 52
FASB Statement No. 53
FASB Statement Nos. 54 to 56
FASB Statement No. 57
FASB Statement No. 58
FASB Statement No. 59
FASB Statement No. 60
FASB Statement No. 61
FASB Statement No. 62
FASB Statement No. 63
FASB Statement No. 64
FASB Statement No. 65
FASB Statement No. 66
FASB Statement No. 67
FASB Statement No. 68
FASB Statement No. 69
FASB Statement No. 70
FASB Statement No. 71
FASB Statement No. 72
FASB Statement No. 73
FASB Statement Nos. 74 to 77
FASB Statement No. 78
FASB Statement No. 79

____

Appendix

E
E
E
Superseded
Superseded
E
D
Superseded
E
E*
Superseded
E
E
D, Rescinded
D
Superseded
E
E
E
D
D
E
Superseded
Superseded
E
E
Superseded
D
D
E
D
E, Rescinded
D
E
D
E
D
Superseded
D
D
D
Superseded
E
E*
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Pronouncement________

FASB Statement Nos. 80 to 83
FASB Statement No. 84
FASB Statement No. 85
FASB Statement No. 86
FASB Statement No. 87
FASB Statement No. 88
FASB Statement No. 89
FASB Statement No. 90
FASB Statement No. 91
FASB Statement No. 92
FASB Statement No. 93
FASB Statement No. 94
FASB Statement No. 95
FASB Statement No. 96
FASB Statement No. 97
FASB Statement No. 98
FASB Statement No. 99
FASB Statement No. 100
FASB Statement No. 101
FASB Statement No. 102
FASB Statement No. 103
FASB Statement No. 104
FASB Statement No. 105
FASB Statement No. 106
FASB Statement No. 107
FASB Statement No. 108
FASB Statement No. 109
FASB Statement No. 110
FASB Statement No. 111
FASB Statement No. 112
FASB Statement No. 113
FASB Statement No. 114
FASB Statement No. 115
FASB Statement No. 116
FASB Statement No. 117
FASB Statement No. 118
FASB Statement No. 119
FASB Statement No. 120
FASB Statement No. 121
FASB Statement No. 122
FASB Statement No. 123
FASB Statement No. 124
FASB Statement No. 125
FASB Statement No. 126

AAG-NPO 1.29

_____ Appendix
Superseded
B
Superseded
E
E
E
A
D
D
D
E
C
E
Superseded
D
E
E
Superseded
D
E
Superseded
E
Superseded
E
E
Superseded
E
D
E
E
D
E
A
C
C
E
Superseded
D
E, Superseded
Superseded
B
C
Superseded
E
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Pronouncement

FASB Statement No. 127
FASB Statement No. 128
FASB Statement No. 129
FASB Statement No. 130
FASB Statement No. 131
FASB Statement No. 132
FASB Statement No. 133
FASB Statement No. 134
FASB Statement No. 135
FASB Statement No. 136
FASB Statement No. 137
FASB Statement No. 138
FASB Statement No. 139
FASB Statement No. 140
FASB Statement No. 141
FASB Statement No. 142
FASB Statement No. 143
FASB Statement No. 144
FASB Statement No. 145
FASB Statement No. 146
FASB Statement No. 147
FASB Statement No. 148
FASB Interpretation No. 1
FASB Interpretation Nos. 2 and 3
FASB Interpretation No. 4
FASB Interpretation No. 5
FASB Interpretation No. 6
FASB Interpretation No. 7
FASB Interpretation No. 8
FASB Interpretation No. 9
FASB Interpretation Nos. 10 to 13
FASB Interpretation No. 14
FASB Interpretation Nos. 15 to 17
FASB Interpretation No. 18
FASB Interpretation No. 19
FASB Interpretation No. 20
FASB Interpretation No. 21
FASB Interpretation No. 22
FASB Interpretation No. 23
FASB Interpretation No. 24
FASB Interpretation No. 25
FASB Interpretation No. 26
FASB Interpretation No. 27
FASB Interpretation No. 28

Appendix

Superseded
A
E
A
A
E
E
D
E
C
E
E
D
E
A
E
E
E
E
E
D
B
E
Superseded
E
Superseded
E
D
E
D
Superseded
E
Superseded
A
E
E
E
Superseded
E
E
Superseded
E
E
B
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Pronouncement_________

FASB Interpretation No. 29
FASB Interpretation No. 30
FASB Interpretation No. 31
FASB Interpretation No. 32
FASB Interpretation No. 33
FASB Interpretation No. 34
FASB Interpretation No. 35
FASB Interpretation No. 36
FASB Interpretation No. 37
FASB Interpretation No. 38
FASB Interpretation No. 39
FASB Interpretation No. 40
FASB Interpretation No. 41
FASB Interpretation No. 42
FASB Interpretation No. 43
FASB Interpretation No. 44
FASB Interpretation No. 45
FASB Interpretation No. 46

_____ Appendix
Superseded
C
Superseded
Superseded
D
E, Rescinded
A
D
E
B
E
D
E
Superseded
E
B
E
A

*
In June 2001, the FASB issued FASB Statement No. 141, Business Combinations, which
supersedes several pronouncements including A P B Opinion No. 16, Business Combinations. How
ever, FASB Statement No. 141 does not apply to combinations of two or more not-for-profit organiza
tions or the acquisition of a for-profit business entity by a not-for-profit organization. Thus, G A A P
does not change for those types of combinations. Not-for-profit organizations should continue to
follow the guidance in this Guide and A P B Opinion No. 16 as amended by pronouncements prior to
the issuance of FASB Statement No. 141, as well as the guidance in the other pronouncements
superseded by FASB Statement No. 141. Pronouncements that were amended by FASB Statement
No. 141 should be applied as though that Statement had not amended them. In addition, in applying
the guidance included in A P B Opinion No. 16, not-for-profit organizations should continue to apply
the amendments to that Opinion that were included in FASB Statement No. 121, Accounting for the
Impairment o f Long-Lived Assets and for Long-Lived Assets to be Disposed Of, even though FASB
Statement No. 121 was superseded by FASB Statement No. 144, Accounting for the Impairment or
Disposal o f Long-Lived Assets. (FASB Statement No. 144 did not carry forward the amendments to
A P B Opinion No. 16 because A P B Opinion No. 16 had been superseded.) The FASB has on its agenda
a project on accounting for combinations of not-for-profit organizations, the scope of which also will
include the acquisition of a for-profit business entity by a not-for-profit organization. Readers should
be alert to the issuance of a final Standard.
** This pronouncement remains in effect for not-for-profit organizations until the completion of
the FASB project on the combinations between not-for-profit organizations and the acquisition of a
for-profit business entity by a not-for-profit organization. The provisions of FASB Statement No. 142,
Goodwill and Other Intangible Assets, should not be applied to goodwill and intangible assets arising
from a combination between two or more not-for-profit organizations or acquired in the acquisition of
a for-profit business entity by a not-for-profit organization until the FASB completes its project on
those types of combinations and acquisitions. Thus, the guidance in A P B Opinion No. 17 remains in
effect for such assets. In addition, when applying A P B Opinion No. 17, not-for-profit organizations
should continue to apply the amendments to that Opinion found in other literature even though that
other literature may have been superseded by FASB Statement Nos. 141, 142 and 144. For example,
when applying A P B Opinion No. 17, not-for-profit organizations should continue to apply the amend
ments to that Opinion found in FASB Statement No. 121, Accounting for the Impairment o f LongLived Assets and for Long-Lived Assets to be Disposed Of, even though that Statement was
superseded by FASB Statement No. 144. Readers should be alert to the issuance of a final Standard
on combinations of not-for-profit organizations.
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Appendix G—The Hierarchy of GAAP
SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, as amended,8 establishes the hierarchy of
GAAP.
For financial statements of entities other than governmental entities, the
hierarchy is summarized as follows:
Category (a ). Rule 203 literature consists of officially established ac

counting principles, which are FASB Statements and
Interpretations, APB Opinions, and ARBs.
Category (b ). This consists of FASB Technical Bulletins and, if clear

ed by the FASB, AICPA Industry Audit and Account
ing Guides, and AICPA SOPs.
Category (c ). This consists of AICPA AcSEC Practice Bulletins that

have been cleared by the FASB and consensus positions
of the FASB EITF.
Category (d ). This consists of AICPA accounting interpretations and

implementation guides (“Qs and As”) published by the
FASB staff, and practices that are widely recognized
and prevalent either generally or in the industry.
If the accounting treatment of a transaction or event is not specified by Rule
203 literature, the auditor should consider whether the accounting treatment
is specified by another source of established accounting principles. If an
established accounting principle from one or more sources in category (b), (c),
or (d ) is relevant to the circumstances, the auditor should be prepared to justify
a conclusion that another treatment is generally accepted. If there is a conflict
between accounting principles relevant to the circumstances from one or more
sources in category (b), (c), or (d), the auditor should follow the treatment
specified by the source in the higher category—for example, follow category (b)
treatment over category (c)—or be prepared to justify a conclusion that a
treatment specified by a source in the lower category better presents the
substance of the transaction in the circumstances.

8
SAS No. 91, Federal G A A P Hierarchy, amends SAS No. 69 to establish a hierarchy for federal
governmental entities.
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Chapter 2
General Auditing Considerations
Scope of Services
2.01 The scope of services rendered by independent auditors depends on
the kinds of reports to be issued as a result of the engagement. For each audit
engagement, the auditor and the not-for-profit organization should establish
an understanding, preferably in writing, of the scope of services to be per
formed and the reports to be issued.* The not-for-profit organization, after
discussions with the auditor, should be sure that in addition to encompassing
the financial statements, the scope of the engagement satisfies all relevant
contractual, legal, and regulatory requirements. For example, the auditor may
be engaged to issue reports that meet requirements found in Government
Auditing Standards as amended (often called the Yellow Book) issued by the
Comptroller General of the United States.1 Also, the auditor may be engaged
to perform tests and issue reports required by the Single Audit Act Amend
ments of 1996 and United States Office of Management and Budget (OMB)
Circular A-133, Audits of States, Local Governments, and Non-Profit Organi
zations.2 The auditor may also be engaged to prepare special reports on various
financial data prepared by the organization, such as those related to bond
indentures and other debt instruments and annual state information returns
required by state attorneys general.
2.02 Paragraphs 21 through 23 of SAS No. 74, Compliance Auditing
Considerations in Audits of Governmental Entities and Recipients of Govern
mental Financial Assistance (AICPA, Professional Standards, vol. 1, AU sec.
801), provide guidance on the auditor’s responsibilities when he or she becomes
*
Statement on Auditing Standards (S A S) No. 83, Establishing an Understanding With the
Client (AIC PA, Professional Standards, vol. 1, A U sec. 310), requires the auditor to establish an
understanding with the client that includes the objectives of the engagement, the responsibilities of
management and the auditor, and any limitations of the engagement. The Statement requires the
auditor to document the understanding with the client in the workpapers, preferably through a
written communication with the client. SAS No. 83 also identifies specific matters that ordinarily
would be addressed in the understanding with the client, and other contractual matters an auditor
might wish to include in the understanding. SAS No. 89, Audit Adjustments, among other matters,
amends SAS No. 83 to add a new item to the list of matters generally addressed in the understanding
with the client. The new item states that management is responsible for adjusting the financial
statements to correct material misstatements and for affirming to the auditor in the representation
letter that the effects of any uncorrected misstatements aggregated by the auditor during the current
engagement and pertaining to the latest period presented are immaterial, both individually and in
the aggregate, to the financial statements taken as a whole.
1 In practice, the standards included in Government Auditing Standards (1994 revision, as
amended) are sometimes referred to as generally accepted government auditing standards (G AG AS).
Government Auditing Standards includes standards for performance audits as well as standards for
financial audits. The references to Government Auditing Standards in this Audit and Accounting
Guide (Guide) pertain only to the standards for financial audits.
2 O M B Circular A-133 includes requirements that the auditor perform tests and report on
compliance with the cost principles and matching or cost-sharing requirements set forth in various
other government regulations, such as O M B Circulars A-21, Cost Principles for Colleges and Univer
sities; A-110, Uniform Administrative Requirements for Grants and Agreements with Institutions of
Higher Education, Hospitals, and Other Nonprofit Organizations; and A-122, Cost Principles for
Nonprofit Organizations. O M B Circular A-133 was revised to incorporate state and local govern
ments and to comply with other requirements of the Single Audit Act Amendments of 1996.
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aware that the entity is subject to an audit requirement that may not be
encompassed in the terms of the engagement. SAS No. 74 provides that in that
situation “the auditor should communicate to management and the audit
committee, or to others with equivalent authority and responsibility, that an
audit in accordance with generally accepted auditing standards may not satisfy
the relevant legal, regulatory, or contractual requirements.” SAS No. 74 also
notes that “the auditor should consider how the client’s actions in response to
such communication relate to other aspects of the audit, including the potential
effect on the financial statements and on the auditor’s report on those financial
statements. Specifically, the auditor should consider management’s actions
(such as not arranging for an audit that meets the applicable requirements) in
relation to the guidance in SAS No. 54 [Illegal Acts by Clients (AICPA, Profes
sional Standards, vol. 1, AU sec. 317)].”

Independence
2.03 Members of the AICPA who are engaged to audit the financial
statements of not-for-profit organizations in accordance with generally ac
cepted auditing standards (GAAS) are required to be independent. In making
judgments about whether they are independent, members should be guided by
Rule 101, Independence, of the AICPA Code of Professional Conduct, its
Interpretations, and the Ethics Rulings under it. A number of Ethics Interpre
tations specifically address matters of independence as it relates to not-forprofit organizations.

Audit Planning
2.04 The first standard of fieldwork requires that the audit be adequately
planned. SAS No. 47, Audit Risk and Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 312), provides broad guidance
about audit risk and materiality at both the financial statement level and at
the individual account-balance or class-of-transaction level when the auditor
plans and performs an audit. Other authoritative pronouncements provide
more specific guidance on planning considerations. This section discusses how
that guidance should be applied in audits of not-for-profit organizations.
2.05 SAS No. 47 defines audit risk as “the risk that the auditor may
unknowingly fail to appropriately modify his opinion on financial statements
that are materially misstated.” The auditor plans the audit to obtain reason
able assurance of detecting misstatements that could be large enough, indi
vidually or in the aggregate, to be quantitatively material to the financial
statements. SAS No. 47 notes that the auditor needs to consider audit risk at
the individual account balance or class-of-transaction level to assist in deter
mining the scope of auditing procedures for the balance or class and related
financial statement assertions.
2.06 The auditor seeks to restrict audit risk at the individual account
balance or class-of-transaction level in such a way as to enable the expression
of an opinion on the financial statements taken as a whole at an appropriately
low level of audit risk. At the account balance or class-of-transaction level,
audit risk consists of inherent risk, control risk, and detection risk, which are
defined in SAS No. 47. This section describes inherent risk and control risk
factors particularly relevant to the audit of a not-for-profit organization that
the auditor should consider in planning the audit. (Later sections of this
chapter as well as other chapters in the Guide discuss substantive tests unique
to the industry that the auditor of a not-for-profit organization should consider
in order to reduce detection risk.)
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Industry Characteristics
2.07 The operations of not-for-profit organizations differ from those of
for-profit entities in several significant ways, and those differences affect audit
planning. Not-for-profit organizations use their resources to accomplish the
purpose or mission for which they exist, not to generate net income. These
resources often come from contributions, grants, or appropriations, some of
which may be subject to limitations on how the resources may be used.3 These
limitations, which may be imposed by donor restrictions, by contractual terms,
or by the organization’s governing board, may require the auditor to test
expenditures for compliance with relevant limitations.
2.08 Not-for-profit organizations are also required to comply with numerous
other provisions of statutes, contractual agreements, terms of grants and trust
agreements, and similar limitations. As discussed later in this chapter, the auditor
is typically required to test for compliance with some of these provisions as well.
Finally, though not-for-profit organizations are usually eligible for tax-exempt
status under Section 501 of the Internal Revenue Code (IRC), the auditor should
be aware that income from activities not related to a not-for-profit organization’s
exempt purpose may be subject to tax and that the organization may own or control
for-profit subsidiaries. Taxes on unrelated business income and other tax matters
that the auditor should consider in planning an audit of a not-for-profit organiza
tion are addressed in chapter 15, “Tax Considerations,” of this Guide.
2.09 Not-for-profit organizations often have revenue and expenditure
transactions that are unique to the industry, and these transactions have
attendant implications for audit planning. For example, some not-for-profit
organizations solicit contributions from various sources, some receive revenues
from grants, and some organizations collect dues from members. Fund-raising
may take place through telemarketing, direct mail solicitations, door-to-door
solicitations, telethons, various kinds of special events, and other activities.
Some organizations collect substantial amounts of contributions in the form of
currency. Each of these sources of cash flows is associated with different kinds
of risk. On the expenditure side, some not-for-profit organizations must also
comply with restrictions imposed by resource providers. The revenue and
expenditure transaction cycles of not-for-profit organizations may also include
transactions that are similar to those entered into by for-profit enterprises—
for example, buying and selling merchandise, purchasing investments, prop
erty and equipment, and other assets; providing services for fees, and earning
income from investments. These cycles may include transactions that do not
immediately result in revenues and expenses.
2.10 Financial Accounting Standards Board (FASB) Statement No. 116,
Accounting for Contributions Received and Contributions Made, requires notfor-profit organizations to recognize agreements for future nonreciprocal trans
fers of cash, other assets, and services that are unconditional (that is, promises
to give). Chapter 5, “Contributions Received and Agency Transactions,” of this
Guide, discusses recognition and measurement principles for the assets and
revenues related to such transactions.* Applying those principles often involves
3
As used in this Guide, limitation refers broadly to any constraints imposed on the use of assets
or net assets, restriction refers to donor-imposed limitations, and designation refers to governingboard-imposed limitations.
*
In January 2003, the A IC P A Auditing Standards Board issued SAS No. 101, Auditing Fair
Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1, A U sec. 328), which
addresses audit considerations relating to the measurement and disclosure of assets, liabilities and
specific components of equity presented or disclosed at fair value in financial statements. The SAS is
effective for audits of financial statements for periods beginning on or after June 15, 2003, although
earlier application is permitted.
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the use of significant accounting estimates. SAS No. 57, Auditing Accounting
Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), provides
guidance on obtaining and evaluating sufficient competent evidential matter
to support those estimates.
2.11 Not-for-profit organizations also have unique reporting require
ments under generally accepted accounting principles (GAAP). For example,
they must report their expenses by function, such as major classes of program
services and supporting activities, in conformity with FASB Statement No.
117, Financial Statements of Not-for-Profit Organizations. They are also sub
ject to specific disclosure requirements under FASB Statement No. 116, such
as disclosures about promises to give, contributed services, and collections.
2.12 Each of these kinds of transactions and reporting requirements
creates audit risk that the auditor should address. Each also requires the
auditor to consider management’s implicit financial statement assertions and
to formulate specific audit objectives based on those assertions. Not-for-profit
organizations usually have controls designed to achieve control objectives
related to these transactions.
2.13 Many not-for-profit organizations face financial and operating pres
sures that are similar to those faced by for-profit enterprises. Not-for-profit
organizations may also face pressures that are unique to institutions that seek
revenues in the form of contributions and grants, transactions that often
depend on the state of the economy. These pressures generate operating,
financial, and accounting responses by management, and such responses may
increase both inherent risk and control risk, which the auditor should recog
nize and respond to in planning the audit. The following are examples:
•
Certain donors may tie contribution allocation formulas to the organi
zation’s actual or budgeted revenues, leading management to attempt
to manage revenues to achieve the largest allocation possible.
•
A sluggish economy may reduce contributions and the collection of
promises to give that were made in prior years. The reduced receipts
may lead the organization to pursue a more aggressive investment
strategy involving complex financial instruments. Accounting for these
instruments may increase the risk of financial statement misstatements;
the auditor should understand the substance of these instruments and
determine that they are reported in conformity with GAAP.
•
Adverse demographics may lead an organization that charges fees for
its services to pursue a more aggressive marketing strategy in its quest
for constituents; this could decrease the collectibility of its receivables.
•
Shortfalls in unrestricted contributions may induce an organization to
use restricted contributions for purposes that violate donor restrictions.
•
Acceptance by an organization of federal research and other grants
carries with it an obligation to comply with federal regulations when
the organization administers those grants. Such regulations include
those governing overhead and other costs charged to these grants. The
terms of the grants may induce organizations to charge unallowable
costs to the grants, possibly resulting in liabilities for fines and
repayment of any unallowable costs.
•
An attempt to appear as efficient as possible may increase the likeli
hood of misstatement of the allocation of costs between program
services and supporting activities. (Because some financial statement
users view program expenses more favorably than supporting serv
ices, some not-for-profit organizations have incentive to report costs
as program rather than supporting services.)
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Organization Characteristics
2.14 Effective audit planning requires (a) an understanding of the indus
try in which a particular not-for-profit organization operates and (b) knowledge
of the specific entity being audited and its uniqueness in relation to the
industry. That knowledge should include understanding the way the entity is
organized and its operating characteristics (including the level of involvement
and oversight exercised by the governing board), sources of revenues, principal
expenditures, accounting policies, methods used to process accounting infor
mation, and related controls. SAS No. 22, Planning and Supervision (AICPA,
Professional Standards, vol. 1, AU sec. 311), provides further guidance on
matters that the auditor should consider in planning the engagement.

Internal Control Considerations
2.15 SAS No. 55, Consideration of the Internal Control Structure in a
Financial Statement Audit, as amended by SAS No. 78, Consideration of
Internal Control in a Financial Statement Audit: An Amendment to SAS No.
55 (AICPA, Professional Standards, vol. 1, AU sec. 319), and SAS No. 94, The
Effect of Information Technology on the Auditor’s Consideration of Internal
Control in a Financial Statement Audit (AICPA, Professional Standards, vol.
1, AU sec. 319) describes the objectives and components of an entity’s internal
control and explains how an auditor should consider internal control in plan
ning and performing an audit. SAS No. 55, as amended, requires that to plan
the audit, the auditor should obtain an understanding of the entity’s internal
control sufficient to plan the audit.
2.16 SAS No. 78 defines internal control as “a process—effected by an
entity’s board of directors, management, and other personnel—designed to
provide reasonable assurance regarding the achievement of objectives in the
following categories: (a ) reliability of financial reporting, (b) effectiveness and
efficiency of operations, and (c) compliance with applicable laws and regula
tions.”4 The five components of an entity’s internal control are the following:
a.

The control environment

b.

Risk assessment

c.

Control activities

d.

Information and communication

e.

Monitoring

SAS No. 55, as amended, discusses each of these five components.
2.17 The auditor should obtain an understanding of each of the five
components of internal control sufficient to plan the audit by performing
procedures to understand the design of controls relevant to an audit of finan
cial statements and whether the controls have been placed in operation. The
auditor’s primary consideration, however, is whether a specific control affects
financial statement assertions rather than its classification into any particular
component.
2.18 The auditor should assess control risk for the assertions embodied in
the financial statements. The auditor may assess control risk at the maximum
level (the greatest probability that a material misstatement that could occur in
4
Paragraph 9 of SAS No. 78 provides that “although an entity’s internal control addresses
objectives in each of the categories referred to in paragraph 6, not all of these objectives and related
controls are relevant to an audit of the entity’s financial statements.”
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an assertion will not be prevented or detected on a timely basis by the
organization’s internal control) if the auditor believes controls are unlikely to
pertain to an assertion or are unlikely to be effective, or if evaluating their
effectiveness would be inefficient. Alternatively, the auditor may obtain evi
dence from tests of controls about the effectiveness of both the design and
operation of a control that would support a lower assessed level of control risk.
Tests of controls may be performed concurrently with obtaining the under
standing (either as a result of audit planning or not), or they may be performed
after obtaining an understanding of internal control and the assessed level of
control risk in determining the nature, timing, and extent of substantive tests
to be performed.
2.19 Certain characteristics of internal control, particularly in the control
environment, may be unique to not-for-profit organizations. SAS No. 78 states
that auditors should obtain sufficient knowledge of the control environment to
understand management’s and the board of directors’ attitude, awareness, and
actions concerning the control environment considering both the substance of
controls and their collective effect. The following are examples of charac
teristics of a not-for-profit organization’s control environment that the auditor
should consider in obtaining an understanding of that environment:
•
The role of management and the governing board
•
The frequency of governing board meetings
•
The qualifications of management and governing board members
•
The governing board members’ involvement in the organization’s
operations
•
The organizational structure
2.20 The other four components of internal control of not-for-profit or
ganizations may also include characteristics that would not ordinarily exist in
for-profit entities. The auditor should obtain sufficient knowledge of the other
four components to understand how—
•
Restricted contributions are identified, evaluated, and accepted.
•
Promises to give are valued and recorded.
•
Contributed goods, services, utilities, facilities, and the use of longlived assets are valued and recorded.
•
Compliance with donor restrictions and board designations is monitored.
•
Reporting requirements imposed by donors, contractors, and regula
tors are met.
•
Conformity with accounting presentation and disclosure principles,
including those related to functional and natural expense reporting
and allocation of joint costs, is achieved.
•
New programs are identified and accounted for.

Analytical Procedures
2.21 SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329), requires that analytical procedures be applied “to assist
the auditor in planning the nature, timing, and extent of other auditing
procedures.” Analytical procedures are required in the planning and overall
review phases of the audit. Analytical procedures applied at the planning stage
may be similar to those applied as substantive tests and in the final review
stage of the audit, but they generally use more highly aggregated, unaudited
data whose reliability is unknown to the auditor because control risk associ
ated with the data has not always been assessed at the planning stage.

AAG-NPO 2.19

37

General Auditing Considerations

2.22 SAS No. 56 provides examples of sources of information that can be
used to develop the necessary expectations for applying analytical procedures.
The sources of information that may be unique to not-for-profit organizations
are (1) “information regarding the industry in which the client operates” and
(2) “relationships of financial information with relevant nonfinancial informa
tion.” The first of these requires industry-wide data to be used for comparisons
(such as data on endowment return, contributions, or program, fund-raising,
and management and general costs that can be obtained from industry trade
and professional associations). The second requires the auditor to formulate
relevant relationships that are usually unique to a particular type of not-forprofit organization, such as the relationship that might be expected to exist at
a college or university between the number of students registered at standard
tuition rates and tuition revenues, the relationship between the number of
members in an organization and its dues revenue, and the relationship be
tween stagehand costs and the number of theatrical, dance, orchestral, or
similar performances. These analytical procedures may be applied in all
phases of the audit. When an analytical procedure is used as the principal
substantive test of a significant financial statement assertion, the auditor
should document (a ) the expectation, where that expectation is not otherwise
readily determinable from the documentation of the work performed, and
factors considered in its development; (b) the results of the comparison of the
expectation to the recorded amounts or ratios developed from recorded
amounts; and (c) any additional auditing procedures performed in response to
significant unexpected differences arising from the analytical procedure and
the results of such additional procedures.

Related-Party Transactions
2.23 Obtaining knowledge of the client’s organization and operations
should include performing the procedures in SAS No. 45, Omnibus Statement
on Auditing Standards— 1983, “Related Parties” (AICPA, Professional Stand
ards, vol. 1, AU sec. 334), to determine the existence of related-party relation
ships and transactions with such parties and to examine those transactions.
The auditor of a not-for-profit organization should be aware that the definition
of related parties in FASB Statement No. 57, Related Party Disclosures,
includes an organization’s management and members of management’s imme
diate family, as well as affiliated entities. Accordingly, transactions with
brother-sister organizations and certain national and local affiliates as well
as entities whose officers or directors are members of the not-for-profit
organization’s governing board may have to be disclosed under FASB State
ment No. 57.
2.24 SAS No. 45 provides guidance on, among other matters, proce
dures that the auditor should consider to identify related party relation
ships and transactions and to obtain satisfaction about the related financial
statement reporting and disclosure. Obtaining that information will be
enhanced if the organization has a policy that requires an annual written
disclosure by governing board members of the details of their transactions
and other business involvements with the organization, as well as disclo
sure of their other board memberships. Some states require that these
kinds of disclosures be made on the annual reporting form filed by the
organization.
2.25 Some states have exhibited a heightened concern about whether the
governing board members of not-for-profit organizations are meeting their
stewardship responsibilities, particularly if there are potential conflicts between
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the governing board members’ financial interests and their duties as governing
board members. Responses by an organization to that concern might include
increased sensitivity when it enters into business relationships with governing
board members and might include developing appropriate controls for address
ing potential conflicts of interests that could arise in related-party transactions
and for ensuring that such transactions are disclosed to and approved by the
governing board.

Errors and Fraud
2.26 The auditor has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud.5 SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 312), provides guidance on the auditor’s considera
tion of the risk that the financial statements are materially misstated by error
or fraud. SAS No. 99, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316), establishes standards
and provides guidance to auditors in fulfilling their responsibility, as it relates
to fraud, in an audit of financial statements conducted in accordance with
generally accepted auditing standards.* SAS No. 99 describes fraud and its
characteristics; discusses the importance of exercising professional skepticism;
requires the engagement personnel to discuss how and where the organiza
tion’s financial statements might be susceptible to material misstatement due
to fraud; requires the auditor to gather information necessary to identify risks
of material misstatement due to fraud, to use the information gathered to
identify risks that may result in a material misstatement due to fraud, and to
evaluate the organization’s programs and controls that address the identified
risks; provides guidance on how the auditor responds to the results of the
assessment; provides guidance on the evaluation of audit evidence as it relates
to the risk of material misstatement due to fraud; describes related documen
tation requirements; and provides guidance regarding the auditor’s communi
cation about fraud to management, the audit committee, and others. As
described in paragraph 33 of SAS No. 99, risk factors that relate to misstate
ments arising from fraudulent financial reporting and misappropriation of
assets may be grouped into three categories based on the conditions generally
present when fraud exists: incentive/pressure, opportunity, and attitude/
rationalization. Additional information about the implementation of SAS No.
99 is provided in Appendix A [paragraph 2.49] to this chapter.

Illegal Acts
2.27 SAS No. 54 prescribes the nature and extent of the consideration the
auditor should give to the possibility of illegal acts by a client. It also provides
guidance on the auditor’s responsibilities when a possible illegal act is de
tected, including the responsibility to be assured that the audit committee or
its equivalent is adequately informed about illegal acts that come to the
auditor’s attention.
5
The auditor’s consideration of illegal acts and responsibility for detecting misstatements
resulting from illegal acts is defined in SAS No. 54, Illegal Acts by Clients (AICPA, Professional
Standards, vol. 1, A U sec. 317). For those illegal acts that are defined in that section as having a
direct and material effect on the determination of financial statement amounts, the auditor’s respon
sibility to detect misstatements resulting from such illegal acts is the same as that for errors or fraud.
*
SAS No. 99 is effective for audits of financial statements for periods beginning on or after
December 15, 2002, with early application permitted. Organizations that have not adopted SAS No.
99 should continue to apply the provisions of SAS No. 82, Consideration o f Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, A U sec. 316A).
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2.28 SAS No. 54 notes that illegal acts vary considerably in their relation
to the financial statements. Some laws and regulations—such as sections of the
tax law that affect tax provisions and accruals because of unrelated business
income, and government regulations that affect the amount of revenue accrued
under government contracts—may have a direct and material effect on the
determination of financial statement amounts. The auditor’s responsibility to
detect misstatements resulting from direct-effect illegal acts is the same as for
errors and fraud (see footnote 5). Accordingly, management should identify
federal, state, and local laws and regulations that may have a direct and
material effect on the determination of financial statement amounts. The
auditor should assess the appropriateness of that identification and obtain an
understanding of the possible effects of those laws and regulations on the
financial statements.
2.29 Not-for-profit organizations frequently receive financial assistance—
such as grants, loans, loan guarantees, and interest-rate subsidies—from
federal, state, and local governmental entities. By accepting such assistance,
organizations often become subject to laws and regulations that may have a
direct and material effect on the determination of amounts in their financial
statements. Such laws and regulations may specifically address (a) the types
of goods or services that organizations may purchase with the assistance, ( b)
the eligibility of those to whom organizations may provide benefits, (c) amounts
organizations must contribute from their own resources toward projects for
which financial assistance is provided, and (d ) principles and standards for
determining the direct and indirect costs that are allowable as charges to
governmental financial assistance programs.
2.30 Other laws and regulations relate more to an organization’s operat
ing aspects than to its financial and accounting aspects, and violations of these
laws and regulations have only an indirect effect on the financial statements.
(The indirect effect is usually limited to the need to disclose a contingent
liability under FASB Statement No. 5, Accounting for Contingencies, because
of the allegation or determination of illegality and the possibility of fines,
penalties, or damages.) Such laws and regulations may concern securities
trading, occupational safety and health, food and drug administration, envi
ronmental protection, equal employment opportunities, or antitrust violations.
An example particular to the not-for-profit environment might be the require
ment that an organization inform contributors of the portion of their contribu
tions that is tax deductible; the failure to do so could subject the organization
to financial penalties. SAS No. 54 does not require the auditor to design
auditing procedures to detect illegal acts that do not have a direct and material
effect on the financial statements; SAS No. 54 refers to these acts simply as
“illegal acts.” SAS No. 54 specifies the auditor’s responsibilities when he or she
becomes aware of information concerning illegal acts.

Compliance Auditing Under Government Auditing Standards
2.31 Not-for-profit organizations that receive government financial assis
tance may be required to have audits in accordance with government auditing
standards, as specified in the Yellow Book.6 Government auditing standards
pertain to auditors’ professional qualifications, the quality of the work per
formed, and the characteristics of the reports issued. In performing an audit in
6
Though government auditing standards primarily apply to federal financial assistance, some
states have adopted government auditing standards.
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accordance with the Yellow Book, the auditor assumes reporting responsibili
ties beyond those required by GAAS. The auditor must report on compliance
with laws and regulations, violations of which may affect financial statement
amounts, and on the organization’s internal control over financial reporting.

Single Audits and Related Considerations
2.32 OMB Circular A-133 also prescribes audit requirements for notfor-profit organizations receiving federal awards.7 The audit requirements of
Circular A-133 vary with the amount of federal awards an organization re
ceives.8
2.33 For audits performed in accordance with OMB Circular A-133, the
auditor has responsibilities specified in the circular that go beyond GAAS. In
such audits, the auditor must perform additional procedures to test and report
on compliance with specified laws, regulations, and the provisions of contracts
or grant agreements that may have a direct and material effect on major
federal award programs (as defined in the circular). Other requirements of
OMB Circular A-133 include reports on the financial statements, on the
supplementary schedule of expenditures of federal awards, and on internal
control relevant to major federal award programs.
2.34 SAS No. 74 and Statement of Position (SOP) 98-3, Audits of States,
Local Governments, and Not-for-Profit Organizations Receiving Federal
Awards, ,9 provide guidance on testing and reporting on compliance with laws

and regulations in engagements performed under GAAS, the Yellow Book, and
OMB Circular A-133. They provide auditors of not-for-profit organizations
with a basic understanding of the work they should do and the reports they
should issue under the Yellow Book and OMB Circular A-133. (Auditors may
be asked to report on either (a) an organization’s compliance with specified
requirements of state and local laws, regulations, contracts, and grants or (b)
the effectiveness of the organization’s internal control over compliance with
specified requirements. Guidance for engagements related to an entity’s com
pliance with (or management’s written assertion about) specified state or local
laws, regulations, rules, or contracts not involving governmental financial
assistance is provided in Statement on Standards for Attestation Engagements
(SSAE) No. 10, chapter 6, Compliance Attestation, as amended by SSAE No.
11, Attest Documentation (AICPA, Professional Standards, vol. 1, AT sec. 601).

Processing of Transactions by Service Organizations
2.35 In addition to transactions, such as discretionary investment man
agement services and payroll, for which for-profit organizations might use
service organizations, not-for-profit organizations may also use such organizations
7 A single audit is an audit of an entity’s financial statements and of compliance with federal
regulations relating to federal financial assistance, such as the audits required by Single Audit Act of
1984, as amended by the Single Audit Act Amendments of 1996, and O M B Circular A-133. Programspecific audits may be conducted in accordance with specific government audit guides, such as the
U.S. Department of Education’s Audit Guide, Compliance Audit (Attestation Engagements) o f Federal
Student Financial Assistance Programs at Participating Institutions.
8 O M B Circular A-133 requires not-for-profit organizations that expend $300,000 or more in
federal awards in a year to have an audit in accordance with the Circular. (Generally, organizations
that expend $300,000 or more, but under only one program, have the option of having a program-spe
cific audit or a single audit in accordance with O M B Circular A-133.) Organizations that expend less
than $300,000 must maintain records and make them available for review, if requested, but they are
exempt from O M B Circular A-133 audit requirements.
9 SO P 98-3 is included in the A IC P A Audit Guide Audits o f States, Local Governments, and
Not-for-Profit Organizations Receiving Federal Awards. That audit guide provides guidance on the
auditor’s responsibilities when conducting a single audit or program-specific audit in accordance with
the Single Audit Act Amendments of 1996 and O M B Circular A-133 (June 1997 revision).
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to process transactions, such as student financial aid payments and receipt of
contributions, that are unique to that industry. SAS No. 70, Service Organiza
tions,* as amended by SAS No. 88, Service Organizations and Reporting on
Consistency and SAS No. 98, Omnibus Statement on Auditing Standards—
2002, (AICPA, Professional Standards, vol. 1, AU sec. 324), provides guidance
on the factors the auditor should consider when auditing the financial state
ments of an entity that uses a service organization to provide services that are
part of the entity’s information system for accounting or financial reporting.

Using the Work of a Specialist
2.36 Organization management or the auditor may engage a specialist to
provide special skill or knowledge about complex or subjective matters that are
potentially material to the financial statements. Auditors of not-for-profit
organizations, for example, may need to use the work of a specialist with
respect to the valuation of contributed assets, particularly contributed collec
tion items that the organization capitalizes. SAS No. 73, Using the Work of a
Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), provides
guidance to an auditor who uses the work of a specialist.

Planning Stage Materiality
2.37 SAS No. 47 states that “the auditor ordinarily considers materiality
for planning purposes in terms of the smallest aggregate level of misstate
ments that could be considered material to any one of the financial state
ments.” Expenditures of not-for-profit organizations are often tightly
controlled and based on the concept of a balanced budget, with relatively small
or zero operating margins. As a result, the auditor may consider materiality for
planning purposes from various perspectives, such as total net assets, various
net asset classes, changes in net assets, changes in net asset classes, total
revenues, revenues of each net asset class, total expenses, or other measures—
such as total unrestricted contributions, total program expenses, the ratio of
program expenses to total expenses, and the ratio of fund-raising expenses to
contributions.
2.38 In an audit of compliance with requirements governing major federal
award programs in accordance with OMB Circular A-133, materiality should
be considered in terms of each major program. For example, materiality could
be considered in relation to the separate assets, revenues, or expenditures of
each program that is being reported on.

Audit Objectives and Audit Procedures
2.39 The auditor’s work in forming an opinion on financial statements
consists of obtaining and evaluating evidential matter concerning manage
ment’s assertions embodied in the financial statements. Those assertions may
be either explicit or implicit and can be classified according to the following
broad categories: existence and occurrence, completeness, rights and obliga
tions, valuation and allocation, and presentation and disclosure. The asser
tions also serve as broad audit objectives.
*
The A IC P A Audit Guide entitled Service Organizations: Applying S A S No. 70, as Amended,
includes illustrative control objectives as well as three new interpretations that address the respon
sibilities of service organizations and service auditors with respect to forward-looking information,
subsequent events, and the risk of projecting evaluations of controls to future periods. The Guide also
clarifies that the use of a service auditor’s report should be restricted to existing customers and is not
meant for potential customers.
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2.40 The purpose of the specific audit objectives, examples of controls, and
examples of auditing procedures in the tables presented in the auditing sec
tions of several of the following chapters is to assist the auditor in under
standing internal control, assessing control risk, and performing auditing
procedures. The tables include only those matters that are unique to not-forprofit organizations. Accordingly, they should not be considered a complete
listing of all of the audit objectives, controls, and auditing procedures that the
auditor should consider when auditing a not-for-profit organization. In addi
tion, the absence of examples of selected controls related to a particular
financial statement assertion is intended to indicate that the assertion does not
ordinarily lend itself to specific controls that would provide reasonable assur
ance that the related audit objective has been achieved.
2.41 There is not necessarily a one-to-one relationship between audit
objectives and auditing procedures. Some procedures may relate to more than
one objective. On the other hand, a combination of procedures may be neces
sary to achieve a single objective. The tables are not intended to be all-inclusive
or to suggest that specific audit objectives, controls, and auditing procedures
should be applied. Some of the audit objectives may not be relevant to a
particular organization because of the nature of its operations or the absence
of certain types of transactions. The absence of one or more of the illustrative
controls would not necessarily indicate a deficiency in internal control.
2.42 Many of the illustrative controls are premised on the existence of
certain essential characteristics of internal control: for example, authorization
of transactions, segregation of duties, documentation, supervision and review,
and timeliness of controls. To avoid repetition, these characteristics have not
been explicitly incorporated in the tables.

Completing the Audit
2.43 The procedures involved in completing the audit include the following:
•
Performing analytical procedures in the overall review stage
•
Summarizing and evaluating possible audit adjustments*
•
Evaluating whether the accumulated results of auditing procedures
and other observations affect the assessment of the risks of material
misstatement due to fraud made earlier in the audit**
•
Obtaining legal letters
•
Reviewing for subsequent events
•
Obtaining written management representations
•
Evaluating whether there is a substantial doubt about the organization’s
ability to continue as a going concern for a reasonable period of time
*
In January 2002, the A IC P A Auditing Standards Board issued SAS No. 96, Audit Documenta
tion, which among other things amends SAS No. 47 to require an auditor to document the nature and
effect of aggregated misstatements and his or her conclusion as to whether the aggregated misstate
ments cause the financial statements to be materially misstated. Four interpretations of SAS No. 47,
issued in 2000, discuss the following topics: the meaning of the term misstatement, evaluating
differences in estimates, quantitative measures of materiality in evaluating audit findings, and
considering the qualitative characteristics of misstatements. An interpretation is not as authoritative
as a pronouncement of the Auditing Standards Board, but practitioners should be aware that they
may have to justify a departure from an interpretation if the quality of their work is questioned.
*SAS No. 99, Consideration o f Fraud in a Financial Statement Audit, requires the auditor to
reevaluate the risk of material misstatement due to fraud at or near the completion of the audit. SAS
No. 99 is effective for audits of financial statements for periods beginning on or after December 15,
2002, with early application permitted. Organizations that have not adopted SAS No. 99 should
continue to apply the provisions of SAS No. 82, Consideration o f Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, A U sec. 316A).
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•
•

Preparing the auditor’s reports
Communicating reportable conditions, errors and fraud, illegal acts,
uncorrected misstatements whose effects management believes are
immaterial and matters that may be required by SAS No. 61, Commu
nication With Audit Committees (AICPA, Professional Standards, vol.
1, AU sec. 380), as amended by SAS No. 89, Audit Adjustments

This section of the Guide discusses aspects of these procedures that are unique
to not-for-profit organizations.

Management Representations
2.44 SAS No. 85, Management Representations (AICPA, Professional
Standards, vol. 1, AU sec. 333), requires that the independent accountant
obtain written representations from management as a part of an audit of
financial statements performed in accordance with GAAS and provides guid
ance concerning the representations to be obtained. Written representations
from management should be obtained for all financial statements and periods
covered by the accountant’s report. The specific written representations to be
obtained depend on the circumstances of the engagement and the nature and
basis of the presentation of the financial statements. Paragraph 6 of SAS No.
85, as amended by SAS No. 99, Considerations of Fraud in a Financial
Statement A u d it,* lists matters ordinarily included in management’s repre
sentation letter. SAS No. 89, Audit Adjustments (AICPA, Professional Stand
ards, vol. 1, AU sec. 333), amends SAS No. 85 to require that the representation
letter include an acknowledgment by management that it has considered the
financial statement misstatements aggregated by the auditor during the cur
rent engagement and pertaining to the latest period presented, and has con
cluded that any uncorrected misstatements are immaterial, both individually
and in the aggregate to the financial statements taken as a whole. It also
requires that a summary of the uncorrected misstatements be included in or
attached to the representation letter. Additional representations specific to
not-for-profit organizations that may be obtained include the following:
•
Compliance with contractual agreements, grants, and donor restrictions
•
Maintenance of an appropriate composition of assets in amounts
needed to comply with all donor restrictions
•
Taxation and tax-exempt status
•
Reasonableness of bases for allocation of functional expenses
•
Inclusion in the financial statements of all assets and liabilities under
the entity’s control
•
Adequacy of internal control over the receipt and recording of contri
butions
•
Propriety of reclassifications between net asset classes
•
The governing board’s interpretation concerning whether laws place
restrictions on net appreciation of donor-restricted endowments.
2.45 Paragraph 7 of SAS No. 74 notes that an auditor who has been
engaged to audit an organization that receives government funds that make it
subject to government-imposed compliance testing and reporting requirements
*
SAS No. 99 is effective for audits of financial statements for periods beginning on or after
December 15, 2002, with early application permitted. Organizations that have not adopted SAS No.
99 should continue to apply the provisions of SAS No. 82, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, A U sec. 316A).
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of the Yellow Book should consider obtaining written representations from
management concerning the completeness of management’s identification of
laws and regulations that have a direct and material effect on the determina
tion of financial statement amounts.
2.46 SOP 98-3 lists suggested representations that the auditor should
consider obtaining in a single audit required by OMB Circular A-133.

Going-Concern Considerations
2.47 SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec.
341), provides guidance to the auditor in meeting the responsibility to evaluate
whether there is substantial doubt about the client’s ability to continue as a
going concern for a reasonable period of time not to exceed one year beyond the
date of the balance sheet. SAS No. 59 gives examples of conditions and events
that might indicate that there could be substantial doubt about the entity’s
continued existence. Additional examples of such conditions and events that
are particularly applicable to not-for-profit organizations include the following:
•
Insufficient unrestricted revenues to provide supporting services to
activities funded by restricted contributions
•
A high ratio of fund-raising expenses to contributions received or a low
ratio of program expenses to total expenses
•
Insufficient resources to meet donor’s restrictions (This may result
from the use of restricted net assets for purposes that do not satisfy
the donor’s restrictions, sometimes referred to as interfund borrowing.)
•
Activities that could jeopardize the organization’s tax-exempt status
and thus endanger current contribution levels
•
Concerns expressed by governmental authorities regarding alleged
violations of state laws governing an organization’s maintenance or
preservation of certain assets, such as collection items
•
A loss of key governing board members or volunteers
•
External events that could affect donors’ motivations to continue to
contribute
•
Decreases in revenues contributed by repeat donors
•
A loss of major funding sources
2.48 SAS No. 59, as amended by SAS No. 96, Audit Documentation,
requires the auditor to document (a) the conditions or events that led to a belief
that there was substantial doubt about the entity’s ability to continue as a
going concern; ( b) the work performed in connection with the auditor’s evalu
ation of management’s plans; (c) the auditor’s conclusion as to whether sub
stantial doubt about the entity’s ability to continue as a going concern for a
reasonable period of time remains or is alleviated; and (d ) the consideration
and effect of that conclusion on the financial statements, disclosures, and the
audit report.
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2.49

Appendix A—Consideration of Fraud in a Financial
Statement Audit
A-1. SAS No. 99, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316), is the primary source of
authoritative guidance about an auditor’s responsibilities concerning the con
sideration of fraud in a financial statement audit. SAS No. 99 supersedes SAS
No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 316A), and amends SAS No. 1, section
230, Due Professional Care in the Performance of Work (AICPA, Professional
Standards, vol. 1, AU sec. 230). SAS No. 99 establishes standards and provides
guidance to auditors in fulfilling their responsibility to plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or fraud as stated
in SAS No. 1, section 110, Responsibilities and Functions of the Independent
Auditor (AICPA, Professional Standards, vol. 1, AU sec. 110.02). (SAS No. 99
also amends SAS No. 85, Management Representations [AICPA, Professional
Standards, vol. 1, AU sec. 333]).
A-2. There are two types of misstatements relevant to the auditor’s consid
eration of fraud in a financial statement audit:
•
Misstatements arising from fraudulent financial reporting.
•
Misstatements arising from misappropriation of assets.
A-3. Three conditions generally are present when fraud occurs. First, man
agement or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

The Importance of Exercising Professional Skepticism
A-4. Because of the characteristics of fraud, the auditor’s exercise of profes
sional skepticism is important when considering the risk of material misstate
ment due to fraud. Professional skepticism is an attitude that includes a
questioning mind and a critical assessment of audit evidence. The auditor
should conduct the engagement with a mindset that recognizes the possibility
that a material misstatement due to fraud could be present, regardless of any
past experience with the entity and regardless of the auditor’s belief about
management’s honesty and integrity. Furthermore, professional skepticism
requires an ongoing questioning of whether the information and evidence
obtained suggests that a material misstatement due to fraud has occurred.

Discussion Among Engagement Personnel Regarding the Risks
of Material Misstatement Due to Fraud
A-5. Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraphs
14-18 of SAS No. 99. The discussion among the audit team members about the
susceptibility of the entity’s financial statements to material misstatement due
to fraud should include a consideration of the known external and internal
factors affecting the entity that might (a) create incentives/pressures for man
agement and others to commit fraud, (b) provide the opportunity for fraud to be
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perpetrated, and (c) indicate a culture or environment that enables manage
ment to rationalize committing fraud. Communication among the audit team
members about the risks of material misstatement due to fraud also should
continue throughout the audit.
A-6. When brainstorming about the incentives and pressures for manage
ment and others to commit fraud, the audit team members may want to discuss
whether any of the following exist:
•
Incentive to minimize reported fundraising and management and
general expenses, and maximize reported program expenses, to make
the organization appear worthy of contributions, especially if some
potential resource providers have stated or implied limits in these
areas (e.g., the resource provider will not fund organizations with more
than 25 percent overhead), or if the organization desires to be in
compliance with standards of the charitable organization rating agen
cies, such as those mentioned in Appendix E of this Guide
•
Incentive to defer fundraising expenses to future periods if the related
contributions will not be received until those future periods
•
Incentive to make the organization look poor (but not too poor) to
induce contributors to contribute
•
Incentive to mis-characterize the relationship with related parties
(e.g., affiliated chapters, fundraising organizations, foundations,
guilds, trusts, funds, student clubs, auxiliaries, etc.) to avoid consoli
dating those entities or reporting the assets held by them for the
organization’s benefit if the organization wants to appear poorer
•
Incentive to achieve certain fundraising goals, especially to meet terms
of matching gifts
•
Incentive to misstate financial information if contributions are condi
tioned on achieving certain financial performance goals
•
Incentive to report that donor gifts (or restricted income from donor
endowments) have been used in accordance with donor restrictions
when, in fact, that is not the case. This incentive may be particularly
strong if there is a deficit change in unrestricted net assets
•
Incentive to “borrow” from restricted funds to cover a current unre
stricted deficit
•
Incentive to mis-characterize revenue so as not to fail the IRS public
support test
•
Incentive to recognize intentions to give as contributions made in order
to avoid private foundation excise tax on the net investment income
•
Incentive to mis-allocate expenses to avoid exceeding IRS limits on
allowable lobbying
•
Incentive to inappropriately minimize unrelated business income
taxes, such as by over-allocating costs against taxable unrelated
business income
•
Incentive to mis-characterize overhead expenses as direct program
expenses when grantors limit the amount of their grants that may be
used for overhead (sometimes such limits are zero)
•
Incentive to avoid surplus funds in grants that require that surplus
funds be returned to the grantor
A-7. When brainstorming about the opportunities for fraud to be perpe
trated, the audit team members may want to discuss whether the following
exist:
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•
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•
•

•

•
•

•

•

•

•

•

Domination of management by a single person (such as an executive
director) or small group without compensating controls, for example,
a charismatic executive combined with a reluctance of employees or
directors to disagree with him or her
Limited number of staff involved in the accounting functions, if the
result is inadequate internal control over assets that increases the
susceptibility of misappropriation of those assets
An attitude among management that, “We’re a charity, no one would
steal from us!”, with an attendant lack of appreciation for the impor
tance of strong internal controls
Unjustified trust in employees or volunteers because “we know they
are committed to the cause”
Key management functions and controls are in the hands of volunteers
not subject to normal levels of supervision
Management lacks the necessary background, experience, or commit
ment to fulfill their duties
A hands-off governing board or one with insufficient financial exper
tise to oversee the financial reporting process and internal controls
Special events or fundraising methods result in large amounts of cash
on hand or processed, for example, church plate collections, and
door-to-door and other off-premises fundraising
Revenue (including contributions) received in the form of coins/currency,
and/or in the form of checks personally handed to organization staff
and volunteers
Inadequate investigation of past-due promises to give, especially con
ditional promises, which are not recognized in the financial statements
Numerous restricted grants received under the control of a single
individual or a small group of individuals, which could lead to allocat
ing expenses to an inappropriate grant account when grant limits are
reached on the appropriate one
Programs are supported by mixed types of grants (fixed price, units of
service, cost reimbursement) that could motivate charging inappropri
ate expenses against certain grants or charging multiple grants for the
same expenditure
Fixed assets not subject to existing general ledger controls because
they are not recorded, for example, fixed assets legally owned by a
grantor or collection items that the organization has chosen not to
capitalize
Grant programs for which the recipients are individuals, for example,
food, clothing, or other assets are distributed, or scholarships, fellow
ships, or other financial assistance is paid out
Research projects where payments to test subjects are made in cash,
especially if lists of payments are not prepared so as to preserve the
confidentiality of the subjects’ identities
A complex organizational structure (often including several entities
under common control), especially if there are numerous in ter
organization transactions

A-8. When brainstorming about a culture or environment that enables
management to rationalize committing fraud, the audit team members may
want to discuss whether any of the following exist:
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An organization culture that lets concern for provision of program
services completely override sound internal controls
Misguided attempts to preserve the organization’s program services
no matter what the cost or risk, for example, by not remitting payroll
withholdings
An employee’s attitude that because his or her compensation is lower
than what the employee perceives could be earned in the for-profit
sector, special perquisites are justified (such as rights to take donated
noncash items for personal use)
An employee who has access to assets subject to misappropriation is
dissatisfied, perhaps because of long work hours or inability to get
resources assigned to the employee’s projects
Governing board members have personally guaranteed debt of the
organization and the organization is experiencing a deteriorating
financial condition

A-9. The above lists highlight incentives/pressures, opportunities, and cul
tures or environments that are unique to or more common in the not-for-profit
industry than in other industries. The audit team members should also consider
and discuss the risk factors identified in Appendix A of SAS No. 99. That
appendix is reproduced at www.aicpa.org/antifraud/risk.

Obtaining the Information Needed to Identify the Risks of
Material Misstatement Due to Fraud
A-10. SAS No. 22, Planning and Supervision (AICPA, Professional Stand
ards, vol. 1, AU sec. 3 1 1 .0 6 -.08), provides guidance about how the auditor
obtains knowledge about the entity’s business and the industry in which it
operates. In performing that work, information may come to the auditor’s
attention that should be considered in identifying risks of material misstate
ment due to fraud. As part of this work, the auditor should perform the following
procedures to obtain information that is used (as described in paragraphs 35
through 42 of SAS No. 99) to identify the risks of material misstatement due
to fraud:
a.

Make inquiries of management and others within the entity to obtain
their views about the risks of fraud and how they are addressed. (See
paragraphs 20 through 27 of SAS No. 99.)

b.

Consider any unusual or unexpected relationships that have been
identified in performing analytical procedures in planning the audit.
(See paragraphs 28 through 30 of SAS No. 99.)

c.

Consider whether one or more fraud risk factors exist. (See para
graphs 31 through 33 of SAS No. 99, the Appendix to SAS No. 99 and
paragraphs A-5 through A-9 of this appendix.)

d.

Consider other information that may be helpful in the identification
of risks of material misstatement due to fraud. (See paragraph 34 of
SAS No. 99.)

A-11. In planning the audit, the auditor also should perform analytical
procedures relating to revenue with the objective of identifying unusual or
unexpected relationships involving revenue accounts that may indicate a
material misstatement due to fraudulent financial reporting. For example, in
the not-for-profit industry, the following unusual or unexpected relationships
may indicate a material misstatement due to fraud.
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Changes in contribution revenue as compared to a prior period are not
as expected, considering changes in the surrounding circumstances
(state of the economy, changed fundraising efforts, known major
gifts/grants, etc.)
Revenue does not change in the direction and/or magnitude that is
expected based on observed changes in related expenses (e.g., revenue
and expenses of a clinic)
Earned revenue is inconsistent with known levels of services provided
A significant amount of expenditures on cost-reimbursement grants
are recognized at the tail end of the grant period
Investment return overall, or for an individual fund, is not reasonable

•

•
•
•

A-12. C o n sid erin g F r a u d R isk F a ctors. As indicated in item c above, the
auditor may identify events or conditions that indicate incentives/pressures to
perpetrate fraud, opportunities to carry out the fraud, or attitudes/rationaliza
tions to justify a fraudulent action. Such events or conditions are referred to as
“fraud risk factors.” Fraud risk factors do not necessarily indicate the existence
of fraud; however, they often are present in circumstances where fraud exists.

A-13. SAS No. 99 provides fraud risk factor examples that have been written
to apply to most enterprises. The section about brainstorming sessions that are
conducted by the audit team members (paragraphs A-5 through A-9 of this
appendix) contains a list of fraud risk factors specific to the not-for-profit
industry. Remember that fraud risk factors are only one of several sources of
information an auditor considers when identifying and assessing risk of mate
rial misstatement due to fraud.

Identifying Risks That May Result in a Material Misstatement
Due to Fraud
A-14. In identifying risks of material misstatement due to fraud, it is helpful
for the auditor to consider the information that has been gathered in accordance
with the requirements of paragraphs 19 through 34 of SAS No. 99. The auditor’s
identification of fraud risks may be influenced by characteristics such as the
size, complexity, and ownership attributes of the entity. In addition, the auditor
should evaluate whether identified risks of material misstatement due to fraud
can be related to specific financial-statement account balances or classes of
transactions and related assertions, or whether they relate more pervasively
to the financial statements as a whole. Certain accounts, classes of transac
tions, and assertions that have high inherent risk because they involve a high
degree of management judgment and subjectivity also may present risks of
material misstatement due to fraud because they are susceptible to manipula
tion by management.
A-15. Recognition of the following items might involve a high degree of
management judgment and subjectivity:
a.

Contributions Receivable and Revenue
• Measurement of non-cash contributions in the absence of pub
licly available market quotations
• Whether the allowance for uncollectible pledges is appropriate
(This involves a higher degree of subjectivity than normal trade
or loans receivable, due to the voluntary nature of the underlying
transaction.)
• Whether a donor communication is an expression of an intention
to give or a promise to give
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•
•
•

b.

c.

d.

e.

Whether promises to give are conditional or unconditional
Whether donor stipulations are conditions or restrictions
Whether a donor-imposed condition on a promise to give has
been substantially met
• Whether donated services require specialized skills
• Whether the organization would typically have had to purchase
services if they were not provided by donation
• Whether assets received that must be passed on to another
entity meet the criteria in FASB Statement No. 136, Transfers
of Assets to a Not-for-Profit Organization or Charitable Trust
That Raises or Holds Contributions for Others, for recognition as
contribution revenue by the reporting (recipient) organization
(That is, is there variance power; are the organizations finan
cially interrelated; is a transfer revocable; and so forth?)
Revenues Other Than Contributions
• Whether revenue transactions (e.g., membership dues, grants,
contracts) are contributions or exchange transactions (or
whether they have a contribution element)
• Whether a revenue source results from an activity that is subject
to tax as an unrelated business
Contributions Payable and Expense
• Whether a communication with another not-for-profit organiza
tion is an expression of an intention to give or a promise to give
• Whether promises to give are conditional or unconditional
• Whether stipulations are conditions or restrictions
• Whether a condition on a promise to give to another organization
has been met, especially if the donor organization’s monitoring
system is inadequate
Expenses, in General
• Allocation of costs of joint activities, both as to whether the
criteria in SOP 98-2 are met and whether the allocation bases
and methods chosen are appropriate
• Allocation of expenses among functional categories, especially if
that allocation is made at year end based on percentages
• Whether an expenditure satisfies a restriction on net assets
Other Items
• Whether an organization maintains its collection in a manner
that qualifies for nonrecognition, especially if they have occa
sionally sold collection items in the past without purchasing new
items for the collection
• Recoverability of assets with possibly limited future use (e.g.,
sets and costumes owned by a theater)
• Whether a related not-for-profit organization meets the criteria
for consolidation or for financially interrelated organizations
accounted for under the equity method in FASB Statement No.
136, especially if one organization has significant influence over
the other but not a majority voting interest in the governing
board of the other.

A Presumption That Improper Revenue Recognition Is a Fraud Risk
A-16. Material misstatements due to fraudulent financial reporting often
result from an overstatement of revenues (for example, through premature
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revenue recognition or recording fictitious revenues) or an understatement of
revenues (for example, through improperly shifting revenues to a later period).
Therefore, the auditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition (see paragraph 41
of SAS No. 99).
A-17. Revenue may be improperly recognized due to fraudulent financial
reporting if:
• Conditional promises to give are recognized as unconditional, or vice versa
• Intentions to give are recognized as promises to give, or promises to
give are not recognized because it is asserted that they are intentions
to give
• Unconditional grants that are in substance contributions are recog
nized as exchange transactions, or vice versa
• Membership dues that are in substance contributions are recognized
as exchange transactions, or vice versa
• Improper periods for amortization of income from membership dues,
tuition, season ticket sales, etc. are used.
• Agency transactions are recognized as contribution revenue and pro
gram expense, particularly if the reported fair value of noncash items
changes without cause between receipt and disbursement
• Works of art, historical treasures, and similar items are not recognized
but should be because the collection does not meet the criteria for
nonrecognition
• In-kind contributions are selectively recognized to maximize the re
ported ratio of program expenses to total expenses (that is, the organi
zation makes every attempt to recognize and maximize the estimated
fair value of contributions of items for program purposes, but ignores
or minimizes the estimated fair value of items used for management
and general or fundraising purposes
• Discount rates used in measuring promises to give or split-interest
gifts are inappropriate
• Revenue is recognized for services that were not delivered
• Sliding scales used to charge service recipients are not appropriately
applied

A Consideration of the Risk of Management Override of Controls
A-18. Even if specific risks of material misstatement due to fraud are not
identified by the auditor, there is a possibility that management override of
controls could occur, and accordingly, the auditor should address that risk (see
paragraph 57 of SAS No. 99) apart from any conclusions regarding the existence
of more specifically identifiable risks. Specifically, the procedures described in
paragraphs 58 through 67 of SAS No. 99 should be performed to further address
the risk of management override of controls. These procedures include (1)
examining journal entries and other adjustments for evidence of possible
material misstatement due to fraud, (2) reviewing accounting estimates for
biases that could result in material misstatement due to fraud, and (3) evalu
ating the business rationale for significant unusual transactions.

Key Estimates
A-19. Fraudulent financial reporting is often accomplished through the
intentional misstatement of accounting estimates. Estimates by management
are common in the following areas:
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•
•
•
•
•
•

Measurement of non-cash contributions other than marketable secu
rities, and especially of unusual non-cash assets
Allowance for uncollectible promises to give
Present value calculations for unconditional promises to give and
split-interest agreements
Methods and factors used in allocating the costs of joint activities
Allocation of expenses to functional categories
Future cash flows related to assets that are possibly impaired

A-20. Review and evaluation of the financial results reported by the organi
zation or its individual operating units also may detect fraudulent financial
reporting. Unusual fluctuations in results of a particular reporting unit, or the
lack of expected fluctuations, may indicate potential manipulation by manage
ment. Examples of key ratios or trends to evaluate include:
•
Percentage of revenue by major source, particularly if compared over
a series of years or between similar individual operating units
•
Percentage of expenses in each of the major programs and in manage
ment and general and fundraising categories, particularly if compared
over a series of years or between similar individual operating units
•
Fundraising expenses as a percentage of contribution revenue
•
Investment income as a percentage of investment assets
•
Comparisons of budget to actual for revenues and expenses
•
Per capita calculations such as payroll expense per employee, average
fee per service recipient, average gift shop sales per person admitted,
average contribution per person solicited, etc., particularly if the
denominator (head count) can be determined independent of the
accounting function
•
Comparison of the amount of gifts received in the accounting records
and the development records

Assessing the Identified Risks After Taking Into Account an
Evaluation of the Entity's Programs and Controls That Address
the Risks
A-21. Auditors should comply with the requirements of paragraphs 43
through 45 of SAS No. 99 concerning an entity’s programs and controls that
address identified risks of material misstatement due to fraud.
A-22. The Exhibit to SAS No. 99 discusses examples of programs and
controls an entity may implement to prevent, deter, and detect fraud. It
includes sections on creating a culture of honesty and high ethics, evaluating
antifraud processes and controls, and developing an appropriate oversight
process. That exhibit is reproduced at www.aicpa.org/antifraud/management.
Some example recommendations from the Exhibit to SAS No. 99 are included
in the following two paragraphs.
A-23. The organization should attract individuals to serve on the governing
board who are financially literate and who have an understanding of generally
accepted accounting principles and audits of financial statements prepared
under those principles. It is also helpful if some members of the governing board
have experience in the preparation and/or the auditing of financial statements
of a not-for-profit organization of similar size, scope and complexity, an appre
ciation of what is necessary to maintain a good internal control environment
and experience in internal governance and procedures of audit committees.
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(Additional desirable characteristics of board members are discussed in the
Exhibit to SAS No. 99.) Members of the governing board should set the “tone
at the top” for ethical behavior within the organization, including making sure
that transactions do not result in private inurement or violate the IRS Inter
mediate Sanctions. (Intermediate sanctions are designed to protect donors and
charities from insider dealing and excessive compensation for executives.)
A-24. Management also participates in setting the tone for ethical behavior.
It also should create a positive workplace environment, hire and promote
appropriate employees, provide training upon hiring and periodically thereaf
ter, hold all employees accountable to act within the entity’s code of conduct,
investigate all suspected incidents of fraud, and discipline for actual violations.
A-25. In addition, management has primary responsibility for establishing
and monitoring all aspects of the entity’s fraud risk-assessment and prevention
activities. Among the processes that management should design and monitor
are those that:
• Satisfy management that substantially all contributions intended for
the organization have been received, recorded, and deposited
• Satisfy management that services are provided only to authorized
persons and properly billed (members have paid dues, patients have
paid proper fees, beneficiaries meet eligibility criteria, only tickethold
ers are admitted to events, etc.)
• Satisfy management that expenses are being properly allocated to
functions and to individual funds or grants
• Monitor and explain budget variances, including by fund or grant
• Ensure that related party transactions and relationships have a valid
business purpose and are conducted in a manner that does not result
in private inurement
A-26. The auditor should consider whether such programs and controls
mitigate the identified risks of material misstatement due to fraud or whether
specific control deficiencies exacerbate the risks. After the auditor has evalu
ated whether the entity’s programs and controls have been suitably designed
and placed in operation, the auditor should assess these risks taking into
account that evaluation. This assessment should be considered when develop
ing the auditor’s response to the identified risks of material misstatement due
to fraud.

Responding to the Results of the Assessment
A-27. Paragraphs 46 through 67 of SAS No. 99 provide requirements and
guidance about an auditor’s response to the results of the assessment of the
risks of material misstatement due to fraud. The auditor responds to risks of
material misstatement due to fraud in the following three ways:
a.

A response that has an overall effect on how the audit is conducted—
that is, a response involving more general considerations apart from
the specific procedures otherwise planned (see paragraph 50 of SAS
No. 99).

b.

A response to identified risks involving the nature, timing, and
extent of the auditing procedures to be performed (see paragraphs
51 through 56 of SAS No. 99). Audit tests that are unique to not-forprofit organizations are included at the ends of chapters 5, 6, 7, 8, 9,
10, 11, and 13 of this Guide.
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c.

A response involving the performance of certain procedures to fur
ther address the risk of material misstatement due to fraud involving
management override of controls, given the unpredictable ways in
which such override could occur (see paragraphs 57 through 67 of
SAS No. 99 and paragraph A-18 through A-20 above).

Evaluating Audit Evidence
A-28. Paragraphs 68 through 78 of SAS No. 99 provide requirements and
guidance for evaluating audit evidence. The auditor should evaluate whether
analytical procedures that were performed as substantive tests or in the overall
review stage of the audit indicate a previously unrecognized risk of material
misstatement due to fraud. The auditor also should consider whether responses
to inquiries throughout the audit about analytical relationships have been
vague or implausible, or have produced evidence that is inconsistent with other
evidential matter accumulated during the audit.
A-29. At or near the completion of fieldwork, the auditor should evaluate
whether the accumulated results of auditing procedures and other observations
affect the assessment of the risks of material misstatement due to fraud made
earlier in the audit. As part of this evaluation, the auditor with final responsi
bility for the audit should ascertain that there has been appropriate communi
cation with the other audit team members throughout the audit regarding
information or conditions indicative of risks of material misstatement due to
fraud.

Responding to Misstatements That May Be the Result of Fraud
A-30. When audit test results identify misstatements in the financial state
ments, the auditor should consider whether such misstatements may be indica
tive of fraud. See paragraphs 75 through 78 of SAS No. 99 for requirements and
guidance about an auditor’s response to misstatements that may be the result
of fraud. If the auditor believes that misstatements are or may be the result of
fraud, but the effect of the misstatements is not material to the financial
statements, the auditor nevertheless should evaluate the implications, espe
cially those dealing with the organizational position of the person(s) involved.
A-31. If the auditor believes that the misstatement is or may be the result
of fraud, and either has determined that the effect could be material to the
financial statements or has been unable to evaluate whether the effect is
material, the auditor should:
a.

Attempt to obtain additional evidential matter to determine whether
material fraud has occurred or is likely to have occurred, and, if so,
its effect on the financial statements and the auditor’s report
thereon.1

b.
c.

Consider the implications for other aspects of the audit (see para
graph 76 of SAS No. 99).
Discuss the matter and the approach for further investigation with
an appropriate level of management that is at least one level above those
involved, and with senior management and the audit committee.2

d.

If appropriate, suggest that the client consult with legal counsel.

1 See SAS No. 58 for guidance on auditors’ reports issued in connection with audits of financial
statements.
2 If the auditor believes senior management may be involved, discussion of the matter directly
with the audit committee may be appropriate.
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A-32. The auditor’s consideration of the risks of material misstatement and
the results of audit tests may indicate such a significant risk of material
misstatement due to fraud that the auditor should consider withdrawing from
the engagement and communicating the reasons for withdrawal to the audit
committee or others with equivalent authority and responsibility. The auditor
may wish to consult with legal counsel when considering withdrawal from an
engagement.

Communicating About Possible Fraud to Management, the Audit
Committee, and Others
A-33. Whenever the auditor has determined that there is evidence that fraud
may exist, that matter should be brought to the attention of an appropriate
level of management. See paragraphs 79 through 82 of SAS No. 99 for further
requirements and guidance about communications with management, the
audit committee, and others.

Documenting the Auditor's Consideration of Fraud
A-34. Paragraph 83 of SAS No. 99 requires certain items and events to be
documented by the auditor. Auditors should comply with those requirements.

Practical Guidance
A-35. The AICPA Practice Aid, Fraud Detection in a GAAS Audit—SAS No.
99 Implementation Guide, provides a wealth of information and help on com
plying with the provisions of SAS No. 99. Moreover, this Practice Aid provides
an understanding of the differences between the requirements of SAS No. 99
and SAS No. 82, which was superseded by SAS No. 99. This Practice Aid is an
Other Auditing Publication as defined in SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150).
Other Auditing Publications have no authoritative status; however, they may
help the auditor understand and apply SASs.
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Chapter 3
Basic Financial Statements
Introduction
3.01 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 117, Financial Statements of Not-for-Profit
Organizations, establishes standards for general-purpose external financial
statements prepared by not-for-profit organizations. It specifies that a com
plete set of financial statements should include a statement of financial posi
tion, a statement of activities, a statement of cash flows,1 accompanying notes
to the financial statements, and for voluntary health and welfare organiza
tions, a statement of functional expenses.2 Appendix C of FASB Statement No.
117 includes illustrations of those financial statements.
3.02 A set of financial statements of a not-for-profit organization should
include information required by generally accepted accounting principles
(GAAP), except for principles included in authoritative pronouncements that
specifically exempt not-for-profit organizations,3 including information re
quired by applicable specialized accounting and reporting principles and prac
tices, such as those specified in this Guide. The requirements of FASB
Statement No. 117 are generally no more stringent than the requirements for
for-profit organizations; accordingly, although FASB Statement No. 117 does
not specify the degree of aggregation and the order of presentation in financial
statements of not-for-profit organizations, they should be similar to what is
required or permitted for for-profit organizations. Appendix C to FASB State
ment No. 117 includes financial statements that illustrate some of the ways in
which the requirements of the Statement can be met.

Statement of Financial Position
3.03 A statement of financial position should focus on the organization as
a whole and should report the amounts of its assets, liabilities, and net assets.
Assets and liabilities should be aggregated into reasonably homogeneous
groups. Assets need not be disaggregated on the basis of the presence of donor1 As discussed in chapter 5, “Contributions Received and Agency Transactions,” of this Audit
and Accounting Guide (Guide), some not-for-profit organizations receive resources in agency transac
tions. For some of those organizations, receiving resources as agents may be a primary component of
their mission. Those organizations should consider presenting the statement of cash flows as the first
financial statement presented in their set of financial statements, in order to emphasize the impor
tance of the information presented in that statement.
2 The terms statem ent o f fin an cial position, statem ent o f activities, and statem ent o f functional
expenses indicate the content and purpose of the respective statements and serve as possible titles for
those statements. Other appropriately descriptive titles may also be used. For example, a statement
reporting financial position could be called a balance sheet as well as a statem ent o f fin an cial position.
Current practice and the statement’s purpose suggest, however, that a statement of cash flows only
be titled “Statement of Cash Flows.”
3 Chapter 1, “Introduction,” of this Guide, incorporates Statement of Position (SOP) 94-2, The
Application o f the Requirem ents o f Accounting R esearch B ulletins, Opinions o f the Accounting P rinci
p les B oard, an d Statem ents an d Interpretations o f the F in an cial Accounting S tan dards B oard to
Not-for-Profit Organizations, which is superseded by this Guide for organizations that are included
in the scope of this Guide.
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imposed restrictions on their use; for example, cash available for unrestricted
current use need not be reported separately from cash received with donor-im
posed restrictions that is also available for current use.4 However, cash or
other assets either (a) designated for long-term purposes or (b) received with
donor-imposed restrictions that limit their use to long-term purposes should
not be aggregated on a statement of financial position with cash or other assets
that is available for current use. For example, cash that has been received with
donor-imposed restrictions limiting its use to the acquisition of long-lived
assets should be reported under a separate caption, such as “cash restricted to
investment in property and equipment,” and displayed near the section of the
statement where property and equipment is displayed. The kind of asset
should be described in the notes to the financial statements if its nature is not
clear from the description on the face of the statement of financial position.
3.04 Paragraph 12 of FASB Statement No. 117 requires that one or more
of the following techniques be used to provide information about the organiza
tion’s liquidity:
a.

Sequencing assets according to their nearness of conversion to cash
and sequencing liabilities according to the nearness of their maturity
and resulting use of cash

b.

Classifying assets and liabilities as current and noncurrent, as
defined by Accounting Research Bulletin No. 43, Chapter 3A, “Work
ing Capital—Current Assets and Current Liabilities”

c.

Disclosing in notes to financial statements relevant information
about the liquidity or maturity of assets and liabilities, including
restrictions on the use of particular assets

Information about the liquidity or maturity of assets and liabilities should be
disclosed in a separate note to the financial statements if that information is
not apparent from the face of the statements or the other notes.
3.05 A statement of financial position should report amounts for each of
three classes of net assets (permanently restricted net assets, temporarily
restricted net assets, and unrestricted net assets) as well as total net assets.
The three net asset classes should be based solely on the existence or absence
of donor-imposed restrictions. (As discussed in paragraph 3.07, board-desig
nated limitations on the use of unrestricted net assets are permitted to be
disclosed.)
3.06 Permanently restricted net assets result from contributions whose
use is limited by donor-imposed stipulations that neither expire by passage of
time nor can be fulfilled or otherwise removed by the organization’s actions.
Temporarily restricted net assets result from contributions whose use is lim
ited by donor-imposed stipulations that either expire by passage of time or can
be fulfilled and removed by actions of the organization pursuant to these
stipulations. Net assets may be temporarily restricted for various purposes,
such as use in future periods or use for specified purposes.
3.07 In the absence of donor-imposed restrictions, net assets should be
classified as unrestricted. Paragraph 16 of FASB Statement No. 117 permits
organizations to disclose self-imposed limitations on the use of unrestricted net
4
Assets other than cash may also be restricted by donors. For example, land could be restricted
to use as a public park. Generally, however, restrictions apply to net assets, not to specific assets.
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assets (such as board-designated endowments) in the notes to the financial
statements or on their face, provided that total unrestricted net assets are
displayed. Contractual limitations on the use of particular assets (such as cash
held on deposit as a compensating balance) should be disclosed either on the
face of the statement of financial position or in the notes to the financial
statements.

Statement of Activities
3.08 A statement of activities should focus on the organization as a whole
and should report the amount of the change in net assets for the period, using
a descriptive term such as change in net assets or change in equity. The
statement should report the amounts of the changes in permanently restricted
net assets, temporarily restricted net assets, unrestricted net assets, and total
net assets. Revenues, expenses, gains, and losses should be classified by net
asset class.5 Events that simultaneously increase one net asset class and
decrease another (reclassifications) should be reported as separate items.
Classification of revenues, expenses, gains, and losses and reclassifications are
discussed in greater detail in subsequent chapters of this Guide.
3.09 Paragraph 7 of FASB Statement No. 117 requires the display of an
appropriately labeled subtotal within a statement of activities for the change
in each class of net assets before the effects of extraordinary items, discontin
ued operations, or accounting changes. (Paragraph 7 of FASB Statement No.
117 also notes that not-for-profit organizations should apply the appropriate
disclosure and display requirements for, among other things, unusual and
infrequently occurring events.)
3.10 The determination of the net asset class in which revenues, gains,
and losses should be reported should be based solely on the presence or kind of
donor-imposed restrictions. In the absence of such restrictions, revenues
should be reported as increases in unrestricted net assets. All expenses should
be reported as decreases in unrestricted net assets. Gains should be reported
as increases, and losses as decreases, in unrestricted net assets unless their
use is temporarily or permanently restricted by explicit donor stipulations or
by law. Expirations of donor-imposed restrictions that simultaneously increase
one net asset class and decrease another (reclassifications) should be reported
as separate items.
3.11 FASB Statement No. 117 does not specify the way that revenues,
expenses, gains, losses, and reclassifications should be sequenced. Paragraph
158 of FASB Statement No. 117 suggests several ways that items constituting
those elements could be sequenced: (a) revenues and gains, reclassifications,
expenses, and losses; (b) revenues, expenses, gains, losses, and reclassifica
tions; and (c) certain revenues, less directly related expenses, followed by a
subtotal, then other revenues, other expenses, gains and losses, and reclassifi
cations. Chapter 13, “Expenses, Gains, and Losses,” of this Guide, discusses
alternative ways of reporting costs related to sales of goods and services and
the direct costs of special events.
3.12 An organization may, if it wishes, incorporate additional classifica
tions within the statement of activities. For example, it may classify revenues
and expenses within a class or classes of net assets as operating and nonoper
ating, expendable and nonexpendable, recurring and nonrecurring, or in other
ways, such as by business segments.
5
Paragraph 20 of FASB Statement No. 117 requires expenses to be reported as decreases in
unrestricted net assets.
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3.13 Accordingly, an intermediate measure of operations, such as an
excess or deficit of operating revenues over expenses, may be reported in a
statement of activities, as long as the use of the term operations is clear either
from the details provided on the face of the statement or from a description
contained in a note to the financial statements. If an intermediate measure of
operations is reported, it must be in a financial statement that, at a minimum,
reports the change in total unrestricted net assets for the period.

Reporting Expenses
3.14 To help users assess an organization’s service efforts, including the
costs of its services and how it uses resources, a statement of activities or the
notes to the financial statements should report expenses by their functional
classification, such as major programs and supporting activities. Voluntary
health and welfare organizations6 are required to report that information,
together with information about expenses by their natural classification in a
matrix format in a separate financial statement. A natural classification of
expenses would include expense categories such as salaries, rent, electricity,
interest expense, depreciation, awards and grants to others, and professional
fees. To the extent that those expenses are reported by other than their natural
classification (such as salaries included in cost of goods sold or facility rental
costs of special events reported as direct benefits to donors), they should be
reported by their natural classification if information about expenses by their
natural classification is presented on the separate financial statement (matrix)
containing natural classifications. For example, salaries, wages, and fringe
benefits that are included as part of the cost of goods sold on the statement of
activities should be included with other salaries, wages, and fringe benefits on
the matrix containing natural classifications. FASB Statement No. 117 encour
ages, but does not require, other not-for-profit organizations to provide infor
mation about expenses by their natural expense classification.

Statement of Cash Flows
3.15 FASB Statement No. 117 amends FASB Statement No. 95, State
ment of Cash Flows, by extending its provisions to not-for-profit organizations.
A statement of cash flows provides relevant information about an organiza
tion’s cash receipts and cash payments during a period; the statement classifies
those receipts and payments as resulting from investing, financing, or operat
ing activities. Separate disclosure of noncash investing and financing activities
(for example, receiving contributions of buildings, securities, or recognized
collection items) is also required.
3.16 Operating activities are defined in FASB Statement No. 95 as in
cluding “all transactions and other events that are not defined as investing or
financing activities” (paragraph 21). Cash flows from operating activities are
not limited to the cash effects of transactions and other events that are
reported on an organization’s statement of activities and would include, if
applicable, agency transactions.
3.17 FASB Statement No. 95 permits entities to use either the direct or
the indirect method of reporting cash flows from operating activities. The direct
6
Voluntary h ealth an d w elfare organizations are defined in appendix D of FASB Statement No.
117. That definition includes a provision that “as a group, voluntary health and welfare organizations
include those not-for-profit organizations that derive their revenue primarily from voluntary contri
butions from the general public...” For purposes of this Guide, th e gen eral pu blic excludes governmen
tal entities.
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method reports major classes of gross cash receipts and gross cash payments
from operating activities to arrive at a subtotal of net cash provided by or used
in operating activities (net cash flow from operating activities). The direct
method also requires a reconciliation of the change in (total) net assets to the
net cash flow from operating activities in a separate schedule. The indirect
method starts with the change in (total) net assets for the period and reconciles
that amount to a subtotal of net cash flow from operating activities.
3.18 FASB Statement No. 117 expands the description of financing activi
ties in FASB Statement No. 95 to encompass receipts of resources that are
donor-restricted for long-term purposes. As discussed in paragraph 3.03 of this
Guide, cash that is received with donor-imposed restrictions limiting its use to
long-term purposes should not be aggregated on a statement of financial
position with cash that is available for current use. In order for the statement
of cash flows to reconcile beginning and ending cash and cash equivalents, and
to report in conformity with FASB Statement No. 95, as revised by FASB
Statement No. 117, the receipt of a cash contribution that is restricted for the
purchase of equipment should be reported as a cash flow from financing
activities (using a caption such as “contributions restricted for purchasing
equipment”), and it should be simultaneously reported as a cash outflow from
investing activities (using a caption such as “purchase of assets restricted to
investment in property and equipment” or, if the equipment was purchased in
the same period, “purchase of equipment”).7 An adjustment to reconcile the
change in net assets to net cash used or provided by operating activities would
also be needed if the contributed asset is not classified as “cash or cash
equivalents” on the statement of financial position. If the equipment is pur
chased in a subsequent period, both the proceeds from the sale of assets
restricted to investment in the equipment and the purchase of the equipment
should be reported as cash flows from investing activities.
3.19 Not all assets of not-for-profit organizations that meet the definition
of cash equivalents in FASB Statement No. 95 are cash equivalents for pur
poses of preparing statements of financial position and cash flows. As noted in
paragraph 3.03, restrictions can prevent them from being included as cash
equivalents even if they otherwise qualify. For example, short-term highly
liquid investments are not cash equivalents if they are purchased with re
sources that have donor-imposed restrictions that limit their use to long-term
investment. Further, paragraph 10 of FASB Statement No. 95 states that an
organization can, by policy, exclude from cash equivalents items that meet the
definition of “cash equivalents.” For example, an organization may hold a
portion of its endowment portfolio in cash or other instruments with maturities
of less than three months and exclude the cash and other instruments from
“cash and cash equivalents.” Similarly, cash and investments of endowment
funds held temporarily until suitable long-term investments are identified
may be excluded from cash equivalents. Paragraph 10 of FASB Statement No.
95 requires organizations to disclose their policy for determining which items
are treated as cash equivalents.

Comparative Financial Information
3.20 Not-for-profit organizations sometimes present comparative infor
mation for a prior year or years only in total rather than by net asset class.
Such summarized information may not include sufficient detail to constitute a
presentation in conformity with GAAP. If the prior year’s financial information
7
Paragraphs 3.03 and 3.19 of this Guide discuss the classification on a statement of financial
position of cash received with donor-imposed restrictions limiting its use to long-term purposes.
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is summarized and does not include the minimum information required by FASB
Statement No. 117 and this Guide (for example, if the statement of activities does
not present revenues, expenses, gains, and losses by net asset class), the nature of
the prior-year information should be described by the use of appropriate titles
on the face of the financial statements and in a note to the financial state
ments.8, 9 The use of appropriate titles includes a phrase such as “with
summarized financial information for the year ended June 3 0 , 19PY,” following
the title of the statement or column headings that indicate the summarized
nature of the information. Labeling the prior-year summarized financial infor
mation “for comparative purposes only” without further disclosure in the notes
to the financial statements would not constitute the use of an appropriate title.
3.21 An example of a note to the financial statements10 that describes the
nature of the prior-period(s) information would be as follows:
The financial statements include certain prior-year summarized comparative
information in total but not by net asset class. Such information does not
include sufficient detail to constitute a presentation in conformity with gener
ally accepted accounting principles. Accordingly, such information should be
read in conjunction with the organization’s financial statements for the year
ended June 30, 20PY, from which the summarized information was derived.

Reporting of Related Entities
3.22 In September 1994, the AICPA issued SOP 94-3, Reporting of Related
Entities by Not-for-Profit Organizations, which is included as appendix B [para
graph 8.33] to chapter 8, “Investments,” of this Guide.11 SOP 94-3 amends and
makes uniform the previously existing guidance concerning reporting related
entities.
3.23 Some of the conclusions in SOP 94-3 depend on whether the reporting
not-for-profit organization has an economic interest in other organizations. The
Glossary of SOP 94-3 includes examples of economic interests. In addition to the
examples included in the Glossary, the following is an example of an economic
interest:
The reporting entity has a right to or a responsibility for the operating results
of another entity. Or upon dissolution, the reporting entity is entitled to the net
assets, or is responsible for any deficit, of another entity.

Financial Statement Disclosures Not
Considered Elsewhere
3.24 Financial statement disclosures are generally discussed in this
Guide in connection with the specific financial statement items to which they
8 Chapter 14, “Reports of Independent Auditors,” of this Guide, discusses auditors’ reports on
comparative financial information.
9 Because the note discusses information that does not pertain to the current-period financial
statements, the note is not considered to be part of the current-period financial statements.
10 See footnote 9.
11 On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statement, C onsolidated F in an cial Statem ents: Purpose an d Policy, which would supersede FASB
Statement No. 94 and amend ARB No. 51, APB Opinion Nos. 16 and 18, and FASB Statement Nos.
15, 57, and 65. The provisions of SOP 94-3 will be reconsidered as the FASB issues final Standards.
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation o f Variable Interest
E ntities (FIN 46). Not-for-profit organizations subject to the consolidation requirements of this SOP
are not subject to FIN 46, except that they may be related parties for purposes of applying paragraphs
16 and 17 of FIN 46. In addition, a not-for-profit entity used by business enterprises in a manner
similar to a variable interest entity in an effort to circumvent the provisions of FIN 46 is subject to
FIN 46. The FASB now plans to continue its consideration of the broader proposals in the 1999
exposure draft.
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pertain. This section discusses disclosures that are unique to not-for-profit
organizations and that are not discussed elsewhere in this Guide.

Noncompliance With Donor-Imposed Restrictions12
3.25 A not-for-profit organization may not be in compliance with donorimposed restrictions, including requirements that it maintain an appropriate
composition of assets (usually cash and marketable securities in amounts
needed to comply with all donor restrictions). Such noncompliance could result
in a material contingent liability, result in a material loss of future revenue, or
cause the organization to be unable to continue as a going concern.
3.26 FASB Statement No. 5, Accounting for Contingencies, provides guid
ance for accruing and disclosing contingent liabilities. SAS No. 54, Illegal Acts
by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), addresses
disclosure of illegal acts that could lead to a material loss of revenue. SAS No.
59, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341), contains broad
guidance on disclosures when there is a substantial doubt about an entity’s
ability to continue as a going concern.
3.27 Noncompliance with donor-imposed restrictions should be disclosed
if there is a reasonable possibility that a material contingent liability has been
incurred at the date of the financial statements or there is at least a reasonable
possibility that the noncompliance could lead to a material loss of revenue or
could cause an entity to be unable to continue as a going concern.13 If the
noncompliance results from an organization’s failure to maintain an appropri
ate composition of assets in amounts needed to comply with all donor restric
tions, the amounts and circumstances should be disclosed.

Risks and Uncertainties
3.28 SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties,
requires entities to include in their financial statements information about the
following:
• The nature of their operations
• Use of estimates in the preparation of financial statements
In addition, if specified disclosure criteria are met, it requires entities to include
in their financial statements disclosures about the following:
• Certain significant estimates
• Current vulnerability due to certain concentrations
The SOP includes examples of disclosures that may be pertinent for not-forprofit organizations. The provisions of the SOP are effective for financial
statements issued for fiscal years ending after December 15, 1995.

12 As discussed in chapter 11, “Net Assets,” of this Guide, and throughout other sections of this
Guide, not-for-profit organizations should report amounts for each of three classes of net assets.
Noncompliance with donor-imposed restrictions may result in net assets being reported other than in
accordance with donor-imposed restrictions. For example, net assets would be reported other than in
accordance with donor-imposed restrictions if restricted net assets were reported as unrestricted net
assets. If net assets are reported other than in accordance with donor-imposed restrictions, the
financial statements are not presented in conformity with GAAP.
13 As discussed in paragraph 10.13, noncompliance with donor-imposed restrictions may re
quire accrual of a liability in conformity with FASB Statement No. 5.
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Chapter 4
Cash and Cash Equivalents
Introduction
4.01 Like for-profit enterprises, not-for-profit organizations hold cash
balances to meet payments arising in the ordinary course of operations and
payments for unanticipated contingencies. These balances may be held as cash
or cash equivalents.
4.02 Cash includes currency on hand and deposits held by financial
institutions that can be added to or withdrawn without limitation, such as
demand deposits. Paragraph 8 of Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 95, Statement of
Cash Flows, defines cash equivalents as “short-term, highly liquid investments
that are both (a) readily convertible to known amounts of cash [and] (b) so near
their maturity that they present insignificant risk of changes in value because
of changes in interest rates.”1 Not-for-profit organizations may invest excess
cash in cash equivalents (such as treasury bills, commercial paper, and moneymarket mutual funds) to earn greater returns.

Financial Statement Presentation
4.03 A statement of financial position should include a separate line item,
“Cash” or “Cash and Cash Equivalents.” As noted in paragraph 3.03, cash and
cash equivalents received with donor-imposed stipulations restricting the use
of the cash contributed to long-term purposes and cash set aside for long-term
purposes should not be classified on a statement of financial position with
assets that are available for current use.2
4.04 Some limitations may exist on an organization’s ability to withdraw
or use cash and cash equivalents. These limitations may be imposed by (a)
creditors and other outside parties (such as limitations on cash held by finan
cial institutions to meet compensating balance requirements, cash and cash
equivalents held as collateral on debt obligations, cash received as collateral
on loaned securities, and cash held for students, clients, and others under
agency agreements); (b) donors, who place permanent or temporary restric
tions on their cash contributions (such as restricting the contributions to in1 Paragraph 8 of FASB Statement No. 95 indicates that, “...generally, only investments with
original maturities [footnote reference omitted] of three months or less qualify under that definition.”
2 As noted in paragraph 3.04 of this Audit and Accounting Guide (Guide), paragraph 12 of FASB
Statement No. 117, F in an cial Statem ents o f Not-for-Profit Organizations, requires not-for-profit
organizations to do one or more of the following: (a) sequence assets based on their nearness to cash,
(ft) classify assets as current and noncurrent, or (c) include relevant information about assets’
liquidity, including restrictions on the use of particular assets, in notes to the financial statements.
Paragraph 156 of Statement No. 117 illustrates this requirement: cash and cash equivalents re
stricted by donors to investment in fixed assets are not included as “cash or cash equivalents” but as
“assets restricted to investment in land, buildings, and equipment”; cash and cash equivalents
contributed by donors with stipulations that the contributed assets be invested permanently are
reported as “long-term investments.”
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vestments in buildings or requiring that the principal be maintained perma
nently or for a specified time period); or (c) governing boards, which may
designate cash for investment purposes (traditionally known as “funds func
tioning as endowment” or “quasi endowment”).
4.05
Relevant information about the nature and amount of limitations on
the use of cash and cash equivalents should be included on the face of the
financial statements or in the notes. Information about the nature and amount
of donor-imposed restrictions should also be disclosed in the net asset section
of the statement of financial position or in the notes to the financial state
ments.3 (Chapter 11, “Net Assets,” of this Guide, discusses accounting for net
assets.) Disclosure in the notes to the financial statements should also be made
if unusual circumstances (such as special borrowing arrangements, require
ments imposed by resource providers that cash be held in separate accounts,
and known significant liquidity problems) are present, or if the organization
has not maintained appropriate amounts of cash and cash equivalents to
comply with donor-imposed restrictions.4

3 Paragraph 94 of FASB Statement No. 117 also permits not-for-profit organizations to disaggre
gate assets into unrestricted and donor-restricted classes when there are donor restrictions on the
use of specific donated assets.
4 Paragraphs 3.25 through 3.27 of this Guide discuss reporting requirements when the organi
zation is not in compliance with donor-imposed restrictions.
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Chapter 5
Contributions Received and
Agency Transactions
Introduction
5.01 Some not-for-profit organizations receive contributions of cash, other
assets, and services from individuals, for-profit organizations, other not-forprofit organizations, and governments. Paragraph 5 of FASB Statement No.
116, Accounting for Contributions Received and Contributions Made, defines a
contribution as
an unconditional transfer of cash or other assets to an entity or a settle
ment or cancellation of its liabilities in a voluntary nonreciprocal transfer
by another entity acting other than as an owner. Other assets include
securities, land, buildings, use of facilities or utilities, m aterial and sup
plies, intangible assets, services, and unconditional promises to give those
items in the future.

5.02 Some inflows of assets are not included in the definition of contribu
tions, as follows:
• Transfers that are exchange transactions, in which both parties re
ceive goods or services of commensurate value
• Transfers in which the organization is acting as an agent, trustee, or
intermediary for the donor (that is, the organization has little or no
discretion concerning the use of the assets transferred)
• Tax exemptions, tax incentives, and tax abatements
This chapter provides guidance for distinguishing contributions from other
kinds of transactions. It also discusses recognition, measurement, and disclo
sure principles for contribution revenues1 and related receivables.2 Chapter
12 of this Guide discusses accounting principles for revenues, gains, and
receivables from providing services and from other exchange transactions.
Chapter 13, “Expenses, Gains, and Losses,” of this Guide, discusses reporting
contributions made by not-for-profit organizations.
1 The classification of contributions received as revenues or gains depends on whether the
transactions are part of the organization’s ongoing major or central activities, or are peripheral or
incidental to the organization. For purposes of this chapter, the term contribution revenue is used to
apply to either situation. Chapter 12, “Revenues and Receivables From Exchange Transactions,” of
this Guide, discusses the distinction between ongoing major activities and peripheral or incidental
transactions and events.
2 Unconditional promises to give cash or other financial instruments, such as an ownership
interest in an entity, are financial instruments as defined in FASB Statement No. 133, Accounting for
Derivative F in an cial Instrum ents an d H edging Activities, and thus requirements for recognition and
disclosure of financial instruments apply. For example, disclosures about fair value required by FASB
Statement No. 107, D isclosures about F a ir Value o f F in an cial Instrum ents, as amended by FASB
Statement Nos. 112, 123, 125, 126, 133, and 140, apply unless the conditions described in FASB
Statement No. 126, Exem ption from Certain R equ ired Disclosures about F in an cial Instrum ents for
Certain N onpublic Entities, are met.
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Distinguishing Contributions From Other Transactions3
5.03 Contributions are transactions in which one entity, acting other
than as an owner, makes an unconditional voluntary transfer to another
entity without directly receiving equal value in exchange. Some resource
providers may be required to transfer assets or provide services to not-forprofit organizations involuntarily; for example, to settle legal disputes or to
pay fines. Those transactions are not contributions. Accounting for contribu
tions is different from accounting for other kinds of voluntary transfers, such
as conditional transfers, agency transactions, and exchange transactions.
Accounting for transfers with donor- imposed conditions is discussed in para
graphs 5.23 through 5.25 of this Guide.
5.04 To determine the accounting for transactions in which an entity
voluntarily transfers assets to a not-for-profit organization, it is first neces
sary to assess the extent of discretion the not-for-profit organization has
over the use of the assets th at are received. If it has little or no discretion,
the transaction is an agency transaction. If it has discretion over the assets’
use, the transaction is a contribution, an exchange, or a combination of the
two.

Agency Transactions
5.05 Some not-for-profit organizations act as agents, trustees, or inter
mediaries, helping donors to make a contribution to another entity or
individual. When acting in that capacity, those not-for-profit organizations
do not receive a contribution when they receive the assets, nor do they make
a contribution when they disburse the assets to the other entity or individ
ual. Instead, they act as go-betweens, passing the assets from the donor
through their organization to the specified entity or individual. Federated
fund-raising organizations, community foundations, and institutionally re
lated organizations are examples of not-for-profit organizations that com
monly serve as agents, trustees, or intermediaries, but any organization
can function in those capacities.
5.06 FASB Statement No. 136, Transfers of Assets to a Not-for-Profit
Organization or Charitable Trust That Raises or Holds Contributions for
Others, clarifies paragraphs 52 through 54 of FASB Statement No. 116, which
noted that not-for-profit organizations act as agents, trustees, or intermediar
ies (rather than donees) if they have little or no discretion in determining the
use of assets transferred to them. FASB Statement No. 136 establishes stand
ards for transactions in which a donor makes a contribution by transferring
assets to a recipient organization—a not-for-profit organization or a charitable
trust—that accepts the assets from the donor and agrees to use the assets on
behalf of or transfer the assets, their investment return, or both to another
entity—the beneficiary—named by the donor. (This Guide collectively refers to
those transactions as agency transactions.) FASB Statement No. 136 also
establishes standards for transactions that take place in a similar manner but
are not contributions because the transfers are revocable, repayable, or reciprocal.
3
Federal rules specify the classification of certain transactions for purposes other than
reporting in conformity with generally accepted accounting principles (GAAP), such as contractual
reporting requirements. For example, certain transactions should be classified as federal awards
received and expended by not-for-profit organizations. The guidance in this Guide pertains to
financial reporting in conformity with GAAP. Classifications in conformity with GAAP may differ
from classifications in accordance with federal rules.
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(Paragraphs 5.18 through 5.21 discuss those standards.) FASB Statement No.
136 does not set standards for recipient organizations that are trustees.4
5.07 In general, if a donor specifies a beneficiary, the recipient organiza
tion should not recognize a contribution. (For exceptions, see the discussion of
variance power at paragraphs 5.13 and 5.14 and financially interrelated or
ganizations at paragraphs 5.15 through 5.17.) Paragraph 68 of FASB State
ment No. 136 states that a donor may specify the beneficiary (a) by name, (b)
by stating that all entities that meet a set of donor-defined criteria are
beneficiaries, or (c) by actions surrounding the transfer that made clear the
identity of the beneficiary. (Paragraphs 69 through 72 and Appendix A of FASB
Statement No. 136 provide examples of donor stipulations and discuss whether
those stipulations specify a beneficiary.)
5.08 The following are three examples of circumstances in which donors
specify a beneficiary and the recipient organization should not recognize a
contribution. (For exceptions, see the discussion of variance power at para
graphs 5.13 and 5.14 and financially interrelated organizations at paragraphs
5.15 through 5.17.) If a donor selects a beneficiary from among a list of
potential beneficiaries that have been pre-qualified or otherwise identified by
the recipient not-for-profit organization, the assets received are not contribu
tions to that recipient organization. Similarly, if a grantor specifies eligibility
criteria and states that the grant proceeds must be transferred to all who meet
those criteria, the recipient not-for-profit organization has not received a
contribution even though it may be responsible for determining whether
individuals or entities meet those grantor-specified eligibility criteria. Like
wise, if a donor responds to a campaign request from an organization that
indicates that the proceeds of the campaign will be distributed to a named
beneficiary, that recipient organization has not received a contribution.
5.09 In contrast, if neither the language used by the donor, the repre
sentations of the recipient organization, nor the actions surrounding the
transfers cause the donor to believe that he or she is directing the gift to a
specified beneficiary, then the not-for-profit organization is a donee and should
recognize a contribution received. For example, an organization is a donee and
should recognize a contribution if it asks the donor to select one or more fields
of interest from among a list of community needs prepared by the not-for-profit
organization. Similarly, if a donor uses broad generalizations to describe the
beneficiaries, such as homeless individuals, the not-for-profit organization has
received a contribution because the choice of the beneficiary is within its
control. Likewise, if an organization asks its donors to indicate an organization
for consideration by its allocation committee, the not-for-profit organization is
the donee if that request is conveyed in a manner that leads the donor to
conclude that its role is merely to propose possible allocations.
5.10 The representations made to the donor during the solicitation of a
gift are important in determining whether a transaction is an agency transac
tion. If an organization creates a donor’s reasonable expectation that a contri
bution will be transferred to a beneficiary specified by the donor, the
not-for-profit organization is an agent or intermediary. Unless the organiza
tion has variance power or is financially interrelated to the specified beneficiary,

4
Chapter 6, “Split-lnterest Agreements,” of this Guide, discusses split-interest and similar
agreements in which organizations act as trustee for a resource provider and have a beneficial
interest in the assets transferred. Note that in April 2002, the FASB staff issued implementation
guidance Issue No. B35, E m bed d ed D erivatives: Application o f Statem ent 133 to a Not-for-Profit
O rganization’s Obligation Arising from a Split-lnterest Agreement. Refer to Appendix B [paragraph
6.40] of Chapter 6, “Split-lnterest Agreements,” for a copy of the implementation guidance.
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it should not recognize a contribution received even if it has discretion over the
timing of the distribution to the specified beneficiary. The ability to choose a
payment date does not relieve an entity from its obligation to pay.
5.11 Cash or other financial assets received in transactions in which a
not-for-profit organization is acting as an agent, trustee, or intermediary for a
resource provider should be reported as increases in assets and liabilities;
distributions to the specified third-party beneficiaries should be reported as
decreases in those accounts. As discussed in paragraph 11 of FASB Statement
No. 136, both the asset and the liability should be measured at the fair value
of the assets received. If the assets received from the donor are donated
materials, supplies, or other nonfinancial assets, the recipient organization
may choose either to (a) report the receipt of the assets as a liability to the
beneficiary concurrent with recognition of the assets received or (b) not report
the transaction at all. The choice is an accounting policy that should be applied
consistently from period to period. An organization should consider the need
for disclosure in the notes to the financial statements pursuant to APB Opinion
No. 22, Disclosure of Accounting Policies and FASB Statement No. 136 para
graph 11. Cash received and paid in such transactions should be reported as
cash flows from operating activities in a statement of cash flows. If the
statement of cash flows is presented using the indirect method, cash received
and paid in such transactions is permitted to be reported either gross or net.
Additional information about such transactions may be required to be disclosed
under FASB Statement No. 57, Related Party Disclosures.
5.12 In general, a specified beneficiary recognizes its rights to the assets
held by a recipient organization as either a beneficial interest (an asset) or a
receivable. (Paragraphs 5.13 and 5.14 discuss exceptions pertaining to vari
ance power, and paragraphs 5.15 through 5.17 discuss exceptions pertaining
to financially interrelated organizations.) (See paragraphs 12 and 15 of FASB
Statement No. 136.) If the beneficiary has an unconditional right to receive all
or a portion of the specified cash flows from a charitable trust or other
identifiable pool of assets, the beneficiary has a beneficial interest. The bene
ficiary recognizes that beneficial interest as an asset and a contribution re
ceived, measuring and subsequently remeasuring it at fair value, using a
valuation technique such as the present value of the estimated expected future
cash flows. (Although FASB Statement No. 136 does not establish standards
for the trustee, it does establish standards for the beneficiaries’ rights to trust
assets.) If the beneficiary has unconditional rights to receive the value of the
transferred assets at a future date, the beneficiary has a receivable that should
be recognized in accordance with the provisions of FASB Statement No. 116 for
unconditional promises to give. (Paragraphs 5.47 through 5.51 and 5.63
through 5.66 discuss recognition of promises to give.) The choice of accounting
policies regarding recognition of nonfinancial assets, as discussed in paragraph
5.11, applies only to the agent or intermediary; beneficiaries should recognize
their rights to nonfinancial assets held by the recipient organization.

Variance Power
5.13 Variance power is the unilateral power to redirect the use of the
transferred assets to an entity or individual other than the specified benefici
ary or beneficiaries. If a donor explicitly grants a recipient organization vari
ance power and names an unaffiliated beneficiary, the recipient organization
is a donee and recognizes contribution revenue. Explicitly grants means that
the donor should explicitly refer to the recipient organization’s ability to
exercise variance power in the instrument that transfers the assets. Unaffili
ated means that the beneficiary is other than the donor or the donor’s affiliate
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as defined in FASB Statement No. 57, Related Party Disclosures. Unilateral
power means that the recipient organization can override the donor’s instruc
tions without approval from the donor, the beneficiary, or any other interested
party. (See paragraph 12 of FASB Statement No. 136.) Variance power provides
the recipient organization with discretion sufficient to recognize a contribution
received despite the specification of a beneficiary by the donor. As discussed
in paragraph 16 of FASB Statement No. 136, if the recipient organization is
explicitly granted variance power, the specified unaffiliated beneficiary should
not recognize its potential for future distributions from the assets held by the
recipient organization. Those distributions, if they occur, should be recognized
as contributions by the specified beneficiary when received or unconditionally
promised.
5.14 A recipient organization that receives variance power should not
report a contribution if the resource provider specifies itself or its affiliates as
the beneficiary of the transferred assets. Because of their reciprocal nature,
those transfers are not contributions received by the recipient organization—
even if the resource provider granted the recipient organization variance power
at the time of the transfer. (See paragraphs 4 and 17 of FASB Statement No.
136.) (Paragraphs 5.20 and 5.21 discuss transactions in which a resource
provider names itself or its affiliate as beneficiary of a transfer of assets to a
recipient organization.)

Financially Interrelated Organizations
5.15 Paragraph 13 of FASB Statement No. 136 provides that organiza
tions are financially interrelated if the relationship between them has both of
the following characteristics: (a) one organization has the ability to influence
the operating and financial decisions of the other and (b) one organization has
an ongoing economic interest in the net assets of the other. (Paragraph 5.16 of
this Guide discusses financially interrelated organizations further.) If a recipi
ent organization and a specified beneficiary are financially interrelated organi
zations and the recipient organization is not a trustee, the recipient
organization should recognize the fair value of any assets it receives as a
contribution received, rather than as a liability to the beneficiary. For example,
a foundation that exists to raise, hold, and invest assets for the specified
beneficiary or for a group of affiliates of which the specified beneficiary is a
member generally is financially interrelated with the organization or organi
zations it supports. The foundation should recognize contribution revenue
when it receives assets from the donor. (See paragraph 14 of FASB Statement
No. 136.) The specified beneficiary should recognize its interest in the net
assets of the recipient organization and adjust that interest for its share of the
change in net assets of the recipient organization using a method similar to the
equity method of accounting for investments in common stock.*
5.16 The ability to influence the operating and financial decisions of the
other may be demonstrated in several ways:
a.

The organizations are affiliates as defined in FASB Statement No. 57

b.

One organization has considerable representation on the governing
board of the other organization

c.

The charter or bylaws of one organization limit its activities to those
that are beneficial to the other organization, or

*
That interest would be eliminated if the beneficiary and the recipient organization were
included in consolidated financial statements.
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d.

An agreement between the organizations allows one organization
to actively participate in the policymaking processes of the other,
such as setting organizational priorities, budgets, and management
compensation.
An ongoing economic interest in the net assets of another is a residual right to
the other organization’s net assets that results from an ongoing relationship.
The value of those rights increases or decreases as a result of the investment,
fundraising, operating, and other activities of the other organization.
5.17 Paragraph 104 of FASB Statement No. 136 notes that although most
of the relationships described in the definition of economic interest in the
glossary of SOP 94-3, Reporting of Related Entities by Not-for-Profit Organiza
tions (paragraph 8.34 of this Guide), are potentially ongoing economic interests
in the net assets of the other, some are not. Only economic interests that are
both ongoing and residual interests in the net assets meet the criterion of
paragraph 13(b) of FASB Statement No. 136.

Similar Transactions That Are Revocable, Repayable
or Reciprocal
5.18 In addition to establishing standards for contributions transferred to
beneficiaries via agents, trustees, and intermediaries, FASB Statement No.
136 sets standards for transactions that take place in a similar manner (that
is, there is a resource provider, a recipient organization, and a specified
beneficiary) but that are not contributions because the terms of the transfer or
the relationships between the parties make the transfer revocable, repayable,
or reciprocal.
5.19 Paragraph 17 of FASB Statement No. 136 describes four types of
transfers that are not contributions to either the recipient organization or the
specified beneficiary. The first three types are:
a. The transfer is subject to the resource provider’s unilateral right to
redirect the use of the transferred assets to another beneficiary
b. The transfer is accompanied by the resource provider’s conditional
promise to give or is otherwise revocable or repayable
c. The resource provider controls5 the recipient organization and speci
fies an unaffiliated beneficiary
Those transfers are refundable advances and should be reported as a liability
of the recipient organization and as an asset of the resource provider until the
transferred assets are beyond the control of the resource provider. (See para
graph 92 of FASB Statement No. 136.)
5.20 The fourth type of transfer described in paragraph 17 of FASB
Statement No. 136 is one in which a resource provider specifies itself or its
affiliate as beneficiary of a transfer of assets to a recipient organization. Those
transfers are reciprocal and thus are not contributions. Examples of those types
5
Paragraph 93 of FASB Statement No. 136 notes that several definitions of control exist.
Paragraph 24(b) of FASB Statement No. 57, R elated Party Disclosures, defines control as “the
possession, direct or indirect, of the power to direct or cause the direction of the management and
policies of an enterprise through ownership, by contract, or otherwise.” The Glossary of SOP 94-3,
Reporting o f R elated E ntities by Not-for-Profit Organizations, defines control as, “the direct or
indirect ability to determine the direction of management and policies through ownership, contract,
or otherwise.” Those definitions of control should be considered when determining whether one entity
controls another in applying the guidance in FASB Statement No. 136. In February 1999, the FASB
issued an exposure draft, C onsolidated F in an cial Statem ents: Purpose an d Policy, which provides a
definition of control that would supersede the definitions in FASB Statement No. 57 and SOP 94-3 if
its provisions were issued as a Statement of Financial Accounting Standards.
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of transfers are (a) a not-for-profit organization transfers assets to a commu
nity foundation to establish an endowment for the benefit of the not-for-profit
organization and (b) a not-for-profit organization transfers assets to a founda
tion it creates to hold those assets. Paragraphs 17 and 18 of FASB Statement
No. 136 describe two types of reciprocal transactions, which are:
a.

An equity transaction—The resource provider specifies itself or its
affiliate as the beneficiary, the resource provider and the recipient
organization are financially interrelated organizations (paragraphs
5.15 and 5.17 of this Guide discusses financially interrelated organi
zations), and neither the resource provider nor its affiliate expects
payment of the transferred assets, although payment of investment
return on the transferred assets may be expected. (All three criteria
must be met.)

b.

The resource provider specifies itself or its affiliate as the beneficiary
and the transfer is not an equity transaction. (The three criteria in
paragraph (1) are not met.)

5.21 If the transaction is an equity transaction, the reporting depends
upon whether the resource provider or its affiliate is the specified beneficiary.
If the resource provider specifies itself as the beneficiary, the resource provider
reports an asset—interest in the net assets of the recipient organization (or an
increase in a previously recognized interest),* and the recipient organization
reports an equity transaction as a separate line in its statement of activities.
If the resource provider specifies its affiliate as the beneficiary, the resource
provider and the recipient organization report an equity transaction as sepa
rate lines in their statements of activities, and the affiliate named as benefici
ary reports an interest in the net assets of the recipient organization.** If the
transfer in which the resource provider specifies itself or its affiliate as the
beneficiary is not an equity transaction, the recipient organization reports a
liability and the resource provider reports an asset.

Exchange Transactions6
5.22 Exchange transactions are reciprocal transfers in which each party
receives and sacrifices something of approximately equal value. In some situ
ations, exchange transactions can be easily distinguished from contributions.
For example, purchases of assets or payments of employees’ salaries clearly are
exchange transactions: each party gives up and receives equivalent economic
value. In contrast, an example of a contribution is a donation to a not-for-profit
organization’s mass fund-raising appeal: donors are providing resources in
support of the organization’s mission and expect to receive nothing of direct
value in exchange.
5.23 The cost of premiums (such as postcards or calendars) given to
potential donors as part of mass fund-raising appeals is a fund-raising expense,
and the classification of the donations received from the appeal as contribu
tions is unaffected by the fact that premiums were given to potential donors.
*
That interest would be eliminated if the beneficiary (resource provider) and the recipient
organization were included in consolidated financial statements.
*That interest would be eliminated if the beneficiary (affiliate) and the recipient organization
were included in consolidated financial statements.
6
Certain reciprocal transactions for which FASB Statement No. 136 provides guidance are
discussed in paragraphs 5.14 and 5.18 through 5.21 under the heading “Agency Transactions.”
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The premiums are not provided to potential donors in exchange for the assets
contributed; they can be kept by all those from whom funds are solicited,
regardless of whether a contribution is made.
5.24 The cost of premiums (such as coffee mugs) that are given to resource
providers to acknowledge receipt of a contribution and that are nominal in
value compared with the value of the goods or services donated by the resource
provider should also be reported as fund-raising expenses.7 For example, a
not-for-profit organization may provide a coffee mug to people making a
contribution of $50 or more; the mug costs the organization $1. The organiza
tion should recognize contributions for the total amount contributed and
fund-raising expense of $1 for each mug provided to donors.
5.25 Classifying asset transfers as exchange transactions or as contribu
tions may require the exercise of judgment concerning whether a reciprocal
transaction has occurred, that is, whether a recipient not-for-profit organiza
tion has given up assets, rights, or privileges approximately equal to the value
of the assets, rights, or privileges received. Value should be assessed from both
the recipient’s and the resource provider’s points of view and can be affected by
a wide variety of factors; for example, resource providers can retain the right
to share in the use of or income from an asset provided to the not-for-profit
organization.
5.26 Table 5.1 contains a list of indicators that may be helpful in deter
mining whether individual asset transfers are contributions, exchange trans
actions, or a combination of both. Depending on the facts and circumstances,
some indicators may be more significant than others; however, no single
indicator is determinative of the classification of a particular transaction.
Several kinds of voluntary asset transfers that may be difficult to classify are
discussed in the following four paragraphs.
5.27 Some not-for-profit organizations receive dues from their members.
These transfers often have elements of both a contribution and an exchange
transaction because members receive tangible or intangible benefits from their
membership in the organization. For example, if an organization has annual
dues of $100 and the only benefit members receive is a monthly newsletter with
a fair value of $25, $25 of the dues are received in an exchange transaction and
should be recognized as revenue as the earnings process is completed and $75
of the dues are a contribution. It may be difficult, however, to measure the
benefits members receive and to determine whether the value of those benefits
is approximately equal to the dues paid by the members. Table 5.2 contains a
list of indicators that may be helpful in determining whether membership dues
are contributions, exchange transactions, or a combination of both. Depending
on the facts and circumstances, some indicators may be more significant than
others; however, no single indicator is determinative of the classification of a
particular transaction.

7
Donors may receive premiums that are greater than nominal in value in connection with some
transactions. Such transactions should be reported as part exchange transaction and part contribu
tion. The cost of premiums that are greater than nominal in value should be reported as cost of sales.
Chapter 12 of this Guide provides guidance concerning reporting exchange transactions.
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Table 5.1

Indicators Useful in Distinguishing Contributions
From Exchange Transactions
Indicator

Contribution

Exchange Transaction

Recipient not-for-profit
organization’s (NPO’s)
intent in soliciting the
asset*

Recipient NPO asserts
that it is soliciting the
asset as a contribution.

Recipient NPO asserts
that it is seeking
resources in exchange
for specified benefits.

Resource provider’s
expressed intent about
the purpose of the
asset to be provided by
recipient NPO

Resource provider
asserts that it is
making a donation to
support the NPO’s
programs.

Resource provider
asserts that it is
transferring resources
in exchange for
specified benefits.

Method of delivery

The time or place of
delivery of the asset to
be provided by the
recipient NPO to
third-party recipients
is at the discretion of
the NPO.

The method of delivery
of the asset to be
provided by the
recipient NPO to
third-party recipients
is specified by the
resource provider.

Method of determining
amount of payment

The resource provider
determines the
amount of the
payment.

Payment by the
resource provider
equals the value of the
assets to be provided
by the recipient NPO,
or the assets’ cost plus
markup; the total
payment is based on
the quantity of assets
to be provided.

Penalties assessed if
NPO fails to make
timely delivery of
assets

Penalties are limited
to the delivery of
assets already
produced and the
return of the unspent
amount. (The NPO is
not penalized for
nonperformance.)

Provisions for
economic penalties
exist beyond the
amount of payment.
(The NPO is penalized
for nonperformance.)

Delivery of assets to be
provided by the
recipient NPO

Assets are to be
delivered to
individuals or
organizations other
than the resource
provider.

Assets are to be
delivered to the
resource provider or to
individuals or
organizations closely
connected to the
resource provider.

* This table refers to assets. Assets may include services. The terms assets and
services are used interchangeably in this table.
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Table 5.2

Indicators Useful for Determining the
Contribution and Exchange Portions of Membership Dues
Indicator

Contribution

Exchange Transaction

Recipient NPO’s
expressed intent
concerning purpose of
dues payment

The request describes
the dues as being used
to provide benefits to
the general public or
to the NPO’s service
beneficiaries.

The request describes
the dues as providing
economic benefits to
members or to other
organizations or
individuals designated
by or related to the
members.

Extent of benefits to
members

The benefits to
members are
negligible.

The substantive
benefits to members
(for example,
publications,
admissions,
educational programs,
and special events)
may be available to
nonmembers for a fee.

NPO’s service efforts

The NPO provides
service to members
and nonmembers.

The NPO benefits are
provided only to
members.

Duration of benefits

The duration is not
specified.

The benefits are
provided for a defined
period; additional
payment of dues is
required to extend
benefits.

Expressed agreement
concerning
refundability of the
payment

The payment is not
refundable to the
resource provider.

The payment is fully
or partially refundable
if the resource
provider withdraws
from membership.

Qualifications for
membership

Membership is
available to the
general public.

Membership is
available only to
individuals who meet
certain criteria (for
example, requirements
to pursue a specific
career or to live in a
certain area).
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5.28 Revenue derived from membership dues in exchange transactions
should be recognized over the period to which the dues relate. Nonrefundable
initiation and life membership fees received in exchange transactions should
be recognized as revenues in the period in which the fees become receivable if
future fees are expected to cover the costs of future services to be provided to
members. If nonrefundable initiation and life membership fees, rather than
future fees, are expected to cover those costs, nonrefundable initiation and life
member fees received in exchange transactions should be recognized as reve
nue over the average duration of membership, the life expectancy of members,
or other appropriate time periods.
5.29 Foundations, business organizations, and other types of entities may
provide resources to not-for-profit organizations under programs referred to as
grants, awards, or sponsorships.8 Those asset transfers are contributions if the
resource providers receive no value in exchange for the assets transferred or if
the value received by the resource providers is incidental to the potential public
benefit from using the assets transferred. The asset transfers are exchange
transactions if the potential public benefit is secondary to the resource provid
ers’ potential direct benefits. For example, a grant made by a resource provider
to a not-for-profit organization would likely be a contribution if the activity
specified by the grant is to be planned and carried out by the not-for-profit
organization and the organization has the right to the benefits of carrying out
the activity. If, however, the grant is made by a resource provider that provides
materials to be tested in the activity and that retains the right to any patents
or other results of the activity, the grant would likely be an exchange transaction.
5.30 Some transfers of assets between not-for-profit organizations and
governments (such as the sale of goods and services) are exchange transac
tions. Other transfers of assets between not-for-profit organizations and gov
ernments (such as unrestricted support given by state and local governments)
are contributions. Other kinds of government transfers (sometimes referred to
as grants, awards, or appropriations) have unique characteristics that may
make it difficult to determine whether they are contributions or exchange
transactions. The indicators described in Table 5.1 provide guidance on how to
classify such transfers. Depending on the facts and circumstances, some indi
cators may be more significant than others; however, no single indicator is
determinative of the classification of a particular transaction.
5.31 As discussed in paragraphs 5.38 through 5.46 and in chapters 3,
“Basic Financial Statements,” and 11, “Net Assets,” of this Guide, classification
of net assets and revenues as either unrestricted, temporarily restricted, or
permanently restricted depends on the existence or absence of donor-imposed
restrictions on contributions. Therefore, resources received in exchange trans
actions should be classified as unrestricted revenues and net assets, even in
circumstances in which resource providers place limitations on the use of the
resources. For example, resources received from governments in exchange
transactions in which those governments have placed limitations on the use of
the resources should be reported as unrestricted revenues and net assets,
because those limitations are not donor-imposed restrictions on contributions.

Recognition Principles for Contributions
5.32 Accounting for contributions depends on whether the transfer of
assets, including promises to give, is received by the not-for-profit organization
8
Such resource transfers may also have the characteristics of agency transactions. Paragraphs
5.05 through 5.21 discuss agency transactions.
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with donor-imposed conditions, donor-imposed restrictions, or both. A donorimposed condition specifies a future and uncertain event (for example, a stipula
tion that the organization must meet a matching requirement) whose occurrence
or failure to occur gives the donor the right of return of the assets or releases the
donor from the obligation to transfer assets in the future. A promise that contains
a condition is considered, to be unconditional if the possibility that the condition
will not be met is remote.9 For example, a promise that is conditioned on the
not-for-profit organization meeting administrative requirements, such as the
filing of an annual financial report, should not be considered conditional if the
likelihood of not meeting the administrative requirements is remote. Some prom
ises to give are in part conditional and in part unconditional. For example, a
not-for-profit organization may guarantee the debt of an unaffiliated entity with
out receiving commensurate consideration in return. That guarantee is in part
conditional—the promise to make payments in future periods upon default—and
in part unconditional—the gift of the guarantor’s credit support, which enables the
entity to obtain a lower interest rate on its borrowing. (Paragraph 10.12 provides
additional information about guarantees.) A donor-imposed restriction is a stipu
lation specifying a use for a contribution that is more specific than the broad limits
resulting from the nature and purpose of the organization and from the environ
ment in which it operates.
5.33 Distinguishing between a condition stipulated by a donor and a
restriction on the use of a contribution imposed by a donor may require the
exercise of judgment. Because of the uncertainty about whether they will be
met, conditions imposed by resource providers may cast doubt on whether the
resource provider’s intent was to make a contribution, to make a conditional
contribution, or to make no contribution. As a result of this uncertainty,
donor-imposed conditions should be substantially met by the organization
before the receipt of assets (including contributions receivable) is recognized as
a contribution. In contrast to donor-imposed conditions, donor-imposed restric
tions limit the use of the contribution, but they do not change the transaction’s
fundamental nature from that of a contribution.
5.34 Determining whether a promise is conditional or unconditional can
be difficult if the promise contains donor stipulations that do not state clearly
whether the right to receive payment or delivery of the promised assets
depends on meeting those stipulations. It may be difficult to determine
whether those stipulations are conditions or restrictions. In cases of ambiguous
donor stipulations, a promise containing stipulations that are not clearly
unconditional should be presumed to be a conditional promise.

Donor-Imposed Conditions
5.35 A transfer of assets with a conditional promise to contribute them
should be accounted for as a refundable advance until the conditions have been
substantially met or the conditions have been explicitly waived by the donor.
(Transfers of assets, including promises to give, on which resource providers
have imposed conditions should be recognized as contributions if the likelihood
of not meeting the conditions is remote.)
5.36 Some conditions attached to contributions may be substantially met
in stages rather than because of a single event. A portion of those contributions
should be recognized as revenue as each of those stages is met. For example, a
resource provider promises to contribute $1 for each $1 of contributions received
9
Paragraph 3 of FASB Statement No. 5, Accounting for Contingencies, defines an event to be
rem ote when “the chance of the future event or events occurring is slight.”
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by a not-for-profit organization, up to $100,000, over the next six months. As
contributions are received from other resource providers, the conditions would
be met and the promise would become unconditional. For example, if $10,000 is
received in the first month from donors, $10,000 of the conditional promise
would become unconditional and should be recognized as contribution revenue.
Contributions, such as certain contributions made by governments, that are
conditioned upon the organization incurring certain qualifying costs, should be
recognized as revenue as those costs are incurred.
5.37 Unconditional contributions should be recognized as revenue in the
period received.10 Depending on the kind of benefit received, the organization
should also recognize (a) an increase in assets (for example, cash, securities,
contributions receivable, collections [if capitalized, see Chapter 7, “Other As
sets,” of this Guide], and property and equipment); (b) a decrease in liabilities
(for example, accounts payable or notes payable); or (c) an expense (for exam
ple, donated legal services).

Donor-Imposed Restrictions
5.38 Contributions may be received with donor-imposed restrictions.
Some restrictions permanently limit the organization’s use of contributed
assets. Other restrictions are temporary in nature, limiting the organization’s
use of contributed assets to (a) later periods or after specific dates (time
restrictions), (b) specific purposes (purpose restrictions), or (c) both.
5.39 Restrictions may (a) be stipulated explicitly by the donor in a written
or oral communication accompanying the contribution or (b) result implicitly
from the circumstances surrounding receipt of the contributed asset—for
example, making a gift to a capital campaign whose stated objective is to raise
funds for a new building. Contributions of unconditional promises to give with
payments due in future periods should be reported as temporarily restricted
contributions unless the donor expressly stipulates, or circumstances sur
rounding the receipt of the promise make clear, that the donor intended it to
be used to support activities of the current period.
5.40 Donors can impose restrictions on otherwise unrestricted net assets,
as well as on their own contributions. For example, a donor may make a
restricted contribution that is conditioned on the not-for-profit organization
restricting a stated amount of its unrestricted net assets. Such restrictions that
are not reversible without donors’ consent result in a reclassification of unre
stricted net assets to restricted net assets.
5.41 Unconditional contributions received without donor-imposed restric
tions should be reported as unrestricted support that increases unrestricted
net assets. Unconditional contributions received with donor-imposed restric
tions should be reported as restricted support that increases permanently
restricted or temporarily restricted net assets, depending on the nature of the
restriction.11 The permanently restricted classification should be used if the
limits imposed on the use of the contributed assets are permanent (for exam
ple, contributions of cash or securities that must be invested in perpetuity to
10 Unconditional contributions of services and collection items are subject to different recogni
tion criteria. Paragraphs 5.52, 5.53, and 7.06 discuss those transactions.
11 A subsequent event may arise that raises the possibility that the organization may not satisfy
a donor-imposed restriction. Statement on Auditing Standards (SAS) No. 1, section 560, Subsequent
Events (AICPA, P rofessional S tandards, vol. 1, AU sec. 560), provides guidance on the recognition and
disclosure of subsequent events.
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provide a permanent source of income for the organization or contributions of
permanently restricted collection items or of cash that must be used to pur
chase permanently restricted collection items). The temporarily restricted classi
fication should be used for contributions if the limitations are temporary (for
example, a restriction that contributed assets may be used only after some
future date, or for some specific program, or to acquire a specific asset).
5.42 In some situations, an organization may meet donor-imposed restric
tions on all or a portion of the amount contributed in the same reporting period
in which the contribution is received. In those cases, the contribution (to the
extent that the restrictions have been met) may be reported as unrestricted
support that increases unrestricted net assets provided that the organization
has a similar policy for reporting investment gains and income,12 reports
consistently from period to period, and discloses its accounting policy in the
notes to the financial statements.
5.43 The expiration of donor-imposed restrictions on contributions should
be reported in the period or periods in which (a) a donor-stipulated time has
elapsed (for example, the restriction on a term endowment in which contrib
uted cash is to be invested for ten years expires at the end of the tenth year) or
(b) a donor-stipulated purpose for which the contribution was restricted has
been fulfilled by the organization (for example, the restriction on a contribution
to acquire operating supplies expires when those supplies are acquired by the
organization). If two or more donor-imposed restrictions are stipulated by the
donor, the expiration of the restriction should be reported in the period in which
the last remaining restriction is satisfied. Expirations of donor-imposed restric
tions should be reported in a statement of activities as reclassifications, decreas
ing temporarily restricted net assets and increasing unrestricted net assets.
5.44 Expenses may be incurred for purposes for which both unrestricted
and temporarily restricted net assets are available. If an expense is incurred
for a purpose for which both unrestricted and temporarily restricted net assets
are available, a donor-imposed restriction is fulfilled to the extent of the
expense incurred unless the expense is for a purpose that is directly attribut
able to another specific external source of revenue. For example, an employee’s
salary may meet donor-imposed restrictions to support the program on which
the employee is working. In that situation, the restriction is met to the extent
of the salary expense incurred unless incurring the salary will lead to inflows
of revenues from a specific external source, such as revenues from a cost
reimbursement contract or a conditional promise to give that becomes uncon
ditional when the organization incurs the salary expense.
5.45 Not-for-profit organizations may receive contributions of long-lived as
sets (such as property and equipment) or of cash and other assets restricted to the
purchase of long-lived assets, for which donors have not expressly stipulated how
or how long the long-lived asset must be used by the organization or how to use
any proceeds resulting from the asset’s disposal. An organization may adopt an
accounting policy of implying time restrictions on the use of such contributed
assets that expire over the assets’ expected useful lives. If an organization adopts
such a policy, the contributions received should be reported as restricted support
that increases temporarily restricted net assets. Depreciation should be recorded
over the asset’s useful life, and net assets should be reclassified periodically from
temporarily restricted to unrestricted as depreciation is recognized. Long-lived
12
Paragraph 8.17 discusses the accounting policy for reporting investment gains and income if
the organization meets donor-imposed restrictions on all or a portion of such gains and income in the
same reporting period as the gains and income are recognized.
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assets that are subject to an accounting policy implying time restrictions on the
use of contributed long-lived assets may be disposed of before the end of their
useful lives. In those situations, the gains and losses on the disposal of those
assets should be reported as changes in unrestricted net assets and a reclassi
fication should be reported for any remaining temporarily restricted net assets.
5.46 Other organizations may adopt a policy of not implying time restric
tions on contributions of long-lived assets (or of other assets restricted to the
purchase of long-lived assets) received without donor stipulations about how
long the contributed assets must be used. If an organization adopts such a
policy, contributions of long-lived assets with no donor-imposed time restrictions
should be reported as unrestricted support. Contributions of cash and other assets
restricted to the acquisition of long-lived assets should be reported as restricted
support that increases temporarily restricted net assets; those restrictions expire
when the long-lived assets are placed in service by the organization.

Promises to Give
5.47 Not-for-profit organizations may enter into written or oral agree
ments with donors involving future nonreciprocal transfers of cash, other
assets, and services.13 Such agreements between not-for-profit organizations
and potential donors should be reported as contribution revenue and receiv
ables if such agreements are, in substance, unconditional promises to give,14
even if the promise is not legally enforceable.
5.48 Conditional promises to give cash or other assets (such as securities
or property and equipment) should be recognized as contribution revenue and
receivables when the conditions are substantially met. Unconditional promises
to give should be recognized as contribution revenue and receivables in the
period in which the promise is received.15 Depending on the existence and
nature of donor-imposed restrictions, unconditional promises to give should be
reported either as unrestricted support that increases unrestricted net assets,
or as restricted support that increases permanently restricted or temporarily
restricted net assets. Use of the permanently restricted classification is appro
priate if donor-imposed restrictions stipulate that the resources must be main
tained permanently (for example, donors’ promises to give cash or securities
that must be invested in perpetuity). Use of the temporarily restricted classi
fication is appropriate if donor-imposed restrictions (a) expire by passage of
time or (b) can be fulfilled or removed by actions of the organization pursuant
to donor stipulations.
5.49 Unconditional promises to give that are due in future periods and are
not permanently restricted generally increase temporarily restricted net assets,
13 Paragraph 70 of FASB Statement No. 116 notes that “promises to give services generally
involve personal services that, if not explicitly conditional, are often implicitly conditioned upon the
future and uncertain availability of specific individuals whose services have been promised.” It is
assumed in the remainder of this chapter that promises to give services are conditional and, hence,
not recognized until the services are performed.
14 Paragraph 6 of FASB Statement No. 116 defines prom ise to give as “a written or oral
agreement to contribute cash or other assets to another entity.” These items are sometimes referred
to as pledges, a term that FASB Statement No. 116 and this Guide avoid because it may be
misinterpreted. Paragraphs 5.04 and 5.11 discuss agency transactions.
15 If a donor uses a recipient organization to transfer a contribution to a specified beneficiary,
the beneficiary should recognize its rights to the assets (financial or nonfinancial) held by a recipient
organization as an asset unless the recipient organization is explicitly granted variance power. (See
paragraph 15 of FASB Statement No. 136.) Paragraph 5.12 discusses a beneficiary’s reporting of its
rights to assets held by a recipient organization.
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rather than unrestricted net assets. If, however, the donor explicitly stipulates
that the promise to give is to support current-period activities or if other
circumstances surrounding the promise make it clear that the donor’s intention
is to support current-period activities, unconditional promises to give should be
reported as unrestricted support that increases unrestricted net assets.
5.50 Before a promise to give can be recognized, sufficient verifiable
evidence should exist documenting that a promise was made by the donor and
received by the not-for-profit organization. Such evidence may be included in
written or verifiable oral communications, including (a) written agreements,
(b) pledge cards, and (c) oral promises documented by tape recordings, written
contemporaneous registers, follow-up written confirmations, and other means
that permit subsequent verification of the oral communications. A communica
tion that does not indicate clearly whether it is a promise is considered an
unconditional promise to give if it indicates an unconditional intention to give
that is legally enforceable. Promises to give that do not discuss the specific time
or place for the contribution but that are otherwise clearly unconditional in
nature should be considered unconditional promises to give.
5.51 Not-for-profit organizations may receive communications that are
intentions to give, rather than promises to give. For example, communications
from individuals indicating that the organization has been included in the
individual’s will as a beneficiary are intentions to give. Such communications
are not unconditional promises to give, because individuals retain the ability
to modify their wills during their lifetimes. (When the probate court declares
the will valid, the not-for-profit organization should recognize contribution
revenue and a receivable at the fair value of its interest in the estate, unless
the promise is conditioned upon future or uncertain events, in which case a
contribution should not be recognized until the conditions are substantially
met. Not-for-profit organizations should disclose information about conditional
promises in valid wills in conformity with paragraph 25 of FASB Statement
No. 116.) Solicitations for donations that clearly include wording such as
“information to be used for budget purposes only” or that clearly and explicitly
allow resource providers to rescind their indications that they will give are
intentions to give rather than promises to give and should not be reported as
contributions.

Contributed Services
5.52 Contributed services should be reported as contribution revenue and
as assets or expenses only if the services create or enhance a nonfinancial (that
is, nonmonetary) asset (for example, property and equipment) or—
• Would typically need to be purchased by the organization if they had
not been provided by contribution,
• Require specialized skills, and
• Are provided by individuals with those skills (such as accounting,
financial, construction, educational, electrical, legal, medical, and
other services provided by accountants, investment advisers, contrac
tors, teachers, electricians, lawyers, doctors, and other professionals
and craftspeople)
If such contributions are reported, they should be measured at fair value.16 Ex
amples of situations in which it may be appropriate to recognize contributed
services are included in paragraphs 195 to 206 of FASB Statement No. 116.
16
Whether such contributions should be reported is unaffected by whether the not-for-profit
organization could afford to purchase the services at their fair value.
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5.53 Contributed services (and the related assets and expenses) should be
recognized if employees of separately governed affiliated organizations regu
larly perform services (in other than an advisory capacity) for and under the
direction of the recipient organization and the recognition criteria for contrib
uted services are met.

Gifts in Kind
5.54 Some not-for-profit organizations receive noncash assets—such as
property, equipment, and inventory—from resource providers. Reporting these
transfers, sometimes referred to as gifts in kind, as agency transactions or as
contributions depends on the extent of discretion that the not-for-profit recipient
has over the use or subsequent disposition of the assets. (Determining whether a
not-for-profit recipient receives assets as an agent is discussed in paragraphs 5.05
through 5.10. Paragraph 5.11 describes the accounting and disclosures of an agent
that receives nonfinancial assets.) Information about gifts-in-kind transactions
may be required to be disclosed under FASB Statement No. 57.
5.55 A not-for-profit organization that is the specified beneficiary of an
agency transaction should recognize its rights to gifts in kind held by the agent
unless the agent is granted variance power. (Paragraph 5.12 describes more
fully the specified beneficiary’s accounting.) If gifts-in-kind transfers are not
agency transactions, the noncash assets received by the not-for-profit organi
zation should be recognized as contributions when received from or uncondi
tionally promised by the donor. Gifts in kind that can be used or sold should be
measured at fair value.17 In determining fair value, organizations should
consider the quality and quantity of the gifts, as well as any applicable
discounts that would have been received by the organization, including dis
counts based on that quantity if the assets had been acquired in exchange
transactions. If the gifts have no value, as might be the case for certain clothing
and furniture that cannot be (a) used internally by the not-for-profit organiza
tion or for program purposes or (b) sold by the organization, the item received
should not be recognized.
5.56 Not-for-profit organizations may also receive items, such as tickets,
gift certificates, works of art, and merchandise, that are to be used for fund
raising purposes by transferring them to other resource providers (the ultimate
resource provider or recipient) during fund-raising events. The ultimate re
source provider or recipient may acquire the items in transactions that are part
exchange transactions and part contributions.18 Such gifts in kind can be
linked to asset transfers from the original resource providers to the ultimate
resource providers (recipients) because they are, in substance, part of the same
transaction; these gifts in kind should be reported as contributions and measured
at fair value when originally received by a not-for-profit organization. The differ
ence between the amount received for those items from the ultimate resource
providers (recipients) and the fair value of the gifts in kind when originally
contributed to the organization should be recognized as adjustments to the original
contributions when the items are transferred to the ultimate resource providers
(recipients). For example, a public radio station receives from the local community
17 Fair value would generally not increase when a gift in kind is passed from one not-for-profit
organization to another. However, fair value could increase if an organization adds value to the gift,
such as by cleaning and packaging the gift. Any increases should be evaluated to determine whether
the not-for-profit organization did, in fact, add to the fair value of the assets.
18 Paragraphs 13.22 through 13.27 of this Guide discuss reporting special events associated
with an organization’s fund-raising efforts.
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theater (the original resource provider) a ticket with a fair value of $75, to be
auctioned to the highest bidder; a listener (the ultimate resource provider or
recipient) subsequently acquires the ticket at auction for $100. The initial
transfer of the ticket to the not-for-profit organization should be reported as a
$75 contribution and the ticket should be reported as an asset; an additional
$25 contribution should be reported when the ticket is transferred to the
listener at auction, and no cost for the ticket should be reported on the
statement of activities. If a listener acquires the ticket for $45, rather than
$100, a reduction of $30 in contributions should be reported when the ticket
is transferred to the listener at auction, because the transfer at auction is part
of the transaction that was initiated when the organization received the
ticket. Holding the ticket from the time of initial receipt to the time of
ultimate transfer at auction does not create a transaction separate from the
initial contribution.

Contributed Utilities and Use of Long-Lived Assets
5.57 Not-for-profit organizations may receive unconditional contributions
of the use of electric, telephone, and other utilities and of long-lived assets
(such as a building or the use of facilities) in which the donor retains legal title
to the long-lived asset. Organizations receiving such contributions should
recognize contribution revenue in the period in which the contribution19 is
received and expenses in the period the utilities or long-lived assets are
used.20 If the transaction is an unconditional promise to give (as described in
paragraphs 5.47 through 5.51) for a specified number of periods, the promise
should be reported as contributions receivable and as restricted support that
increases temporarily restricted net assets.21
5.58 Unconditional promises to give the use of long-lived assets (such as
a building or other facilities) for a specified number of periods in which the
donor retains legal title to the long-lived asset may be received in connection
with leases or may be similar to leases but have no lease payments. For
example, not-for-profit organizations may use facilities under lease agree
ments that call for lease payments at amounts below the fair rental value of
the property. In such circumstances, the not-for-profit organization should
report a contribution for the difference between the fair rental value of the
property and the stated amount of the lease payments.22 (However, amounts
reported as contributions should not exceed the fair value of the long-lived
asset at the time the organization receives the unconditional promise to give.)
The contribution receivable may be described in the financial statements based
on the item whose use is being contributed, such as a building, rather than as
contributions receivable.

Contributed Collection Items
5.59 Not-for-profit organizations may receive contributions of works of
art, historical treasures, and similar items that meet the definition of
collections in paragraph 11 of FASB Statement No. 116. The recognition and
19 As discussed in paragraph 5.01, contributions include both the use of facilities and utilities,
as well as promises to give those items in the future.
20 Whether such contributions should be reported is unaffected by whether the not-for-profit
organization could afford to purchase the utilities or facilities at their fair value.
21 Paragraphs 5.61 through 5.69 discuss measurement principles for initial recognition of
contributions received.
22 See footnote 21.
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measurement principles for contributions of collections depend on the collectionscapitalization policy adopted by the organization. Accounting for collections is
discussed in chapter 7 of this Guide.

Split-lnterest Agreements
5.60 A split-interest agreement is a form of contribution in which a
not-for-profit organization receives benefits that are shared with other benefi
ciaries designated by the donor. Common kinds of such agreements include
charitable lead and remainder trusts, charitable gift annuities, and pooled
(life) income funds. Because of the specialized nature of these arrangements,
they are discussed separately in chapter 6 of this Guide.

Measurement Principles for Contributions
5.61 Contribution revenue should be measured at the fair value of the
assets or services received or promised or the fair value of the liabilities
satisfied. (Contributions arising from unconditional promises to give that are
expected to be collected within one year of the financial statement date may be
measured at their net realizable value.) Fair value can best be measured by
quoted market prices. If such prices are not available, fair value can be
estimated based on one of the following:
• Quoted market prices for similar assets
• The asset’s replacement cost
• Independent appraisals of the asset’s fair value
• Other valuation techniques, such as discounting the estimated future
cash flows*
The fair value of contributed services that create or enhance nonfinancial assets
should be estimated based on (a) the fair value of the services received or (b)
the fair value of the assets created (or the change in the fair value of the asset
that is being enhanced), whichever is more readily determinable.
5.62 Major uncertainties about the existence of value of a contributed
asset may indicate that a contribution should not be recognized. Such uncer
tainties are often present when an item has no use other than for scientific or
educational research or for its historical significance. Examples of such items
include flora, fauna, photographs, and objects identified with historic persons,
places, or events.
5.63 If a promise to give has not previously been recognized as contribu
tion revenue because it was conditional, fair value should be measured when
the conditions are met.
5.64 The fair value of contributions arising from unconditional promises
to give cash should be determined based on the present value of the estimated
future cash flows. Exhibit 5-1 below illustrates initial recognition of uncondi
tional promises to give cash that are expected to be collected one year or more
after the financial statement date.
*
FASB Concepts Statement No. 7, Using C ash Flow Inform ation an d Present Value in Account
ing M easurem ents, provides useful discussion of present value techniques when the measurement
objective is fair value. Statements of Financial Accounting Concepts are not sources of established
accounting principles as described in SAS No. 69, The M eaning o f Present Fairly in Conformity with
Generally Accepted Accounting Principles, and, thus, do not amend, modify, or justify a change from
generally accepted accounting principles currently in effect.
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Exhibit 5-1
Initial Recognition of Unconditional Promises to Give Cash

Facts
Assume that a not-for-profit organization receives a promise (or promises
from a group of homogeneous donors) to give $100 in five years, that the
estimated future cash flows from the promise(s) are $70, and that the
present value of the estimated future cash flows is $50.
Solution
dr.
Contributions Receivable
$70
cr.
Contribution Revenue—Temporarily Restricted
$50
cr.
Discount on Contributions Receivable
$20
(To report contributions receivable and revenue for the present value
of the estimated future cash flows.)
[Note to Readers: Some organizations may use a subsidiary ledger to retain
information concerning the $100 face amount of contributions promised
in order to monitor collections of contributions promised.]
5.65 The fair value of contributions arising from unconditional promises
to give noncash assets should be determined based on the present value of the
expected fair value of the underlying noncash assets expected to be received at
the date those assets are expected to be received,23 if the date is one year or
more after the financial statement date. (Both the (a) likelihood of the promise
being fulfilled24 and (b) expected fair value of those underlying assets, such as
the expected fair value per share of a promised equity security, should be
considered in determining the expected fair value of the underlying noncash
assets expected to be received.) In some cases, the expected fair value of the
underlying asset may be difficult to determine. In those cases, the fair value of
the underlying asset at the date of initial recognition may be the best estimate
of the present value of the expected fair value of the underlying asset. (No
discount should be reported if an asset’s fair value at the date of initial
recognition is used to estimate the present value of the expected fair value of
the underlying asset.)
5.66 In determining the estimated future cash flows of unconditional
promises to give cash (or, for promises to give noncash assets, the quantity and
nature of assets expected to be received), not-for-profit organizations should
consider when the receivable is expected to be collected, the creditworthiness
of the other parties, the organization’s past collection experience and its
policies concerning the enforcement of promises to give, and other factors
concerning the receivable’s collectibility.

Discounting
5.67 The present value of unconditional promises to give should be meas
ured using a risk-free rate of return appropriate for the expected term of the
promise to give. (A risk-free rate of return, rather than the donor’s borrowing
rate, is the discount rate commensurate with the risks involved because, as
23 Throughout the remainder of this chapter, the phrase the expected fa ir value o f the underlying
asset [or underlying security, or underlying noncash asset] is used to refer to the expected fair value
of the underlying asset [or underlying security, or underlying noncash asset] at the date the asset [or
security, or noncash asset] is expected to be received.
24 The quantity, nature, and timing of assets expected to be received, such as the number of
shares of a promised equity security, the company in which those shares represent an equity interest,
and when those shares will be received should be considered in determining the likelihood of the
promise being fulfilled.
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discussed in paragraph 5.66, the donor’s credit rating and other factors affect
ing the donor’s ability to honor the promise to give would be considered in
determining the estimated future cash flows of unconditional promises to give
cash [or, for promises to give noncash assets, the quantity and nature of assets
expected to be received]. Therefore, the amount to be discounted is considered
to be free from credit risk.) In conformity with paragraph 12 of APB Opinion
No. 21, Interest on Receivables and Payables, the discount rate should be
determined at the time the unconditional promise to give is initially recognized
and should not be revised subsequently.
5.68 Discounts on contributions receivable that are measured at present
value should be amortized between the date the promise to give is initially
recognized and the date the cash or other contributed assets are received. In
conformity with paragraph 15 of APB Opinion No. 21, the interest method
should be used to amortize the discount. Other methods of amortization may
be used if the results are not materially different. The amount of the periodic
amortization of the discount should be included as a component of contribution
revenue and should be reported as an increase in permanently restricted,
temporarily restricted, or unrestricted net assets, depending on the net asset
class in which the promise was originally reported.
5.69 Contributions receivable should be reported net of the discount that
arises when measuring a promise to give at present value. The discount should
be separately disclosed by reporting it as a deduction from contributions
receivable either on the face of a statement of financial position or in the notes
to the financial statements.

Subsequent Measurement
5.70 The fair value of contributions arising from unconditional promises
to give cash and noncash assets may change because of (a) changes in the
quantity or nature of assets expected to be received (such as changes in the
amounts of future cash flows), (b) changes in the timing of assets expected to be
received,25 and (c) changes in the expected fair value of underlying noncash assets.

Changes in the Quantity or Nature of Assets Expected to Be Received
5.71 If the fair value of contributions arising from unconditional promises
to give cash or noncash assets decreases because of changes in the quantity or
nature of assets expected to be received, the decrease should be recognized in
the period(s) in which the expectation changes. Such decreases should be
reported as expenses or losses (bad debt) in the net asset class in which the net
assets are represented.26 No increase in net assets should be recognized if the
fair value of contributions arising from unconditional promises to give in
creases because of changes in the quantity or nature of assets expected to be
received between the date the unconditional promises to give are recognized
and the date they are collected, except as provided in the next sentence. If the
25 This Guide does not address accounting for changes in the timing of assets expected to be
received. FASB Concepts Statement No. 7, Using Cash Flow Inform ation an d Present Value in
Accounting M easurem ents, provides useful discussion of techniques to address changes in estimated
cash flows. Statements of Financial Accounting Concepts are not sources of established accounting
principles as described in SAS No. 69, The M eaning o f Present Fairly in Conformity with Generally
Accepted Accounting Principles, as amended by SAS No. 91, Federal GAAP H ierarchy, and, thus, do not
amend, modify, or justify a change from generally accepted accounting principles currently in effect.
26 As discussed in chapters 3 and 13 of this Guide, all expenses should be reported as decreases
in unrestricted net assets. Therefore, decreases in contributions because of changes in the amounts
of assets expected to be received should be reported as losses if they are decreases in temporarily
restricted net assets or permanently restricted net assets.
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fair value of contributions arising from unconditional promises to give increases
because of changes in the quantity or nature of assets expected to be received, and
previous decreases in the fair value of those promises have resulted in expenses or
losses from bad debts, such increases should be reported as recoveries of those
expenses or losses, to the extent that those expenses or losses have been recog
nized, in the net asset classes in which the net assets are represented. Amounts
collected, other than recoveries of bad debt expenses or losses, in excess of the
carrying amount of contributions receivable should be reported as contribution
revenue in the appropriate net asset class.

Changes in the Fair Value of Underlying Noncash Assets
5.72 As discussed in paragraph 5.70, the fair value of contributions
arising from unconditional promises to give noncash assets may change be
cause of changes in the expected fair value of the underlying noncash assets.
If, in a period subsequent to initial measurement, an observed change in the
current fair value of the asset to be contributed occurs, that change in fair value
may or may not result in changes in the expected fair value of the underlying
noncash asset, depending on the method and assumptions used for determin
ing the expected fair value of the underlying noncash asset. For purposes of
subsequent measurement, the method for determining the expected fair value
of the underlying noncash asset should be the same as the method used for
determining that amount for purposes of initial measurement. (Paragraph
5.65 discusses the measurement principles for initial recognition of uncondi
tional promises to give noncash assets, including consideration of the expected
fair value of the underlying asset.) Accordingly, assumed relationships, such
as the relationship between the market price of the noncash asset at the time
the initial measurement is made and its projected market price at the date the
asset is expected to be received, should be presumed to continue in determining
whether the expected fair value of the underlying noncash asset has changed.
(As discussed in paragraph 5.65, the fair value of the underlying noncash asset
at the date of initial recognition may be the best estimate of the present value
of the expected fair value of the underlying noncash asset. If that method is
used at initial measurement, for subsequent measurement, observed changes in
the current fair value of the asset to be contributed should be treated as if they
were changes in the fair value of contributions arising from unconditional prom
ises to give noncash assets because of changes in the expected fair value of the
underlying asset. If that method is not used at initial measurement, for sub
sequent measurement, observed changes in the current fair value of the asset to
be contributed may or may not result in changes in the expected fair value of the
underlying asset, and, therefore, may or may not result in changes in the fair value
of contributions arising from unconditional promises to give noncash assets be
cause of changes in the expected fair value of the underlying asset.)
5.73 Paragraph 5.74 discusses accounting for changes in the fair value of
contributions arising from unconditional promises to give equity securities
with readily determinable fair values or debt securities because of changes in
the expected fair value of the underlying securities. Paragraph 5.75 discusses
accounting for changes in the fair value of contributions arising from uncondi
tional promises to give noncash assets other than equity securities with readily
determinable fair values or debt securities because of changes in the expected
fair value of the underlying noncash assets.
5.74 The fair value of contributions arising from unconditional promises
to give equity securities with readily determinable fair values or debt securities
may change between the date the unconditional promise to give is recognized
and the date the asset promised is received because of changes in the expected fair
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value of the underlying securities. Such changes should be reported as in
creases and decreases in contribution revenue in the period(s) in which the
change occurs, in the net asset class in which the contribution was originally
reported or in the net asset class in which the net assets are represented.
5.75 The fair value of contributions arising from unconditional promises
to give noncash assets other than equity securities with readily determinable
fair values or debt securities may decrease between the date the unconditional
promise to give is recognized and the date the asset promised is received
because of decreases in the expected fair value of the underlying noncash
assets. Such decreases should be reported as decreases in contribution revenue
in the period(s) in which the decrease occurs, in the net asset class in which the
contribution was originally reported or in the net asset class in which the net
assets are represented. No additional revenue should be recognized if the
expected fair value of those underlying noncash assets increases between the
date the unconditional promise to give is recognized and the date the asset
promised is received.

Illustration
5.76 Table 5.3 below illustrates the accounting for changes in the fair
value of contributions subsequent to initial recognition but before collection.

Table 5.3

Accounting for Changes in Fair Value of Contributions
(Subsequent to Initial Recognition But Before Collection)
R ea so n fo r the C h a n g e in F a ir V alue
C h a n g e in
U n derlyin g
C ollectibility
A sset _____ ________ o f the R ec eiv a b le ________

C h a n g e in the
E x p ected F a ir V alue
o f the U nderlyin g A sset
In cr ea se in
E x p ected
F a ir V alue

D ecrease in
E x p ected
F a ir V alue

Recognize
expense or loss
(bad debt)

Not applicable

Not applicable

No adjustment*

Recognize
expense or loss
(bad debt)

Recognize
additional
contribution
revenue

Recognize a
decrease in
contribution
revenue

No adjustment

Recognize
expense or loss
(bad debt)

No adjustment

Recognize a
decrease in
contribution
revenue

In cr ea se in
F a ir V alue

D ecrease in
F a ir V alue

Cash

No adjustment*

FASB No. 24
securities**

Other assets

* Recoveries of previously recognized decreases in fair value resulting from changes in
estimates of collectibility (up to the amount of decreases previously recognized), however,
should be recognized as reductions of bad debt expense or loss .
** For purposes of this table, F A S B No. 124 secu rities are defined as equity securities
with readily determinable fair values and all debt securities.
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Financial Statement Presentation
5.77 Contribution revenue may be reported as a separate line item on a
statement of activities. However, this does not preclude reporting separate line
items for government contracts, membership dues,27 special events, or similar
revenue sources in other revenue categories or in the notes to the financial
statements.
5.78 The notes to the financial statements should also include the following:
• The accounting policies adopted by the organization concerning the
following:
— Whether the organization implies time restrictions on the use of
contributed long-lived assets (and contributions of cash and other
assets restricted to purchasing them) received without donor
stipulations about how long the contributed assets must be used
(Paragraphs 5.45 and 5.46 provide guidance concerning the appli
cation of this policy.)
— Whether the organization classifies donor-restricted contribu
tions as unrestricted or restricted support if restrictions are sat
isfied in the same reporting period in which the contributions are
received (Paragraph 5.42 provides guidance concerning the appli
cation of this policy.)
— Whether the organization recognizes contributions of collection
items (Paragraphs 7.05 through 7.09 provide guidance concerning
the application of this policy.)
• Disclosures relating to the liquidity of the organization’s contributions
receivable, including the following:
— Contributions receivable pledged as collateral or otherwise lim
ited as to use
— A schedule of unconditional promises to give (showing the total
amount separated into amounts receivable in less than one year,
in one to five years, and in more than five years) and the related
allowance for uncollectible promises receivable arising from sub
sequent decreases due to changes in the quantity or nature of
assets expected to be received (see paragraph 5.71), and the
unamortized discount28
— The amount of conditional promises to give—in total and, with
descriptions, the amount of each group of similar promises (for
example, those conditioned upon the development of new pro
grams, upon the purchase or construction of new property and
equipment, and upon the raising of matching funds within a
specified time period)
• Disclosures required by APB Opinion No. 21
• Disclosure of how the not-for-profit organization computes its fund
raising ratio if it includes that ratio in its financial statements, as
described in paragraph 20 of FASB Statement No. 136.
27 Accounting for the portion of membership dues that is an exchange transaction is different
than accounting for the portion that is a contribution. Paragraphs 5.27 and 5.28 discuss revenue
recognition principles for membership dues.
28 The amount of unconditional promises to give included in the schedule represents amounts
reported as contributions receivable. For example, assume that, on the last day of its fiscal year, an
organization receives promises to give $100 in five years, that the estimated future cash flows from
the promises are $70, and that the present value of the estimated future cash flows is $50. The notes
to the financial statements should disclose unconditional promises to give of $70 and unamortized
discount of $20.
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5.79 The notes to the financial statements should include the following
disclosures concerning contributions of services received during the period:
• The nature and extent of contributed services received by the organi
zation
• A description of the programs or activities for which the services were
used
• The amount of contributed services recognized during the period
Not-for-profit organizations are encouraged to report in the notes to the
financial statements, if practical, the fair value of contributed services received
but not recognized.
5.80 As stated in paragraph 19 of FASB Statement No. 136, if a not-forprofit organization transfers assets to a recipient organization and specifies
itself or its affiliate as beneficiary, the not-for-profit organization should dis
close the following information for each period for which a statement of
financial position is presented:
a. The identity of the recipient organization to which the transfer was
made
b. Whether variance power was granted to the recipient organization
and, if so, a description of the terms of the variance power
c. The terms under which amounts will be distributed to the resource
provider or its affiliate
d. The aggregate amount recognized in the statement of financial
position for those transfers and whether that amount is recorded as
an interest in the net assets of the recipient organization or as
another asset (for example, as a beneficial interest in assets held by
others or a refundable advance)

Illustrative Disclosures
5.81 The following section provides examples of notes to financial state
ments that illustrate some of the disclosures discussed in this chapter.

Example 1—Donor-Imposed Restrictions
Note X: Summary of Significant Accounting Policies
All contributions are considered to be available for unrestricted use unless
specifically restricted by the donor. Amounts received that are designated for
future periods or restricted by the donor for specific purposes are reported as
temporarily restricted or permanently restricted support that increases those
net asset classes. However, if a restriction is fulfilled in the same time period
in which the contribution is received, the organization reports the support as
unrestricted.

Example 2—Promises to Give
Note X: Summary of Significant Accounting Policies
Unconditional promises to give that are expected to be collected within one
year are recorded at net realizable value. Unconditional promises to give that
are expected to be collected in future years are recorded at the present value of
their estimated future cash flows. The discounts on those amounts are com
puted using risk-free interest rates applicable to the years in which the
promises are received. Amortization of the discounts is included in contribution
revenue. Conditional promises to give are not included as support until the
conditions are substantially met.
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Note Y: Promises to Give
Included in “Contributions Receivable” are the following unconditional prom
ises to give:

Capital campaign
Restricted to future periods
Unconditional promises to give before
unamortized discount and allowance for
uncollectibles
Less: Unamortized discount
Subtotal
Less: Allowance for uncollectibles

20X 1

20X 0

$1,220
795

$530

2,015
(180)

530
(24)

1,835
(150)

506
(30)

Net unconditional promises to give

$1,685

Amounts due in:
Less than one year
One to five years
More than five years

$1,220
725
70

Total

$476

$2,015

Discount rates ranged from 4 percent to 4.5 percent and from 3.5 percent to
4 percent for 20X1 and 20X0, respectively.
In 20X0, the organization received $650 for a capital campaign which must
be returned if the organization does not receive $1,300 in donations to the
capital campaign. The $650 received was recorded on the 20X0 statement of
financial position as a refundable advance. In 20X1, the organization received
$500 in cash donations and $865 in unconditional promises to give to this
campaign. As a result, the $650 was recognized as temporarily restricted
contributions in 20X1.
In addition, the organization received the following conditional promises to
give that are not recognized as assets in the statements of financial position:

Conditional promise to give upon the
establishment of a library program
Conditional promise to give upon obtaining
$2,500 in unconditional promises to give to
the capital campaign

20X 1

20X 0

$ 100

$100

5,000

[T he follow ing disclosure is en co u ra ged but not req u ired .]

The organization received an indication of an intention to give from an
individual long-time donor. The anticipated gift is an extensive collection of
pre-Columbian textiles with great historical and artistic significance. The value
of this intended gift has not been established, nor has the gift been recognized
as an asset or contribution revenue.
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Example 3—Accounting Policy for Contributed Property and Equipment
Note X: Summary of Significant Accounting Policies
Contributed property and equipment is recorded at fair value at the date of
donation. In the absence of donor stipulations regarding how long the contrib
uted assets must be used, the organization has adopted a policy of implying a
time restriction on contributions of such assets that expires over the assets’
useful lives. As a result, all contributions of property and equipment, and of
assets contributed to acquire property and equipment, are recorded as re
stricted support.
OR
Contributed property and equipment is recorded at fair value at the date of
donation. If donors stipulate how long the assets must be used, the contribu
tions are recorded as restricted support. In the absence of such stipulations,
contributions of property and equipment are recorded as unrestricted support.

Example 4— Contributed Services
The organization recognizes contribution revenue for certain services re
ceived at the fair value of those services. Those services include the following
items:

Home outreach program:
Salaries:
Social work interns—261 and 315 hours at
$12.00 per hour
Registered nurse—200 and 220 hours at
$15.00 per hour
Total salaries
Management and general:
Accounting services
Total contributed services

20X1

20X0

$ 3,132

$ 3,780

3,000

3,300

6,132

7,080

10,000

19,000

$16,132

$26,080

In addition, approximately 80,000 hours, for which no value has been as
signed, were volunteered by tutors in the home outreach program.

Example 5— Beneficial Interest in Assets Held by Others
In 19XX, the organization transferred $1,000,000 from its investment portfo
lio to the Any Town Community Foundation to establish an endowment fund.
Under the terms of the agreement, in the first quarter of each year, the
organization receives a distribution equal to the investment return generated
by the transferred assets during the prior year. The organization can withdraw
all or a portion of the original amount transferred, any appreciation on those
transferred assets, or both, provided that a majority of the governing boards of
the organization and the Foundation approve of the withdrawal. At the time of
the transfer, the organization granted variance power to the Foundation. That
power gives the Foundation the right to distribute the investment income to
another not-for-profit organization of its choice if the organization ceases to
exist or if the governing board of Any Town Community Foundation votes that
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support of the organization (a) is no longer necessary or (b) is inconsistent with
the needs of the Any Town community. At June 3 0 , 20X1, the endowment fund
has a value of $1,234,567, which is reported in the statement of financial
position as beneficial interest in assets held by others. (See paragraph 53 of
FASB Statement No. 136.)

Auditing
5.82 Since for-profit organizations do not usually receive contributions or
enter into agency transactions, the specific audit objectives, selected controls,
and auditing procedures related to contributions, contributions receivable, and
agency transactions are unique to not-for-profit organizations and are pre
sented below.
5.83 Not-for-profit organizations that receive significant amounts of con
tributions should have an accounting system, along with controls built into
that system, for recording the receipt and collection of contributions.* Internal
control should also provide reasonable assurance that revenues arising from
conditional promises to give are recognized when the conditions have been
substantially met and that restrictions on contributions are recognized in the
appropriate net asset class. The absence of such an accounting system and
related controls might make it difficult for the auditor to obtain the necessary
assurance about the completeness assertion and the presentation and disclo
sure assertion for contribution revenues and receivables and net assets. Ac
cordingly, the auditor’s assessment of control risk with respect to assertions
related to contribution revenues and receivables may constitute a major activ
ity in the planning process.
5.84 Paragraph 34 of SAS No. 67, The Confirm ation Process (AICPA,
Professional Standards, vol. 1, AU sec. 330), states that “confirmation of accounts
receivable is a generally accepted auditing procedure,” and that there is a pre
sumption that the auditor will request the confirmation of accounts receivable
except under certain specified circumstances. That paragraph defines accounts
receivable as “(a) the entity’s claims against customers that have arisen from the
sale of goods or services in the normal course of business, and (b) a financial
institution’s loans.” Though under that definition contributions receivable are not
accounts receivable to which that presumption would apply, the auditor may
nevertheless decide to request confirmation of contributions receivable.
5.85 Receivables are usually confirmed principally to provide evidence
about the existence/occurrence assertion. FASB Statement No. 116 specifies
that for a promise to give to be recognized in financial statements, there must
be sufficient evidence in the form of verifiable documentation that a promise
was received. If the documentation is not present, an asset should not be
recognized. The verifiable documentation required by FASB Statement No.
116 for recognition of promises to give may not be sufficient evidence concern
ing the existence/occurrence assertion. Confirming recorded promises to give
(contributions receivable) may provide additional evidence about the existence
of promises to give, the existence or absence of restrictions, the existence or
absence of conditions, and the periods over which the promises to give become
due. If the auditor confirms promises to give, he or she should follow the
guidance in SAS No. 67 concerning the confirmation process.
*
Contributions received are measured at fair value. In January 2003, the AICPA Auditing
Standards Board issued SAS No. 101, Auditing F a ir Value M easurements an d Disclosures, which
addresses audit considerations relating to the measurement and disclosure of assets, liabilities and
specific components of equity presented or disclosed at fair value in financial statements. The SAS is
effective for audits of financial statements for periods beginning on or after June 15, 2003, although
earlier application is permitted.
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Auditing Considerations
F in an cial
Statem ent
Assertions

Specific Audit
Objectives

E xam ples o f
Selected Controls

Exam ples o f
Auditing
Procedures

Contribution Revenues an d R eceivables
Existence/
occurrence

Amounts
recognized as
contribution
revenues and
related
receivables
represent valid
unconditional
contributions
and promises to
give.

Controls ensure
that only
unconditional
contributions
and promises to
give are
recognized in the
financial
statements.

Examine
documentation
supporting
recognition of
contribution
revenues and
promises to give,
including
information such
as absence of
conditions and
the periods over
which the
promises to give
become due.

Completeness

All unconditional
contributions
and promises to
give are
recognized.

Controls ensure
that all
unconditional
contributions
and promises to
give are
recognized in the
financial
statements.
Controls ensure
that conditional
promises to give
are recognized
when the
conditions have
been
substantially
met.

Compare
detailed
receivables from
promises to give
with data
accumulated and
maintained by
the fund-raising
function and
investigate
reconciling items.

Valuation

Contribution
revenues and
related
receivables are
appropriately
valued.

Controls ensure
the appropriate
valuation of
contribution
revenue and
promises to give
at the time of
initial recognition.

Review and test
the methods
used to measure
contribution
revenue and
promises to give
at the time of
initial recognition.

The valuation of
promises to give
is periodically

Review promises
to give for
collectibility and,
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls
reviewed by
management.

Examples of
Auditing
Procedures
if appropriate,
changes in fair
value of the
underlying asset.

Writeoffs of
uncollectible
promises to give
are identified
and approved in
accordance with
the entity’s
established policy.
Presentation and
Disclosure

Restricted
contributions are
reported in the
proper net asset
class.

Contributions
are reviewed for
restrictions and
other limitations.

Disclosures
related to
contributions are
proper.

Review the
documentation
underlying
contributions
and promises to
give (including
donor
correspondence
and governing
board minutes)
for propriety of
classification.
Determine the
appropriateness
of disclosures for
conditional and
unconditional
promises to give.

Contributed Services, Utilities, Facilities, and Use of Long-Lived Assets
Existence/
occurrence;
completeness;
valuation;
presentation and
disclosure
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Assets, expenses,
and revenues
from contributed
services, utilities,
facilities, and use
of long-lived
assets meet the
appropriate
recognition
criteria; all such
contributions
that meet the
recognition
criteria are
recognized and

Controls ensure
that only
contributed
services, utilities,
facilities, and use
of long-lived
assets that meet
the appropriate
recognition
criteria are
recognized;
controls ensure
that all such
contributions
that meet the

Review the
documentation
underlying
recognition of
contributed
services, utilities,
facilities, and use
of long-lived
assets for
completeness
and propriety of
amounts
recognized,
presented, and
disclosed.
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F in an cial
Statem ent
A ssertions

Specific A udit
Objectives
appropriately
measured,
presented, and
disclosed.

E xam ples o f
Selected Controls

Exam ples o f
Auditing
Procedures

recognition
criteria are
recognized and
appropriately
measured,
presented, and
disclosed.

Agency Transactions
Existence/
occurrence;
completeness

Assets and
liabilities from
agency
transactions
meet the criteria
for classification
and recognition
as agency
transactions.

All agency
transactions are
recognized.

Controls ensure
that (1) only
resources
received and
paid in agency
transactions are
classified and
recognized as
agency
transactions and
(2) all such
transactions are
recognized.

Review the
documentation
underlying the
receipt of assets
from resource
providers that
will be
transferred to
others for
propriety of
classification and
recognition.
Review the
documentation
underlying the
distribution of
assets to others
for propriety of
classification and
recognition.
Review the
historical
patterns of the
distribution of
gifts in kind and
other assets to
determine the
extent of the
organization’s
discretion over
those distrib
utions.
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Chapter 6

Split-lnterest Agreements*
Introduction
6.01 Some donors enter into trust or other arrangements under which
not-for-profit organizations receive benefits that are shared with other benefi
ciaries. Recognition and measurement principles for these arrangements, com
monly known as split-interest agreements, are discussed in this chapter.** The
application of these principles to five widely used types of such agreements—
charitable lead trusts, perpetual trusts held by third parties,1 charitable remain
der trusts, charitable gift annuities, and pooled (life) income funds—is also
illustrated.

Types of Split-lnterest Agreements
6.02 Under a split-interest agreement, a donor makes an initial gift to a
trust or directly to the not-for-profit organization, in which the not-for-profit
organization has a beneficial interest but is not the sole beneficiary. The terms
of some agreements do not allow donors to revoke their gifts; other agreements
may be revocable by donors in certain situations. The time period covered by
the agreement is expressed either as a specific number of years (or in perpetu
ity) or as the remaining life of an individual or individuals designated by the
donor. The assets are invested and administered by the organization, a trustee,
or a fiscal agent, and distributions are made to a beneficiary or beneficiaries
during the term of the agreement. At the end of the agreement’s term, the
remaining assets covered by the agreement are distributed to or retained by
either the not-for-profit organization or another beneficiary or beneficiaries.
6.03 Under some kinds of agreements, referred to in this Guide as lead
interests, the not-for-profit organization receives the distributions during the
agreement’s term. In other kinds of agreements, referred to as remainder
interests, the donor (or other individuals or organizations designated by the
donor) receives those distributions and the not-for-profit organization receives
all or a portion of the assets remaining at the end of the agreement’s term.
*
On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statement, C onsolidated F in an cial Statem ents: Purpose an d Policy, which would supersede certain
guidance in this chapter regarding reporting as a trustee. In January 2003, the FASB issued FASB
Interpretation No. 46, C o n solid atio n o f V ariable In terest E n tities (FIN 46). Not-for-profit
organizations subject to the consolidation requirements of this SOP are not subject to FIN 46, except
that they may be related parties for purposes of applying paragraphs 16 and 17 of FIN 46. In
addition, a not-for-profit entity used by a business enterprise in a manner similar to a variable
interest entity in an effort to circumvent the provisions FIN 46 is subject to FIN 46. The FASB now
plans to continue its consideration of the broader proposals in the 1999 exposure draft. The provisions
of SOP 94-3 will be reconsidered as the FASB issues final Standards.
** In some circumstances, the not-for-profit organization that serves as trustee or fiscal agent
for a split-interest agreement and the not-for-profit beneficiary are financially interrelated. (Para
graphs 5.15 through 5.17 discuss the characteristics of financially interrelated organizations.) In
those circumstances, the not-for-profit trustee or fiscal agent should follow the recognition and
measurement guidance in this chapter as if it were both trustee and charitable beneficiary. A
not-for-profit beneficiary that is not also trustee should follow the guidance in paragraph 5.12 for
recognizing its interest in the split-interest agreement.
1
Though perpetual trusts held by third parties may not meet the definition of a split-interest
agreement because the not-for-profit organization may be the sole beneficiary, they are included in this
chapter because they present some of the same accounting issues as do split-interest agreements.
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Under either kind of agreement, donors may impose restrictions on the not-forprofit organization’s use of all or a portion of any assets received.

Recognition and Measurement Principles
6.04 Not-for-profit organizations should report irrevocable split-interest
agreements. Assets received under those agreements should be recorded at
their fair value when received.2 Assets held under such agreements as invest
ments should be reported in conformity with the guidance in chapter 8,
“Investments,” of this Guide. The contribution portion of an agreement (that
is, the part that represents the unconditional transfer of assets in a voluntary
nonreciprocal transaction) should be recognized as revenue or gain.3 Liabili
ties incurred in the exchange portion of an agreement (usually an agreement
to pay an annuity to the donor) should also be recognized.
6.05 In the absence of donor-imposed conditions, not-for-profit organiza
tions should recognize contribution revenue and related assets and liabilities
when irrevocable split-interest agreements naming them trustee or fiscal
agent are executed. If an unrelated third party (for example, a bank, trust
company, or private individual) acts as trustee or fiscal agent, a contribution
should be recognized when the not-for-profit organization is notified of the
agreement’s existence. However, if the third party has variance power to
redirect the benefits to another organization or if the not-for-profit organiza
tion’s rights to the benefits are conditional, the not-for-profit organization
should not recognize its potential for future distributions from the asset held
by the recipient organization.4 (See paragraphs 12, 16, and 85 of FASB
Statement No. 136.) Contribution revenue should not be recognized under such
agreements until the organization has an unconditional right to receive bene
fits under the agreement.

Recognition of Revocable Agreements
6.06 Revocable split-interest agreements should be accounted for as in
tentions to give. Assets received by not-for-profit organizations acting as a
trustee under revocable split-interest agreements should be recognized at fair
value when received and as refundable advances. (Contribution revenue for the
assets received should be recognized when the agreements become irrevocable
or when the assets are distributed to the not-for-profit organization for its
unconditional use, whichever occurs first.) Assets held under such agreements
as investments should be reported in conformity with the guidance in chapter
8. Income earned on assets held under such agreements that is not available
for the organization’s unconditional use, and any subsequent adjustments to
the carrying value of those assets, should be recognized as adjustments to the
assets and as refundable advances.
2 Some split interest agreements include promises to give noncash assets, such as homes.
Paragraph 5.65 of this Guide includes guidance concerning determining the fair value of uncondi
tional promises to give noncash assets.
3 As discussed in footnote 2 to chapter 5, “Contributions Received and Agency Transactions,” of
this Guide, contributions may be reported as revenues or gains, depending on whether they are part
of the organization’s ongoing major activities or are peripheral or incidental transactions. For
purposes of this chapter, the term contribution revenue is used to apply to either situation.
4 As noted in paragraph 9, FASB Statement No. 136, Transfers o f Assets to a N ot-for-Profit
Organization or C haritable Trust That R aises or H olds Contributions for Others, establishes stand
ards for a beneficiary’s reporting of assets held in trust, but it does not establish standards for a
trustee’s reporting of those assets. Paragraphs 5.05 through 5.21 of this Guide discuss the require
ments of FASB Statement No. 136.
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Initial Recognition of Unconditional Irrevocable Agreements*
6.07 At the date of initial recognition of a split-interest agreement, con
tributions should be measured at fair value. Present value techniques provide
one method of estimating fair value. The following should be considered in
applying present value techniques when estim ating the fair value of splitinterest agreements. Under a lead interest agreement, the fair value of the
contribution can be estimated directly based on the present value of the
estimated future distributions expected to be received by the not-for-profit
organization as a beneficiary. Under a remainder interest agreement, future
distributions will be received by the not-for-profit organization only after
obligations to other beneficiaries are satisfied. In those cases, the fair value of
the contribution may be estimated based on the fair value of the assets
contributed by the donor less the present value of the payments expected to be
made to other beneficiaries. Any present value method for measuring the fair
value of the contribution must consider (a) the estimated return on the in
vested assets during the expected term of the agreement, (b) the contractual
payment obligations under the agreement, and (c) a discount rate commensu
rate with the risks involved.5 The discount rate should be determined at the
time the contribution is initially recognized and should not be revised sub
sequently, in conformity with paragraph 12 of Accounting Principles Board
Opinion No. 21, Interest on R eceivables an d P ayables, unless the measurement
objective for periods subsequent to the period of initial recognition is fair value.
The measurement objective for periods subsequent to the period of initial
recognition is fair value only for (a) beneficial interests in trusts held by third
parties, other fiscal agents of the donor, or otherwise not controlled by the
not-for-profit organization and (b) embedded derivatives subject to the meas
urement provisions of FASB Statement No. 133, Accounting fo r Derivative
Instrum ents an d H edging A ctivities.**
6.08 Contribution revenues recognized under split-interest agreements
should be classified as increases in temporarily restricted net assets unless the
donor has permanently restricted the organization’s use of its interest (lead or
remainder) in the assets or the donor gives the organization the immediate
right to use without restrictions the assets it receives.6 If the donor has
permanently restricted the organization’s use of its interest, the contribution
should be classified as an increase in permanently restricted net assets. If the
*
This Guide uses present value techniques to measure the contribution revenue and obligation
to other beneficiaries of a split-interest agreement. FASB Concepts Statement No. 7, Using Cash
Flow Inform ation an d Present Value in Accounting M easurements, provides useful discussion of
present value techniques when the measurement objective is fair value. Statements of Financial
Accounting Concepts are not sources of established accounting principles as described in SAS No. 69,
The M eaning o f Present F airly in Conformity with Generally Accepted Accounting Principles in the
Independent A u ditor’s Report, and, thus, do not amend, modify, or justify a change from generally
accepted accounting principles currently in effect.
5 Reference to Internal Revenue Service (IRS) guidelines and actuarial tables used in calculat
ing the donor’s charitable deduction for income tax purposes may be helpful in assessing the
reasonableness of the method used for measuring fair value.
*In April 2002, the FASB’s staff issued implementation guidance Issue No. B35, E m bedded
D erivatives: Application o f Statem ent 133 to a N ot-for-Profit O rganization’s Obligation A rising from
an Irrevocable Split-lnterest Agreement. Specifically, the implementation guidance requires that the
liability for remainder unitrusts with either period-certain payments or period-certain-plus-life-con
tingent payments and certain lead interest trusts be measured at fair value; thus, in circumstances
in which the fair value is measured using present value calculations, the discount rate assumptions
should be revised at each measurement date to reflect current market conditions. A copy of the
implementation guidance is included in this Guide as Appendix B [paragraph 6.40] to this chapter.
6 Under many charitable gift annuity agreements, the assets received from the donor are held by
the not-for-profit organization as part of its general assets and are available for its unrestricted use.
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organization has the immediate right to use its interest without restrictions,
the contribution should be classified as increases in unrestricted net assets.
6.09 When the not-for-profit organization serves as trustee or when the
assets contributed by the donor are otherwise under the control of the not-forprofit organization, present value techniques should be used to measure
the fair value of the contribution. F u rth er, in those circum stances, cash
and other assets received under split-interest agreements should be recog
nized at fair value at the date of initial recognition. If those assets, or a portion
of those assets, are being held for the benefit of others, such as the donor or
third parties designated by the donor, a liability, measured at the present
value of the expected future payments to be made to other beneficiaries,
should also be recognized at the date of initial recognition.7, * In some cases,
such as under remainder interest agreements, the present value of the ex
pected future payments to be made to other beneficiaries can be estimated
directly based on the terms of the agreement. In other cases, such as under lead
interest agreements, the future payments will be made by the not-for-profit
organization only after the organization receives its benefits. In those situ
ations, the present value of the future payments to be made to other benefici
aries may be estimated by the fair value of the assets contributed by the donor
under the agreement less the present value of the estimated benefits to be
received by the not-for-profit organization.
6.10 In arrangements in which cash or other assets contributed by donors
under split-interest agreements are held by independent trustees, such as a
charitable trust for which a bank is a trustee, or by other fiscal agents of the
donors or are otherwise not controlled by the not-for-profit organization, the
not-for-profit organization should recognize its beneficial interest in those
assets. If the not-for-profit organization (beneficiary) has an unconditional
right to receive all or a portion of the specified cash flows from a charitable
trust (or other identifiable pool of assets), contribution revenue and the bene
ficial interest in the trust should be measured at fair value, which should be
measured at the present value of the estimated future distributions expected
to be received over the expected term of the agreement. (See paragraph 15 of
FASB Statement No. 136.)

Recognition During the Agreement's Term
6.11 During the term of the agreement, certain transactions and events
should be recognized as “changes in the value of split-interest agreements” in
a statement of activities and classified as temporarily restricted, permanently
restricted, or unrestricted net assets, depending on the classification used
when the contribution revenue was recognized initially. In circumstances in
which assets held in trust and related liabilities are recognized under lead and
remainder interest agreements for which a not-for-profit organization serves
7
Additional annuity reserves may be required by the laws of the state where the not-for-profit
organization is located or by the state where the donor resides. Legally mandated reserves should be
disclosed in the notes to the financial statements. In addition, some not-for-profit organizations voluntar
ily set aside additional reserves as a cushion against unexpected actuarial losses. Voluntary reserves
should be included as part of unrestricted net assets, but may be disclosed as a separate component, such
as board-designated unrestricted net assets (see Chapter 11, “Net Assets,” of this Guide).
*
In April 2002, the FASB’s staff issued implementation guidance Issue No. B35, E m bedded
Derivatives: Application o f Statem ent 133 to a Not-for-Profit O rganization’s Obligation A rising from
an Irrevocable Split-lnterest Agreement. The implementation guidance requires that the liability for
remainder unitrusts with either period-certain payments or period-certain-plus-life-contingent pay
ments and certain lead interest trusts be measured at fair value; thus, the liability should be
measured at the end of each period to reflect current market conditions. A copy of the implementation
guidance is included in this Guide as Appendix B [paragraph 6.40] to this chapter.
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as a trustee or fiscal agent, the following transactions and events should be
included: (a) amortization of the discount associated with the contribution and
(b ) revaluations of expected future payments to beneficiaries, based on changes
in life expectancy, and other actuarial assumptions.8 In circumstances in
which cash or other assets contributed by donors under split-interest agree
ments are held by independent trustees, such as a charitable trust for which a
bank is a trustee, or by other fiscal agents of the donors or otherwise not
controlled by the not-for-profit organization, the change in the value of split
interest agreements should be the change in the fair value of the organization’s
beneficial interest, which should be determined using the same valuation
technique that was used to measure the asset initially. Accordingly, in circum
stances in which the fair value is measured at the present value of the
estimated expected future cash flows, the discount rate assumptions should be
revised at each measurement date to reflect current market conditions.
6.12 In addition, when assets held in trust and related liabilities are
recognized under lead and remainder interest agreements for which a not-forprofit organization serves as a trustee or fiscal agent, income earned on those
assets, gains and losses, and distributions made to other beneficiaries under
the agreements should be reported in the organization’s statements of financial
position, activities, and cash flows.
6.13 Amounts should be reclassified from temporarily restricted net as
sets to unrestricted net assets as distributions are received by not-for-profit
organizations under the terms of split-interest agreements, unless those assets
are otherwise temporarily restricted by the donor. In that case, they should be
reclassified to unrestricted net assets when the restrictions expire.

Recognition Upon Termination of Agreement
6.14 Upon termination of a split-interest agreement, asset and liability
accounts related to the agreement should be closed. Any remaining amounts in
the asset or liability accounts should be recognized as changes in the value of
split-interest agreements and classified as changes in permanently restricted,
temporarily restricted, or unrestricted net assets, as appropriate. If assets
previously distributed to the not-for-profit organization become available for
its unrestricted use upon termination of the agreement, appropriate amounts
should be reclassified from temporarily restricted to unrestricted net assets.

Financial Statement Presentation
6.15 Assets and liabilities recognized under split-interest agreements
should be disclosed separately from other assets and liabilities in a statement
of financial position or in the related notes. Contribution revenue and changes
in the value of split-interest agreements recognized under such agreements
should also be disclosed as separate line items in a statement of activities or in
the related notes. The notes to the financial statements should include the
following disclosures related to split-interest agreements:
8
In circumstances in which the not-for-profit organization serves as a trustee or fiscal agent,
the discount rate should not be revised subsequent to initial recognition, consistent with paragraph
5.67 of this Guide. However, if the liability being measured is the obligation for a remainder unitrust
with either period-certain payments or period-certain-plus-life-contingent payments or certain lead
interest trusts, FASB’s Derivatives Implementation Group Issue No. B35, E m bed d ed Derivatives:
Application o f Statem ent 133 to a N ot-for-Profit Organization’s Obligation Arising from an Irrevocable
Split-lnterest Agreement (Appendix B [paragraph 6.40] of this chapter) applies, and the liability is
bifurcated into a debt host and an embedded derivative measured at fair value. If the embedded
derivative is measured using present value techniques, the discount rate assumptions should be
revised at each measurement date to reflect current market conditions.
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•
•
•

A description of the general terms of existing split-interest agreements
The basis used (for example, cost, lower of cost or market, fair market
value) for recognized assets
The discount rates and actuarial assumptions used in calculating
present values

Examples of Split-lnterest Agreements
6.16 Many kinds of split-interest agreements have been developed. The
examples in this section demonstrate how the recognition and measurement
principles discussed in this chapter apply to some common kinds of agree
ments. Appendix A [paragraph 6.39] to this chapter provides journal entries
related to these examples.

Charitable Lead Trust
6.17 A charitable lead trust is an arrangement in which a donor establishes
and funds a trust with specific distributions to be made to a designated not-forprofit organization over a specified period. The organization’s use of the assets
distributed may be restricted by the donor. The distributions may be for a fixed
dollar amount, an arrangement called a charitable lead annuity trust (CLAT), or
for a fixed percentage of the trust’s fair market value as determined annually, a
charitable lead unitrust (CLUT). Upon termination of the trust, the remainder of
the trust assets is paid to the donor or to the beneficiaries designated by the donor.
6.18 For example, not-for-profit organization A receives cash from a donor
under an irrevocable charitable lead annuity trust agreement designating
the organization as trustee and lead beneficiary. Under the terms of the trust,
organization A will invest the assets and receive a specified dollar amount each
year for its unrestricted use until the death of the donor. At that time, the
remaining assets in the trust revert to the donor’s estate.
6.19 Contribution revenue, assets held in trust, and a liability for
amounts held for others should be recognized by organization A in the period
in which the trust is established. Revenue should be reported as temporarily
restricted support and measured at the present value of the specified dollar
amount to be received annually over the expected life of the donor. The assets
held in trust by organization A should be recorded at fair value at the date of
initial recognition. The difference between the fair value of the assets received
and the contribution revenue represents the present value of the liability to
pay the donor’s estate upon the termination of the trust.
6.20 In subsequent periods, both the income earned on the trust assets
and recognized gains and losses should be reflected in the trust asset and
liability accounts. Adjustments of the liability to reflect amortization of the
discount and revaluations of the future cash flows based on revisions in the
donor’s life expectancy should be recognized as changes in the value of
split-interest agreements and classified as changes in temporarily restricted
net assets in a statement of activities. Amounts should be reclassified from
temporarily restricted to unrestricted net assets as the annual distributions to
organization A are made and recognized during the term of the trust. Upon the
death of the donor, the assets are distributed to the donor’s estate, the asset
and liability accounts are closed, and any difference between the balances in
those accounts should be recognized as a change in the value of split-interest
agreements in the temporarily restricted net asset class. (In this example, the
timing of the distribution of the remainder interest to the beneficiary was
dependent on the donor’s death. If instead the distribution were required to be
paid at the end of a specified period, the liability to the beneficiary would have
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been bifurcated into a debt host contract and an embedded derivative reported
at fair value in conformity with Derivatives Implementation Group Issue No.
B35, Embedded Derivatives: Application of Statement 133 to a Not-for-Profit
Organization’s Obligation Arising from an Irrevocable Split-lnterest Agree
ment. The embedded derivative would be remeasured at fair value at the end
of each period to reflect current market conditions. A copy of Derivatives
Implementation Group Issue No. B35 is included in this Guide as Appendix B
[paragraph 6.40] to this chapter.)
6.21 If organization A is not the trustee and does not exercise control over
the trust’s assets, it should recognize its beneficial interest in those assets as
temporarily restricted contribution revenue and as a beneficial interest, meas
ured at fair value, using a valuation technique such as the present value of the
estimated expected future cash inflows. Distributions from the trust should be
reflected as a reduction in the beneficial interest and as reclassifications from
temporarily restricted net assets to unrestricted net assets. Changes in the fair
value of the beneficial interest should be recognized as adjustments to the
beneficial interest in the statement of financial position and as changes in the
value of split-interest agreements in the statement of activities in the tempo
rarily restricted net asset class. If present value techniques are used to esti
mate fair value, those changes would reflect the passage of time, revaluations
of expected future cash flows based on revisions in the donor’s life expectancy,
and discount rates based on current market conditions. Any balance in the
beneficial interest account remaining upon termination of the trust should be
recognized as a change in the value of split-interest agreements in the state
ment of activities in the temporarily restricted net asset class.

Perpetual Trust Held by a Third Party
6.22 A perpetual trust held by a third party is an arrangement in which
a donor establishes and funds a perpetual trust administered by an individual
or organization other than the not-for-profit beneficiary.* Under the terms of
the trust, the not-for-profit organization has the irrevocable right to receive the
income earned on the trust assets in perpetuity, but never receives the assets
held in trust. Distributions received by the organization may be restricted
by the donor.
6.23 For example, a donor establishes a trust with the donor’s bank
serving as trustee. Funds contributed to the trust are to be invested in
perpetuity. Under the terms of the trust, not-for-profit organization B is to be
the sole beneficiary and is to receive annually the income on the trust’s assets
as earned in perpetuity. Organization B can use the distributions from the
trust in any way that is consistent with its mission.
6.24 The arrangement should be recognized by organization B as contri
bution revenue and as an asset when the organization is notified of the trust’s
existence. The fair value of the contribution should be measured using a
valuation technique such as the present value of the estimated expected future
cash receipts from the trust’s assets.9 The contribution should be classified as
permanently restricted support, because the trust is similar to donor restricted
permanent endowment that the organization does not control, rather than a
multiyear promise to give. Annual distributions from the trust are reported as
*
Paragraphs 5.18 through 5.21 provide guidance for transactions in which a perpetual trust
held by a third party (trustee or other recipient organization) is established by a not-for-profit
organization for its own benefit or for the benefit of its affiliate.
9
The fair value of the contribution can also be estimated using the fair value of the assets
contributed to the trust, unless facts and circumstances indicate that the fair value of the beneficial
interest differs from the fair value of the assets contributed to the trust.
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investment income that increase unrestricted net assets. Periodically in con
junction with preparing its financial statements, the not-for-profit organiza
tion should remeasure its beneficial interest at fair value, using the same
valuation technique that was used to measure the asset initially. The adjust
ment should be recognized as permanently restricted gains or losses. (See
paragraph 15 of FASB Statement No. 136.)

Charitable Remainder Trust
6.25 A charitable remainder trust is an arrangement in which a donor
establishes and funds a trust with specified distributions to be made to a desig
nated beneficiary or beneficiaries over the trust’s term. Upon termination of the
trust, a not-for-profit organization receives the assets remaining in the trust. The
not-for-profit organization may ultimately have unrestricted use of those assets,
or the donor may place permanent or temporary restrictions on their use. The
distributions to the beneficiaries may be for a specified dollar amount, an arrange
ment called a charitable remainder annuity trust (CRAT), or for a specified
percentage of the trust’s fair market value as determined annually, a charitable
remainder unitrust (CRUT). Some charitable remainder unitrusts limit the an
nual payout to the lesser of the stated percentage or the actual income earned.
Obligations to the beneficiaries are limited to the trust’s assets.
6.26 For example, a donor establishes a charitable remainder unitrust,
with not-for-profit organization C serving as trustee. Under the trust’s terms,
the donor’s spouse is to receive an annual distribution equal in value to a
specified percentage of the fair market value of the trust’s assets each year
until the spouse dies. The income earned on the trust’s assets must remain in
the trust until the spouse dies. At that time, the remaining assets of the trust
are to be distributed to organization C for use as a permanent endowment.
6.27 Organization C should recognize the contribution in the period in
which the trust is established. The assets held in trust by organization C
should be recorded at fair value when received, and the liability to the donor’s
spouse should be recorded at the present value of the estimated future pay
ments to be distributed over the spouse’s expected life. The amount of the
contribution is the difference between these amounts and should be classified
as permanently restricted support.
6.28 In subsequent periods, income earned on trust assets, recognized gains
and losses, and distributions paid to the spouse should be reflected in the organi
zation’s statement of financial position. Adjustments to the liability to reflect
amortization of the discount, revaluations of the present value of the estimated
future payments to the spouse, and changes in actuarial assumptions should be
recognized in a statement of activities as a change in the value of split-interest
agreements in the permanently restricted net asset class. Upon the death of the
spouse, the liability should be closed and any balance should be recognized as a
change in the value of split-interest agreements in the statement of activities in
the permanently restricted net asset class. (In this example, the period for which
distributions were made to the beneficiary was dependent solely on the donor’s
death and the payment amounts varied based on the fair value of the unitrust
assets. If instead the variable-amount distributions were required to be paid for a
specified number of years—or for the greater of the donor’s life or a specified
number of years, the liability to the beneficiary would have been bifurcated into a
debt host contract and an embedded derivative reported at fair value in accordance
with Derivatives Implementation Group Issue No. B35. The embedded derivative
would be remeasured at fair value at the end of each period to reflect current
market conditions. A copy of Derivatives Implementation Group Issue No. B35 is
included in this Guide as Appendix B [paragraph 6.40] to this chapter.)
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6.29 If organization C is not the trustee and does not exercise control over
the assets contributed to the trust, the agreement should be recognized as a
beneficial interest in a trust. Organization C should recognize, as permanently
restricted contribution revenue and as a beneficial interest, the fair value of
the beneficial interest, measured using a valuation technique such as the
present value of the estimated expected future benefits to be received when the
trust assets are distributed. Adjustments to the beneficial interest to reflect
changes in the fair value (measured using the same valuation technique as was
used to measure the asset initially) (See paragraph 15 of FASB Statement No.
136.) should be recognized as changes in the value of split-interest agreements.
For example, if present value techniques were used to estimate fair value, the
adjustment would reflect the passage of time, revaluation of the present value
of the future payments to the spouse, changes in actuarial assumptions during
the term of the trust, and discount rates based on current market conditions.
Upon the death of the spouse, the receivable is closed, the assets received from the
trust are recognized at fair value, and any difference is reported as a change in
the value of split-interest agreements in permanently restricted net assets.

Charitable Gift Annuity
6.30 A charitable gift annuity is an arrangement between a donor and a
not-for-profit organization in which the donor contributes assets to the organi
zation in exchange for a promise by the organization to pay a fixed amount for
a specified period of time to the donor or to individuals or organizations
designated by the donor. The agreements are similar to charitable remainder
annuity trusts except that no trust exists, the assets received are held as
general assets of the not-for-profit organization, and the annuity liability is a
general obligation of the organization.
6.31 For example, not-for-profit organization D and a donor enter into an
arrangement whereby assets are transferred from the donor to organization D.
Organization D agrees to pay a stated dollar amount annually to the donor’s
spouse until the spouse dies.
6.32 Organization D should recognize the agreement in the period in
which the contract is executed. The assets received should be recognized at fair
value when received, and an annuity payment liability should be recognized at
the present value of future cash flows expected to be paid to the donor’s spouse.
Unrestricted10 contribution revenue should be recognized as the difference
between these two amounts.
6.33 In subsequent periods, payments to the donor’s spouse reduce the
annuity liability. Adjustments to the annuity liability to reflect amortization of
the discount and changes in the life expectancy of the donor’s spouse should be
recognized in a statement of activities as changes in the value of split-interest
agreements in unrestricted net assets. Upon the death of the donor’s spouse,
the annuity liability should be closed and a change in the value of split-interest
agreements should be recognized in the statement of activities.
10
The contribution portion of a charitable gift annuity agreement should be recognized as
unrestricted support if both (a) the donor does not restrict the use of the assets contributed to the
organization and (b ) neither the agreement nor state law requires the assets received by the
not-for-profit organization to be invested until the income beneficiary’s death. If either of these
situations exists, the contribution should be classified as restricted and should be reclassified if
temporary restrictions or legal requirements are satisfied. If neither of these situations exist but
state law imposes other limitations on the organization, such as limitations on the manner in which
some net assets are invested, such limitations should be disclosed in the notes to the financial
statements.
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Pooled (Life) Income Fund
6.34 Some not-for-profit organizations form, invest, and manage pooled
(or life) income funds.11 These funds are divided into units, and contributions
of many donors’ life income gifts are pooled and invested as a group. Donors
are assigned a specific number of units based on the proportion of the fair value
of their contributions to the total fair value of the pooled income fund on the
date of the donor’s entry to the pooled fund. Until a donor’s death, the donor
(or the donor’s designated beneficiary or beneficiaries) is paid the actual
income (as defined under the arrangement) earned on the donor’s assigned
units. Upon the donor’s death, the value of these assigned units reverts to the
not-for-profit organization.
6.35 For example, a donor contributes assets to not-for-profit organiza
tion E ’s pooled (life) income fund and is assigned a specific number of units in
the pool. The donor is to receive a life interest in any income earned on those
units. Upon the donor’s death, the value of the units is available to organization
E for its unrestricted use.
6.36 Organization E should recognize its remainder interest in the
assets received as temporarily restricted contribution revenue in the period
in which the assets are received from the donor. The contribution should be
measured at the fair value of the assets to be received, discounted for the
estimated time period until the donor’s death. The contributed assets
should be recognized at fair value when received. The difference between
the fair value of the assets when received and the revenue recognized
should be recorded as deferred revenue, representing the amount of the
discount for future interest.
6.37 Periodic income on the fund and payments to the donor should be
reflected as increases and decreases in a liability to the donor. Amortization of
the discount should be recognized as a reduction in the deferred revenue
account and as a change in the value of split-interest agreements and reported
as a change in temporarily restricted net assets. Upon the donor’s death,
any remaining balance in the deferred revenue account should be closed and a
change in the value of split-interest agreements should be recognized. A
reclassification to unrestricted net assets is also necessary to record the satis
faction of the time restriction on temporarily restricted net assets.

Auditing*
6.38 Since for-profit organizations do not usually enter into split-interest
agreements, the specific audit objectives, selected controls, and auditing pro
cedures related to such agreements are unique to not-for-profit organizations
and are presented below. See also the discussion concerning confirming receiv
ables in paragraphs 5.84 and 5.85 of chapter 5 of this Guide.
11
Net income unitrusts are similar to pooled life-income funds, because the corpus is main
tained. Accordingly, financial reporting for net income unitrusts is similar to reporting for pooled
life-income funds.
*
Reporting split-interest agreements requires the organization to measure fair value of assets
and liabilities. In January 2003, the AICPA Auditing Standards Board issued SAS No. 101, Auditing
F a ir Value M easurem ents an d Disclosures, which addresses audit considerations relating to the
measurement and disclosure of assets, liabilities and specific components of equity presented or
disclosed at fair value in financial statements. The SAS is effective for audits of financial statements
for periods beginning on or after June 15, 2003, although earlier application is permitted.
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Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples of
Auditing
Procedures

Existence/
occurrence

Amounts recog
nized as (1) contri
bution revenues,
(2) cash, invest
ments, contribu
tions receivable,
and other assets
held in trust under
split-interest agree
ments (3) benefi
cial interests in
trusts held by
others, and (4)
liabilities for
amounts held for
others resulting
from split-interest
agreements repre
sent valid reve
nues, assets, and
liabilities.

Management
authorizes
split-interest
agreements.

Review
split-interest
agreements and
correspondence
with donors or
trustees.

Completeness

All unconditional
split-interest
agreements are
recognized.

Controls ensure
that split-interest
agreements are
known and
recorded.

Review minutes
of governing
board and
governing board
committee
meetings for
evidence of
split-interest
agreements.

All income
received under
split-interest
agreements is
recorded.

Valuation

Assets and
revenues
recognized at the
inception of

Management
reviews income
distribution
terms of
split-interest
agreements and
determines that
periodic reports
and remittances
from trustees
conform to those
terms.

Documentation
supports the
determination of
assets, liabilities,

Compare income
distribution
terms of
split-interest
agreements to
periodic reports
and remittances
from trustees;
trace periodic
reports and
remittances from
trustees to cash
receipts records.
Review
documentation,
including reports
of actuaries,
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Financial
Statement
Assertions

Specific Audit
Objectives
split-interest
agreements are
measured at fair
value when
received, and
liabilities for
amounts held for
others are
recognized at the
present value of
the payments
expected to be
made to other
beneficiaries,
using appropriate
measurement
methods.
Amortization of
the discount
associated with
the contribution
and revaluations
of expected
future payments
to beneficiaries
based on changes
in actuarial
assumptions are
recognized
during the term
of split-interest
agreements.
Changes in fair
value of
beneficial
interests in
trusts held by
others, and of
embedded
derivatives
subject to the
measurement
provisions of
FASB Statement
No. 133, are
recognized
during the term
of split-interest
agreements.
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Examples of
Selected Controls
revenues, and
changes in the
value of splitinterest agree
ments, both at
the inception of
the agreements
and over their
term.

Examples of
Auditing
Procedures
supporting the
determination of
fair value of
assets and
revenues and the
present value of
payments
expected to be
made to other
beneficiaries at
the inception of
split-interest
agreements and
over their term;
consider the need
to apply
provisions of SAS
No. 73, Using the
Work of a
Specialist
(AICPA,
Professional
Standards, vol.
1, AU sec. 336),
in conjunction
with auditing the
actuarial
calculations.
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Financial
Statement
Assertions

Rights and
obligations;
presentation and
disclosure

Specific Audit
Objectives

Restrictions on
contributions
arising from
split-interest
agreements have
been met.
Contribution
revenues
recognized under
split-interest
agreements are
reported in the
proper net asset
class.
Contribution
revenues and
changes in the
value of
split-interest
agreements that
are recognized
during the term
of split-interest
agreements are
reported in the
proper net asset
class.

Examples o f
Selected Controls

Split-interest
agreements are
reviewed for
restrictions.

Examples of
Auditing
Procedures

Review
split-interest
agreements and
donor
correspondence.
Determine that
appropriate
reclassifications
are made on the
statement of
activities as
assets are
distributed to the
organization or as
restrictions
otherwise expire.

Temporarily
restricted net
assets are
reclassified as
unrestricted net
assets as assets
are distributed to
the not-for-profit
organization or
as restrictions
otherwise expire.
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6.39

Appendix A—Journal Entries
1. This appendix provides journal entries related to the examples in para
graphs 6.16 through 6.37.
2. C h a rita ble L ea d T ru st (not-for-profit organization is trustee) (para
graphs 6.17 through 6.20)
Not-for-profit organization (NPO) A enters into an irrevocable charitable lead
annuity trust arrangement with a donor whereby:
• The donor establishes a trust, with NPO A serving as trustee.
• The terms of the trust are that NPO A is to receive an annuity of $X
per year until the donor’s death.
• Distributions received from the trust by NPO A are unrestricted.
• Upon the death of the donor, the remaining balance in the trust passes
to the donor’s estate.
Solution:
Creation of the trust:
dr. Assets Held in Charitable Lead Trust
cr.

Liability for Amounts Held for Others

cr.

Contribution Revenue—Temporarily Restricted

(Assets measured at fair value when received; revenue measured at
present value of cash flows to be received by NPO over the expected life
of the donor)
Over the term of the trust:
dr. Assets Held in Charitable Lead Trust
cr.

Liability for Amounts Held for Others

(Trust income and changes in fair value of assets held in trust, to the
extent recognized)
dr. Cash
cr.

Assets Held in Charitable Lead Trust

(Distribution of income to NPO)
dr. Temporarily Restricted Net Assets—Reclassifications Out
cr.

Unrestricted Net Assets—Reclassifications In

(Reclassification of amounts received by NPO)
dr. Liability for Amounts Held for Others
cr.

Change in Value of Split-interest Agreements—Temporarily
Restricted

(Amortization of discount and revaluation based on changes in actuarial
assumptions—debit and credit could be reversed)
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Termination of the trust:
dr. Liability for Amounts Held for Others
dr. Change in Value of Split-lnterest Agreements—Temporarily
Restricted (or cr.)
cr.

Assets Held in Charitable Lead Trust

(Return of assets to donor’s estate)
3. C h a rita ble L e a d T rust (NPO is not trustee) (paragraph 6.21)
The fact situation is the same as in the previous example except that the NPO
is not the trustee.
Solution:
Creation of the trust:
dr. Beneficial Interest in Lead Trust
cr.

Contribution Revenue—Temporarily Restricted

(Beneficial interest in trust assets measured at fair value, using a
valuation technique such as the present value of estimated expected cash
flows to be received by NPO over the expected life of the donor)
Over the term of the trust:
dr. Cash
cr.

Beneficial Interest in Lead Trust

(Distribution of income to NPO)
dr. Temporarily Restricted Net Assets—Reclassifications Out
cr.

Unrestricted Net Assets—Reclassifications In

(Reclassification of amount received by NPO)
dr. Beneficial Interest in Lead Trust
cr.

Change in Value of Split-lnterest Agreements—Temporarily
Restricted

(Change in fair value—debit and credit could be reversed)
Termination of the trust:
dr. Change in Value of Split-lnterest Agreements—Temporarily
Restricted
cr.

Beneficial Interest in Lead Trust

(Closeout interest)
4. P erp etu a l T rust H eld by a T h ird Party (paragraphs 6.22 through 6.24)
Donor enters into an irrevocable perpetual trust agreement with a third-party
trustee with NPO B as the income beneficiary whereby:
• The donor establishes a trust, with its bank serving as trustee, with a
payment to the trust to be invested in perpetuity by the trustee.
• The terms of the trust are that NPO B is to be the sole beneficiary and
receive the income on the trust assets as earned in perpetuity with no
restrictions on its use.
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Solution:
Creation of the trust:
dr. Beneficial Interest in Perpetual Trust
cr.

Contribution Revenue—Permanently Restricted

(Assets and revenue measured at fair value, using a valuation technique
such as the present value of the estimated expected future cash receipts
from the trust’s assets. [The fair value can also be estimated using the
fair value of the assets contributed to the trust, unless facts and circum
stances indicate that the fair value of the beneficial interest differs from
the fair value of the assets contributed to the trust.])
Each period:
dr. Cash
cr.

Investment Income (Unrestricted)

(Income received from trust [net asset class based on stipulations of the
trust])
dr. Beneficial Interest in Perpetual Trust
cr.

Gain or Loss—Permanently Restricted

(To adjust asset for changes in fair value—debit and credit could be
reversed)
5. C h a rita b le R e m a in d e r T ru st (NPO is tru stee) (paragraphs 6.25
through 6.28)
NPO C enters into a charitable remainder unitrust agreement with a donor
whereby:
• A trust is established by the donor, to be administered by NPO C.
• The donor’s spouse is to receive an annual distribution of X percent of
the fair market value of the trust’s assets each year until the spouse
dies.
• At the time of death of the donor’s spouse, the remaining assets of the
trust are to be distributed to NPO C as permanent endowment.
Solution:
Creation of the trust:
dr. Assets Held in Charitable Remainder Trust
cr.

Liability Under Unitrust Agreement

cr.

Contribution Revenue—Permanently Restricted

(Assets measured at fair value when received; liability measured at the
present value of expected future cash flows to be paid to the beneficiary)
Over the term of the trust:
dr. Assets Held in Charitable Remainder Trust
cr.

Liability Under Unitrust Agreement

(Trust income and change in fair value of assets held in trust, to the extent
recognized)
dr. Liability Under Unitrust Agreement
cr.

Assets Held in Charitable Remainder Trust

(Payment to beneficiary)
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dr. Liability Under Unitrust Agreement
cr.

Change in Value of Split-lnterest Agreements—Permanently
Restricted

(Amortization of discount and adjustment of liability to reflect change in
actuarial assumptions—debit and credit could be reversed)
Termination of the trust:
dr. Liability Under Unitrust Agreement
cr.

Change in Value of Split-lnterest Agreements—Permanently
Restricted

(To close liability)
dr. Endowment Assets
cr.

Assets Held in Charitable Remainder Trust

(To close trust and recognize assets as endowment)
6. C h a rita ble R em a in d er T rust (NPO is not trustee) (paragraph 6.29)
The fact situation is the same as in the previous example, except that the NPO
does not serve as trustee.
Solution:
Creation of the trust:
dr. Beneficial Interest in Remainder Trust
cr.

Contribution Revenue—Permanently Restricted

(Beneficial interest measured at fair value, using a valuation technique
such as the present value of estimated expected future cash flows to be
received by the NPO)
Over the term of the trust:
dr. Beneficial Interest in Remainder Trust
cr.

Change in Value of Split-lnterest Agreements—Permanently
Restricted

(Change in fair value—debit and credit could be reversed)
Termination of the trust:
dr. Endowment Assets
cr.

Beneficial Interest in Remainder Trust

cr.

Change in Value of Split-lnterest Agreements—Permanently
Restricted

(NPO receives distribution of trust assets from trustee, measured at fair
value; the receivable account is closed and the change in value of splitinterest agreements reflects the difference)
7. C ha rita ble Gift A nnuity (paragraphs 6.30 through 6.33)
NPO D enters into a charitable gift annuity contract with a donor whereby:
• Assets are transferred to NPO D and are available for unrestricted use
by NPO D.
• NPO D agrees to pay a stated dollar amount annually to the donor’s
spouse until the spouse dies, at which time the remaining assets are
available for the unrestricted use of NPO D.
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Solution:
Creation of the annuity:
dr. Assets
cr.

Annuity Payment Liability

cr.

Contribution Revenue—Unrestricted

(Assets measured at fair value when received, liabilities at the present
value of expected future cash flows to be paid to the annuity beneficiary)
Over the term of the annuity:
dr. Annuity Payment Liability
cr.

Cash

(Payment to annuity beneficiary)
dr. Change in Value of Split-interest Agreements—Unrestricted
cr.

Annuity Payment Liability

(Amortization of discount on liability and recording of any change in the
life expectancy of the beneficiary—debit and credit could be reversed)
Termination of the annuity:
dr. Annuity Payment Liability
cr.

Change in Value of Split-interest Agreements—Unrestricted

(To close the annuity payment liability)
8. Pooled (Life) Incom e F u n d (paragraphs 6.34 through 6.37)
NPO E forms, invests, and manages a pooled income (or life income) fund. The
fund is divided into units, and contributions from many donors are pooled.
Donors are assigned a specific number of units based on the proportion of the
fair market value of the contribution to the total fair market value of the fund.
A donor makes a contribution to the fund, is assigned a specific number of units,
and will receive the actual income earned on those units until his or her death.
The assets contributed must be invested in the fund until the donor’s death. At
that time, the value of the units assigned to the donor will revert to NPO E,
and those assets will be available to NPO E without restriction.
Solution:
Contribution of assets:
dr. Assets of Pooled Income Fund
cr.

Contribution Revenue—Temporarily Restricted

cr.

Discount for Future Interest (Deferred Revenue)

(Assets recorded at fair value on date of receipt. Contribution revenue
measured at the fair value of assets received, discounted for a term equal
to the life expectancy of the donor.)
Over the term of the agreement:
dr. Assets of Pooled Income Fund
cr.

Liability to Life Beneficiary

(Income earned on units assigned to donor)
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dr. Liability to Life Beneficiary
cr.

Assets of Pooled Income Fund

(Payment to life beneficiary)
dr. Discount for Future Interest (Deferred Revenue)
cr.

Change in Value of Split-lnterest Agreements—Temporarily
Restricted

(Amortization of discount and changes in the life expectancy of the
beneficiary)
Termination of the agreement:
dr. Discount for Future Interest (Deferred Revenue)
cr.

Change in Value of Split-lnterest Agreement—Unrestricted

(To close discount upon the death of the life beneficiary)
dr. Cash or Investment Assets
cr.

Assets of Pooled Income Fund

(To recognize assets available for use upon the death of the life beneficiary)
dr. Temporarily Restricted Net Assets—Reclassification Out
cr.

Unrestricted Net Assets—Reclassification In

(Reclassification based on the expiration of the time restriction)
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Appendix B— Derivatives Implementation Group
Issue No. B35

Title:

Paragraph references:
Date cleared by Board:
Date posted to website:

Embedded Derivatives: Application of Statement 133
to a Not-for-Profit Organization’s Obligation Arising
from an Irrevocable Split-interest Agreement
5 , 10(c), 12
April 9, 2002
April 10, 2002

Question
When does a not-for-profit (NFP) organization’s obligation arising from an
irrevocable split-interest agreement contain an embedded derivative instru
ment that should be bifurcated and accounted for as a derivative instrument
pursuant to the requirements of paragraph 12 in Statement 133?

Background
General
Split-interest agreements are agreements in which donors enter into trusts or
other arrangements under which NFP organizations receive benefits that are
shared with other beneficiaries. A typical split-interest agreement has two
components—a lead interest and a remainder interest. The lead interest is the
right to the benefits (cash flows or use) of the transferred assets during the term
of the agreement, which generally starts upon the signing of the agreement and
terminates either (1) after a specified number of years (period-certain) or (2)
upon the occurrence of a certain event, commonly either the death of the donor
or the death of the lead interest beneficiary (life-contingent). The remainder
interest is the right to receive all or a portion of the assets remaining at the end
of the agreement’s term.
Chapter 6 of the AICPA Audit and Accounting Guide, Not-for-Profit Organiza
tions (NFP Guide), addresses the accounting for irrevocable split-interest
agreements by NFP organizations. In an irrevocable split-interest agreement,
the donor may give the NFP organization the right to control the contributed
assets by either (1) naming them trustee of the trust holding the assets or (2)
granting them the right to hold the assets as general assets of their organiza
tion. In either case, the assets are recorded on the NFP organization’s state
ment of financial position at their fair value when received. The NFP
organization’s obligation to make specified cash payments to a designated
beneficiary or to convey the remaining assets to the donor or the donor’s
beneficiary is recognized as a liability1 and measured based on the present
value of the future expected payments to the beneficiary. Although the NFP
1 The use of the term liability in this Issue is consistent with the use of that term in the NFP
Guide. This Issue does not address whether or not the obligation is a liability or a form of minority
interest.
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organization’s liability may coincidentally be equal to fair value, that liability
is not measured at fair value under generally accepted accounting principles
(GAAP) because the NFP Guide requires that the discount rate used in
estimating the present value of future expected payments to the beneficiary be
determined at the time the contribution is initially recognized and is not revised
subsequently.

Perceived Conflict with Statement 133
Paragraph 5 of Statement 133 indicates that its scope includes NFP organiza
tions, but the Statement does not specifically address the application of its
provisions to the accounting for NFP organizations’ obligations arising from
split-interest agreements. Nevertheless, Statement 133 could apply to certain
liabilities of NFP organizations arising from split-interest agreements.
Paragraph 6 of Statement 133 specifies the characteristics that a contract must
have to be considered a derivative instrument in its entirety under that
Statement. Paragraph 12 addresses contracts that do not in their entirety meet
the definition of a derivative instrument in paragraph 6 but may contain
provisions that constitute an embedded derivative instrument that could war
rant separate accounting. Paragraph 12 states, in part, that an embedded
derivative instrument shall be separated from the host contract and accounted
for as a derivative instrument if and only if all of the following criteria are met:
a.

The economic characteristics and risks of the embedded derivative
instrument are not clearly and closely related to the economic char
acteristics and risks of the host contract.

b.

The contract (“the hybrid instrument”) that embodies both the em
bedded derivative instrument and the host contract is not remeas
ured at fair value under otherwise applicable generally accepted
accounting principles with changes in fair value reported in earnings
as they occur.

c.

A separate instrument with the same terms as the embedded deriva
tive instrument would, pursuant to paragraphs 6-11, be a derivative
instrument subject to the requirements of this Statement. (The
initial net investment for the hybrid instrument shall not be consid
ered to be the initial net investment for the embedded derivative.)

The accounting for the liability in an irrevocable split-interest agreement under
the NFP Guide could be in conflict with the accounting under Statement 133 if
that liability contains an embedded derivative that meets the criteria in
paragraph 12 of Statement 133 requiring separate accounting for that derivative.

Two General Types of Structures
General Structure of a Lead Trust for an NFP Organization: Assets such as cash
or shares of stock are contributed by the donor to the control of the NFP
organization (either through the NFP organization’s role as trustee of a trust
holding the assets, or directly by the NFP organization holding the assets as
general assets of their organization). The NFP organization receives periodic
cash payments (the lead interest) that are either a fixed dollar amount or a
specified percentage of the fair value of the assets as of the beginning of each
period. (Note: Some of the assets may need to be liquidated in order to make
the required payments.) At the termination of the agreement, the remaining
assets revert to the donor or the donor’s beneficiary (the remainder interest).
During the term of the agreement, the NFP organization has a liability for the
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remainder interest. The NFP organization’s liability for its obligation to the
donor or the donor’s beneficiary is based in part on the fair value of the assets.
General Structure o f a Remainder Trust for an NFP Organization: Assets such
as cash or shares of stock are contributed by the donor to the control of the NFP
organization (either through the NFP organization’s role as trustee of a trust
holding the assets, or directly by the NFP organization holding the assets as
general assets of their organization). The NFP organization (or the trust) makes
periodic payments to the donor or the donor’s beneficiary that are either a fixed
dollar amount or a specified percentage of the fair value of the assets during
the term of the agreement. (Some of the assets may need to be liquidated to
make the payments.) At the termination of the agreement, the remaining assets
revert to the NFP organization. During the term of the agreement, the NFP
organization has a liability for the lead interest. If the lead interest payments
to the donor or the donor’s beneficiary are based on a specified percentage of the
fair value of the assets, the NFP organization’s liability for its obligation to the
donor or the donor’s beneficiary is based on the fair value of the contributed assets.
Two aspects of the split-interest agreement’s payment terms for the lead
interest—whether the payments are a fixed or variable cash amount and
whether the agreement is period-certain or life-contingent—affect the account
ing treatment for the NFP organization’s liability for the payment or payments
to the donor or the donor’s beneficiary. Paragraph 10(c) of Statement 133 notes
that, generally, contracts of the type that are within the scope of FASB
Statements No. 60, Accounting and Reporting by Insurance Enterprises, No. 97,
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration
Contracts and for Realized Gains and Losses from the Sale of Investments, and
No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, are not subject to the requirements of Statement 133,
because payment of benefits is a result of an identified insurable event, such
as the death of an identified individual (mortality risk). Paragraph 7 of
Statement 97 indicates that mortality risk is present if, under the terms of an
annuity contract, the enterprise is required to make payments contingent upon
the continued survival of a specific individual or group of individuals.

Response
The NFP organization’s liability for its obligation to the donor or the donor’s
beneficiary under an irrevocable split-interest agreement should be analyzed
to determine whether it qualifies for the exception in paragraph 10(c), in which
case that liability would not be subject to the requirements of Statement 133.
For example, if the obligation is solely life-contingent (that is, contingent upon
the survival of an identified individual, in which case the payments are made
only if the individual is alive when the payments are due), that obligation would
qualify for the exception in paragraph 10(c). That conclusion is consistent with
the guidance to Question 4 in Statement 133 Implementation Issue No. B25,
“Deferred Variable Annuity Contracts with Payment Alternatives at the End
of the Accumulation Period.” If the NFP organization’s liability for its obligation
under the split-interest agreement does not qualify for the exception in para
graph 10(c) because the agreement is not solely life-contingent, the NFP organiza
tion must determine whether that liability meets the definition of a derivative
in its entirety under paragraph 6 or whether it contains an embedded derivative
instrument that could warrant separate accounting under paragraph 12.
The NFP organization’s liability for its obligation under a split-interest agree
ment would typically not meet the definition of a derivative instrument in its
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entirety because it would not meet the criterion in paragraph 6(b). That
criterion requires the contract to have no initial net investment or an initial
net investment that is smaller than would be required for other types of
contracts that would be expected to have a similar response to changes in
market factors. In contrast, the initial net investment for the liability recog
nized for typical split-interest agreements is its fair value (the present value of
the estimated future payments). If the NFP organization’s liability for its
obligation under the split-interest agreement does not in its entirety meet the
definition of a derivative instrument in paragraph 6, that liability must be
analyzed to determine whether it contains provisions that constitute an em
bedded derivative instrument that warrants separate accounting under para
graph 12. Generally, the liability representing an obligation under a
split-interest agreement contains an embedded derivative that warrants sepa
rate accounting if the payments are variable and the agreement is periodcertain (rather than life-contingent). The following examples, although not
all-inclusive, provide an understanding of the applicability of paragraph 12 to
various split-interest agreements.

Example 1: Remainder Trust (period-certain, fixed payments) [also
known as a Charitable Remainder Annuity Trust]
Shares of common stock are contributed to the control of the NFP organization
who is required to pay the donor or the donor’s beneficiary an annual fixed
cash payment for 20 years, after which time the remaining shares revert to
the NFP organization. During the term of the agreement (20 years), the NFP
organization has a liability that does not require bifurcation of an embedded
derivative. Since the periodic cash payment is a fixed dollar amount, the
liability has no underlying and, thus, does not meet the criterion in paragraph
6(a) of the definition of a derivative instrument. Because there is no underly
ing, there is also no embedded derivative that warrants separate accounting
under paragraph 12.

Example 2: Remainder Trust (period-certain, variable payments) [also
known as Charitable Remainder Unitrust]
Shares of common stock are contributed to the control of the NFP organization
who is required to make 20 annual cash payments to the donor or the donor’s
beneficiary that are equal to a specified percentage of the fair value of the assets
as of the beginning of each annual period. After the 20 payments have been
made, the remaining shares will revert to the NFP organization. During the
term of the agreement (20 years), the NFP organization has a liability that
must be bifurcated because it contains an embedded derivative instrument that
warrants separate accounting. Under paragraph 12, the liability represents a
hybrid instrument that is composed of a debt host contract and an embedded
equity-based derivative that is not clearly and closely related to the debt host
and that would meet the definition of a derivative if it were freestanding. That
is, it has an underlying (price of shares) and a notional amount (number of
shares in the trust at the beginning of each annual period), it satisfies the
no-or-smaller initial net investment characteristic in paragraph 6(b), and it
would meet the net settlement characteristic in paragraph 6(c) (because each
annual payment is adjusted for the effect of the equity-based derivative). That
analysis is consistent with the analysis under paragraph 185 of Statement 133
for equity-indexed debt. (The debt host represents the liability for the series of
20 annual payments that would be required based on the assumption that the
fair value of the common stock does not change over the 20-year period. The
embedded equity-based derivative relates to the increase or decrease in each
of the 20 annual payments due to changes in the fair value of the common stock.)
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Example 3: Remainder Trust (life-contingent, variable or fixed payments)
Shares of common stock are contributed to the control of the NFP organization
who is required to make annual cash payments to the donor or the donor’s
beneficiary that are either a fixed dollar amount or a specified percentage of
the fair value of the assets at the beginning of each annual period until the
death of the donor or the donor’s beneficiary, upon which time the remaining
shares will revert to the NFP organization. During the term of the agreement,
the NFP organization has a liability that is not bifurcated because it is solely
life-contingent and thus qualifies for the exception in paragraph 10(c).
Example 4: Remainder Trust (period-certain-plus-life-contingent,
fixed payments)
Shares of common stock are contributed to the control of the NFP organization
who is required to pay the donor or the donor’s beneficiary an annual fixed cash
payment for the longer of the beneficiary’s remaining life or a specified period.
The remaining shares then revert to the NFP organization. During the term of
the agreement, the NFP organization has a liability that, for purposes of
applying Statement 133, must be analyzed as consisting of two separate
liabilities: one liability relating to the period-certain cash payments and a
second liability relating to the possible additional cash payments that are
contingent upon the beneficiary living beyond the end of the period-certain
payments. The NFP organization’s liability does not require the bifurcation of
any embedded derivative because the portion of the liability related to the fixed
period-certain payments has no underlying, and the portion of the liability
related to the possible life-contingent payments qualifies for the exception in
paragraph 10(c).
Example 5: Remainder Trust (period-certain-plus-life-contingent,
variable payments)
Shares of common stock are contributed to the control of the NFP organization
who is required to pay the donor or the donor’s beneficiary an annual cash
payment equal to a specified percentage of the fair value of the assets at the
beginning of each annual period for the greater of the beneficiary’s remaining
life or a specified period. The remaining assets revert to the NFP organization.
During the term of the agreement, the NFP organization has a liability that,
for purposes of applying Statement 133, must be analyzed as consisting of two
separate liabilities: one liability relating to the period-certain cash payments
and a second liability relating to the possible additional cash payments that
are contingent upon the beneficiary living beyond the end of the period-certain
payments. Statement 133 requires that the equity-based derivative embedded
in the portion of the liability related to the period-certain variable cash pay
ments be bifurcated from a debt host contract (consistent with the analysis in
Example 2). The equity-based derivative embedded in the portion of the liability
related to the possible life-contingent cash payments that can occur after the
end of the specified period is not subject to Statement 133 because it qualifies
for the exception in paragraph 10(c).
Example 6: Lead Trust (period-certain, fixed or variable payments)
An NFP organization receives cash from a donor, which is invested by the NFP
organization in common equity securities. The donor designates the organiza
tion as lead beneficiary. The NFP organization receives an annual cash pay
ment of either a fixed amount or a specified percentage of the fair value of the
investment amount at the beginning of each annual period for a specified period
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of time. After that time, the remaining assets revert to the donor or the donor’s
beneficiary. During the term of the agreement, the NFP organization has a
liability that must be bifurcated. Under paragraph 12, the liability represents
a hybrid instrument that is composed of a debt host contract and an embedded
equity-based derivative that is not clearly and closely related to the debt host
and that would meet the definition of a derivative if it were freestanding. That
is, it has an underlying (price of shares) and a notional amount (number of
shares at the beginning of each annual period), it satisfies the no-or-smaller
initial net investment characteristic in paragraph 6(b), and it would meet the
net settlement characteristic in paragraph 6(c). Regardless of whether the lead
interest payments are fixed or variable, the value of the liability representing
the remainder interest—the assets remaining at the end of the agreement that
will be paid to the donor or the donor’s beneficiary—is affected by changes in
the equity value, thus requiring the equity-based derivative to be bifurcated.
That analysis is consistent with the analysis under paragraph 185 of Statement
133 for equity-indexed debt.
Example 7: Lead Trust (life-contingent, fixed or variable payments)
An NFP organization receives cash from a donor, which is invested by the NFP
organization in common equity securities. The donor designates the organiza
tion as lead beneficiary. The NFP organization receives an annual cash pay
ment of either a fixed dollar amount or a specified percentage of the fair value
of the investment amount at the beginning of each annual period until the death
of the donor or the donor’s beneficiary, at which time the remaining assets
revert to the donor or the donor’s beneficiary. During the term of the agreement,
the NFP organization has a liability that is not subject to Statement 133
because the remainder interest liability relates to a single payment whose
amount and timing is life-contingent and thus qualifies for the exception in
paragraph 10(c).
Example 8: Lead Trust (period-certain-plus-life-contingent, variable
or fixed payments)
An NFP organization receives cash from a donor, which is invested by the NFP
organization in common equity securities. The donor designates the organiza
tion as lead beneficiary. The NFP organization receives an annual cash pay
ment for either a specified percentage of the fair value of the assets at the
beginning of each annual period or a fixed dollar amount. That cash payment
is made for the greater of the beneficiary’s (or the donor’s) remaining life or a
specified period. After that time, the remaining assets revert to the donor or
the donor’s beneficiary. During the term of the agreement, the NFP organiza
tion has a liability that is not subject to Statement 133 because, unlike the
liability in Example 5, the period-certain aspect of the liability cannot be
separated from the life-contingent aspect of the liability (because there is only
one payment whose timing and value are affected by mortality risk). Thus, the
remainder interest liability relates to a single payment whose amount and
timing is life-contingent and thus qualifies for the exception in paragraph 10(c).
(If payment occurs only when the beneficiary (or donor) is alive, such as in an
agreement where the period is for the lesser o f the beneficiary’s (donor’s)
remaining life or a specified period, then every payment is life-contingent and
qualifies for the exception in paragraph 10(c).) It should be noted that if during
the terms of a grea te r-o f -period-certain-or-life-contingent agreement, the bene
ficiary dies prior to the end of the period-certain terms in the agreement, that
change in circumstance eliminates the life-contingent aspect of the contract. Thus,
the agreement is now only a period-certain agreement and mirrors the agree
ment outlined in Example 6, requiring bifurcation of the embedded derivative.
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Other Split-lnterest Agreements When the Contributed Assets Are
Other Than Equity Securities
Some split-interest agreements may involve the gift of corporate or U.S.
government debt securities, or other securities that are not equity. In deter
mining whether or not those split-interest agreements contain an embedded
derivative, the same analysis should be applied as that given in the above
examples and as outlined in paragraph 12 of Statement 133. The notion of
clearly and closely related, as defined in paragraph 12(a), shall involve an
assessment of the economic characteristics and risks associated with the
non-equity securities in relation to the economic characteristics and risks of the
NFP organization’s debt host contract. Generally, because of the differences in
credit risk, the change in the fair value of corporate bonds (based on that
corporation’s credit and interest rate risk) will not be clearly and closely related
to the change in the economic characteristics and risks of the NFP organiza
tion’s debt host contract. Thus, an embedded derivative requiring bifurcation
and separate accounting for the embedded derivative would exist.
Other Split-lnterest Agreements When the NFP Organization Does Not
Have Control of the Contributed Assets
Some NFP organizations are parties to split-interest agreements that are
similar to those outlined above but involve a third party who maintains control
of the donor’s contributed assets. The NFP organization does not have an
obligation to pay either the remainder or lead interest to the designated
beneficiary, as that responsibility remains with the third party who maintains
control of the assets (thus, the NFP organization does not recognize a liability).
However, the NFP organization does have an asset and contribution revenue
representing their entitlement to the lead interest payments or the remainder
interest, as stipulated in the agreement. In accordance with the NFP Guide,
the NFP organization should recognize its beneficial interest in those assets by
debiting Beneficial Interest in Split-lnterest Agreement and crediting Tempo
rarily Restricted Contribution Revenue, at fair value. Subsequent changes in
the fair value of the beneficial interest are recognized in the statement of
activities. Thus, under paragraph 12 of Statement 133, the embedded deriva
tive in the above contract would not be bifurcated, as the criterion under
subparagraph 12(b) is not met.

Effective Date
The effective date of the implementation guidance in this Issue for each
reporting entity is the first day of its first fiscal year beginning after June 15,
2002. Restatement of previously issued financial statements is not required.
The above response has been authored by the F A S B staff and represents the staffs
views, although the Board has discussed the above response at a public meeting and
chosen not to object to dissemination of that response. Official positions of the FA S B
are determined only after extensive due process and deliberation.
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Chapter 7

Other Assets
Introduction
7.01 Some assets held by not-for-profit organizations are similar to those
held by for-profit entities. This chapter considers assets that are not discussed
elsewhere in this Audit and Accounting Guide (Guide) and that present ac
counting issues unique to not-for-profit organizations.

Inventory
7.02 Not-for-profit organizations may acquire merchandise inventory for
resale; for example, items held for sale by a bookstore, dining service, kitchen,
or thrift shop. Merchandise inventory may be acquired by not-for-profit organi
zations in exchange transactions or from contributions. (Paragraphs 5.22
through 5.31 and chapter 12, “Revenues and Receivables From Exchange
Transactions,” of this Guide, discuss exchange transactions.)
7.03 Contributions of inventory should be reported in the period received
and should be measured at fair value. Estimates of fair value may be obtained
from published catalogs, vendors, independent appraisals, estimated selling
prices, and other sources. If methods such as estimates, averages, or computa
tional approximations, such as average value per pound or subsequent sales,
can reduce the cost of measuring the fair value of inventory, use of those
methods is appropriate, provided the methods are applied consistently, and the
results of applying those methods are reasonably expected not to be materially
different from the results of a detailed measurement of the fair value of
contributed inventory. If the gifts have no value, as might be the case for
certain clothing and furniture that cannot be (a) used internally by the not-forprofit organization or for program purposes or (b ) sold by the organization, the
item received should not be recognized. (Paragraphs 5.07 through 5.09 of this
Guide discuss gifts in kind.)

Prepaid Expenses, Deferred Charges, and Similar Costs
7.04 Not-for-profit organizations may incur costs that relate to future
rather than to current-period activities. Except as discussed elsewhere in this
chapter, the recognition and measurement principles for those costs are simi
lar to those used by business organizations. Accordingly, amounts expended for
prepaid expenses and deposits should be reported as assets. (In conformity
with Statement of Position [SOP] 93-7, Reporting on Advertising Costs, adver
tising costs should not be capitalized unless they are costs of direct-response
advertising that is expected to result in future benefits, such as gift shop sales.)

Collections
7.05 Appendix D of Financial Accounting Standards Board (FASB) State
ment o f Financial Accounting Standards No. 116, Accounting for Contributions
Received and Contributions Made, defines collections as follows:
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Works of art, historical treasures, or similar assets that are (a) held for public
exhibition, education, or research in furtherance of public service rather than
financial gain, (b) protected, kept unencumbered, cared for, and preserved, and
(c) subject to an organizational policy that requires the proceeds of items that
are sold to be used to acquire other items for collections.

7.06 Accounting for collections depends on whether an organization
adopts a policy of recognizing collections as assets. When organizations in
itially adopt FASB Statement No. 116, they may choose to (a) capitalize their
collections, including all items acquired in prior periods that have not been
previously capitalized and all items acquired in future periods (that is, retro
active capitalization); ( b ) capitalize only those items acquired after initial
adoption of FASB Statement No. 116 (that is, prospective capitalization); or (c)
capitalize no collections. Capitalization of part of the collections (that is,
selective capitalization) is prohibited.1
7.07 If an organization adopts a policy of capitalizing collections, items
acquired in exchange transactions should be recognized as assets in the period
in which they are acquired and should be measured at cost. Contributed
collection items should be recognized as assets and as contributions in the
appropriate net asset class2 and should be measured at fair value. Fair value
can be best measured by the quoted market price of the contributed item. If
such prices are not available, quoted market prices for similar items, appraised
values, and other techniques may be used to estimate fair value.3 Major
uncertainties about the future service potential or economic benefit of contrib
uted collection items, for example, items acquired for scientific or educational
research having no alternative future uses, may indicate that they should not
be recognized.
7.08 If an organization adopts a policy of not capitalizing collections, no
assets or contributions should be recognized from the acquisition of collection
items. Cash flows from purchases, sales, and insurance recoveries of unrecog
nized, noncapitalized collection items should be reported as investing activities
on the statement of cash flows. Additional disclosures described in paragraphs
7.12 and 7.13 should be made if an organization elects not to capitalize
collections.
7.09 Contributions made by not-for-profit organizations of previously
recognized collection items should be reported as expenses and decreases in
assets in the period in which the contributions are made, and should be
measured at fair value. (A gain or loss should be recognized on contributions
made of previously recognized collection items if their fair value differs from
their carrying amount.) Contributions made by not-for-profit organizations of
previously unrecognized collection items should not be recognized on the face
of the financial statements; disclosure of those contributions should be made
in notes to the financial statements.
1 Initial adoption of FASB Statement No. 116 may be reported by (a ) retroactive restatement of
opening net assets for the earliest year presented or, if no prior years are presented, for the year in
which the Statement is first applied, or (b ) reporting the effect as a change in accounting principle in
conformity with paragraph 19 of Accounting Principles Board (A P B ) Opinion No. 20, Accounting
Changes.
2 Contributions should be classified as increases in unrestricted, temporarily restricted, or
permanently restricted net assets, depending on the existence and type of restrictions imposed by
donors. Chapter 5, “Contributions Received and Agency Transactions,” of this Guide, provides
guidance concerning accounting for contributions with donor-imposed restrictions.
3 For practical reasons, items that are retroactively capitalized on initial application of FASB
Statement No. 116 can be recognized at their (a ) cost or fair value at the date of acquisition or (b) cost
or current market value at the date of initial recognition.
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7.10 Works of art, historical treasures, and similar assets that are not
collection items should be recognized as assets. Items acquired in exchange
transactions should be measured at cost. Contributions of those items should be
measured at fair value at the date of contribution and should be recognized in a
statement of activities as support that increases the appropriate net asset classes.

Financial Statement Presentation
7.11 If an organization adopts a policy of retroactively or prospectively
capitalizing collections that meet the definition in FASB Statement No. 116, a
statement of financial position should include the total amount capitalized on
a separate line item, “Collections” or “Collection Items.” The amount capital
ized for works of art, historical treasures, and similar assets that do not meet
the definition should be disclosed separately on the face of the statement of
financial position or in the notes.
7.12 A not-for-profit organization that does not recognize and capitalize
its collections should report the following on the face of its statement of
activities, separately from revenues, expenses, gains, and losses:4
•
Costs of collection items purchased as a decrease in the appropriate
class of net assets
•
Proceeds from sale of collection items as an increase in the appropriate
class of net assets
•
Proceeds from insurance recoveries of lost or destroyed collection items
as an increase in the appropriate class of net assets.
Similarly, an entity that capitalizes its collections prospectively should report
proceeds from sales and insurance recoveries of items not previously capitalized
separately from revenues, expenses, gains, and losses.
7.13 A not-for-profit organization that does not recognize and capitalize
its collections or that capitalizes collections prospectively should describe its
collections, including their relative significance, and its accounting and steward
ship policies for collections. If collection items not capitalized are deaccessed
during that period, it also should (a) describe the items given away, damaged,
destroyed, lost, or otherwise deaccessed during the period or (b ) disclose their fair
value. In addition, a line item should be shown on the face of the statement of
financial position that refers to the disclosures required by this paragraph.
That line item should be dated if collections are capitalized prospectively, for
example, “Collections acquired since January 1, 19X1 (Note X).”

Illustrative Disclosures
7.14 This section provides examples of notes to the financial statements that
illustrate some of the financial statement disclosures concerning collection items.

Example 1— Organizations That Capitalized Collections Prior to FASB
Statement No. 116
Note X: Summary of Significant Accounting Policies
The organization has capitalized its collections since its inception. If pur
chased, items accessioned into the collection are capitalized at cost, and if
donated, they are capitalized at their appraised or fair value on the accession
date (the date on which the item is accepted by the Acquisitions Committee of
the Board of Trustees). Gains or losses on the deaccession of collection items
4 Paragraph 141 of FASB Statement No. 116 illustrates these disclosures.
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are classified on the statement of activities as unrestricted or temporarily
restricted support depending on donor restrictions, if any, placed on the item
at the time of accession.

Example 2— Organizations That Capitalize Collections Retroactively
Upon Initial Adoption of FASB Statement No. 116
Note X: Summary of Significant Accounting Policies
In 19X1, the organization capitalized its collections retroactively in conform
ity with FASB Statement No. 116. To the extent that reliable records were
available, the organization capitalized collection items acquired prior to 19X1
at their cost at the date of purchase or, if the items were contributed, at their
fair or appraised value at the accession date (the date on which the item was
accepted by the Acquisitions Committee of the Board of Trustees). Other
collection items, particularly those acquired prior to 19X1 when detailed
curatorial records began to be maintained, have been capitalized at their
appraised or estimated current market value. In some cases, collection items
held solely for their potential educational value or historical significance were
determined to have no alternative use and were not assigned values for the
purpose of capitalization. The collection items capitalized retroactively were
determined to have a total value of $11,138,100. This amount is reflected as a
change in accounting principle on the statement of activities.

Example 3— Organizations That Capitalize Their Collections
Prospectively Upon Initial Adoption of FASB Statement No. 116
Note X: Summary of Significant Accounting Policies
Collection items acquired on or after July 1, 19X0: Accessions of these
collection items are capitalized at cost, if the items were purchased, or at their
appraised or fair value on the accession date (the date on which the item is
accepted by the Acquisitions Committee of the Board of Trustees), if the items
were contributed. Gains or losses from deaccessions of these items are reflected
on the statement of activities as changes in the appropriate net asset classes,
depending on the existence and type of donor-imposed restrictions.
Collection items acquired prior to July 1, 19X0: Collection items accessioned
prior to July 1, 19X0 were recorded as decreases in unrestricted net assets, if
the items were purchased. No financial statement recognition was made for
contributed collection items. Proceeds from insurance recoveries or deacces
sions of these items are reflected on the statements of activities as changes in
the appropriate net asset classes, depending on the existence and type of
donor-imposed restrictions.
Note Y: Accounting Change
In 19X1, the organization adopted FASB Statement No. 116. The organization
has determined that the cost to capitalize its collections retroactively would be
excessive because records of the cost of purchased items and of the fair value
at the date of contribution of donated items are unreliable or do not exist.
However, such information is available for current-year acquisitions and will
be maintained on an ongoing basis. Therefore, the organization has elected to
capitalize prospectively all collection items acquired after July 1,19X0, the date
of initial adoption of FASB Statement No. 116.
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Note Z: Collections

The organization’s collections are made up of artifacts of historical signifi
cance, scientific specimens, and art objects. Each of the items is cataloged for
educational, research, scientific, and curatorial purposes, and activities verify
ing their existence and assessing their condition are performed continuously.
During 20X1, a significant number of American pioneer artifacts from the 1800s
were destroyed while in transit to an exhibition in which they were to be displayed.
Because those items were purchased prior to July 1, 19X0, the insurance proceeds
of $22,000, which reimbursed the organization in full for the artifacts’ fair
value, are reflected as an increase in unrestricted net assets on the statement
of activities. No other collection items were deaccessioned in 20X1 or 20X0.

Example 4— Organizations That Do Not Capitalize Collections
Note X: Summary of Significant Accounting Policies
The collections, which were acquired through purchases and contributions
since the organization’s inception, are not recognized as assets on the statement
of financial position. Purchases of collection items are recorded as decreases in
unrestricted net assets in the year in which the items are acquired, or as
temporarily or permanently restricted net assets if the assets used to purchase
the items are restricted by donors. Contributed collection items are not reflected
on the financial statements. Proceeds from deaccessions or insurance recoveries
are reflected as increases in the appropriate net asset classes.
Note Z: Collections
The organization’s collections are made up of artifacts of historical signifi
cance, scientific specimens, and art objects that are held for educational,
research, scientific, and curatorial purposes. Each of the items is cataloged,
preserved, and cared for, and activities verifying their existence and assessing
their condition are performed continuously. The collections are subject to a
policy that requires proceeds from their sales to be used to acquire other items
for collections.
During 20X1, a significant number of American pioneer artifacts from the
1800s were destroyed while in transit to an exhibition in which they were to be
displayed. These artifacts were contributed in 20XX, with a restriction that
limited any future proceeds from deaccessions to acquisitions of artifacts from
a similar period. As a result, the insurance proceeds of $22,000, which reim
bursed the organization in full for the artifacts’ fair value, are reflected as an
increase in temporarily restricted net assets on the statement of activities. No
other collection items were deaccessioned in 20X1 or 20X0.

Auditing
7.15 Many audit objectives, controls, and auditing procedures for other
assets of not-for-profit organizations are similar to those of other organiza
tions. In addition, the auditor may need to consider the specific audit objec
tives, selected controls, and auditing procedures that are unique to
not-for-profit organizations and that are presented at the end of this chapter.

Inventory
7.16 As discussed in paragraph 7.03, in certain circumstances, the fair
value of contributed inventory may be measured using methods such as estimates,
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averages, or computational approximations.* Such methods may be used in
connection with the financial statement assertion of valuation. However, such
methods are unrelated to the assertions of existence and occurrence. Auditors
should be mindful of the provisions of SAS No. 1, section 331, Inventories
(AICPA, Professional Standards, vol. 1, AU sec. 331), which provides guide
lines concerning inventory observation.

Collection Items
7.17 Examples of auditing procedures that might be applied for collection
items are presented in the table at the end of this chapter. If collection items
are not capitalized, the auditor should perform procedures to understand the
organization’s controls over recording accessions (including contributions) and
deaccessions of collection items, controlling the collections, and periodically
physically inspecting them. Those auditing procedures are performed, in part,
to provide evidence supporting the disclosures required by paragraph 27 of
FASB Statement No. 116. They are also part of the auditor’s work in obtaining
an understanding of the organization’s controls over collection items and
contributions of such items. The objective of performing those procedures when
the collection is not recognized is not to obtain evidence to corroborate a
recorded amount, since no amount has been recorded. Instead, the objective is
to help the auditor understand the organization’s control environment, which
is a component of its internal control.
7.18 As noted in chapter 2, “General Auditing Considerations,” of this
Guide, SAS No. 78, Consideration o f Internal Control in a Financial Statement
Audit: A n Amendment to S A S No. 55 (AICPA, Professional Standards, vol. 1,
AU sec. 319), requires the auditor to understand the organization’s control
environment, an important part of which is management’s philosophy and
operating style and its integrity and ethics. Management’s philosophy and
operating style include management’s approach to taking and monitoring
business risks and its attitudes and actions toward financial reporting. Man
agement’s integrity and ethics include the emphasis management places on
meeting budget, profit, and other financial and operating goals. In addition,
SAS No. 94, The Effect o f Information Technology on the Auditor’s Considera
tion o f Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319), requires auditors to understand the effect of
information technology on internal control and assessment of risk. The auditor
needs to know about the control environment to be able to assess control risk
as it relates to the various segments of the audit, because the control environ
ment often has pervasive effects on how the auditor plans the entire audit,
including those parts that are unrelated to collections and changes in them.
7.19 The necessary understanding of the control environment does not
include a requirement to test controls that are part of the control environ
ment (or any other controls, for that matter), but merely to obtain knowl
edge about the design of relevant policies, procedures, and records, and
whether they have been placed in operation by the entity. What is some
times referred to as a transaction review or walk-through of relevant custo
dial controls would probably be adequate for the auditor to gain the
requisite level of knowledge about controls over the collection as part of
understanding the control environment.
*
In January 2003, the A IC P A Auditing Standards Board issued SAS No. 101, Auditing Fair
Value Measurements and Disclosures, which addresses audit considerations relating to the measure
ment and disclosure of assets, liabilities and specific components of equity presented or disclosed at
fair value in financial statements. The SAS is effective for audits of financial statements for periods
beginning on or after June 15, 2003, although earlier application is permitted.
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Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples o f
Auditing
Procedures

Noncapitalized Collection Items

Valuation

Noncapitalized
works of art,
historical
treasures, and
similar assets
meet the
definition of
“collections” in
FASB Statement
No. 116.

Presentation and
Disclosures

Transactions
involving
noncapitalized
collection items
are appropriately
displayed in the
statement of
activities and the
statement of
cash flows.

Policies and
procedures for
determining that
noncapitalized
assets are
“collections.”

Review policies
and procedures
determining the
appropriateness
of classifying
assets as
noncapitalized
collections.

Determine the
appropriateness
of display and
disclosures
related to
noncapitalized
collections.

Appropriate
disclosures
referenced in a
line item on the
face of the
statement of
financial
position, meet
the requirements
of FASB
Statement No.
116.
Existence/
occurrence

Collection items
exist.
Collection items
acquired in the
current period by
purchase and
contribution
were authorized.
Deaccessions
from collections

Procedures for
controlling
collections and
periodically
physically
inspecting them.
Controls ensure
that purchased
collection items
are authorized,
contributed

Review the
organization’s
procedures for
controlling
collections and
physically
inspecting them.
Consider whether
to observe the
physical
inspection.
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Financial
Statement
Assertions

Specific Audit
Objectives

occurred and
were authorized.

Examples o f
Selected Controls

collection items
are appropriately
accessioned, and
deaccessions are
authorized.

Examples of
Auditing
Procedures

Review actions
taken by
management to
investigate
discrepancies
disclosed by the
physical
inspection and to
adjust the records.
Review
documentation
supporting
accessions and
deaccessions of
collection items.
Review minutes
of governing
board and
governing board
committee
meetings for
authorization of
major accessions
and deaccessions.
Make inquiries
of curatorial
personnel about
deaccessioned
collection items.

Rights and
obligations

Restrictions on
contributed
collection items
have been met.

Contributions of
collection items
are reviewed for
restrictions and
management mon
itors compliance
with restrictions.

Review donor
correspondence
to determine the
presence or ab
sence of
restrictions.
Review minutes
of governing
board and
governing board
committee
meetings for
evidence of
restrictions.
If specific
collection items
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples o f
Selected Controls

Examples o f
Auditing
Procedures

are restricted,
review collection
item transactions
for propriety of
use and disposition.
Capitalized Collection Items (Excluding Matters Related to Retroactive
Capitalization)

Existence/
occurrence

Collection items
exist.
Collection items
acquired in the
current period by
purchase and
contribution
were authorized.
Deaccessions
from collections
occurred and
were authorized.

Procedures for
controlling
collections and
periodically
physically
inspecting them.
Controls ensure
that purchased
collection items
are authorized,
contributed
collection items
are appropriately
accessioned, and
deaccessions are
authorized.

Review the
organization’s
procedures for
controlling
collections and
physically
inspecting them.
Consider
whether to
observe the
physical
inspection.
Review actions
taken by
management to
investigate
discrepancies
disclosed by the
physical inspec
tion and to adjust
the records.
Review
documentation
supporting
accessions and
deaccessions of
collection items.
Review minutes
of governing
board and
governing board
committee
meetings for
authorization of
major accessions
and deaccessions.
Make inquiries
of curatorial
personnel about
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples o f
Auditing
Procedures

deaccessioned
collection items.
Completeness;
valuation

All collection
items acquired in
exchange
transactions are
recognized as
assets at cost.
All contributed
collection items
are recognized as
assets and as
contributions at
fair value.

Rights and
obligations

Restrictions on
contributed
collection items
have been met.

Controls exist to
ensure that all
purchases and
contributions of
collection items
are recognized as
assets (at cost
and fair value,
respectively) and
that contribution
revenues are
recognized for
contributed
collection items.

Contributions of
collection items
are reviewed for
restrictions and
management
monitors
compliance with
restrictions.

Review minutes
of governing
board and
governing board
committee
meetings for
evidence of
current period
purchases and
contributions.
Review
documentation
and procedures
supporting the
determination of
cost or fair value.
Review donor
correspondence
to determine the
presence or
absence of
restrictions.
Review minutes
of governing
board and
governing board
committee
meetings for
evidence of
restrictions.
If specific
collection items
are restricted,
review collection
item transactions
for propriety of
use and
disposition.

Presentation and
disclosure
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Contributed and
deaccessioned
collection items
are reported in
the appropriate
net asset class.

Review
documentation
underlying
collection items
for propriety of
classification.
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples o f
Auditing
Procedures

Retroactive Capitalization o f Collection Items

Existence/
occurrence;
completeness;
valuation; rights
and obligations;
presentation and
disclosure

Retroactively
capitalized
collection items
exist, are the
property of the
organization, are
properly valued,
and are reported
in the appropriate
net asset class;
all collection
items owned by
the organization
are capitalized.

Procedures for
controlling
collections and
determining
their cost or fair
value at date of
acquisition or
their current cost
or current
market value at
date of initial
recognition.

Review
documents and
procedures
supporting the
determination of
cost or fair value
at date of
acquisition or
current cost or
current market
value at date of
initial recognition.
Review donor
correspondence
to determine the
presence or
absence of
restrictions.
Review minutes of
governing board
and governing
board committee
meetings for
evidence of
restrictions.
Review
documentation
underlying
contributed
collection items
for propriety of
classification.
Consider the need
to apply provisions
of SAS No. 73,
Using the Work
o f a Specialist
(AICPA, Profess
ional Standards ,

vol. 1, AU sec.
336), in conjunc
tion with deter
mining the
reliability of
carrying values.
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Chapter 8

Investments1
Introduction
8.01 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 124, Accounting for Certain Investments H eld
by Not-for-Profit Organizations, provides measurement guidance for invest
ments in equity securities with readily determinable fair values and all invest
ments in debt securities, as well as reporting standards for all investments
held by not-for-profit organizations, subject to the exceptions in the following
sentence. FASB Statement No. 124 does not apply to investments in equity
securities that are accounted for under the equity method or to investments in
consolidated subsidiaries, nor does it apply to investments in derivative instru
ments that are subject to the requirements of FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities. If an investment
would otherwise be in the scope of FASB Statement No. 124 and it has within
it an embedded derivative that is subject to Statement No. 133, the host
instrument (as described in FASB Statement No. 133) remains within the
scope of FASB Statement No. 124.
8.02 A derivative instrument is defined in FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities, as amended by
FASB Statement No. 138, Accounting for Certain Derivative Instruments and
Certain Hedging Activities, and FASB Statement No. 140, (paragraphs 6 and
7) as follows:
A derivative instrument is a financial instrument or other contract with
all three of the following characteristics:
a.

It has (1) one or more underlyings and (2) one or more notional
amounts2 or payment provisions or both. Those terms determine the
amount of the settlement or settlements, and, in some cases, whether
or not a settlement is required.

b.

It requires no initial net investment or an initial investment that is
smaller than would be required for other types of contracts that
would be expected to have a similar response to changes in market
factors.

c.

Its terms require or permit net settlement, it can readily be settled
net by a means outside the contract, or it provides for delivery of an
asset that puts the recipient in a position not substantially different
from net settlement.

Underlying, notional amount, and payment provision. An underlying is a
specified interest rate, security price, commodity price, foreign exchange
rate, index of prices or rates, or other variable. An underlying may be a
price or rate of an asset or liability but is not the asset or liability itself. A
notional amount is a number of currency units, shares, bushels, pounds,
1 Cash held temporarily by a custodian for investment purposes may be included as part of
investments on a statement of financial position rather than as cash.
2 Sometimes other names are used. For example, the notional amount is called a face amount in
some contracts.
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or other units specified in the contract. The settlement of a derivative
instrument with a notional amount is determined by interaction of that
notional amount with the underlying. The interaction may be simple
multiplication, or it may involve a formula with leverage factors or other
constants. A payment provision specifies a fixed or determinable settle
ment to be made if the underlying behaves in a specified manner.
Options, futures, forwards, and swaps are common examples of derivative
instruments. Investments in convertible debt securities are an example of an
instrument with an embedded derivative. Unique to not-for-profit organiza
tions are embedded derivatives related to certain split interest agreements.
Issue No. B35, Embedded Derivatives: Application o f Statement 133 to a
Not-for-Profit Organization's Obligation Arising from an Irrevocable Splitinterest Agreement , issued by the FASB staff, is included as Appendix B to

chapter 6 [paragraph 6.40]. Accounting and reporting of investments in deriva
tive instruments is subject to the requirements of FASB Statement No. 133. A
brief summary of FASB Statement No. 133, as amended, is provided in
paragraphs 8.27 through 8.30 of this Guide.
8.03 Investments not covered by FASB Statement No. 124 or FASB
Statement No. 133, as amended, are referred to in this Guide as other invest
ments. Other investments include, among others, investments in real estate,
mortgage notes, venture capital funds, partnership interests, oil and gas
interests, and equity securities that do not have a readily determinable fair
value. The various AICPA Industry Audit Guides, Audit and Accounting
Guides, and Statements of Position (SOP) that are superseded by this Guide
included guidance concerning other investments. This Guide retains the meas
urement guidance for accounting for other investments included in the AICPA
publications that are superseded by this Guide, until such time as the FASB
or the Accounting Standards Executive Committee (AcSEC) issues more de
finitive guidance.3 Accordingly, this chapter provides no new measurement
guidance on accounting for other investments. Instead, it incorporates the
measurement guidance for other investments currently found in the various
AICPA publications that are superseded by this Guide, except as stated in the
next sentence. To the extent that the guidance in the AICPA publications that
are superseded by this Guide requires all investments to be measured using
the same measurement attribute, only other investments, rather than all
investments, are required to be measured using the same measurement attrib
ute. For example, if an AICPA publication that is superseded by this Guide
permits investments to be carried at either cost or fair value, provided that the
same attribute is used for all investments, and if equity securities with a
readily determinable fair value are carried at fair value in conformity with the
guidance in FASB Statement No. 124, other investments are permitted to be
carried at either cost or fair value, provided that the same attribute is used for
all other investments.
8.04 Not-for-profit organizations acquire various kinds of investments by
contribution or purchase. This chapter discusses the accounting recognition,
measurement, and disclosure requirements for investments in (a) equity secu
rities with a readily determinable fair value not accounted for under the equity
method and not required to be consolidated, (b) debt securities, (c) derivative
instruments, and (d ) other investments. Split-interest gifts, including invest
ments held by others, are discussed in chapter 6, “Split-interest Agreements,”
of this Guide.
3
Appendix A [paragraph 8.33] of this chapter summarizes the measurement guidance for other
investments.
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8.05 SOP 94-3, Reporting o f Related Entities by Not-for-Profit Organiza
which is included as appendix B [paragraph 8,34] of this chapter, was
issued in September 1994. The FASB is also studying the concept of a reporting
entity and issues related to consolidations, the application of the equity method
of accounting, and accounting for various types of joint ventures.* Accordingly,
those matters are not covered by this Guide.
8.06 For all investments except investments in equity securities that are
accounted for under the equity method and investments in consolidated sub
sidiaries, this chapter provides accounting and auditing guidance concerning
the initial recognition and measurement, investment income, the measure
ment attributes used for subsequent valuation, unrealized and realized gains
and losses, and financial statement display and disclosure. Many of the re
quirements under generally accepted accounting principles in these areas are
the same as those for for-profit entities; accordingly, this chapter focuses on
those issues that are unique to not-for-profit organizations.

tions,

Initial Recognition
8.07 Investments are initially recorded at their acquisition cost (in
cluding brokerage and other transaction fees) if they were purchased and at
fair value if they were received as a contribution or through an agency trans
action.4 Chapter 5, “Contributions Received and Agency Transactions,” of this
Guide, includes guidance concerning distinguishing contributions from agency
transactions and discusses the classification of contributions.

Investment Income
8.08 Investment income includes dividends, interest, rents, royalties, and
similar payments and should be recognized as earned. The revenue (often
referred to as income) should be reported as an increase in unrestricted,
temporarily restricted, or permanently restricted net assets, depending on
donor stipulations on the use of the income.5 For example, if there are no
donor-imposed restrictions on the use of the income, it should be reported as
an increase in unrestricted net assets. On the other hand, a donor may
stipulate that a gift be invested in perpetuity, with the income to be used to
support a specified program. The initial gift creates permanently restricted net
assets; the investment income is temporarily restricted for support of the
donor-specified program. If the restrictions on the income are met, the state
ment of activities should report a reclassification from temporarily restricted
net assets to unrestricted net assets.
*
On February 23, 1999, the FASB released an exposure draft (revised) of a proposed FASB
Statement, Consolidated Financial Statements: Purpose and Policy, which would supersede FASB
Statement No. 94 and amend AR B No. 51, A P B Opinion Nos. 16 and 18, and FASB Statement Nos.
15, 57, and 65. The provisions of SO P 94-3 will be reconsidered as the FASB issues final Standards.
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation o f Variable Interest
Entities. The FASB now plans to continue its consideration of the broader proposals in the 1999
exposure draft.
4 Guidance in this chapter concerning the classification of investment income, unrealized gains
and losses, and realized gains and losses applies to investments other than investments held by a
not-for-profit organization as an agent. If a not-for-profit organization is holding an investment as an
agent and has little or no discretion in determining how the investment income, unrealized gains and
losses, and realized gains and losses resulting from those investments will be used, those investment
activities should be reported as agency transactions and, therefore, as changes in assets and liabili
ties, rather than as changes in net assets.
5 Paragraph 8.18 discusses an alternative accounting policy for circumstances in which tempo
rary restrictions on investment income are met in the same reporting period as the income is
recognized.
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8.09 FASB Statement No. 117, Financial Statements o f Not-for-Profit
that a statement of activities should report the gross
amounts of revenues and expenses. It also notes, however, that “investment
revenues may be reported net of related expenses, such as custodial fees and
investment advisory fees, provided that the amount of the expenses is disclosed
either in the statement of activities or in notes to financial statements”
(paragraph 24 of FASB Statement No. 117). Chapter 13, “Expenses, Gains, and
Losses,” of this Guide, discusses investment expenses.
Organizations , specifies

Valuation Subsequent to Acquisition
8.10 FASB Statement No. 124 provides that investments in equity secu
rities with readily determinable fair value and all debt securities should be
reported at their fair value. FASB Statement No. 133 provides that invest
ments in derivative instruments should be reported as either assets or liabili
ties and measured at fair value. (Paragraphs 8.27 through 8.30 further discuss
derivative instruments.) As noted in paragraph 8.03, AICPA guidance concern
ing the carrying amounts of other investments subsequent to acquisition is
diverse. Organizations should follow the guidance in appendix A [paragraph
8.33] of this chapter for their other investments. That guidance is based on the
AICPA Industry Audit Guides, Audit and Accounting Guides, and SOPs that
are superseded by this Guide, and is intended to maintain the status quo for
other investments held by each kind of not-for-profit organization covered by
that literature until it is changed by the FASB or by AcSEC.

Unrealized and Realized Gains and Losses
8.11 Unrealized gains and losses arise from changes in the fair value of
investments, exclusive of dividend and interest income recognized but not yet
received and exclusive of any write-down of the carrying amount of invest
ments for impairment. Unrealized gains and losses are recognized in some
circumstances (for example, when the investments are carried at fair value),
but not in others (for example, when the investments are carried at cost). To
the extent that unrealized gains and losses are recognized, they should be
reported in the statement of activities as increases or decreases in unrestricted
net assets unless their use is temporarily or permanently restricted by donors
to a specified purpose or future period.6
8.12 Realized gains and losses arise from selling or otherwise disposing
of investments. Realized gains and losses should be reported in the statement
of activities as changes in unrestricted net assets unless their use is temporar
ily or permanently restricted by explicit donor-imposed stipulations or by
law.7 (Paragraph 8.11 discusses unrealized gains and losses. I f realized gains
and losses arise from selling or otherwise disposing of investments for which
unrealized gains and losses have been recognized in the statement of activities
of prior reporting periods, the amount reported in the statement of activities
as gains or losses upon the sale or other disposition of the investments should
exclude the amount that has previously been recognized in the statement of
activities. However, the components of that gain or loss may be reported as the
6 Paragraph 8.18 discusses an alternative accounting policy for circumstances in which tempo
rary restrictions on gains are met in the same reporting period as the gains are recognized.
7 See footnote 7.
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realized amount (the difference between amortized cost and the sales proceeds)
and the unrealized amount recognized in prior reporting periods. Table 8.1
below illustrates this reporting.)

Table 8.1
Facts

1.
2.
3.

In 20X1, a not-for-profit organization with a December 31 year end
purchases an equity security with a readily determinable fair
value for $5,000.
At December 31, 20X1, the fair value of the security is $7,000.
During 20X2, the security is sold for $11,000.

Reporting Gains and Losses
20X1

20X2

Recognize a $2,000 gain and adjust the carrying value to $7,000.
(The reported gain equals $7,000 fair value less $5,000 carrying
value.)
Recognize a $4,000 gain and adjust the carrying value to zero. (The
gain may be reported as the net of $11,000 selling price less the $7,000
carrying value at the time the security was sold. Alternatively, the
gain may be displayed as the realized gain of $6,000 [$11,000 selling
price less $5,000 cost] less the $2,000 unrealized gain previously
recognized.)

Investment Pools
8.13 A not-for-profit organization may pool part or all of its investments
(including investments arising from contributions with different kinds of re
strictions) for portfolio management purposes. The number and the nature of
the pools may vary from organization to organization.
8.14 When a pool is established, ownership interests are initially as
signed (typically through unitization) to the various pool categories (sometimes
referred to as participants) based on the market value of the cash and securi
ties placed in the pool by each participant. Current market value is used to
determine the number of units allocated to additional assets placed in the pool
and to value withdrawals from the pool. Investment income and realized gains
and losses (and any recognized unrealized gains and losses) are allocated
equitably based on the number of units assigned to each participant.

Donor-Restricted Endowment Funds
8.15 A donor’s stipulation that requires a gift to be invested in perpetuity
or for a specified term creates a donor-restricted endowment fund. Donors or
relevant law may require a not-for-profit organization to retain permanently
some portion of gains and losses (net appreciation) on donor-restricted endow
ment funds. Unless net appreciation on donor-restricted endowment funds is
temporarily or permanently restricted by a donor’s explicit stipulation or by a
law that extends a donor’s restriction to them, net appreciation on donorrestricted endowment funds should be reported as a change in unrestricted net
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assets.8 Paragraph 11 of FASB Statement No. 124 notes that " ... if a donor
allows the organization to choose suitable investments, the gains are not
permanently restricted unless the donor or the law requires that an amount be
retained permanently. Instead, those gains are unrestricted if the investment
income is unrestricted or are temporarily restricted if the investment income
is temporarily restricted by the donor.” Accordingly, in the absence of donor
stipulations or law to the contrary, donor restrictions on the use of income of
an endowment fund also extend to the net appreciation on the endowment fund.
8.16 Classification of recognized gains and losses should be based on the
underlying facts and circumstances. If limitations exist that preclude the use
of net gains on permanently restricted net assets, either as a result of explicit
or clear implicit donor stipulations or by the law of the relevant jurisdiction,
the net gains are permanently restricted. Paragraph 125 of FASB Statement
No. 117 notes that “because donor stipulations and laws vary, not-for-profit
organizations must assess the relevant facts and circumstances for their
endowment gifts and their relevant laws to determine if net appreciation on
endowments is available for spending or is permanently restricted.”
8.17 Paragraphs 12 and 13 of FASB Statement No. 124 provide the
following:
12.

In the absence of donor stipulations or law to the contrary, losses on the
investments of a donor-restricted endowment fund shall reduce tempo
rarily restricted net assets to the extent that donor-imposed temporary
restrictions on net appreciation of the fund have not been met before a
loss occurs. Any remaining loss shall reduce unrestricted net assets.

13.

I f losses reduce the assets of a donor-restricted endowment fund below
the level required by the donor stipulations or law, [footnote omitted]
gains that restore the fair value of the assets of the endowment fund to
the required level shall be classified as increases in unrestricted net assets.

(After the fair value of the assets of the endowment fund equals the required
level, gains that are restricted by the donor should be classified as increases in
temporarily restricted net assets or permanently restricted net assets, depend
ing on the donor’s restrictions on the endowment fund.)

Financial Statement Presentation
8.18 Gains and investment income that are limited to specific uses by
donor-imposed restrictions may be reported as increases in unrestricted net
assets if the restrictions are met in the same reporting period as the gains and
income are recognized, provided that the organization has a similar policy for
reporting contributions received,9 reports consistently from period to period,
and discloses its accounting policy in the notes to the financial statements.
8.19 Realized and unrealized losses on investments may be netted
against realized and unrealized gains on a statement of activities.
8 Legal limitations that require the governing board to act to appropriate net appreciation for
expenditure under a statutorily prescribed standard of ordinary business care and prudence do not
extend donor restrictions to the net appreciation. Accordingly, unless the donor has explicitly re
stricted the net appreciation on an endowment fund, net appreciation subject to such limitations
should be reported as a change in unrestricted net assets.
9 Paragraph 5.42 discusses the accounting policy for reporting contributions received if the
organization meets donor-imposed restrictions on all or a portion of the amount contributed in the
same reporting period as the contribution is received.
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8.20 Some not-for-profit organizations manage their investments on a
total return basis. Under the total return concept, organizations focus on the
overall return on their investments, including both investment income and net
appreciation. They then use a spending-rate formula to determine how much
of that return will be used for current operations.
8.21 Under FASB Statement No. 117, however, all investment income
and recognized gains and losses must be reported on the statement of activities
and classified as unrestricted unless restricted by the donor or applicable law.
Organizations are permitted to provide information on the face of the state
ment of activities and the notes to the financial statements about the total
return on investments by segregating the total return between operating and
non-operating components based on a spending-rate formula. If investment
return reported in the statement of activities is separated into operating and
nonoperating, certain information, as discussed in paragraph 8.24 of this
Guide, is required to be disclosed. Those disclosures are illustrated in para
graphs 100 through 106 of FASB Statement No. 124.
8.22 FASB Statement No. 107, Disclosures about Fair Value o f Financial
Instruments, as amended by FASB Statement No. 133, requires that an organiza
tion disclose all significant concentrations of credit risk arising from all financial
instruments, whether from an individual counterparty or groups of counterpar
ties. An individual concentration of risk could exist, for example, if an organization
invests a significant amount in the securities of a single corporation or government
entity. A group concentration could exist, for example, if an organization invests a
significant amount in debt securities of a single industry or a single geographic
region. FASB Statement No. 107 also requires disclosures of fair value and
carrying amounts for all financial instruments for which it is practicable to
estimate that value. (Investments reported under FASB Statement No. 124 and
derivative financial instruments reported under FASB Statement No. 133 are
already carried at fair value and would not require that disclosure, if they are
separately reported in the body of the financial statements.) FASB Statement No.
126, Exemption from Certain Required Disclosures about Financial Instruments
for Certain Nonpublic Entities, states that disclosures about the fair value of
financial instruments prescribed in FASB Statement No. 107 are optional if an
organization meets all of the following three criteria: (1) the organization is a
nonpublic entity, (2) the organization’s total assets are less than $100 million
on the date of the financial statements, and (3) the organization has no
derivative instruments.
8.23 FASB Statement No. 140, Accounting for Transfers and Servicing o f
Financial Assets and Extinguishments o f Liabilities, a replacement of FASB
Statement No. 125, requires that organizations that enter into securities
lending transactions or repurchase agreements disclose their policies for re
quiring collateral or other security. It also requires that if an organization
accepts collateral that it is permitted by contract or custom to sell or repledge,
it also disclose the fair value at the end of the period of that collateral and of
the portion of that collateral that has been sold or repledged. FASB Statement
No. 140 is effective for transfers and servicing of financial assets and extin
guishments of liabilities occurring after March 31, 2001, except for certain
provisions relating to servicing contracts in existence before January 1, 1997
and financial assets subject to prepayment held on or acquired after January
1, 1997. Provisions relating to recognition and reclassification of collateral and
to disclosures of securitization transactions and collateral are effective for
fiscal years ending after December 15, 2000.
8.24 For each period for which a statement of activities is presented, a
not-for-profit organization should disclose:
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a.

The composition of investment return including, at a minimum,
investment income, net realized gains or losses on investments
reported at other than fair value, and net gains or losses on invest
ments reported at fair value

b.

A reconciliation of investment return to amounts reported in the
statement of activities if investment return is separated into operat
ing and nonoperating amounts, together with a description of the
policy used to determine the amount that is included in the measure
of operations and a discussion of circumstances leading to a change,
if any, in that policy

8.25 For each period for which a statement of financial position is pre
sented, a not-for-profit organization should disclose:
a.

The aggregate carrying amount of investments by major types, for
example, equity securities, U.S. Treasury securities, corporate debt
securities, mortgage-backed securities, oil and gas properties and
real estate

b.

The basis for determining the carrying amount for investments other
than equity securities with readily determinable fair values and all
debt securities

c.

The method(s) and significant assumptions used to estimate the fair
values of investments other than financial instruments10 if those
other investments are reported at fair value

d.

The aggregate amount of the deficiencies for all donor-restricted
endowment funds for which the fair value of the assets at the
reporting date is less than the level required by donor stipulations
or law.

8.26 For the most recent period for which a statement of financial position
is presented, a not-for-profit organization should disclose the nature of and
carrying amount for each individual investment or group of investments that
represents a significant concentration of market risk.

Accounting for Derivative Instruments and
Hedging Activities
8.27 FASB Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities, as amended by FASB Statement No. 138, Accounting
for Certain Derivative Instruments and Certain Hedging Activities, and FASB
Statement Nos. 140 and 149,* establishes accounting and reporting standards
for derivative instruments, including certain derivative instruments embed
ded in other contracts, (collectively referred to as derivatives) and for hedging
activities. It requires that an entity recognize all derivatives as either assets
10
Paragraph 10 of FASB Statement No. 107 requires organizations to disclose the method(s)
and significant assumptions used to estimate the fair value of financial instruments. FASB State
ment No. 126, Exemption from Certain Required Disclosures about Financial Instruments for Certain
Nonpublic Entities, amends FASB Statement No. 107 to make the disclosures about fair value of
financial instruments prescribed in FASB Statement No. 107 optional for certain nonpublic entities.
(See paragraph 8.22 of the Guide.)
*
In M ay 2002, the FASB issued an Exposure Draft, Amendment o f Statement 133 on Derivative
Instruments and Hedging Activities, which amends FASB Statement No. 133 for issues relating to
the definition of a derivative in paragraph 6(b) and for various decisions made as part of the
Derivatives Implementation Group. The FASB plans to issue a final Statement in the first quarter of
2003. Readers should be alert to the issuance of the final Statement.
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or liabilities in the statement of financial position and measure those instru
ments at fair value. If certain conditions are met, a derivative may be specifi
cally designated as (a ) a hedge of the exposure to changes in the fair value of a
recognized asset or liability or an unrecognized firm commitment, ( b ) a
hedge of the exposure to variable cash flows of a forecasted transaction, or
(c) a hedge of the foreign currency exposure of a net investment in a foreign
operation, an unrecognized firm commitment, an available-for-sale security,
or a foreign-currency-denominated forecasted transaction. (However, the spe
cial accounting for a hedge of the exposure to variable cash flows of a forecasted
transaction is not available to not-for-profit organizations.) The accounting for
changes in the fair value of a derivative (that is, gains and losses) depends on
the intended use of the derivative and the resulting designation.
8.28 FASB Statement No. 133 (paragraph 43) makes certain provisions
regarding reporting of changes in the value of a derivative and a hedged item
by not-for-profit organizations and other entities that do not report earnings:
An entity that does not report earnings as a separate caption in a statement of
financial performance (for example, a not-for-profit organization or a defined
benefit plan pension plan) shall recognize the gain or loss on a hedging
instrument and a nonhedging derivative instrument as a change in net assets
in the period of change unless the hedging instrument is designated as a hedge
of the foreign currency exposure of a net investment in a foreign operation. In
that case, the provisions of paragraph 42 of this Statement shall be applied.
Entities that do not report earnings shall recognize the changes in the carrying
amount of the hedged item pursuant to paragraph 22 in a fair value hedge as
a change in net assets in the period of change. Those entities are not permitted
to use cash flow hedge accounting because they do not report earnings sepa
rately. Consistent with the provisions of FASB Statement No. 117, Financial
Statements o f Not-for-Profit Organizations, this Statement does not prescribe
how a not-for-profit organization should determine the components of an
operating measure, if one is presented.

The changes in fair value of derivative instruments or hedged items are
classified as unrestricted unless their use is temporarily or permanently
restricted by donors or by law.11
8.29 FASB Statement No. 133 (paragraphs 44-47) contains extensive
disclosure requirements.
8.30 The FASB has established the Derivatives Implementation Group
(DIG) to assist the Board and its staff in providing implementation guidance
regarding FASB Statement No. 133. Issues addressed by the DIG and the
status of related guidance can be found at the FASB’s Web site www.fasb.org.
Readers may also find useful the FASB publication, Accounting for Derivative
Instruments and Hedging Activities, which contains Statement No. 133 as
amended by Statements No. 137 and 138, as well as the results of the Deriva
tives Implementation Group (DIG), which are cleared by the FASB, with crossreferences between the issues and the paragraphs of the Statement. Note that
in April 2002 the FASB staff also issued implementation guidance Issue No.
B35, Embedded Derivatives: Application o f Statement 133 to a Not-for-Profit
Organization’s Obligation Arising from a Split-lnterest Agreement. Refer to
Appendix B of chapter 6 [paragraph 6.40], “Split-lnterest Agreements,” for a
copy of the implementation guidance.
11
Paragraph 8.18 discusses an alternative accounting policy for circumstances in which tempo
rary restrictions on gains are met in the same period in which the gains are recognized.
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Auditing
8.31 Many audit objectives, controls, and auditing procedures for invest
ments of not-for-profit organizations are similar to those of other organiza
tions.* For further information about auditing investments and implementing
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Invest
ments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332) see
the AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities. In addition, the auditor may need to consider
the specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations and that are presented at the end of this
chapter.

Net Appreciation on Endowment Funds
8.32 As discussed in this chapter, net appreciation on donor-restricted
endowment funds should be reported as a change in unrestricted net assets
unless the appreciation is temporarily or permanently restricted by explicit
donor-imposed stipulations or by law. Laws concerning net appreciation of
donor-restricted endowment funds may vary from jurisdiction to jurisdiction.
For example, some jurisdictions follow trust law, some follow the Uniform
Management of Institutional Funds Act (UMIFA), some follow modifications
of UMIFA, and some follow interpretations of those laws issued by state
Attorneys General. Generally, in jurisdictions following trust law, net appre
ciation is not spendable and therefore should be added to permanently re
stricted net assets. Also, it has generally been interpreted that, absent donor
restrictions, net appreciation is spendable under UM IFA and therefore
should be added to unrestricted net assets. Auditors should obtain an under
standing about these issues and the laws concerning net appreciation on donorrestricted endowment funds applicable to the reporting organization.12 Also,
auditors should obtain representations from management about any interpre
tations made by the organization’s governing board concerning whether laws
limit the amount of net appreciation of donor-restricted endowment funds that
may be spent. However, for organizations operating in jurisdictions in which
there may be questions concerning interpretations of the applicable laws or in
which there are conflicting interpretations by various legal counsel, auditors
should request the organization to obtain a specific opinion from legal counsel
concerning interpretation of the legal requirements. (SAS No. 73, Using the
Work o f a Specialist [AICPA, Professional Standards, vol. 1, AU sec. 336],
provides guidance concerning circumstances in which the auditor relies on the
representations or work of an attorney for other than litigation, claims, and
assessments as addressed in SAS No. 12, Inquiry o f a Client’s Lawyer Concern
ing Litigation, Claims, and Assessments [A IC P A , Professional Standards, vol.
1, AU sec. 337].)

* In March 2003, the A IC P A Auditing Standards Board issued SAS No. 101, Auditing Fair Value
Measurements and Disclosures, which addresses audit considerations relating to the measurement
and disclosure of assets, liabilities and specific components of equity presented or disclosed at fair
value in financial statements. The SAS is effective for audits of financial statements for periods
beginning on or after June 15, 2003, although earlier application is permitted.
12
Auditors may find information available from State Societies of Certified Public Accountants,
state Attorneys General, and industry publications useful in obtaining an understanding of these
issues.
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Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples of
Auditing
Procedures

Contributed Investments, Investment Income, Gains, and Losses

Rights and
obligations;
presentation and
disclosure

Restrictions on
contributed
investments
have been met.
Restrictions on
investment
income, net
realized gains,
and net
recognized
unrealized gains
that are imposed
by donors or by
law have been
met.
Investments and
related income,
gains, and losses
are reported in
the appropriate
net asset class.

Contributions of
investments and
investment
income, gains,
and losses are
reviewed for
restrictions and
management
monitors
compliance with
restrictions.

Review donor
correspondence
to determine the
existence of
restrictions on,
and classification
of, investments
and related
income, gains,
and losses.
Review minutes
of governing
board and
governing board
committee
meetings for
evidence of donor
or statutory
restrictions on,
and classification
of, investments
and related
income, gains,
and losses.
If specific
investments are
restricted, review
investment
transactions for
the propriety of
dispositions.

Reclassification o f Restricted N et Assets

Presentation and
disclosure

Restricted net
assets are
reclassified as
unrestricted net
assets in the
statement of
activities when
restrictions are
met on
investment
income restricted
for support of
donor-specified
programs.

Determine that
appropriate
reclassifications
are made in the
statement of
activities when
restrictions are
met on
investment
income restricted
for donorspecified
programs.
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8.33

Appendix A—Measuring Other Investments
1. Other investments of institutions of higher education, including colleges,
universities, and community or junior colleges, that were acquired by purchase
may be reported at cost, and contributed other investments may be reported at
their fair market value or appraised value at the date of the gift, unless there
has been an impairment of value that is not considered to be temporary. Other
investments may also be reported at current market value or fair value,
provided that the same attribute is used for all other investments. (Investments
in wasting assets are usually reported net of an allowance for depreciation or
depletion.) The financial statements or notes should set forth the total perform
ance (that is, investment income and realized and unrealized gains and losses)
of the other investment portfolio.
2. Voluntary health and welfare organizations should report other invest
ments at cost if purchased and at fair market value at the date of the contribu
tion if contributed. If the market value of the other investments portfolio is
below the recorded amount, it may be necessary to reduce the carrying amount
of the portfolio to market or to provide an allowance for decline in market value.
If it can reasonably be expected that the organization will suffer a loss on the
disposition of an investment, a provision for the loss should be made in the
period in which the decline in value occurs. Carrying other investments at
market value is also acceptable. The same measurement attribute should be
used for all other investments and should be disclosed.
3. Not-for-profit organizations that are not colleges, universities, or volun
tary health and welfare organizations (that is, those that were included in the
Statement of Position 78-10, Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations)* should report other investments at either
fair value or the lower of cost or fair value. The same measurement attribute
should be used for all other investments. Declines in investments carried at the
lower of cost or market value should be recognized when their aggregate market
value is less than their carrying amount; recoveries of aggregate market value
in subsequent periods should be recorded in those periods subject only to the
limitation that the carrying amount should not exceed the original cost.

* This publication has been superseded by the A IC P A Audit and Accounting Guide Not-for-Profit
Organizations.
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Appendix B

Statement of
Position

94-3

Reporting of Related
Entities by Not-for-Profit
Organizations
September 2 , 1994
Amendment to
AICPA Industry Audit Guides
Audits o f Voluntary Health and Welfare Organizations*
and Audits o f Colleges and Universities,*
AICPA Audit and Accounting Guide
Audits of Certain Nonprofit Organizations,*
and SOP 78-10, Accounting Principles and Reporting
Practicesfor Certain Nonprofit Organizations**

Prepared by the
Not-for-Profit Organizations Committee
Accounting Standards Division
*
This Guide has been superseded by the 1996 edition of the A IC P A Audit and Accounting Guide
Not-for-Profit Organizations.
*This SO P has been superseded by the 1996 edition of the A IC P A Audit and Accounting Guide
Not-for-Profit Organizations.
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NOTICE TO READERS
Statements of Position of the Accounting Standards Division pre
sent the conclusions of at least two-thirds of the Accounting Stand
ards Executive Committee, which is the senior technical body of the
Institute authorized to speak for the Institute in the areas of financial
accounting and reporting. Statement on Auditing Standards No. 69,
The M eaning o f Present Fairly in Conformity with Generally Ac
cepted Accounting Principles in the Independent Auditor’s Report,
identifies AICPA Statements of Position as sources of established
accounting principles that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a
pronouncement covered by Rule 203 of the AICPA Code of Profes
sional Conduct. In such circumstances, the accounting treatment
specified by this Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.
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In August 1996, the AICPA issued an Audit and Accounting Guide Not-for(the New Guide) which superseded the following AICPA
Audit and Accounting Guides:
•
Industry Audit Guide Audits o f Voluntary Health and Welfare Organi

Profit Organizations

zations

•
•

Industry Audit Guide Audits o f Colleges and Universities
Audit and Accounting Guide Audits o f Certain Nonprofit Organizations

It also superseded the following AICPA Statements of Position (SOPs):
•
SOP 74-8, Financial Accounting and Reporting by Colleges and U n i
versities

•

SOP 78-10, Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations

•

SOP 87-2, Accounting for Joint Costs o f Informational Materials and
Activities o f Not-for-Profit Organizations That Include a Fund-Raising
Appeal

•

SOP 94-2, The Application o f the Requirements o f Accounting Research
Bulletins, Opinions o f the Accounting Principles Board, and State
ments and Interpretations o f the Financial Accounting Standards
Board to Not-for-Profit Organizations

The New Guide is effective for financial statements for fiscal years ending on
or after December 31, 1996. Earlier application is permitted.
This SOP applies to entities following the New Guide.
Readers should note the following matters:
•
In July 1996, the AICPA issued an Audit and Accounting Guide Health
Care Organizations that superseded the Audit and Accounting Guide
Audits o f Providers o f Health Care Services. This SOP does not apply
to entities following Health Care Organizations, just as it did not apply
to entities following Audits o f Providers o f Health Care Services.
•
References to pronouncements and guidance that are superseded have
been shaded.
•
In applying the guidance in paragraph 7, readers should refer to
chapter 8, “Investments,” of the New Guide. Not-for-profit organiza
tions that choose to report investments at market value in conformity
with the New Guide may do so instead of reporting those investments
by the equity method, which otherwise would be required by this SOP.
— Although the New Guide superseded SOP 78-10, it did not super
sede the guidance in paragraph 13 of this SOP that “[e]ntities that
otherwise would be prohibited from presenting consolidated fi
nancial statements under the provisions of this SOP, but that
currently present consolidated financial statements in conformity
with the guidance in SOP 78-10, may continue to do so.” Organi
zations that presented consolidated financial statements in con
formity with the guidance in SOP 78-10 may continue to do so.
•
In applying the definition of “economic interest” in the Glossary,
readers should refer also to paragraph 3.23 of the New Guide.
•
Paragraph C2 of FASB Statement No. 144, Accounting for the Im pair
ment or D isposa l o f L o n g -L iv e d Assets, amends the last sentence
of paragraph 2 of ARB No. 51, Consolidated Financial Statements, by
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deleting the phrase “is likely to be temporary or if it” from that
sentence. The amended sentence in paragraph 2 therefore reads as
follows:
“A majority-owned subsidiary shall not be consolidated if control
is likely to be temporary or if it does not rest with the majority owner. . . ”

•

FASB Statement No. 144 is effective for financial statements issued
for fiscal years beginning after December 15,2001, and interim periods
within those fiscal years. This SOP has been conformed to FASB
Statement No. 144 to eliminate the exception to consolidation for a
temporarily controlled subsidiary in circumstances in which this SOP
requires consolidation based on a controlling financial interest
through direct or indirect ownership of a majority voting interest
(paragraphs 5 and 10 of this SOP). No such conforming change to this
SOP is appropriate in circumstances in which consolidation is required
or permitted based on control through other than a controlling finan
cial interest through direct or indirect ownership of a majority voting
interest (Paragraphs 11 and 12 of this SOP). Accordingly, this SOP
retains the exception to consolidation for a temporarily controlled
subsidiary in circumstances in which consolidation is required or
permitted based on control through other than a controlling financial
interest through direct or indirect ownership of a majority voting
interest.
In December 2002, the AICPA released an exposure draft of a proposed
SOP, Clarification o f the Scope o f the Audit and Accounting Guide,
Audits of Investment Companies, and Accounting by Parent Compa
nies and Equity Method Investors for Investments in Investment Com 
panies. Not-for-profit organizations with investments in common

stock of a for-profit entity that applies investment company accounting
should be alert for the issuance of a final SOP.
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SUMMARY
This statement of position (SOP) amends and makes uniform the guidance
concerning reporting related entities in the following AICPA publications:
•
Industry Audit Guides Audits of Voluntary Health and Welfare Organi
zations and Audits of Colleges and Universities
•
Audit and Accounting Guide Audits of Certain Nonprofit Organizations*
•
SOP 78-10, Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations

The conclusions in this SOP are based on the premise that (1) whether the
financial statements of a reporting not-for-profit organization and those of one
or more other not-for-profit or for-profit entities should be consolidated and (2)
the extent of disclosure that should be required, if any, if consolidated financial
statements are not presented should be based on the nature of the relationship
between the entities.
The guidance in this SOP focuses on (1) investments in for-profit entities and
(2) financially interrelated not-for-profit organizations. That guidance includes
the following:

Investments in For-Profit Entities
•

•

A reporting not-for-profit organization should consolidate a for-profit
entity in which it has a controlling financial interest through direct or
indirect ownership of a majority voting interest if the guidance in
Accounting Research Bulletin (ARB) No. 51, Consolidated Financial
Statements, as amended by Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards Nos. 94, Con
solidation o f A ll Majority-Ow ned Subsidiaries, and 144, Accounting
for the Impairment or Disposal o f Long-Lived Assets, requires consoli
dation. The manner in which the for-profit entity’s financial position,
results of operations, and cash flows are presented in the reporting
organization’s financial statements depends on the nature of the
activities of the for-profit entity.
A reporting not-for-profit organization should use the equity method
in conformity with Accounting Principles Board (APB) Opinion No. 18,
The Equity Method o f Accounting for Investments in Common Stock,

•

to report investments in common stock of a for-profit entity if the
guidance in that Opinion requires the use of the equity method.
Some AICPA audit guides applicable to some not-for-profit organiza
tions permit investment portfolios to be reported at market value.
Not-for-profit organizations that choose to report investment portfo
lios at market value in conformity with the AICPA audit guides may
do so instead of reporting those investments by the equity method,
which otherwise would be required by this SOP.

Financially Interrelated Not-for-Profit Organizations
•

A not-for-profit organization should consolidate another not-for-profit
organization in which it has a controlling financial interest through

These publications have been superseded by the A IC P A Audit and Accounting Guide Not-forProfit Organizations.
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direct or indirect ownership of a majority voting interest, unless
control does not rest with the majority owner, in which case consoli
dation is prohibited, as discussed in ARB No. 51, as amended by FASB
Statement Nos. 94 and 144.
A not-for-profit organization should consolidate another not-for-profit
organization if the reporting not-for-profit organization has both con
trol of the other not-for-profit organization, as evidenced by either
majority ownership or a majority voting interest in the board of the
other not-for-profit organization, and an economic interest in the other
not-for-profit organization, unless control is likely to be temporary or
does not rest with the majority owner, in which case consolidation is
prohibited.
A not-for-profit organization may exercise control of another not-forprofit organization in which it has an economic interest by means other
than majority ownership or a majority voting interest in the board of
the other not-for-profit organization. In such circumstances, the notfor-profit organization is permitted, but not required, to consolidate
the other not-for-profit organization, unless control is likely to be
temporary, in which case consolidation is prohibited. If a not-for-profit
organization controls another organization in which it has an economic
interest by means other than majority ownership or a majority voting
interest in the board of the other not-for-profit organization and
consolidated financial statements are not presented, the not-for-profit
organization should make the financial statement disclosures speci
fied in paragraph 12.
If either (but not both) control or an economic interest exists, the
financial statement disclosures required by FASB Statement No. 57,
Related Party Disclosures, should be made.

The conclusions in this SOP will be reconsidered when the FASB completes its
project on consolidations and related matters, which may affect the definition
of control and other related matters.
This SOP is effective for financial statements issued for fiscal years beginning
after December 15, 1994, except for not-for-profit organizations that have less
than $5 million in total assets and less than $1 million in annual expenses. For
those organizations, the effective date shall be for fiscal years beginning after
December 15, 1995. Earlier application is permitted. For organizations that
adopt FASB Statement No. 117, Financial Statements o f Not-for-Profit Organi
zations, before its effective date, earlier application of this SOP is encouraged.
Comparative financial statements for earlier periods included with those for
the period in which this SOP is adopted should be restated.

Changes Made to Reflect the Issuance of FASB
Statement No. 144
There have been conforming changes made to this SOP due to the issuance of
FASB Statement No. 144. Paragraph C2 of FASB Statement No. 144, Account
ing for the Impairment or Disposal o f Long-Lived Assets, amends the last
sentence of paragraph 2 of ARB No. 51, Consolidated Financial Statements, by
deleting the phrase “is likely to be temporary or if it” from that sentence. The
following paragraphs of this SOP have changed and footnotes added: paragraph
5, footnote 4, paragraph 10, footnote 6, paragraph 11, footnote 9, and paragraph
12, footnote 10. Readers should be aware of the changes.
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Reporting of Related Entities by
Not-for-Profit Organizations
Introduction
1. The purpose of this statement of position (SOP) is to provide guidance
to users and preparers of not-for-profit organizations’ financial statements that
will produce greater uniformity and comparability in the reporting of invest
ments in majority-owned for-profit subsidiaries, investments in less than
50-percent-owned for-profit entities, and related but separate not-for-profit
organizations. This SOP does not address how to prepare consolidated financial
statements,1 nor does it address all the conceptual issues underlying the
reporting of relationships not evidenced by ownership.2

Scope
2. This SOP—
•
Amends and makes uniform the guidance concerning the reporting of
related entities in the following AICPA publications:
— Industry Audit Guides Audits o f Voluntary Health and Welfare
Organizations and Audits o f Colleges and Universities*
— Audit and Accounting Guide Audits o f Certain Nonprofit Organi
zations

—
•

SOP 78-10, Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations 3

Does not apply to entities or activities that are covered by the AICPA
Audit and Accounting Guide Audits o f Providers o f Health Care Services

Conclusions
3. This SOP provides guidance for reporting (a) investments in for-profit
majority-owned subsidiaries, (b) investments in common stock of for-profit
entities wherein the not-for-profit organization has a 50 percent or less voting
interest, and (c) financially interrelated not-for-profit organizations.
4. Whether the financial statements of a reporting not-for-profit organiza
tion and those of one or more other entities should be consolidated, whether
those other entities should be reported using the equity method, and the extent
of the disclosure that should be required, if any, should be based on the nature
of the relationships between the entities.
1 Consolidation of a parent and subsidiary organizations requires the presentation of a single
set of amounts for the entire reporting entity. Combination, as discussed in paragraphs 22 and 23 of
Accounting Research Bulletin (A R B ) No. 51, Consolidated Financial Statements, refers to financial
statements prepared for organizations among which common control exists but for which the parentsubsidiary relationship does not exist. Both consolidation and combination require elimination of
interorganization transactions and balances. This SO P provides no guidance concerning commonly
controlled not-for-profit organizations.
2 A s discussed in appendix C [to this appendix], the Financial Accounting Standards Board
(FASB) has on its agenda a project on consolidations and related matters. One of the phases of that
project concerns financial reporting guidance for not-for-profit entities.
*
These publications have been superseded by the A IC P A Audit and Accounting Guide Not-forProfit Organizations.
3 S O P 78-10 has no effective date. This S O P amends, but does not affect the status of, SO P
78-10.
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investments in For-Profit Majority-Owned Subsidiaries
5. Not-for-profit organizations with a controlling financial interest in a
for-profit entity through direct or indirect ownership of a majority voting
interest in that entity should follow the guidance in ARB No. 51, as amended
by FASB Statement Nos. 94, Consolidation o f A ll M a jority-O w n ed Subsidi
aries, and 144, Accounting for the Impairment or Disposal o f Long-Lived
Assets,4 in determining whether the financial position, results of operations,
and cash flows of the for-profit entity should be included in the not-for-profit
organization’s financial statements.

Investments in Common Stock of For-Profit Entities Wherein the
Not-for-Profit Organization Has a 50 Percent or Less Voting Interest
6. Investments in common stock of for-profit entities wherein the not-forprofit organization has 50 percent or less of the voting stock in the investee
should be reported under the equity method in conformity with Accounting
Principles Board (APB) Opinion No. 18, The Equity Method o f Accounting for
Investments in Common Stock, if the guidance in that Opinion requires use of
the equity method, subject to the exception in paragraph 7 of this SOP. Also,
not-for-profit organizations should make the financial statement disclosures
required by APB Opinion No. 18 if the guidance in that Opinion requires them.
7. Some AICPA audit guides applicable to some not-for-profit organizations
permit investment portfolios to be reported at market value. Not-for-profit
organizations that choose to report investment portfolios at market value in
conformity with the AICPA audit guides may do so instead of applying the
equity method to investments covered by paragraph 6 of this SOP.

Financially Interrelated Not-for-Profit Organizations
8. Not-for-profit organizations may be related to one or more other not-forprofit organizations in numerous ways, including ownership, control,5 and
economic interest.

9. As discussed in paragraphs 10-13, the various kinds and combinations
of control and economic interest result in various financial reporting. Certain
kinds of control result in consolidation (paragraph 10). Other kinds of control
result in consolidation only if coupled with an economic interest (paragraph
11). Still other kinds of control result in consolidation being permitted but not
required if coupled with an economic interest (paragraph 12). The existence of
control or an economic interest, but not both, is discussed in paragraph 13.
4 Paragraph C2 of FASB Statement No. 144, Accounting for the Impairment or Disposal of
Long-Lived Assets, amends the last sentence of paragraph 2 of AR B No. 51, Consolidated Financial
Statements, by deleting the phrase “is likely to be temporary or if it” from that sentence. The
amended sentence in paragraph 2 therefore reads as follows:
“A majority-owned subsidiary shall not be consolidated if control is likely to be temporary
or if it does not rest with the majority owner...
FASB Statement No. 144 is effective for financial statements issued for fiscal years beginning after
December 15, 2001, and interim periods within those fiscal years. This SO P has been conformed to
FASB Statement No. 144 to eliminate the exception to consolidation for a temporarily controlled
subsidiary in circumstances in which this SO P requires consolidation based on a controlling financial
interest (paragraphs 5 and 10 of this SOP). N o such conforming change to this SO P is appropriate in
circumstances in which consolidation is required or permitted based on control through other than a
controlling financial interest (Paragraphs 11 and 12 of this SOP). Accordingly, this SO P retains the
exception to consolidation for a temporarily controlled subsidiary in circumstances in which consoli
dation is required or permitted based on control through other than a controlling financial interest.
5 Words or terms defined in the Glossary are in italicized type the first time they appear in this SOP.
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10. Not-for-profit organizations with a controlling financial interest in
another not-for-profit organization through direct or indirect ownership of a
majority voting interest in that other not-for-profit organization should consoli
date that other organization, unless control does not rest with the majority
owner, in which case consolidation is prohibited, as discussed in ARB No. 51,
as amended by FASB Statement Nos. 94 and 144.6
11. In the case of (a) control through a majority ownership interest7 by
other than ownership of a majority voting interest, as discussed in paragraph
10, or control through a majority voting interest in the board o f the other entity
and (b) an economic interest in other such organizations, consolidation is
required, unless control is likely to be temporary or does not rest with the
majority owner, in which case consolidation is prohibited.8,9
12.9
Control of a separate not-for-profit organization in which the re
porting organization has an economic interest may take forms other than
majority ownership or voting interest; for example, control may be through
contract or affiliation agreement. In circumstances such as these, consoli
dation is permitted but not required, unless control is likely to be temporary,
in which case consolidation is prohibited. I f the reporting organization
controls a separate not-for-profit organization through a form other than
majority ownership or voting interest and has an economic interest in that
other organization, and consolidated financial statements are not pre
sented, the notes to the financial statements should include the following
disclosures:
•
Identification of the other organization and the nature of its relation
ship with the reporting organization that results in control
•
Summarized financial data of the other organization including—
— Total assets, liabilities, net assets, revenue, and expenses
— Resources that are held for the benefit of the reporting organiza
tion or that are under its control
•
The disclosures set forth in FASB Statement No. 57, Related Party
Disclosures

13.
In the case of control and an economic interest, the presentation of
consolidated financial statements, as discussed in paragraph 11, or the disclo
sures, as discussed in paragraph 12, are required. The existence of control or
an economic interest, but not both, precludes consolidation, except as stated in
the next sentence, but requires the disclosures set forth in FASB Statement No.
6 Footnote 4 to paragraph 5 of this SO P discusses the effect of FASB Statement No. 144 on the
guidance in this SOP.
7 Ownership of not-for-profit organizations may be evidenced in various ways because not-forprofit organizations may exist in various legal forms, such as corporations issuing stock, corporations
issuing ownership certificates, membership corporations issuing membership certificates, joint ven
tures, and partnerships, among other forms.
8 Interests by not-for-profit organizations in other not-for-profit organizations may be less than
complete interests. For example, a not-for-profit organization may appoint 80 percent of the board of
the other not-for-profit organization. I f the conditions for consolidation in this SO P are met, the basis
of that consolidation would not reflect a minority interest for the portion of the board that the
reporting not-for-profit organization does not control, because there is no ownership interest other
than the interest of the reporting not-for-profit organization. However, some not-for-profit organiza
tions may enter into agreements with other entities, such as sharing revenue from fund-raising
campaigns, resulting in liabilities to those other entities. In such circumstances, those liabilities
should be reported.
9 Footnote 4 to paragraph 5 of this SO P discusses the effect of FASB Statement No. 144 on the
guidance in this SOP.
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57.10 Entities that otherwise would be prohibited from presenting consolidated
financial statements under the provisions of this SOP, but that currently
present consolidated financial statements in conformity with the guidance in
SOP 78-10 , may continue to do so.
14. If consolidated financial statements are presented, they should dis
close any restrictions made by entities outside of the reporting entity on
distributions from the controlled not-for-profit organization to the reporting
organization and any resulting unavailability of the net assets of the controlled
not-for-profit organization for use by the reporting organization.

Effective Date and Transition
15. This SOP is effective for financial statements issued for fiscal years
beginning after December 15,1994, except for not-for-profit organizations that
have less than $5 million in total assets and less than $1 million in annual
expenses. For those organizations, the effective date shall be for fiscal years
beginning after December 15, 1995. Earlier application is permitted. For
organizations that adopt FASB Statement No. 117, Financial Statements o f
Not-for-Profit Organizations, prior to its effective date, earlier application of
this SOP is encouraged. Comparative financial statements for earlier periods
included with those for the period in which this SOP is adopted should be
restated.

10
The existence of an economic interest does not necessarily cause the entities to be related
parties, as defined in FASB Statement No. 57. However, the disclosures required by that Statement
also are required under this S O P if an economic interest exists.

160

Not-for-Profit Organizations

APPENDIX A

Background Information and Discussion of Conclusions
A-1. This appendix discusses considerations that were deemed significant
by members of AcSEC in reaching the conclusions in this SOP. It includes
reasons for accepting certain views and rejecting others. Individual AcSEC
members gave greater weight to some factors than to others.

Background
Characteristics and Objectives o f Financial Reporting

A-2. FASB Statement of Financial Accounting Concepts No. 4, Objectives
states, among other
things, that financial reporting by not-for-profit organizations should provide
information—

o f Financial Reporting by Nonbusiness Organizations,

.. .that is useful to...resource providers.. .in making rational decisions about the
allocation of resources to those organizations, (paragraph 35)

and that is
...about the economic resources, obligations, and net resources of an organiza
tion and the effects of transactions...that change resources and interests in
those resources. (paragraph 43)

A-3. FASB Concepts Statement No. 2, Qualitative Characteristics o f A c 
counting Information, as amended by FASB Concepts Statement No. 6, Ele
ments o f Financial Statements, examines the characteristics that make
accounting information useful. The Statement sets forth a hierarchy of quali
ties, with usefulness for decision making being most important. The two
primary characteristics that make accounting information useful are relevance
and reliability. Comparability, which includes consistency, interacts with rele
vance and reliability to increase the usefulness of information.
A-4. Information about the nature of relationships and forms of control
among not-for-profit organizations and between not-for-profit organizations
and for-profit entities should contribute to the objectives set forth in FASB
Concepts Statement No. 4, as well as meet the criteria for accounting informa
tion set forth in Concepts Statement No. 2. As indicated in paragraphs A-11
and A-12 of this SOP, the information currently presented in not-for-profit
organizations’ financial statements may not meet the objectives set forth in
Concepts Statement No. 4.
A-5. Related but separate not-for-profit organizations and for-profit enti
ties result from the following:
a.
The decision of not-for-profit organizations to structure their opera
tions in a manner that helps them achieve their mission
b.
Investments by not-for-profit organizations in for-profit entities
Structure o f Not-for-Profit Organizations

A-6. Not-for-profit organizations conduct their operations through a vari
ety of organizational structures. The Not-For-Profit Organization Reporting
Entity (the Holder Report), a 1986 research report by William W. Holder,
identifies three basic kinds of organizational structure:
а. Simple structures, consisting of a single entity that conducts all
operations and activities of the organization
b. Separate entities, conducting individual program activities
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Single entity and separate entities, conducting, respectively, program activi

ties and support and other noncentral activities, such as fund-raising
Relationship o f Separate Entities to Each Other

A-7. The Holder Report, as well as other studies, identified a variety of
relationships that could indicate that the resources and activities of an entity
are controlled by another entity. Among the most widespread are the following:
•
Ownership —One entity is the legal owner of another entity, either
through stock ownership or some other means, such as membership
in a membership corporation.
•
Board membership —(a) One entity has the ability to appoint or elect
a voting majority of the board of directors of another entity or ( b ) a
voting majority of one entity’s board, as a result of its charter or
bylaws, is also a voting majority of the board of another entity.
•
Charter or bylaws—The corporate charter or bylaws of an entity limits
its activities to those that are beneficial to another entity.
•
Oversight relationship—A national charter establishes conditions,
such as financial relationships or an accreditation process, for a
separate entity’s use of a national name or participation in the activi
ties of a national organization.
•
Contract—The relationship between separate entities is spelled out in
a written contract.
Factors Influencing Relationships o f Separate Entities to Each Other
A-8. According to the Holder Report, the most common reasons for estab

lishing separate entities are the following:
•
Taxes—To ensure the income tax deductibility of contributions by
donors and to avoid problems of unrelated business income for taxa
tion purposes
•
Legal —To limit legal liability; protect funding sources; and avoid laws,
rules, and regulations perceived to be overly restrictive
•
Organization —To establish clear-cut organizational limits of author
ity and autonomy for various activities
•
Public identity —To create a separate, distinct public identity for the
specific activity in question
Generally, entities that are established for these reasons are not-for-profit organi
zations; however, they also may be for-profit entities, principally for tax reasons.
Not-for-Profit Organization Investment Portfolio Relationships

A-9. Not-for-profit organizations’ investment portfolios may include own
ership interests in for-profit entities. Such investments generally are made to
earn returns on assets rather than to conduct operating activities and fre
quently are held for long-term investment purposes. Some not-for-profit organi
zations holding such investments own more than 20 percent interests in these
for-profit organizations; for example—
•
A federated fund-raising organization may hold a majority interest in
an oil company.
•
A not-for-profit organization’s endowment fund may include control
ling interests in shopping malls, commercial buildings, and venture
capital funds.
Current practice for reporting such investments is diverse, including cost, lower
of cost or market, fair market value, and the equity method. Such investments
generally are not reported by consolidating their financial statements with the
financial statements of the reporting not-for-profit organizations.
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Current Authoritative Literature

A-10. Current authoritative literature on reporting the resources and
activities of related entities of which one or more is a not-for-profit organization
is inconsistent. Two noteworthy instances are the following:
•
Appendix B [to this appendix] discusses the inconsistencies in the AICPA
audit and accounting guides and the SOP listed in paragraph 2 of this
SOP. Efforts to correct or address these inconsistencies will take a long
time, and no immediate guidance is anticipated other than this SOP.
•
There has been uncertainty in practice over whether and to what
extent certain pronouncements of the FASB—for example, FASB
Statement No. 94—apply to not-for-profit organizations. In September
1994, the AICPA Accounting Standards Executive Committee (Ac
SEC) issued SOP 94-2, The Application o f the Requirements o f Account
ing Research Bulletins, Opinions o f the Accounting Principles Board,
and Statem ents and Interpretations o f the F inancial Accounting
Standards Board to Not-for-Profit Organizations, which provides that

not-for-profit organizations should follow the guidance in effective
provisions of ARBs, APB Opinions, and FASB Statements and Inter
pretations except for specific pronouncements that explicitly exempt
not-for-profit organizations.
Appendix C [to this appendix] summarizes other projects related to this SOP
and their current status.
Needs o f Financial Statement Users

A-11. Because of the variety of organizational structures, the nature of the
relationships among separate entities, and the inconsistency of the guidance
in the current authoritative accounting literature, the needs of users of not-forprofit organizations’ financial reports described in FASB Concepts Statement
Nos. 2 and 4 may not be met.
A-12. Among the deficiencies noted by creditors, identified in the Holder
Report, are the following:
•
Relationships with and among affiliated entities and other related
parties are not always clear and readily understandable in an organi
zation’s financial reports.
•
Creditors sometimes are unable to understand the scope of activities
and range of entities that make up the reporting entity simply by
reading the financial reports.
•
Substantially different reporting practices exist for similar economic
circumstances.
Among the deficiencies noted by grantors and contributors, also identified in
the Holder Report, are the following:
•
Reporting for fund-raising and administrative activities sometimes is
fragmented into more than one set of financial statements.
•
The level of disclosure in financial statements about the kinds of
activities conducted and the existence and inclusion of related entities
is inadequate. Of specific concern is whether all the resources control
led and all the activities conducted by a not-for-profit organization are
included in its financial statements.
Reporting and Disclosures

A-13. Relationships between not-for-profit organizations and other enti
ties range from complete control of the other entities by a central organization
to a loose association. These relationships have resulted in the following eight
financial reporting alternatives:
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a.
b.

c.
d.
e.
f.
g.

h.

Consolidation or combination under the guidelines in ARB No. 51,
FASB Statement No. 94, and SOP 78-10*
Reporting the investment under the equity method of accounting for
investments
Reporting the investment at cost
Reporting the investment at market
Reporting the investment at the lower of cost or market
Disclosures similar to those under the AICPA Audit and Accounting
Guide Audits of Providers of Health Care Services
Related-party disclosures under the guidelines of FASB Statement
No. 57
No reporting or disclosures

Consolidation and Combination

A-14. Drawing on ARB No. 51, FASB Statement No. 94, paragraph 1, states:
The purpose of consolidated statements is to present, primarily for the benefit of
the shareholders and creditors of the parent company, the results of operations
and the financial position of a parent company and its subsidiaries essentially as
if the group were a single company with one or more branches or divisions.

A-15. SOP 78-10,* which is included in the AICPA Audit and Accounting
Guide Audits of Certain Nonprofit Organizations* and which predates FASB
Statement No. 94, states in paragraphs 42 and 43:
For a reporting organization that controls another organization having a compat
ible purpose, it is presumed that combined or combining financial statements are
more meaningful than separate statements and are usually necessary for a fair
presentation in conformity with generally accepted accounting principles. Control
means the direct or indirect ability to determine the direction of the management
and policies through ownership, by contract, or otherwise.
The accounting standards division has considered the foregoing definition in
relation to the nonprofit organizations covered by this statement of position and
has concluded that it may be construed by some to be so broad, considering the
structure of some nonprofit organizations, that presentation of combined finan
cial statements might have relatively little value to users of such combined
statements, particularly in relation to the cost of their preparation.
SOP 78-10, paragraph 44, states, in part:
...combined financial statements should be presented if (1) control exists as
defined in paragraph 42 and (2) any of the following circumstances exists:
a. Separate entities solicit funds in the name of and with the
expressed or implied approval of the reporting organization, and
substantially all of the funds solicited are intended by the con
tributor or are otherwise required to be transferred to the report
ing organization or used at its discretion or direction.
b.
A reporting organization transfers some of its resources to an
other separate entity whose resources are held for the benefit of
the reporting organization.
c. A reporting organization assigns functions to a controlled entity
whose funding is primarily derived from sources other than
public contributions.
These
*
publications have been superseded by the A IC P A Audit and Accounting Guide Not-forProfit Organizations.
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Equity Method

A-16. APB Opinion No. 18 states in paragraph 17:
...the equity method of accounting for an investment in common stock
should...be followed by an investor whose investment in voting stock gives it
the ability to exercise significant influence over operating and financial policies
of an investee even though the investor holds 50 percent or less of the voting
stock. Ability to exercise that influence may be indicated in several ways, such
as representation on the board of directors, participation in policy making
processes, material intercompany transactions, interchange of managerial
personnel, or technological dependency.

Disclosures

A-17. Paragraph 13.04 of A u d its o f P rovid ers o f H ealth Care Services
suggests presenting “summarized information about the assets, liabilities,
results of operations, and changes in fund balances of related organizations”
that “describe the nature of the relationships between...the related organiza
tions.”
A-18. FASB Statement No. 57 requires the following disclosures for ma
terial related-party transactions:
•
The existence and nature of the relationship
•
A description of the transactions between the entities, summarized if
appropriate, for the period reported on, including amounts, if any, and
any other information deemed necessary to an understanding of the
effects of those transactions on the reporting organization’s financial
statements
•
The dollar volume of transactions between the entities and the effects
of any changes in the method of establishing their terms from the
preceding period
•
Amounts due from or to the related entities, and, if not otherwise
apparent, the terms and manner of settlement

Discussion of Conclusions
Scope

A-19. Consistent with the May 19, 1993, exposure draft of this SOP, this
SOP does not apply to entities that are included in the scope of Audits o f
Providers o f Health Care Services . AcSEC considered including those entities
in the scope of this SOP but exempted them for practical purposes. The ways
those entities are related to each other are evolving and may not be contem
plated by this SOP. For example, many of those entities are affiliated based on
participation in networks of health care providers, with complex contractual
agreements that make it difficult to determine whether control and economic
interest exist based on the definitions in this SOP. While AcSEC believes the
basic principles in this SOP also may apply to those entities, further study and
deliberation are necessary to determine whether this SOP would require
clarification for it to be made operational for those entities. Further, AcSEC
believes (a) there is a need for guidance now for entities included in the scope
of this SOP and ( b ) including entities covered by Audits o f Providers o f Health
Care Services in the scope of this SOP likely would delay its issuance. Accord
ingly, AcSEC concluded it should exclude entities that are required to follow
A u d its o f P rovid ers o f H ealth Care Services from the scope of this SOP.
Guidance for reporting related entities for entities covered byAudits o f Provid
ers o f Health Care Services is expected to be included as part of the current
project to revise that guide.
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Underlying Principles
A-20. The conclusions in this SOP are based on the premise that (a)
whether the financial statements of a reporting not-for-profit organization and
those of one or more other entities (either a not-for-profit organization or a
for-profit entity) should be consolidated and ( b ) the extent of disclosure that
should be required, if any, if consolidated financial statements are not pre
sented should be based on the nature of the relationship between the entities.
Control

A-21. This SOP does not develop new concepts concerning the definition
of control. Because the FASB currently has on its agenda a project on consoli
dations and related matters that may result in a definition of control different
from that contained in SOP 76-10, AcSEC concluded that it should not revise
the definition of control at this time.
Relation to Other Guidance

A-22. This SOP makes uniform the application of APB Opinion No. 18 and
FASB Statement No. 94 for not-for-profit organizations with the following
exception: This SOP permits not-for-profit organizations that otherwise would
report their investment portfolios at market value in conformity with guidance
in the not-for-profit audit guides to do so instead of adopting the equity method
for unconsolidated subsidiaries and 50 percent or less owned entities. AcSEC
permitted this exception because it believes uniform guidance will be issued by
the FASB on reporting the overall investment activities of not-for-profit organi
zations as part of the FASB’s project on not-for-profit organizations.
A-23. The conclusions in this SOP evolve from and consider the conclu
sions of SOP 78-10 and Audits ofProviders of Health Care Services to provide
uniform criteria for consolidation. They provide for financial statement disclo
sures that can be applied objectively and that can curb potential abuses in not
reporting (a) the results of separate but related entities established by a
not-for-profit organization to raise funds on its own behalf and (b) assets
controlled by another not-for-profit organization. (This SOP does not revise
Audits of Providers of Health Care Services.)
A-24. This SOP requires consolidation if there is an economic interest and
control by either a majority voting interest in the board of the other entity or
the ability to appoint a majority of its board members. Some not-for-profit
organizations are related to each other in ways that would meet the definition
of control under this SOP. However, in the case of some of the organizations,
no such economic interest exists. In circumstances of control other than a
controlling financial interest in another not-for-profit organization through
direct or indirect ownership of a majority voting interest, this SOP requires the
existence of an economic interest for consolidation to be required or permitted.
That provision is included in order to preclude the reporting of misleading
information about the assets, liabilities, results of operations, and cash flows
of the reporting organization.
Economic Interest

A-25. The Glossary of this SOP states that “[a]n economic interest in
another entity exists if (a) the other entity holds or utilizes significant resources
that must be used for the unrestricted or restricted purposes of the not-forprofit organization, either directly or indirectly by producing income or provid
ing services, or ( b ) the reporting organization is responsible for the liabilities
of the other organization.” The Glossary includes examples of circumstances
that result in economic interests, including a reporting organization assigning
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certain of its functions to another entity. For example, an educational institu
tion assigning its research functions to a research corporation that holds
significant resources that must be used for the unrestricted or restricted
purposes of the reporting organization, either directly or indirectly, results in
an economic interest in that research corporation. Also, an organization may
have an economic interest in a lobbying organization if that lobbying organiza
tion conducts any of the organization’s lobbying functions and uses significant
resources that must be used for the unrestricted or restricted purposes of the
reporting organization, either directly or indirectly.
Circumstances Permitting but N ot Requiring Consolidation

A-26. Paragraph 12 of this SOP permits but does not require consolidation
if the reporting not-for-profit organization controls a separate not-for-profit
organization in which it has an economic interest and that control is achieved
other than control through—
a.

A controlling financial interest in the other not-for-profit organiza
tion through direct or indirect ownership of a majority voting interest
or

b.

A majority voting interest in the board of the other entity.

AcSEC considered requiring consolidation in all circumstances in which the
reporting not-for-profit organization controls and has an economic interest in
another not-for-profit organization. However, AcSEC believes consolidation
may not be meaningful in all situations in which there is control and an
economic interest. For example, some national organizations may control local
chapters through affiliation agreements and receive funds from those local
chapters. In such circumstances, both control and an economic interest exist.
However, consolidation may not be meaningful. AcSEC encourages consolida
tion if—
a.

The reporting not-for-profit organization controls a separate not-forprofit organization in which it has an economic interest and that
control is other than control through—
i.
A controlling financial interest in the other not-for-profit organi
zation through direct or indirect ownership of a majority voting
interest or

b.

Consolidation would be meaningful.

ii.

A majority voting interest in the board of the other entity and

Disclosures

A-27. AcSEC believes the disclosures required by this SOP in circum
stances in which control exists by contract, agreement, or otherwise provide
financial statement users with information that is more meaningful than the
information they now receive under the existing not-for-profit audit guides. The
disclosure requirements in this SOP are an interim step until the FASB
completes its consolidations and related matters project.
Combined Financial Statements

A-28. This SOP provides guidance concerning consolidated financial state
ments. As discussed in footnote 1, ARB No. 51 provides guidance concerning
combined financial statements. Paragraph 22 of ARB No. 51 states that “there
are circumstances, however, where combined financial statements (as distin
guished from consolidated statements) of commonly controlled companies are
likely to be more meaningful than their separate statements.” This SOP
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prohibits consolidated financial statements in certain circumstances. How
ever, it provides no guidance concerning combined financial statements of
commonly controlled not-for-profit organizations, which may be presented, in
certain circumstances, in conformity with the guidance in ARB No. 51.
Parent or Subsidiary-Only Financial Statements
A-29. This SOP provides no guidance concerning parent-entity-only or
subsidiary-entity-only financial statements. Paragraph 15 of FASB Statement
No. 94 precludes the use of parent-company financial statements for use as the
general-purpose financial statements of the primary reporting entity. However,
that Statement is silent concerning parent-company financial statements as
other than general-purpose financial statements for the primary reporting
entity. Generally accepted accounting principles do not preclude the issuance
of subsidiary-only financial statements. However, care should be taken to
include all disclosures required by FASB Statement No. 57 and other relevant
pronouncements.

AAG-NPO 8.34

168

Not-for-Profit Organizations

APPENDIX B

Other Financial Reporting Literature
B-1. The following discusses the authoritative and other financial report
ing literature that is relevant to AcSEC’s consideration of consolidated financial
statements involving not-for-profit organizations. All references and discussion
pertain to literature as it exists prior to being revised by this SOP. As discussed
in paragraph 2, this SOP revises certain AICPA literature.

SOP 78-10
B-2. SOP 78-10,* Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations , is discussed in paragraph A-15 of this SOP. (As
discussed in paragraph 2 of this SOP, this SOP amends SOP 78-10 .)

Audits of Providers of Health Care Services
B-3. The AICPA Audit and Accounting Guide Audits o f Providers o f Health
paragraph 13.02, recommends consolidation or combination of
organizations related to health care entities by direct or common ownership in
accordance with the provisions of ARB No. 51. In cases in which related
organizations are controlled through means other than direct or common own
ership and ARB No. 51 does not require consolidation, Audits o f Providers o f
Health Care Services does not recommend consolidation or combination.
B-4. In circumstances in which Audits o f Providers o f Health Care Services
does not recommend consolidation or combination, paragraph 13.04 of that guide
requires disclosure of certain summarized information concerning the related
organizations if control and at least one of the following circumstances exist:
a.
The organization has solicited funds in the name of the health care
entity and with the expressed or implied approval of the health care
entity, and substantially all the funds solicited by the organization
were intended by the contributor, or were otherwise required, to be
transferred to the health care entity or used at its discretion or
direction.
b.
The health care entity has transferred some of its resources to the
organization, and substantially all of the organization’s resources are
held for the benefit of the health care entity.
c. The health care entity has assigned certain of its functions (such as
the operation of a dormitory) to the organization, which is acting
primarily for the benefit of the health care entity.
(As discussed in paragraph 2 of this SOP, this SOP does not amend Audits of
Care Services,

Providers o f Health Care Services.)

Audits of Colleges and Universities
B-5. The AICPA Industry Audit Guide Audits o f Colleges and Universities,*
paragraph 11.09, states:
For adequate disclosure, all separately incorporated but related units for which
the reporting institution is fiscally responsible, such as university presses,
intercollegiate athletics, and research foundations, should be (1) included in the
financial statements, (2) adequately disclosed by notes, or (3) presented in
separate financial statements accompanied by and cross-referenced in the basic
financial statements of the institution.
* These publications have been superseded by the A IC P A Audit and Accounting Guide Not-forProfit Organizations.
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(As discussed in paragraph 2 of this SOP, this SOP amends Audits of Colleges
and Universities.*)

Audits of Voluntary Health and Welfare Organizations
B-6. The AICPA Industry Audit Guide Audits o f Voluntary Health and
Welfare Organizations*provides no guidance on whether consolidated financial
statements should be presented. However, paragraphs 7.08 and 7.09 provide
guidance for determining whether auditors should audit the financial state
ments of organizations associated with the reporting not-for-profit organiza
tion. (As discussed in paragraph 2 of this SOP, this SOP amends Audits of
Voluntary Health and Welfare Organizations.)

*These publications have been superseded by the AICPA Audit and Accounting Guide Not-forProfit Organizations.

AAG-NPO 8.34

170

Not-for-Profit Organizations

APPENDIX C

Other Projects Related to This SOP
FASB Project on Consolidations and Related Matters
C-1. This project is addressing various issues concerning the reporting
entity, including those relating specifically to not-for-profit organizations. The
FASB issued its September 10,1991, Discussion Memorandum, Consolidation
Policies and Procedures. The conclusions in this SOP will be reconsidered when
the FASB completes its project on consolidations and related matters, which
may affect the definition of control and other related matters.

FASB Project on Investments
C-2. This project is addressing various issues concerning investments held
by not-for-profit organizations. The project is in the preliminary stages. The
conclusions in this SOP will be reconsidered when the FASB completes its
project on investments, which may affect the conclusions concerning invest
ments in common stock of for-profit entities wherein the not-for-profit organi
zation has a 50 percent or less voting interest and other related matters. [In
Novem ber 1995, the F A S B issued F A S B Statement No. 124, Accounting for
Certain Investments Held by Not-for-Profit Organizations, which does not
effect the conclusions o f this S O P .]

AICPA Project on the Application of the Requirements
of Accounting Research Bulletins, Opinions of the
Accounting Principles Board, and Statements and
Interpretations of the Financial Accounting Standards
Board to Not-for-Profit Organizations
C-3. In September 1994, AcSEC issued SOP 94-2, The Application o f the
Requirements o f Accounting Research Bulletins, Opinions o f the Accounting
Principles Board , and Statements and Interpretations o f the Financial Account
ing Standards B oa rd to N o t-fo r -P r o fit Organizations, which provides that
not-for-profit organizations should follow the guidance in effective provisions
of ARBs, APB Opinions, and FASB Statements and Interpretations except for
specific pronouncements that explicitly exempt not-for-profit organizations.

AICPA Accounting and Audit Guide Revisions
C-4. The AICPA will revise the existing audit and accounting guides for
not-for-profit organizations and colleges and universities to reflect the account
ing and reporting requirements of FASB Statement Nos. 116, Accounting for
Contributions Received and Contributions Made, and 117, Financial State
ments o f Not-for-Profit Organizations, among other things.
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Flowcharts and Decision Trees11
Ownership of a For-Profit Entity

Start.

Is
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Yes

a majority

Consolidate.

voting
interest?

No

Report under the

Is

equity method of

there 50%
or less stock
ownership, but
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influence?

Yes

accounting. (Organ
izations that choose
to report investment
portfolios at market
value in conformity with
AICPA audit guides may do so.)

No

Report
in conformity
with the
AICPA audit
guides.

11
The flowcharts and decision trees summarize certain guidance in this SOP and are not
intended as substitutes for the SOP.
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Relationship With Another Not-for-Profit Organization
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Glossary
Control. The direct or indirect ability to determine the direction of manage

ment and policies through ownership, contract, or otherwise.
Economic interest. An interest in another entity that exists if (a ) the other

entity holds or utilizes significant resources that must be used for the
unrestricted or restricted purposes of the not-for-profit organization, either
directly or indirectly by producing income or providing services, or ( b ) the
reporting organization is responsible for the liabilities of the other entity.
The following are examples of economic interests:
•
Other entities solicit funds in the name of and with the expressed or
implied approval of the reporting organization, and substantially all
of the funds solicited are intended by the contributor or are otherwise
required to be transferred to the reporting organization or used at its
discretion or direction.
•
A reporting organization transfers significant resources to another entity
whose resources are held for the benefit of the reporting organization.
•
A reporting organization assigns certain significant functions to an
other entity.
•
A reporting organization provides or is committed to provide funds for
another entity or guarantees significant debt of another entity.
Majority voting interest in the board of another entity. For purposes of

this SOP, a majority voting interest in the board of another entity is
illustrated by the following example. Entity B has a five-member board,
and a simple voting majority is required to approve board actions. Entity
A will have a majority voting interest in the board of entity B if three or
more entity A board members, officers, or employees serve on or may be
appointed at entity A ’s discretion to the board of entity B. However, if three
of entity A’s board members serve on the board of entity B but entity A
does not have the ability to require that those members serve on the entity
B board, entity A does not have a majority voting interest in the board of
entity B.
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Chapter 9

Property and Equipment
Introduction
9.01 Not-for-profit organizations use various kinds of property and equip
ment to provide goods and services to beneficiaries, customers, and members.
Property and equipment includes all long-lived tangible assets held by not-forprofit organizations, except collection items1 and assets held for investment
purposes.
9.02 Property and equipment commonly held by not-for-profit organiza
tions include the following:
•
Land used as a building site not subject to depreciation
•
Land improvements, buildings and building improvements, equip
ment, furniture and office equipment, library books, motor vehicles,
and similar depreciable assets
•
Leased property and equipment (capitalized in conformity with Finan
cial Accounting Standards Board (FASB) Statement of Financial Ac
counting Standards No. 13, Accounting for Leases)
•
Improvements to leased property
•
Construction in process
•
Contributed use of facilities and equipment (recognized in conformity
with FASB Statement No. 116, Accounting for Contributions Received
and Contributions M ade )

Recognition and Measurement Principles
9.03 Not-for-profit organizations acquire the use of property and equip
ment through purchases, trade-ins, self-construction, leases, and contribu
tions. Except as discussed in this chapter, the recognition and measurement
principles for property and equipment acquired by not-for-profit organizations
in exchange transactions are similar to those used by business organizations.
9.04 Property and equipment used in exchange transactions (other than
lease transactions), such as federal contracts, in which the resource provider
retains legal title during the term of the arrangement should be reported as a
contribution at fair value at the date received by the not-for-profit organization
1
Because o f their unique nature, collection items are reported differently from how other
long-lived tangible assets are reported. Chapter 7, “Other Assets,” of this Audit and Accounting Guide
(Guide), discusses accounting for collection items.
On June 29, 2001, the A IC P A released an exposure draft of a proposed Statement of Position
(SO P), Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment, which
would provide guidance on accounting for certain costs incurred for property, plant, and equipment
during four project stages: preliminary, preacquisition, acquisition-or-construction, and in-service.
Concurrently with its release, the FASB issued an exposure draft of a proposed FASB Statement,
Accounting in Interim and Annual Financial Statements for Certain Costs and Activities Related to
Property, Plant, and Equipment, which would amend other authoritative pronouncements should the
proposed SO P be issued as a final SOP. AcSEC plans to issue a final SO P in the fourth quarter of
2003. Readers should be alert to the issuance of final pronouncements.
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only if it is probable that the organization will be permitted to keep the assets
when the arrangement terminates. The terms of such arrangements should be
disclosed in notes to the financial statements.

Contributed Property and Equipment
9.05 Contributions of property and equipment (including unconditional
promises to give property and equipment) should be recognized at fair value2 at
the date of contribution and, depending on donor restrictions and the organi
zation’s accounting policy, should be included in permanently restricted,3 tem
porarily restricted, or unrestricted net assets. If the donors stipulate how or
how long contributed property and equipment must be used by the organiza
tion, the contribution should be reported as restricted support. If the donors do
not specify such restrictions, the contribution should be reported as restricted
support if the organization has adopted an accounting policy of implying a time
restriction on the use of such assets that expires over the assets’ useful lives.
In the absence of donor restrictions or an organization’s policy of implying time
restrictions, contributions of long-lived assets should be reported as unre
stricted support. Unconditional promises to give property and equipment
should be recognized as receivables in conformity with FASB Statement No.
116 and with chapter 5 of this Guide. Contributions of the use of property and
equipment in which the donor retains legal title to the assets are discussed in
paragraphs 5.57 and 5.58.
9.06 Similar to items acquired in exchange transactions, the amount
initially recognized for contributed property and equipment should include all
the costs incurred by the organization to place those assets in use. Examples
of such costs include the freight and installation costs of contributed equipment
and cataloging costs for contributed library books.*

Depreciation
9.07 Paragraph 149 of FASB Concepts Statement No. 6, Elements o f
describes depreciation as a “systematic and rational”
process for allocating the cost of using up assets’ service potential or economic
benefit over the assets’ useful economic lives. FASB Statement No. 93, Recog
nition o f Depreciation by Not-for-Profit Organizations, requires all not-forprofit organizations to recognize depreciation for all property and equipment
except land used as a building site and similar assets and collections.4 Depre
ciation should be recognized for contributed property and equipment as well as
for plant and equipment acquired in exchange transactions.

Financial Statements,

2 Chapter 5, “Contributions Received and Agency Transactions,” of this Guide, discusses alter
native methods of measuring the fair value of contributed assets.
3 In practice, contributions of depreciable assets generally are not permanently restricted.
*
On June 29, 2001, the A IC P A released an exposure draft of a proposed SOP, Accounting for
Certain Costs and Activities Related to Property, Plant, and Equipment, which would provide guid
ance on accounting for certain costs incurred for property, plant, and equipment during four project
stages: preliminary, preacquisition, acquisition-or-construction, and in-service. Concurrently with its
release, the FASB issued an exposure draft of a proposed FASB Statement, Accounting in Interim
and Annual Financial Statements for Certain Costs and Activities Related to Property, Plant, and
Equipment, which would amend other authoritative pronouncements should the proposed SO P be
issued as a final SOP. AcSEC plans to issue a final SO P in the fourth quarter of 2003. Readers should
be alert to the issuance of final pronouncements.
4 The terms of certain grants and reimbursements from other organizations may specify
whether depreciation or the entire cost of the asset in the year of acquisition should be included as a
cost of activities associated with those grants or reimbursements for contractual purposes (some
times referred to as allowable costs). Those terms should not affect the recognition and measurement
of depreciation for financial reporting purposes.
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9.08 Depreciation expense should be reported in a statement of activities
as a decrease in unrestricted net assets. If the property and equipment being
depreciated have been contributed to the organization with donor-imposed
restrictions on the item’s use, temporarily restricted net assets should, over
time, be reclassified as unrestricted net assets in a statement of activities as
those restrictions expire. The amount reclassified may or may not be equal to
the amount of the related depreciation. The amount to be reclassified should
be based on the length of time indicated by the donor-imposed restrictions
while the amount of depreciation should be based on the useful economic life
of the asset. For example, a computer with an estimated useful economic life
of five years may be contributed by a donor and restricted for a specific use by
the organization for three years. Reclassifications are also necessary if the
not-for-profit organization has adopted an accounting policy that implies a
time restriction on contributions of property and equipment that expires over
the useful life of the contributed assets. Reclassifications should be included as
“Net Assets Released from Restrictions” in a statement of activities.

Impairment or Disposal of Long-Lived Assets
9.09 Whenever events or changes in circumstances indicate that the
carrying amount of a long-lived asset (or asset group5) may not be recoverable,
the asset (asset group) should be tested for impairment in conformity with
FASB Statement No. 144, Accounting for the Impairment or Disposal o f LongLived Assets. If the carrying amount of the long-lived asset (or asset group)
exceeds its fair value and the carrying amount is not recoverable, an impair
ment loss is recognized. The carrying amount is not recoverable if it exceeds
the sum of (a) the undiscounted cash flows expected to result from use, such as
fees or contributions, and (b) the eventual disposition of the asset (asset group).
An impairment loss is measured as the amount by which the carrying amount
of the long-lived asset (asset group) exceeds its fair value. Quoted market
values in active markets are the best evidence of fair value and should be
used, if available. I f quoted market values are not available, prices for
similar assets (groups) or valuation techniques such as expected present
value or traditional present value may be used. Paragraphs 25 and 26 of
FASB Statement No. 144 prescribe the reporting and disclosure require
ments for assets held and used.
9.10 A long-lived asset is classified as held and used until (a) it ceases to
be used, ( b ) it is exchanged for a similar productive asset, or (c) it is held for
sale. An asset (disposal group) is classified as held for sale in the period in
which all of the criteria in paragraph 30 of FASB Statement No. 144 are met.
If at any time afterwards the criteria are no longer met (except in certain limited
circumstances beyond the organization’s control, as discussed in paragraph 31
of FASB Statement No. 144), the asset (disposal group) should be reclassified
as held and used. Further, if the criteria in paragraph 30 are met after the date
of the statement of financial position, but before the issuance of the financial
statements, a long-lived asset (disposal group) should be classified as held and
5
An asset group is the lowest level for which identifiable cash flows are largely independent of
the cash flows of other groups of assets and liabilities. For long-lived assets to be disposed of by sale
or otherwise, that group represents assets to be disposed of together as a group in a single transaction
and liabilities directly associated with those assets that will be transferred in the transaction.
(Examples of such liabilities include environmental obligations and warranty obligations related to
an acquired customer base.) In limited circumstances, a long-lived asset may not have identifiable
cash flows that are largely independent of the cash flows of other assets and liabilities and other
groups. In those circumstances the asset group for that long-lived asset should include all assets and
liabilities of the organization.
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used in the financial statements when issued and certain disclosures are
required. A long-lived asset (disposal group) that is held for sale is measured
at the lower of its carrying amount or fair value less cost to sell. The asset
(disposal group) should not be depreciated (amortized) while it is classified as
held for sale. (However, interest and other expenses attributable to the liabili
ties of a disposal group held for sale would continue to be accrued.) Paragraphs
27-48 of FASB Statement No. 144 prescribe the reporting and disclosure
requirements for assets to be disposed of by sale or otherwise.

Asset Retirement Obligations
9.11 FASB Statement No 143, Accounting for Asset Retirement Obliga
addresses financial accounting and reporting for obligations associated
with the retirement (sale, abandonment, recycling, disposal, or other otherthan-temporary idling) of tangible long-lived assets and the associated asset
retirement costs. It applies to legal obligations associated with the retirement
of long-lived assets that result from the acquisition, construction, development
and (or) the normal operation of a long-lived asset, except for certain obliga
tions of lessees. For example, an organization would have an asset retirement
obligation if it accepted a gift of a building and with the stipulation that in 10
years the building would be destroyed and the land converted to a garden that
would be open to the public. FASB Statement No. 143 requires that the fair
value of a liability for an asset retirement obligation be recognized in the period
in which it is incurred if a reasonable estimate of fair value can be made. The
associated asset retirement costs should be capitalized as part of the carrying
amount of the long-lived asset.
tions,

Gains and Losses
9.12 Gains and losses recognized on property and equipment, including
impairment losses recognized in conformity with FASB Statement No. 144,
should be classified in a statement of activities as changes in unrestricted net
assets unless explicit donor stipulations or law require their use to be re
stricted. In those situations, gains or losses should be classified as increases or
decreases in temporarily restricted or permanently restricted net assets, as
appropriate.

Financial Statement Presentation
9.13
A statement of financial position or related notes should include
the balances of each major class of property and equipment. The basis of
valuation—for example, cost for purchased items and fair value for contributed
items—should also be disclosed. Separate disclosure should also be made of the
following items:
•
Nondepreciable assets
•
Property and equipment not held for use in operations, for example,
items held for sale or for investment purposes or construction in process
•
Assets restricted by donors to investment in property and equipment
•
Improvements to leased facilities and equipment
•
Assets (and related obligations) recognized under capital leases (in
conformity with FASB Statement No. 13)
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Capitalized interest (in conformity with FASB Statement Nos. 34,
Capitalization o f Interest Cost , and 62, Capitalization o f Interest Cost
in Situations Involving Certain Tax-Exempt Borrowings and Certain
Gifts and Grants)*

•
•

Disclosures required by FASB Statement No. 144, if applicable
Significant accounting policies concerning property and equipment,
such as the following:
— The capitalization policy adopted
— Whether time restrictions are implied on the use of contributed
long-lived assets (and contributions of assets restricted to pur
chase them) received without donor stipulations concerning how
long the contributed assets must be used6
— Whether donor-restricted contributions of long-lived assets are
reported as unrestricted or restricted support when restrictions
are satisfied in the same reporting period in which the contribu
tions are received7

9.14 Accumulated depreciation, either for each major class of property
and equipment or in total, should be disclosed (a) as a deduction or parentheti
cally in a statement of financial position or (b ) in the notes to the financial
statements. The amount of depreciation expense for the period and the method
or methods used to compute depreciation for the major classes of property and
equipment should also be disclosed.
9.15 The notes to the financial statements should also include disclosures
concerning the liquidity of the organization’s property and equipment, includ
ing information about limitations on their use. For example, information
should be provided about—
•
Property and equipment pledged as collateral or otherwise subject to
lien
•
Property and equipment acquired with restricted assets where title
may revert to another party, such as a resource provider
•
Donor or legal limitations on the use of or proceeds from the disposal
of property and equipment

Auditing
9.16 As discussed in chapter 5 of this Guide, a not-for-profit organization
may have access to the use of property or equipment that is neither owned nor
leased. For example, property or equipment may be provided by a related
organization (such as a religious order), by unrelated organizations under
affiliation programs, or by a governmental agency or unit. The auditor should
inquire into, and the financial statements should disclose, the nature of any
relationship between the organization and the owners of the property or
equipment.
*
E IT F Issue No. 99-9, Effect o f Derivative Gains and Losses on the Capitalization of Interest
states that the interest rate used in capitalizing interest as a part of the historical cost of acquiring
certain assets under FASB Statement No. 34 should include gains and losses on the effective portion
of a fair value hedge of the fixed interest-rate debt.
6 Paragraph 5.65 includes examples of how these alternative policies might be disclosed in notes
to the financial statements.
7 See footnote 6.
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9.17
Many audit objectives, controls, and auditing procedures for prop
erty and equipment of not-for-profit organizations are similar to those of other
organizations. In addition, the auditor may need to consider the following
specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations.
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Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples o f
Selected Controls

Examples of
Auditing
Procedures

Contributed Property and Equipment

Valuation

Contributed
property and
equipment is
reported at fair
value at the date
of contribution.

Controls ensure
that
contributions of
property and
equipment are
known and
recorded and
that
documentation
supports the
determination of
their fair value.

Review
documentation
supporting the
determination of
fair value.

Rights and
obligations

Restrictions on
contributed
property and
equipment have
been met.

Contributions of
property and
equipment are
reviewed for
restrictions and
management
monitors
compliance with
restrictions.

Review donor
correspondence
to determine the
presence or
absence of
restrictions.
Review minutes
of governing
board and
governing board
committee
meetings for
evidence of donor
restrictions.
If specific
property or
equipment is
restricted, review
contributed
property and
equipment
transactions for
propriety of use
and dispositions.

Presentation and
disclosure

Property and
equipment is
reported in the
proper net asset
class.

Review
documentation
underlying
contributions of
property and
equipment for
propriety of
classification.
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples o f
Selected Controls

Examples o f
Auditing
Procedures

Property and Equipment N o t H eld for Use in Operations

Presentation and
disclosure

Property and
equipment not
used in
operations but
held as an
investment or for
sale is separately
reported.

Property records
segregate
property and
equipment not
used for
operating
purposes.

Determine that
property and
equipment not
held for
operating
purposes is
reported
separately.

Management
monitors
compliance with
resource provider
regulations
related to
additions to
property and
equipment.

Determine
compliance with
resource provider
requirements.

Property and Equipment Additions

Rights and
obligations

Appropriate
resource provider
approvals, if
required, have
been obtained for
property and
equipment
additions.

Additions are
authorized in the
capital budget.
Reclassification o f Temporarily Restricted N et Assets

Presentation and
disclosure
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Temporarily
restricted net
assets are
reclassified as
unrestricted net
assets in the
statement of
activities over
the term of the
donor-imposed
restrictions.

Determine that
appropriate
reclassifications
are made on the
statement of
activities over
the term of the
donor-imposed
restrictions.
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Chapter 10

Debt and Other Liabilities
Introduction
10.01 Many obligations of not-for-profit organizations are similar to those
of for-profit entities. This chapter considers debt and other liabilities that are
not discussed elsewhere in this Audit and Accounting Guide (Guide) and that
present accounting and auditing issues unique to not-for-profit organizations.*

Tax-Exempt Financing
10.02 Some not-for-profit organizations finance part of their activities
from the proceeds of tax-exempt bonds and other obligations issued through
state and local financing authorities. Because not-for-profit organizations are
responsible for the repayment of those obligations, such financing should be
reported as liabilities on their statements of financial position.

Current and Deferred Tax Liabilities
10.03 Although not-for-profit organizations are generally tax-exempt un
der various Internal Revenue Code (IRC) sections,1 some may be subject to
taxes on various portions of their income, such as federal excise taxes on
investment income or federal and state income taxes on unrelated business
income.2 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 109, Accounting for Income Taxes, provides
guidance on recognizing (a) the amount of taxes payable (or refundable) for the
current year and (b) deferred-tax liabilities (and assets) for the estimated
future tax consequences of temporary differences and carryforwards.

Deferred Revenue
10.04 Resources received in exchange transactions from customers, pa
tients, and other service beneficiaries for specific projects, programs, or activi
ties that have not yet taken place should be recognized as liabilities to the
extent that the earnings process has not been completed. For example, re
sources received from the advance sale of season theater tickets should be
recognized as deferred revenue, representing the obligation to hold the per
formances. That revenue is earned as the theater performances are held.
*
Two consensuses reached by the Emerging Issues Task Force (E IT F ) describe the accounting
for modification of terms of debt agreements other than in a troubled debt restructuring. E IT F Issue
No. 96-19, Debtor’s Accounting for a Modification or Exchange o f Debt Instruments, provides guidance
for exchanges of debt instruments between, or modifications of a debt instrument by, a debtor and a
creditor in a nontroubled debt situation. E IT F Issue No. 98-14, Debtor’s Accounting for Changes in
Line-of-Credit or Revolving-Debt Arrangements discusses how to account for changes in line-of-credit
or revolving-debt arrangements (for example, changing interest rates, draw-down amounts, cove
nants, and maturity).
1 Some organizations may meet the definition of a not-for-profit organization, as discussed in
paragraphs 1.01 and 1.02 of this Guide, but may nevertheless not be tax-exempt under the IRC. For
example, an organization that may otherwise qualify for tax-exempt status under the IRC may lose
its tax exemption because it has violated the private inurement rules applicable to tax-exempt
organizations. Chapter 15, “Tax Considerations,” of this Guide, discusses various requirements for
maintaining tax-exempt status under the IRC.
2 Chapter 15 of this Guide discusses tax issues concerning not-for-profit organizations.
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Refunds Due to and Advances From Third Parties
10.05
Some not-for-profit organizations receive (a) advances from third
parties, such as government agencies and foundations, based on the estimated
cost of providing services to constituents and ( b ) resources from third parties
to be used to make loans to the organization’s constituents. Advances from
third parties for services not yet performed, as well as refunds due to third
parties for amounts previously received under such agreements, should be
included as liabilities on a statement of financial position.

Promises to Give
10.06 A promise to give carries rights and obligations—the recipient of a
promise to give has a right to expect that the promised assets will be trans
ferred in the future, and the maker has a social and moral obligation, and
generally a legal obligation, to make the promised transfer. Paragraph 18 of
FASB Statement No. 116, Accounting for Contributions Received and Contri
butions Made, requires donors to recognize a liability for unconditional prom
ises made to give cash or other assets to recipients or to settle or cancel the
recipients’ liabilities. Unconditional promises to give should be recognized at
the time the donor has an obligation to transfer the promised assets in the
future, which generally occurs when the donor approves a specific grant or
when the recipient is notified.* If a donor explicitly reserves the right to rescind
an intention to contribute, or if a solicitation explicitly allows a donor to rescind
the intention, a promise to give should not be recognized by the donor. If
payments of the unconditional promise to give are to be made to a recipient
over several fiscal periods and the recipient is subject only to routine perform
ance requirements, a liability and an expense for the entire amount payable
should be recognized and measured at the present value of the amounts to be
paid.** In conformity with paragraph 12 of Accounting Principles Board (APB)
Opinion No. 21, Interest on Receivables and Payables, the discount rate should
be determined at the time the unconditional promise to give is initially recog
nized and should not be revised subsequently.3 Conditional promises to give
should not be recognized until the conditions are substantially met.4
10.07
In conformity with paragraph 15 of APB Opinion No. 21, the
interest method should be used to amortize discounts on contributions payable
that are measured at present value. Other methods of amortization may be
used if the results are not materially different. The discount should be amor
tized between the date the promise to give is initially recognized and the date
the cash or other contributed assets are paid. The amortization of any discount
*
I f a not-for-profit organization makes contributions or awards grants to other organizations
upon specific requests of others, the not-for-profit organization may be acting as an agent, trustee, or
intermediary in a transfer between the donor and the beneficiary specified by the donor (agency
transaction). Paragraph 10.10 describes liabilities for amounts held for others in agency transactions.
Paragraphs 5.05 through 5.21 provide further guidance about agency transactions. (See paragraphs
8, 9, and 10 of FASB Statement No. 136.)
** FASB Concepts Statement No. 7, Using Cash Flow Information and Present Value in Account
ing Measurements, provides useful discussion of present value techniques when the measurement
objective is fair value. Statements of Financial Accounting Concepts are not sources of established
accounting principles as described in SAS No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, and, thus, do not amend, modify, or justify a change from
generally accepted accounting principles currently in effect.
3 The discount rate may differ from the discount rate used to discount contributions receivable.
4 Chapter 5, “Contributions Received and Agency Transactions,” of this Guide, provides addi
tional guidance for recognizing conditional promises to give.

AAG-NPO 10.05

185

Debt and Other Liabilities

related to unconditional promises to give should be reported as a component of
contribution expense, in the same functional classification in which the prom
ise to give was reported.
10.08 In addition to disclosures required by FASB Statement Nos. 5, Account
ing for Contingencies, and 47, Disclosure of Long-Term Obligations, the notes to the
financial statements should include a schedule of unconditional promises to give
that shows the total amount separated into amounts payable in less than one year,
in one to five years, and in more than five years and the unamortized discount.

Annuity Obligations
10.09 Some contributions received by not-for-profit organizations, such as
interests in charitable gift annuity contracts and charitable remainder and
lead trusts, impose obligations on the organization to make future payments
to others. Guidance for reporting such contributions, often referred to as “splitinterest agreements,” is included in chapter 6, “Split-lnterest Agreements,” of
this Guide. Annuity obligations arising from split-interest gifts should be
recognized as liabilities and measured at the present value of the actuarially
determined obligation.5 Periodic revaluations of these liabilities result in
changes in the value of split-interest agreements, which should be included as
changes in the appropriate net asset classes in a statement of activities.

Amounts Held for Others Under Agency Transactions
10.10 Some not-for-profit organizations receive assets in agency transac
tions. If cash and other financial assets are held under agency transactions, the
organization should report a liability to the specified beneficiary concurrently
with its recognition of those assets received from the donor. If the assets
received from the donor are donated materials, supplies, or other nonfinancial
assets, the recipient organization may choose either to (a ) report the receipt of
the asset as a liability to the beneficiary concurrent with recognition of the
assets received or (b ) not to report the transaction at all. The choice is an
accounting policy that should be applied consistently from period to period. An
organization should consider the need for disclosure in the notes to the finan
cial statements pursuant to APB Opinion No. 22, Disclosure o f Accounting
Policies, and FASB Statement No. 136, paragraph 11. The above is discussed
in paragraph 11 of FASB Statement No. 136. Paragraphs 5.05 through 5.21 of
this Guide discuss agency transactions in more detail.

Exit or Disposal Activities
10.11 Exit activities include, but are not limited to, the closure of activi
ties in a particular location, the relocation of activities from one location to
another, changes in management structure, sale or termination of a line of
business, or a fundamental reorganization that affects the nature and focus
of operations. FASB Statement No. 146, Accounting for Costs Associated With
Exit or Disposal A ctivities,* discusses recognition of liabilities for the costs of
5
The FASB staff issued implementation guidance Issue No. B35, Embedded Derivatives: Appli
cation o f Statement 133 to a Not-for-Profit Organization’s Obligation Arising from an Irrevocable
Split-lnterest Agreement, which requires that the liability for remainder unitrusts with either periodcertain payments or period-certain-plus-life-contingent payments and certain lead interest trusts be
measured at fair value. Thus, in circumstances in which the fair value is measured using present
value calculations, the discount rate assumptions should be revised at each measurement date to
reflect current market conditions. The implementation guidance is included in this Guide as Appen
dix B of chapter 6 [paragraph 6.40].
*
The provisions of FASB Statement No. 146 are effective for exit or disposal activities that are
initiated after December 31, 2002, with earlier application encouraged.
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exit activities, including one-time termination benefits provided to current
employees that are involuntarily terminated, costs to terminate a contract that
is not a capital lease, and costs to consolidate facilities or relocate employees.
Paragraph 9.11 of this Guide discusses exit and disposal obligations associated
with the retirement (sale, abandonment, recycling, disposal, or other otherthan-temporary idling) of tangible long-lived assets and the associated asset
retirement costs.

Guarantees of the Indebtedness of Others
10.12 FASB Interpretation No. 45, Guarantor’s Accounting and Disclo
sure Requirements for Guarantees, Including Indirect Guarantees o f Indebted
ness o f Others,* requires organizations that issue certain guarantees, including
guarantees of the debt of others, to recognize a liability for those guarantees,
even in circumstances in which it is not probable that payments will be
required under the guarantee, as well as to disclose additional information
about the guarantee in their financial statements. The amount to recognize as
a liability at inception of the guarantee is not the amount guaranteed, but is
the greater of (a ) the guarantee’s fair value, that is, the premium that would
be required by the guarantor to issue the same guarantee in a standalone
arm’s-length transaction with an unrelated party, or (b ) the contingent liability
amount, if any, required to be recognized by paragraph 8 of FASB Statement
No. 5, Accounting for Contingencies. In the absence of observable transactions
for identical or similar guarantees, expected present value measurement tech
niques as set forth in FASB Concepts Statement No. 7, Using Cash Flow
Information and Present Value in Accounting Measurements, will likely pro
vide the best estimate of fair value. If the guarantee is provided to the other
entity without receiving commensurate consideration in exchange, the contri
bution made should be reported in conformity with FASB Statement No. 116.
The liability recognized consistent with the fair value objective should typically
be reduced in future periods as the guarantor is released from risk under the
guarantee.

Contingencies
10.13 In conformity with FASB Statement No. 5, notes to the financial
statements may have to include information about, or a liability may have to
be accrued for, loss contingencies. Examples of circumstances that may result
in such contingencies include the following:
•
Noncompliance with donor-imposed restrictions on contributed assets
•
Problems with the organization’s tax-exempt status, or that a deter
mination letter regarding that status has not been received

Auditing
10.14 Many audit objectives, controls, and auditing procedures for debt
and other liabilities of not-for-profit organizations are similar to those of other
organizations. In addition, the auditor may need to consider the following
specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations.
*
The recognition and measurement provisions of FASB Interpretation No. 45 are applied on a
prospective basis to guarantees issued to modified after December 31, 2002. The disclosure provisions
of the Interpretation are effective for financial statements for periods ending after December 15,

2002.

AAG-NPO 10.12

187

Debt and Other Liabilities

Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples o f
Selected Controls

Examples o f
Auditing
Procedures

Tax-Exempt Financing

Completeness;
presentation and
disclosure

Amounts related
to tax-exempt
debt are
recognized in the
financial
statements and
related
disclosures are
adequate.

Reconcile
outstanding
balances and
other relevant
data with
information
received from the
trustee.

Confirm out
standing bal
ances and other
relevant data
with trustee.
Review financing
agreements to
ascertain that
information
about tax-exempt
financing is
properly reported
and disclosed.
Review minutes
of governing
board and
governing board
committee
meetings for
information
about tax-exempt
financing.

Promises to Give

Existence/
occurrence

Amounts
recognized as
contributions
made and related
liabilities rep
resent valid
unconditional
promises to give.

Controls ensure
that only
unconditional
contributions
made and
promises to give
are recognized in
the financial
statements.

Examine
documentation
supporting
recognition of
contributions
made and related
liabilities, inclu
ding information
such as the
absence of
conditions and
the periods over
which the
promises to give
become due.
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Financial
Statement
Assertions

Completeness

Specific Audit
Objectives

Examples o f
Selected Controls

All unconditional
contributions
made and
promises to give
are recognized.

Controls ensure
that all
unconditional
contributions
made and
promises to give
are recognized in
the financial
statements.

Examples of
Auditing
Procedures

Review minutes
of governing
board and
governing board
committee
meetings for
information
about contri
butions made
and promises to
give.
Review cash
disbursements
subsequent to
year-end to
ascertain that
contributions
made were
recorded in the
proper period.

Valuation
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Contributions
made and related
liabilities
expected to be
paid beyond one
year are
measured at the
present value of
the amounts
expected to be
paid.

Review and test
the method used
for valuing
promises to give
collectible more
than one year
from the date of
the financial
statements.
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Chapter 11

Net Assets
Introduction
11.01 Paragraph 49 of Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Concepts No. 6, Elements o f Financial
Statements, defines net assets as “the residual interest in an entity’s assets
remaining after liabilities are deducted.”1 As a residual interest, net assets
cannot be measured independently of an organization’s assets and liabilities.
Changes in net assets result from transactions and other events and circum
stances in which total assets and total liabilities change by different amounts.
In many not-for-profit organizations, such changes include nonreciprocal
transfers of assets received from donors who do not expect to receive either
repayment or proportionate economic benefit in return. Display of and disclo
sures about net assets and changes in them are intended to assist donors and
other users in assessing an organization’s efforts to provide goods and services
to its constituencies, its efficiency and effectiveness in providing such services,
and its continuing ability to do so.
11.02 Changes in net assets result from revenues, expenses, gains, and
losses; those changes are discussed in chapters 5 through 10,12, and 13 of this
Guide. This chapter describes principles for reporting total net assets in
statements of financial position and changes in total net assets in statements
of activities, as well as related disclosures.

Net Asset Classes
11.03 The following three classes of net assets should, if applicable, be
reported in statements of financial position: (a) permanently restricted, ( b )
temporarily restricted, and (c) unrestricted.2 Net assets should be included in
one of the three classes depending on the presence and type of donor-imposed
restrictions limiting an organization’s ability to use or dispose of specific
contributed assets or the economic benefits embodied in those assets. Donor
stipulations should not be considered restrictions unless they include limita
tions on the use of contributed assets that are more specific than the broad
limits imposed by the organization’s purpose and nature.
11.04 Donor-imposed restrictions generally apply to net assets. Donors
may also restrict specific assets as to their use (for example, land contributed
for a park) or over time (for example, contributed securities that must be held
in perpetuity). Paragraphs 3.03 and 11.12 of this Guide discuss reporting
requirements for specific assets that have been received with donor-imposed
restrictions.
1 Though not-for-profit organizations may use other terms, such as equity, this Accounting and
Auditing Guide (Guide) uses the term net assets to describe the residual interest.
2 Though FASB Statement of Financial Accounting Standards No. 117, Financial Statements of
Not-for-Profit Organizations, encourages the use of the terms unrestricted, temporarily restricted,
and permanently restricted net assets, other titles for these classes may also be used, and further
disaggregation of total net assets may also be reported. For example, equity may be used for net
assets and unrestricted net assets may be labeled other and subdivided into board-designated net
assets and undesignated net assets.
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Permanently Restricted Net Assets
11.05 Permanently restricted net assets must be maintained by the or
ganization in perpetuity. Permanently restricted net assets increase when
organizations receive contributions for which donor-imposed restrictions lim
iting the organization’s use of an asset or its economic benefits neither expire
with the passage of time nor can be removed by the organization’s meeting
certain requirements. For example, contributions of cash or securities re
stricted by the donor with the stipulation that they be invested in perpetuity
and contributions of collection items (if they are capitalized3) required by the
donor to be maintained permanently in the organization’s collections should be
recognized as increases in permanently restricted net assets.
11.06 Permanently restricted net assets may also change as a result of
increases and decreases in existing assets that are subject to permanent
restrictions. For example, increases in the carrying amounts of assets that are
invested in perpetuity because of donor-imposed restrictions should be recognized
as increases in permanently restricted net assets to the extent that donor stipula
tions or applicable law requires those increases to be retained permanently.

Temporarily Restricted Net Assets
11.07 Temporarily restricted net assets are those net assets whose use by
the organization has been limited by donors (a ) to later periods of time or after
specified dates4 or ( b ) to specified purposes. For example, contributions re
stricted by the donor to use by the organization over the next five years or to
support a specific future program should be recognized as increases in tempo
rarily restricted net assets. Contributions of assets (such as equipment or
buildings) that by their nature are used up over time and that the donor
stipulates must be used by the organization should also be recognized as
increases in temporarily restricted net assets.5
11.08 Temporarily restricted net assets may also change as a result of
increases and decreases in existing assets or the economic benefits embodied
in those assets that are subject to donor-imposed temporary restrictions. For
example, if the donor has stipulated that income earned on temporarily re
stricted net assets must be added to principal until the principal is spent for a
restricted purpose, the income should be reported as increases in temporarily
restricted net assets.

Unrestricted Net Assets
11.09 Unrestricted net assets include those net assets whose use is not
restricted by donors, even though their use may be limited in other respects,
such as by contract or by board designation. Changes in net assets arising from
exchange transactions (except income and gains on assets that are restricted
by donors or by law) should be included in the unrestricted class.
3 Chapter 7, “Other Assets,” of this Guide, discusses accounting policies concerning the capitali
zation of collection items.
4 Contributions received with restrictions that are met in the same reporting period may be
reported as unrestricted if the organization discloses such a policy and reports consistently from
period to period. Paragraph 5.30 provides further guidance concerning that policy.
5 Some organizations may adopt an accounting policy of implying time restrictions on contrib
uted long-lived assets in the absence of explicit donor-imposed restrictions. Paragraphs 5.33 and 5.34
provide additional guidance on alternative policies.
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Reclassifications
11.10 Reclassifications of net assets—that is, simultaneous increases in
one net asset class and decreases in another—should be made if (a) the
organization fulfills the purposes for which the net assets were restricted, (b)
donor-imposed restrictions expire with the passage of time or with the death
of an annuity beneficiary (if the net assets are not otherwise restricted), (c) a
donor withdraws, or court action removes, previously imposed restrictions, or
(d ) donors impose restrictions on otherwise unrestricted net assets.6 For
example, the amount of a donor’s contribution that must be used by the
organization for a specified program would be reclassified from temporarily
restricted to unrestricted net assets in the period in which the organization
conducts the program.7 Paragraph 9.08 of this Guide discusses reclassifica
tions concerning the use of contributed depreciable assets.

Disclosure
11.11 A statement of financial position should include, at a minimum, the
amounts of total permanently restricted, temporarily restricted, and unre
stricted net assets and the amount of total net assets. A statement of activities
should include the amount of total changes in net assets and of changes in each
net asset class. These amounts should articulate with the net asset amounts in
the statement of financial position. Reclassifications of amounts between net
asset classes should be reported separately from other transactions in the
statement of activities. Specific changes in each net asset class should be
aggregated into reasonably homogeneous groups.
11.12 Information about the following should be shown on the face of the
financial statements or in the notes:
•
Different kinds of permanent restrictions, such as those related to
collection items and other specific assets to be held in perpetuity and
to assets that have been contributed by donors with stipulations that
they be invested in perpetuity
•
Different kinds of temporary restrictions, such as those concerning the
support of specific operating activities, use in specific future periods,
or the acquisition of long-term assets
Separate disclosures of significant limitations other than those imposed by donors,
such as those imposed by governing boards, are permitted to be made on the face
of the financial statements or in the notes to the financial statements.

Auditing
11.13 Since net assets cannot be measured independently of an organiza
tion’s assets and liabilities, the auditor’s consideration of net asset balances
generally focuses on the assertions about rights and obligations and presenta
tion and disclosure. In addition, the auditor may need to consider the following
specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations.
6 Paragraph 5.28 discusses donors imposing restrictions on otherwise unrestricted net assets.
7 A purpose restriction is often fulfilled when the organization incurs an expense or recognizes
a liability to a vendor to acquire goods or services that satisfies the restriction. Paragraph 5.32 of this
Guide discusses appropriate accounting when expenses are incurred for a purpose for which both
unrestricted and temporarily restricted net assets are available.
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Auditing Considerations
Financial
Statement
Assertions

Rights and
obligations

Specific Audit
Objectives

Net assets are
used and
accounted for in
accordance with
donor
restrictions.

Examples of
Selected Controls

Management
monitors
compliance with
donor
restrictions.

Examples of
Auditing
Procedures

Review minutes
of governing
board and
governing board
committee
meetings for
evidence of donor
restrictions.
Determine
compliance with
donor restric
tions; test
expenditures to
determine that
restricted net
assets are used
for their
restricted pur
poses.

Presentation and
disclosure
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Temporarily
restricted net
assets are
reclassified as
unrestricted net
assets in the
statement of
activities when
donor-imposed
restrictions have
been fulfilled.

Controls ensure
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donor-imposed
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Chapter 12

Revenues and Receivables From Exchange
Transactions
Introduction
12.01 This chapter discusses recognition, measurement, and display
issues for revenues and related receivables arising from exchange transac
tions.1 Because of the specialized nature of investment activities, they are
discussed separately in chapter 8, “Investments,” of this Audit and Accounting
Guide (Guide). Chapter 5, “Contributions Received and Agency Transactions,”
of this Guide, includes guidance on distinguishing exchange transactions from
contributions and agency transactions.

Revenues
12.02 Paragraph 78 of FASB Statement of Financial Accounting Concepts
No. 6, Elements o f Financial Statements, defines revenues as “inflows or other
enhancements of assets of an entity or settlements of its liabilities (or a
combination of both) from delivering or producing goods, rendering services, or
other activities that constitute the entity’s ongoing major or central opera
tions.” Exchange transactions that give rise to revenues for not-for-profit
organizations typically involve their efforts to provide goods or services to
members, clients, students, customers, and other beneficiaries for a fee.
12.03 Revenues are distinguished from gains, which are increases in an
organization’s net assets from peripheral or incidental transactions. In some
situations, judgment is required to determine whether an increase in net
assets should be reported as a revenue or as a gain. That determination should
be based on the relationship of the transaction to the organization’s activities.
Transactions and other events that would properly be considered part of one
organization’s ongoing major or central activities (and hence give rise to
revenues) may be considered peripheral for other organizations (and hence
give rise to gains). For example, sales of computer equipment by a college store
should be reported as revenues if such sales are considered part of the college’s
ongoing major or central activities. Sales of old computer equipment used in a
museum’s administrative offices would, however, be reported as gains if such
sales are peripheral and if the equipment were sold above book value. Chapter
13, “Expenses, Gains, and Losses,” of this Guide, discusses reporting gains
from exchange transactions.

Recognition, Measurement, and Display
12.04 The recognition, measurement, and display of revenues and related
receivables arising from exchange transactions are similar for both not-forprofit and for-profit entities. Revenues from exchange transactions should be rec1
Paragraph 48 of Financial Accounting Standards Board (FASB) Statement of Financial Ac
counting Standards No. 116, Accounting for Contributions Received and Contributions Made, defines
exchange transactions as “reciprocal transfers in which each party receives and sacrifices approxi
mately equal value.”
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ognized based on accrual accounting principles and should be measured by the
increase in cash, receivables, or other assets or by the decrease in liabilities
resulting from the transaction.2 Revenues from exchange transactions should
be reported as increases in unrestricted net assets in a statement of activities.
As discussed in chapter 3, “Basic Financial Statements,” of this Guide, further
classifications (for example, between operating and nonoperating) may be
incorporated within a statement of activities beyond the net asset classes
stipulated by FASB Statement No. 117, Financial Statements o f Not-for-Profit
Organizations.

12.05 Revenues from exchange transactions should generally be reported
gross of any related expenses.3 If the organization regularly provides discounts
(such as financial aid for students that is not reported as an expense, reduced
fees for services, or free services) to certain recipients of its goods or services,
revenues should be reported net of those discounts.4,5
12.06 Receivables arising from exchange transactions should be reported
at net realizable value if the amounts are due within one year. Long-term
receivables should be reported in conformity with Accounting Principles Board
Opinion No. 21, Interest on Receivables and Payables. Receivables arising from
exchange transactions should be reported net of allowances for uncollectible
amounts, if applicable.

2 Consistent with generally accepted accounting principles, interest on loans made to students
and to other individuals or organizations should be recognized as revenue when earned.
3 Expenses that are directly related to specific gross revenues may, however, be displayed
sequentially with those revenues. For example, gross revenues from special events less the direct
costs related to those events, followed by a subtotal, may be reported in a statement of activities.
Chapter 13 of this Guide discusses reporting of special events.
4 N et revenue may be reported as a single line item in a statement of activities, or the gross
revenue is permitted to be reported less the related discount, provided that the discount is displayed
immediately beneath the revenue.
5 Paragraph 13.07 provides guidance concerning whether reductions in amounts charged for
goods or services should be reported as discounts or expenses.
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Chapter 13

Expenses, Gains and Losses
Introduction
13.01 Generally, expenses, gains, and losses of not-for-profit organiza
tions are similar to those of for-profit organizations and are recognized, meas
ured, and displayed similarly. This chapter discusses certain expense, gain,
and loss recognition, measurement, and display issues that are unique to
not-for-profit organizations and that are not covered elsewhere in this Audit
and Accounting Guide (Guide).

Expenses
13.02 Paragraph 80 of FASB Statement No. 6, Elements o f Financial
defines expenses as “outflows or other using up of assets or incur
rences of liabilities (or a combination of both) from delivering or producing
goods, rendering services, or carrying out other activities that constitute the
entity’s ongoing major or central operations.” Expenses are distinguished from
losses, which are decreases in an organization’s net assets from peripheral or
incidental transactions and from all other transactions and other events and
circumstances affecting the organization except those that result from expenses.

Statements,

13.03 Expenses should be reported in a statement of activities as de
creases in unrestricted net assets. As discussed in chapter 3, “Basic Financial
Statements,” of this Guide, further classifications (such as between operating
and nonoperating) may be incorporated within a statement of activities beyond
the net asset classes required by FASB Statement No. 117, Financial State
ments o f Not-for-Profit Organizations.

13.04 Paragraph 26 of FASB Statement No. 117 specifies that a state
ment of activities or notes to the financial statements should provide informa
tion about expenses reported by their functional classification, such as major
classes of program services and supporting activities.1 No similar requirement
exists with respect to losses.2 Voluntary health and welfare organizations3 are
required to report information about functional classifications, together with
information about expenses by their natural classifications (such as sala
ries, rent, electricity, interest expense, depreciation, awards and grants to others,
1 Reporting information about the functional classification of expenses may require the allocation
of costs that benefit two or more functions. All references in this Guide to the allocation of costs of
informational materials and activities that include a fund-raising appeal among functions are subject
to the provisions of SOP 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and
State and Local Governmental Entities That Include Fund Raising. That SO P is incorporated in
paragraphs 13.22, 13.24, 13.25, 13.52 through 13.61, and Appendices A through E [paragraphs 13.62
through 13.66] of this chapter, as well as paragraphs 6 through 11 and 37 through 66 of Appendix A of
this Guide as conforming changes. SOP 98-2 is effective for financial statements for years beginning on
or after December 15, 1998.
2 Paragraphs 13.02 and 13.17 through 13.19 of this Guide discuss the differences between
expenses and losses.
3 Voluntary health and welfare organizations are defined in appendix D of FASB Statement No.
117 and in the Glossary of this Guide.
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and professional fees), in a matrix format in a separate financial state
ment.4 FASB Statement No. 117 encourages but does not require other notfor-profit organizations to provide information about expenses by their natural
expense classification.

Expense Recognition Issues
13.05 Expenses are recognized when an organization’s economic benefits
are used up in delivering or producing goods, rendering services, or other
activities or when previously recognized assets are expected to provide reduced
or no future benefits. Some expenses, such as cost of goods sold, are recognized
simultaneously with revenues that result directly and jointly from the same
transactions or other events as the expenses. Some expenses, such as salaries,
are recognized when cash is spent or liabilities are incurred for goods and
services that are used up either simultaneously with acquisition or soon after.
Some expenses, such as depreciation, are allocated by systematic and rational
procedures to the periods during which the related assets are expected to
provide services. An expense or loss is also recognized if it becomes evident that
the previously recognized future economic benefits of an asset have been
reduced or eliminated, or that a liability has been incurred or increased,
without associated economic benefits.

Fund-Raising Costs
13.06 Fund-raising costs, including the cost of special fund-raising
events, are incurred to persuade potential donors to make contributions to an
organization and should be expensed as incurred.5 Fund-raising costs incurred
in one period, such as those made to obtain bequests, compile a mailing list of
prospective contributors, or solicit contributions in a direct-response activity,
may result in contributions that will be received in future periods. These costs
also should be expensed as incurred.

Financial Aid and Other Reductions in Amounts Charged for
Goods and Services
13.07 Some not-for-profit organizations provide reductions in amounts
charged for goods or services, such as financial aid provided by colleges and
universities. Reductions in amounts charged for goods or services provided by
a not-for-profit organization should be reported as expenses if such reductions
are given in exchange for goods or services provided to the organization, such
as part of a compensation package. Amounts reported as expenses for such
reductions should be reported in the same functional classification in which the
cost of the goods or services provided to the organization are reported. If
reductions in amounts charged for goods or services provided by a not-for-profit
organization are given other than in exchange for services provided to the
organization, such amounts should be reported as follows:
4 Not-for-profit organizations may have various kinds of functions. The discussion in this Guide
focuses on program, management and general, and fund-raising for illustrative purposes, because the
Accounting Standards Executive Committee and the Not-for-Profit Organizations Committee (Com
mittees) believe the use of those functional classifications will likely become predominant practice.
However, the Committees neither encourage nor discourage the use of those or other functional
classifications. Accordingly, the classifications used in the matrix may include program, management
and general, and fund-raising or other classifications, such as cost of sales or investing.
5 Costs are incurred when the item or service has been received.
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as expenses to the extent that the organization incurs incremental
expense in providing such goods or services
as discounts6 if the organization incurs no incremental expense in
providing such goods or services

Advertising Costs
13.08 SOP 93-7, Reporting on Advertising Costs, provides recognition,
measurement, and disclosure guidance for the advertising activities of all
entities, including not-for-profit organizations. (SOP 93-7 specifically notes,
however, that fund raising by not-for-profit organizations is not considered
advertising and is not within the scope of the SOP.) SOP 93-7 requires certain
disclosures about advertising activities, including disclosure of total advertis
ing costs for a period.
13.09 SOP 93-7 defines advertising as “the promotion of an industry, an
entity, a brand, a product name, or specific products or services so as to create
or stimulate a positive entity image or to create or stimulate a desire to buy the
entity’s products or services.” Advertising by a not-for-profit organization also
includes activities to create or stimulate a desire to use the organization’s
products or services that are provided without charge.
13.10 Advertising costs should be expensed either as incurred or the first
time the advertising takes place, except for direct-response advertising that
results in probable future benefits. Direct-response advertising should be
capitalized if it is expected to result in future benefits, as in sales resulting
from direct response advertising of merchandise in excess of future costs to be
incurred in realizing those revenues. If no future revenues are anticipated,
however, because the products or services advertised are being provided by the
organization without charge, there is no basis for capitalizing the costs of
direct-response advertising after the first time the advertising takes place.

Start-Up Costs
13.11 SOP 98-5, Reporting on the Costs o f Start-Up Activities, provides
guidance on the financial reporting of start-up costs and organization costs. It
requires costs of start-up activities and organization costs to be expensed as
incurred.
13.12 The SOP broadly defines start-up activities as those one-time ac
tivities related to opening a new facility, introducing a new product or service,
conducting business in a new territory, conducting business with a new class
of customer or beneficiary, initiating a new process in an existing facility, or
commencing some new operations. Start-up activities include activities re
lated to organizing a new entity (commonly referred to as organization costs).
13.13 This SOP provides that certain costs that may be incurred in
conjunction with start-up activities are not subject to the provisions of the SOP
and should be accounted for in accordance with other existing authoritative
literature. SOP 98-5 provides examples to help entities determine what costs
are and are not within its scope. It also includes illustrations in the appendix;
one illustration provides a scenario in which a not-for-profit organization that
has provided meals to the homeless is opening a shelter to house the homeless.
The illustration shows the costs that are and are not subject to the SOP.
6 Paragraph 12.05 provides guidance concerning display of discounts.
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13.14 SOP 98-5 is generally effective for financial statements for fiscal
years beginning after December 15,1998. Earlier application is encouraged in
fiscal years for which annual financial statements previously have not been
issued. Initial application of this SOP generally should be reported as the
cumulative effect of a change in accounting principle, as described in APB
Opinion 20, Accounting Changes. When adopting this SOP, entities are not
required to report the pro forma effects of retroactive application.

Internal Use Computer Software Costs
13.15 SOP 98-1, Accounting for the Costs o f Computer Software Developed
or Obtained for Internal Use, provides guidance on accounting for the costs of
computer software developed or obtained for internal use. SOP 98-1 identifies
the characteristics of internal-use software and provides examples to assist in
determining when computer software is for internal use. The SOP is effective
for financial statements for fiscal years beginning after December 15, 1998.7

Contributions Made
13.16 FASB Statement No. 116, Accounting for Contributions Received
provides guidance on contributions made as well as
contributions received. The recognition rules for contributions made are dis
cussed in paragraph 10.06 of this Guide. The amortization of any discount
related to unconditional promises to give should be reported in the same
functional classification in which the promise to give was reported.*
and Contributions Made,

Gains and Losses
13.17 Revenues are inflows of assets that result from an organization’s
ongoing major or central operations and activities. Gains are increases in net
assets resulting from an organization’s peripheral or incidental transactions
and other events and circumstances affecting the organization other than those
that result from revenues. Expenses are outflows of assets or incurrences of
liabilities that result from an organization’s ongoing major or central opera
tions and activities. Losses are decreases in net assets from an organization’s
peripheral or incidental transactions and other events and circumstances
affecting the organization other than those that result from expenses.
13.18 Gains and losses result both from an organization’s peripheral or
incidental activities and from events and circumstances that stem from the
environment and that are largely beyond the control of a particular organization
and its management. Some gains and losses result from holding assets or liabilities
while their values change, such as from changes in the fair value of securities or
7
Related literature includes FASB Emerging Issues Task Force (E IT F ) issue nos. 96-14, A c
counting for the Costs Associated with Modifying Computer Software for the Year 2000, and 97-13,
Accounting for Costs Incurred in Connection with a Consulting Contract or an Internal Project that
Combines Business Process Reengineering and Information Technology Transformation.
*
Some transfers may appear to be contributions made but are actually reciprocal in nature.
FASB Statement No. 136, Transfers o f Assets to a Not-for-Profit Organization or Charitable Trust
That Raises or Holds Contributions for Others, states that if a not-for-profit organization transfers
assets to a recipient organization and specifies itself or its affiliate as the beneficiary, the transfer is
not a contribution, even if the not-for-profit organization explicitly grants the recipient organization
variance power. Paragraphs 5.18 through 5.21 provide further guidance about a transfer made by a
not-for-profit organization for its own benefit or for the benefit of its affiliate.
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changes in foreign exchange rates. Other gains and losses result from natural
catastrophes, such as fires, floods, and earthquakes. Still others result from
transactions (such as an organization’s sale of buildings and equipment that
are no longer needed for its ongoing operations, or from its winning or losing a
lawsuit) that are only peripheral or incidental to the organization.
13.19 Transactions resulting in revenues for one not-for-profit organiza
tion may result in gains for another, which, in turn, determines how the related
costs should be classified and displayed. Revenues and expenses are reported
gross (except for investment revenues and related expenses, which are permit
ted to be reported net of related expenses, as discussed in paragraphs 8.08 and
13.28), while gains and losses may be reported net. Gains and losses should be
reported as increases or decreases in unrestricted net assets unless their use
is restricted by a donor or by law, in which case they should be reported as
increases or decreases in temporarily restricted or permanently restricted net
assets, as appropriate. Losses need not be reported by their functional classifi
cation or in the matrix that presents information about expenses according to
both their functional and natural classifications.

Reporting Costs Related to Sales of Goods and Services
13.20 The way that costs related to sales of goods and services are displayed
depends on whether the sales constitute a major or central activity of the organi
zation or a peripheral or incidental activity. For example, a museum that has a
store that is a major or central activity should report and display separately the
revenues from the store’s sales and the related cost of sales. Cost of sales is
permitted to be reported immediately after revenues from sale of merchandise,
and may be followed by a descriptive subtotal, or cost of sales may be reported with
other expenses. If the store sells merchandise that is related to the museum’s
program, the store would be a program service and the cost of the store’s sales
would be reported as a program expense. In other circumstances, cost of sales could
be reported as a separate supporting service. For example, if operating a cafeteria
is a major or central activity but is not related to the organization’s programs, the
cafeteria’s cost of sales would be reported as supporting services.
13.21 In contrast, a church that occasionally produces and sells a cook
book (considered to be a peripheral or incidental activity) has gains (or losses)
from those sales, and the receipts and related costs are permitted to be offset
and only the net gains (or losses) are reported. (These losses are not classified
as an expense so they should not be reported by their functional classification.)

Reporting the Cost of Special Events and Other
Fund-Raising Activities
13.22 Some organizations conduct fund-raising or joint activities,* in
cluding special social and educational events (such as symposia, dinners,
dances, and theater parties) in which the attendee receives a direct benefit (for
example, a meal or theater ticket). FASB Statement No. 117 requires the
reporting of the gross amounts of revenues and expenses from special events
and other fund-raising activities that are ongoing major or central activities,
but permits (but does not require) reporting net amounts if the receipts and
related costs result from special events that are peripheral or incidental
activities.
*

See footnote 1.
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13.23 Organizations may report the gross revenues of special events and
other fund-raising activities with the cost of direct benefits to donors (for
example, meals and facilities rental) displayed either (1) as a line item de
ducted from the special event revenues or (2) in the same section of the
statement of activities as are other programs or supporting services and
allocated, if necessary, among those various functions. Alternatively, the or
ganization could consider revenue from special events and other fund-raising
activities as part exchange (for the fair value the participant received) and part
contribution (for the excess of the payment over that fair value) and report the
two parts separately.
13.24 For example, assume an organization has a special event that is an
ongoing and major activity with a ticket price of $100. Assume that the activity
does not meet the audience criterion in paragraphs 13.58 and 13.59, and,
therefore, all costs of the activity, other than the direct donor benefits, should
be reported as fund raising. The event includes a dinner that costs the organi
zation $25 and that has a fair value of $30. (Chapter 5, “Contributions Received
and Agency Transactions,” of this Guide, discusses the appropriate reporting
if the meal or other items of value are donated to the organization for resale.)
In addition, the organization incurs other direct costs of the event in connection
with promoting and conducting the event, including incremental direct costs
incurred in transactions with independent third parties and the payroll and
payroll-related costs for the activities of employees who are directly associated
with, and devote time to, the event. Those other direct costs, which include (a)
$5 that otherwise might be considered management and general costs if they
had been incurred in a different activity, and (b) fund-raising costs of $10, are
unrelated to the direct benefits to donors and, accordingly, should not be
included as costs of benefits to donors. In addition, the organization has the
following transactions, which are unrelated to the special event: unrestricted
contributions of $200, program expenses of $60, management and general
expenses of $20, and fund-raising expenses of $20.
13.25 Some ways in which the organization could display the results of
the special event as part of its statement of activities are illustrated as follows:
Illustration 1
Changes in unrestricted net assets:
Contributions
Special event revenue
Less: Costs of direct benefits to donors
Net revenues from special events
Contributions and net revenues from special events

$200
100
(25)
75
275

Other expenses:
Program
Management and general
Fund raising
Total other expenses
Increase in unrestricted net assets
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Illustration 2

Changes in unrestricted net assets:
Revenues:
Contributions
Special event revenue
Total revenues

$200
100
300

Expenses:
Program
Costs of direct benefits to donors
Management and general
Fund raising
Total other expenses

60
25
20
35
140

Increase in unrestricted net assets

$160

Illustration 3
Changes in unrestricted net assets:
Contributions
Dinner sales
Less: Costs of direct benefits to donors
Gross profit on special events
Contributions and net revenues from special events

$270
30
(25)
___ 5
275

Other expenses:
Program
Management and general
Fund raising
Total other expenses
Increase in unrestricted net assets

60
20
35
115
$160

13.26 Paragraphs 25 and 138 of FASB Statement No. 117 permit, but do
not require, organizations to report receipts from special events that are
peripheral or incidental activities net of related costs, without reporting those
costs on the face of a statement of activities. Costs netted against receipts from
peripheral or incidental special events should be limited to direct costs.
13.27 The frequency of the events and the significance of the gross reve
nues and expenses distinguish major or central events from peripheral or
incidental events. Events are ongoing major and central activities if (a) they
are normally part of an organization’s strategy and it normally carries on such
activities or (b) the event’s gross revenues or expenses are significant in
relation to the organization’s annual budget. Events are peripheral or inciden
tal if they are not an integral part of an organization’s usual activities or if their
gross revenues or expenses are not significant in relation to the organization’s
annual budget. Accordingly, similar events may be reported differently by
different organizations based on the organization’s overall activities.
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Investment Revenues, Expenses, Gains, and Losses
13.28
Investment revenues may be reported net of related expenses, such
as custodial costs and internal and external investment advisory costs, pro
vided that the amount of such expenses is disclosed either on the face of a
statement of activities or in notes to the financial statements. Expenses that
are netted against investment revenues should, however, be reported by their
functional classification on the separate statement that reports information
about expenses by their natural classification as well as by their functional
classification in a matrix format (if the organization presents that statement).
Realized and unrealized losses on investments may be netted against realized
and unrealized gains on a statement of activities. Chapter 8, “Investments,” of
this Guide, includes a more detailed discussion of investment gains and losses.

Functional Reporting of Expenses
13.29 As has been previously noted, FASB Statement No. 117 requires
the presentation, in either a statement of activities or the notes to the
financial statements, of information about expenses (but not losses) reported
by their functional classification, such as major classes of program services
and supporting activities. Program services are defined in paragraph 27 of
FASB Statement No. 117 as “the activities that result in goods and services
being distributed to beneficiaries, customers, or members that fulfill the
purposes or mission for which the organization exists. Those services are the
major purpose for and the major output of the organization and often relate
to several major programs.” Program services may include cost of sales and
costs of other revenue-generating activities that are program related. Sup
porting services are defined in paragraph 28 as “all activities of a not-forprofit organization other than program services. Generally, they include
management and general, fund-raising, and membership-development activi
ties.” Supporting services may include, as one or more separate categories,
cost of sales and costs of other revenue-generating activities that are not
program related. FASB Statement No. 117 provides examples of the kinds of
activities that fall into each of those categories, and further elaboration is
provided in the following sections.

Functional Classifications
Program Services
13.30 The number of functional reporting classifications for program
services varies according to the nature of the services rendered. For some
organizations, a single functional reporting classification may be adequate to
portray what may, in effect, be a single, integrated program service that the
organization provides. In most cases, however, several separate and identifi
able services are provided, and in such cases the expenses for program services
should be reported by the kind of service function or group of functions. For
example, a large university may have programs for student instruction, re
search, and public service, among others. A health and welfare organization
may have programs for health and family services, research, disaster relief,
and public education, among others. A federated fund-raising organization’s
programs may include making contributions to organizations supported by the
federated fund-raising organization.
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13.31 Paragraph 26 of FASB Statement No. 117 specifies that informa
tion about expenses should be reported by their functional classification, such
as major classes of program services and supporting activities. For guidance on
what constitutes major classes of programs and supporting activities, not-forprofit organizations may consider, among other sources, FASB Statement No.
131, Disclosures about Segments o f an Enterprise and Related Information .8
13.32 The financial statements should provide information about pro
gram expenses. If the components of total program expenses are not evident
from the details provided on the face of the statement of activities (for example,
if cost of sales is not identified as either program or supporting services), the
notes to the financial statements should disclose total program expenses and
should provide information about why total program expenses disclosed in the
notes does not articulate with the statement of activities. The financial state
ments should also provide a description of the nature of the organization’s
activities, including a description of each of its major classes of programs,
either on the statement of activities (for example, using column headings) or
in the notes to the financial statements.

Supporting Services
13.33 Not-for-profit organizations may have various kinds of support
ing activities, such as management and general, fund raising, and member
ship development. Some industries have functional categories of supporting
activities that are prevalent in that industry. For example, colleges and
universities typically have institutional support and institutional develop
ment activities. A single functional reporting classification is ordinarily
adequate to portray each kind of supporting service. Organizations may,
however, present more detailed disaggregated information for each kind of
supporting service. For example, fund-raising expenses and the correspond
ing support that is obtained may be reported separately for each kind of
fund-raising activity undertaken, either on the face of a statement of activi
ties or in the notes to the financial statements.
13.34 Management and general activities are those that are not identifi
able with a single program, fund-raising activity, or membership-development
activity but that are indispensable to the conduct of those activities and to an
organization’s existence. They include oversight, business management, gen
eral record keeping, budgeting, financing, soliciting revenue from exchange
transactions, such as government contracts and related administrative activi
ties, and all management and administration except for direct conduct of
program services or fund-raising activities. The costs of oversight and manage
ment usually include the salaries and expenses of the governing board, the
chief executive officer of the organization, and the supporting staff. (If such
staff spend a portion of their time directly supervising program services or
categories of other supporting services, however, their salaries and expenses
should be allocated among those functions.) The costs of disseminating infor
mation to inform the public of the organization’s “stewardship” of contributed
funds, announcements concerning appointments, and the annual report,
among other costs, should similarly be classified as management and general
expenses. The costs of soliciting funds other than contributions, including
exchange transactions (whether program-related or not), should be classified
as management and general expenses.
8
FASB Statement No. 131 applies only to public business enterprises; however, the Statement’s
guidelines may be helpful to not-for-profit organizations in determining the number of functional
classifications that would be appropriate in their particular circumstances.
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13.35* Fund-raising activities involve inducing potential donors to con
tribute money, securities, services, materials, facilities, other assets, or
time.** They include publicizing and conducting fund-raising campaigns;
maintaining donor mailing lists; conducting special fund-raising events; pre
paring and distributing fund-raising manuals, instructions, and other materi
als; and conducting other activities involved with soliciting contributions from
individuals, foundations, governments, and others. (Paragraph 13.59 discusses
how fund-raising activities of federated fund-raising organizations should be
reported.) The financial statements should disclose total fund-raising expenses.
13.36 Membership-development activities include soliciting for prospec
tive members and membership dues, membership relations, and similar activi
ties. To the extent that member benefits are received, membership is an
exchange transaction. If there are no significant benefits or duties connected
with membership, however, the substance of membership-development activi
ties may, in fact, be fund-raising, and the related costs should be reported as
fund-raising costs.9 Membership development activities may be conducted in
conjunction with other activities. In circumstances in which membership de
velopment is in part soliciting revenues from exchange transactions and in part
soliciting contributions, the activity is a joint activity, as discussed in para
graphs 13.42 to 13.56 of this Guide. If membership development is a joint
activity and the purpose, audience, and content of the activity are appropriate
for achieving membership development, joint costs should be allocated be
tween fundraising and the exchange transaction. In circumstances in which
membership development is conducted in conjunction with other activities but
does not include soliciting contributions (for example, the organization’s mem
bership dues are entirely exchange transactions and the activity is in part
soliciting new members and in part program activities for existing members),
the activity is not a joint activity, and the costs should be allocated to member
ship development and one or more other functions. For example, membership
may entitle the members to group life and other insurance at reduced costs
because of the organization’s negotiated rates and to a subscription to the
organization’s magazine or newsletter. Under these circumstances, an appro
priate part of the costs of soliciting members should be allocated to the
membership-development function and a part to program services.

Classification of Expenses Related to More Than One Function
13.37 Some expenses are directly related to, and can be assigned to, a single
major program or service or a single supporting activity. Other expenses relate to
more than one program or supporting activity, or to a combination of programs and
supporting services. These expenses should be allocated among the appropriate
functions. Examples include a direct mail solicitation that combines fund-raising
with program activities (subject to the provisions of paragraphs 13.42 through
13.56), salaries of persons who perform more than one kind of service and the
rental of a building used for various programs and supporting activities.
*

See footnote 1.

* t its M arch 27, 2002 meeting, the FASB stated that it believes that paragraphs 26 to 28 of
A
FASB Statement No. 117 require that information about expenses be reported by functional classifi
cation and that fund-raising activities include soliciting contributions of services from individuals,
regardless of whether those services meet the recognition criteria for contributions in F A SB State
ment No. 116. The FASB also observed that the definition of fundraising activities in this Guide
conforms to paragraphs 26 to 28 of FASB Statement No. 117 and provides that costs of soliciting
donors to contribute services (time) should be reported as fund-raising activities regardless of
whether those services meet the recognition criteria for contributions in FASB Statement No. 116.
9
Paragraph 5.15 and Table 5.2 of this Guide provide indicators to help distinguish contribution
and exchange portions of membership dues.
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Direct Identification Versus Allocation Methods10
13.38 Direct identification of specific expense (also referred to as assign
expenses) is the preferable method of charging expenses to various func
tions. If an expense can be specifically identified with a program or supporting
service, it should be assigned to that function. For example, travel costs
incurred in connection with a program activity should be assigned to that
program.
ing

13.39 If direct identification (that is, assignment) is impossible or imprac
ticable, an allocation is appropriate. The techniques used to allocate are
common to all entities, for-profit and not-for-profit alike. A reasonable alloca
tion of expenses among an organization’s functions may be made on a variety
of bases. Objective methods of allocating expenses are preferable to subjective
methods. The paragraphs that follow provide guidance (in addition to that
presented throughout this chapter) on allocating or presenting certain costs that
may be incurred by not-for-profit organizations.11
13.40 The allocation may be based on related financial or nonfinancial
data. For example, the expenses associated with occupying and maintaining a
building, such as depreciation, utilities, maintenance, and insurance, may be
allocated based on the square footage of space occupied by each program and
supporting service. If floor plans are not available and the measurement of the
occupied space is impractical, an estimate of the relative portion of the building
occupied by each function may be made. Occupying and maintaining a building
is not a separate supporting service. Interest costs,12 including interest on a
building’s mortgage, should be allocated to specific programs or supporting
services to the extent possible; interest costs that cannot be allocated should be
reported as part of the management and general function.
13.41 An organization should evaluate its expense allocation methods
periodically. The evaluation may include, for example, a review of the time
records or activity reports of key personnel, the use of space, and the consump
tion of supplies and postage. The expense allocation methods should be re
viewed by management and revised when necessary to reflect significant
changes in the nature or level of the organization’s current activities.

Expenses of Materials and Activities That Combine Fund Raising
Activities with Activities That Have Elements of Another Function
(Joint Activities)13
13.42 Some not-for-profit organizations (NPOs) solicit support through a
variety of fund-raising activities. These activities include direct mail, tele
phone solicitation, door-to-door canvassing, telethons, special events, and
others. Sometimes fund-raising activities are conducted with activities related
to other functions, such as program activities or supporting services, such as
10 This section provides general information about assigning and allocating costs among
functional classifications. For costs incurred in joint activities, the guidance in this section is subject
to the provisions of paragraphs 13.42-13.56.
11 The guidance found in U.S. Office of Management and Budget Circular A-122 may also be
helpful in allocating costs.
12 Paragraph 21 of FASB Statement No. 34, Capitalization o f Interest Cost, requires disclosure
of total interest costs incurred.
13 Paragraph 14.08 discusses an advisory about reporting the accounting change for the
adoption o f Statement of Position 98-2, Accounting for Costs o f Activities o f Not-for-Profit
Organizations and State and Local Governmental Entities That Include Fund Raising.
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management and general activities.14 Sometimes fund-raising activities in
clude components that would otherwise be associated with program or support
ing services, but in fact support fund raising.

Accounting for Joint Activities
13.43 If the criteria of purpose, audience, and content are met, the costs
of a joint activity that are identifiable with a particular function should be
charged to that function and joint costs should be allocated between fund
raising and the appropriate program or management and general function. If
any of the criteria are not met, all costs of the joint activity should be reported
as fund-raising costs, including costs that otherwise might be considered
program or management and general costs if they had been incurred in a
different activity, subject to the exception in the following sentence. Costs of
goods or services provided in exchange transactions that are part of joint
activities, such as costs of direct donor benefits of a special event (for example,
a meal), should not be reported as fund raising.
P u rp o s e

13.44 The purpose criterion is met if the purpose of the joint activity
includes accomplishing program or management and general functions. (Para
graphs 13.45 and 13.46 provide guidance that should be considered in deter
mining whether the purpose criterion is met. Paragraph 13.45 provides
guidance pertaining to program functions only. Paragraph 13.46 provides
guidance pertaining to both program and management and general functions.)
13.45 Program functions. To accomplish program functions, the activity
should call for specific action by the audience that will help accomplish the
organization’s mission. For purposes of applying the guidance in paragraphs
13.42 to 13.55, the following are examples of activities that do and do not call
for specific action by the audience that will help accomplish the organization’s
mission:
•
An organization’s mission includes improving individuals’ physical
health. For that organization, motivating the audience to take specific
action that will improve their physical health is a call for specific action
by the audience that will help accomplish the organization’s mission. An
example of an activity that motivates the audience to take specific action
that will improve their physical health is sending the audience a brochure
that urges them to stop smoking and suggests specific methods, instruc
tions, references, and resources that may be used to stop smoking.
•
An organization’s mission includes educating individuals in areas
other than the causes, conditions, needs, or concerns that the organi
zation’s programs are designed to address (referred to hereafter as
“causes”). For that organization, educating the audience in areas other
than causes or motivating the audience to otherwise engage in specific
14
The functional classifications of fund raising, program, and management and general are
discussed throughout paragraphs 13.42 through 13.55 for purposes of illustrating how the guidance
in these paragraphs would be applied by entities that use those functional classifications. Some
entities have a functional structure that does not include fund raising, program, or management and
general, or that includes other functional classifications, such as membership development. This
Guide is not intended to require reporting the functional classifications of fund raising, program, and
management and general. In circumstances in which entities that have a functional structure that
includes other functional classifications conduct joint activities, all costs of those joint activities
should be charged to fund raising (or the category in which fund raising is reported), unless the
purpose, audience, and content of those joint activities are appropriate for achieving those other
functions.
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activities that will educate them in areas other than causes is a call
for specific action by the audience that will help accomplish the
organization’s mission. Examples of organizations whose mission in
cludes educating individuals in areas other than causes are universi
ties and possibly other organizations. An example of an activity
motivating individuals to engage in education in areas other than
causes is a university inviting individuals to attend a lecture or class
in which the individuals will learn about the solar system.
Educating the audience about causes or motivating the audience to
otherwise engage in specific activities that will educate them about
causes is not a call for specific action by the audience that will help
accomplish the organization’s mission. Such activities are considered
in support of fund raising. (However, some educational activities that
might otherwise be considered as educating the audience about causes
may implicitly call for specific action by the audience that will help
accomplish the organization’s mission. For example, activities that
educate the audience about environmental problems caused by not
recycling implicitly call for that audience to increase recycling. If the
need for and benefits of the specific action are clearly evident from the
educational message, the message is considered to include an implicit
call for specific action by the audience that will help accomplish the
organization’s mission.)
Asking the audience to make contributions is not a call for specific
action by the audience that will help accomplish the organization’s
mission.

•

•

If the activity calls for specific action by the audience that will help accomplish
the organization’s mission, the guidance in paragraph 13.46 should also be
considered in determining whether the purpose criterion is met.
13.46
Program and management and general functions. The following
factors should be considered, in the order in which they are listed,15 to deter
mine whether the purpose criterion is met:
a.

Whether co m p en sa tion o r fees for performing the activity are based
on contributions raised. The purpose criterion is not met if a major

ity of compensation or fees for any party’s performance of any
component of the discrete joint activity varies based on contribu
tions raised for that discrete joint activity.16, 17
15 In considering the guidance in paragraph 13.46, the factor in paragraph 13.46a (the compensa
tion or fees test) is the preeminent guidance. If the factor in paragraph 13.46a is not determinative, the
factor in paragraph 13.46b (whether a similar program or management and general activity is conducted
separately and on a similar or greater scale) should be considered. I f the factor in paragraph 13.46b is not
determinative, the factor in paragraph 13.46c (other evidence) should be considered.
16 Some compensation contracts provide that compensation for performing the activity is based
on a factor other than contributions raised, but not to exceed a specified portion of contributions
raised. For example, a contract may provide that compensation for performing the activity is $10 per
contact hour, but not to exceed 60 percent of contributions raised. In such circumstances, compensa
tion is not considered based on amounts raised, unless the stated maximum percentage is met. In
circumstances in which it is not yet known whether the stated maximum percentage is met,
compensation is not considered based on amounts raised, unless it is probable that the stated
maximum percentage will be met.
17 The compensation or fees test is a negative test in that it either (a ) results in failing the
purpose criterion or (b) is not determinative of whether the purpose criterion is met. Therefore, if the
activity fails the purpose criterion based on this factor (the compensation or fees test), the activity
fails the purpose criterion and the factor in paragraph 13.46b should not be considered. I f the purpose
criterion is not failed based on this factor, this factor is not determinative of whether the purpose
criterion is met and the factor in paragraph 13.46b should be considered.
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b.

Whether a sim ilar program or management and general activity is
conducted separately and on a similar or greater scale. The purpose

criterion is met if either of the following two conditions is met:
(1) Condition 1:
—

The program component of the joint activity calls for
specific action by the recipient that will help accomplish
the organization’s mission and

—

A similar program component is conducted without the
fund-raising component using the same medium and on a
scale that is similar to or greater than the scale on which
it is conducted with the fund raising.18

(2) Condition 2:
A management and general activity that is similar to the man
agement and general component of the joint activity being ac
counted for is conducted without the fund-raising component
using the same medium and on a scale that is similar to or
greater than the scale on which it is conducted with the fund
raising.
If the purpose criterion is met based on the factor in paragraph
13.46b, the factor in paragraph 13.46c should not be considered.
c.

Other evidence. If the factors in paragraph 13.46a or 13.46b do not
determine whether the purpose criterion is met, other evidence may
determine whether the criterion is met. All available evidence, both
positive and negative, should be considered to determine whether,
based on the weight of that evidence, the purpose criterion is met.

13.47
The following are examples of indicators that provide evidence for
determining whether the purpose criterion is met:
a.

Evidence that the purpose criterion may be met includes—
•
Measuring program results and accomplishments o f the activity.
The facts may indicate that the purpose criterion is met if the
organization measures program results and accomplishments of
the activity (other than measuring the extent to which the public
was educated about causes).
•
Medium . The facts may indicate that the purpose criterion is
met if the program component of the joint activity calls for
specific action by the recipient that will help accomplish the
organization’s mission and if the organization conducts the
program component without a significant fund-raising compo
nent in a different medium. Also, the facts may indicate that the
purpose criterion is met if the organization conducts the man
agement and general component of the joint activity without a
significant fund-raising component in a different medium.

b.

Evidence that the purpose criterion may not be met includes—
•
Evaluation or compensation. The facts may indicate that the
purpose criterion is not met if (a) the evaluation of any party’s
performance of any component of the discrete joint activity varies

18
Determining the scale on which an activity is conducted may be a subjective determination.
Factors to consider in determining the scale on which an activity is conducted may include dollars
spent, the size of the audience reached, and the degree to which the characteristics of the audience
are similar to the characteristics of the audience of the activity being evaluated.
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based on contributions raised for that discrete joint activity or
(b) some, but less than a majority, of compensation or fees for
any party’s performance of any component of the discrete joint
activity varies based on contributions raised for that discrete
joint activity.
c.

Evidence that the purpose criterion may be either met or not met
includes—
•
Evaluation o f measured results o f the activity. The organization
may have a process to evaluate measured program results and
accomplishments of the activity (other than measuring the ex
tent to which the public was educated about causes). If the
organization has such a process, in evaluating the effectiveness
of the joint activity, the organization may place significantly
greater weight on the activity’s effectiveness in accomplishing
program goals or may place significantly greater weight on the
activity’s effectiveness in raising contributions. The former may
indicate that the purpose criterion is met. The latter may indi
cate that the purpose criterion is not met.
•
Qualifications. The qualifications and duties of those perform
ing the joint activity should be considered.
—

If a third party, such as a consultant or contractor, per
forms part or all of the joint activity, such as producing
brochures or making telephone calls, the third party’s
experience and the range of services provided to the or
ganization should be considered in determining whether
the third party is performing fund-raising, program (other
than educating the public about causes), or management
and general activities on behalf of the organization.

—

•

I f the organization’s employees perform part or all of the
joint activity, the full range of their job duties should be
considered in determining whether those employees are
performing fund-raising, program (other than educating
the public about causes), or management and general
activities on behalf of the organization. For example, (a)
employees who are not members of the fund-raising
department and (b) employees who are members of the
fund-raising department but who perform non-fund-raising
activities are more likely to perform activities that include
program or management and general functions than are
employees who otherwise devote significant time to fund
raising.
Tangible evidence o f intent. Tangible evidence indicating the
intended purpose of the joint activity should be considered.
Examples of such tangible evidence include

—

The organization’s written mission statement, as stated in
its fund-raising activities, bylaws, or annual report.

—

Minutes of board of directors’, committees’, or other meetings.

—

Restrictions imposed by donors (who are not related par
ties) on gifts intended to fund the joint activity.

—

Long-range plans or operating policies.
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—

Written instructions to other organizations, such as script
writers, consultants, or list brokers, concerning the pur
pose of the joint activity, audience to be targeted, or
method of conducting the joint activity.

—

Internal management memoranda.

A u d ie n c e

13.48 A rebuttable presumption exists that the audience criterion is not
met if the audience includes prior donors or is otherwise selected based on its
ability or likelihood to contribute to the organization. That presumption can be
overcome if the audience is also selected for one or more of the reasons in
paragraph 13.49a, 13.49b, or 13.49c. In determining whether that presumption
is overcome, organizations should consider the extent to which the audience is
selected based on its ability or likelihood to contribute to the organization and
contrast that with the extent to which it is selected for one or more of the
reasons in paragraph 13.49a, 13.49b, or 13.49c. For example, if the audience’s
ability or likelihood to contribute is a significant factor in its selection and it
has a need for the action related to the program component of the joint activity,
but having that need is an insignificant factor in its selection, the presumption
would not be overcome.
13.49 In circumstances in which the audience includes no prior donors
and is not otherwise selected based on its ability or likelihood to contribute to
the organization, the audience criterion is met if the audience is selected for
one or more of the following reasons:
а.

The audience’s need to use or reasonable potential for use of the
specific action called for by the program component of the joint
activity

b.

The audience’s ability to take specific action to assist the organiza
tion in meeting the goals of the program component of the joint
activity

c.

The organization is required to direct the management and general
component of the joint activity to the particular audience or the
audience has reasonable potential for use of the management and
general component

C o n ten t

13.50 The content criterion is met if the joint activity supports program
or management and general functions, as follows:
The joint activity calls for specific action by the recipient
that will help accomplish the organization’s mission. If the need for
and benefits of the action are not clearly evident, information describ
ing the action and explaining the need for and benefits of the action
is provided.

а.

Program.

b.

Management and general.

The joint activity fulfills one or more of
the organization’s management and general responsibilities through
a component of the joint activity.19

19
Some states or other regulatory bodies require that certain disclosures be included when
soliciting contributions. For purposes of applying guidance in paragraphs 13.42 through 13.55,
communications that include such required disclosures are considered fund-raising activities and are
not considered management and general activities.
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13.51 Information identifying and describing the organization, causes, or
how the contributions provided will be used is considered in support of fund
raising.
Allocation Methods

13.52 The cost allocation methodology used should be rational and sys
tematic, it should result in an allocation of joint costs that is reasonable, and it
should be applied consistently given similar facts and circumstances. Appendix
C [paragraph 13.64] of this chapter provides explanations and illustrations of
some acceptable methods for allocating costs of joint activities.
Incidental Activities

13.53 Some fund-raising activities conducted in conjunction with pro
gram or management and general activities are incidental to such program or
management and general activities. For example, an organization may conduct
a fund-raising activity by including a generic message, “Contributions to
Organization X may be sent to [address]” on a small area of a message that
would otherwise be considered a program or management and general activity
based on its purpose, audience, and content. That fund-raising activity likely
would be considered incidental to the program or management and general
activity being conducted. Similarly, organizations may conduct program or
management and general activities in conjunction with fund-raising activities
that are incidental to such fund-raising activities. For example, an organiza
tion may conduct a program activity by including a generic program message
such as “Continue to pray for [a particular cause]” on a small area of a message
that would otherwise be considered fund raising based on its purpose, audi
ence, and content. That program activity would likely be considered incidental
to the fund-raising activity being conducted. Similarly, an organization may
conduct a management and general activity by including a brief management
and general message—“We recently changed our phone number. Our new
number is 123-4567”—on a small area of a message that would otherwise be
considered a program or fund-raising activity based on its purpose, audience,
and content. That management and general activity would likely be considered
incidental to the program or fund-raising activity being conducted. In circum
stances in which a fund-raising, program, or management and general activity
is conducted in conjunction with another activity and is incidental to that other
activity, and the conditions for allocation are met, joint costs are permitted but
not required to be allocated and may therefore be charged to the functional
classification related to the activity that is not the incidental activity. However,
in circumstances in which the program or management and general activities
are incidental to the fund-raising activities, it is unlikely that the conditions
required to permit allocation of joint costs would be met.

Disclosures
13.54 Organizations that allocate joint costs should disclose the following
in the notes to their financial statements:
a.

The types of activities for which joint costs have been incurred

b.

A

c.

The total amount allocated during the period and the portion allo
cated to each functional expense category

statement that such costs have been allocated

13.55 Organizations are encouraged, but not required, to disclose the
amount of joint costs for each kind of joint activity, if practical.
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13.56 Appendix A [paragraph 13.62] of this chapter includes a flowchart
useful in accounting for joint activities. Appendix B [paragraph 13.63] of this
chapter illustrates the application of the purpose, audience, and content crite
ria to determine whether a program or management and general activity has
been conducted along with the fund-raising activity. Appendix C [paragraph
13.64] of this chapter illustrates allocation methods. Appendix D [paragraph
13.65] of this chapter illustrates disclosures required when joint activities are
conducted. Appendix E [paragraph 13.66] of this chapter discusses further the
guidance in paragraphs 13.42 to 13.55.

Support to Affiliated Organizations
13.57 Some organizations make payments or provide other support to
local or national affiliates. The specific purposes and benefits of those pay
ments may be determinable (for example, permission to raise funds in a
specified geographical area, or the provision of joint purchasing arrangements
and technical and fund-raising assistance, functions that the organization
would otherwise have to carry out itself), or the purposes and benefits may be
indeterminable. Payments in the form of grants and dues may also be made to
affiliates.
13.58 Payments to affiliated organizations should be reported by their
functional classification to the extent that it is practicable and reasonable to
do so and the necessary information is available, even if it is impossible to
allocate the entire amount of such payments to functions. Payments to affili
ates that cannot be allocated to functions should be treated as a separate
supporting service, reported on a statement of activities as a separate line item,
and labeled “unallocated payments to affiliated organizations.”

Expenses of Federated Fund-Raising Organizations
13.59 Federated fund-raising organizations solicit and receive designated
and undesignated contributions and make grants and awards to other organi
zations. The fund-raising activities of these organizations, including activities
related to fund-raising on behalf of others, should be reported as fund-raising
expenses.

Income Taxes
13.60 If a not-for-profit organization incurs income tax expense, the notes
to the financial statements should disclose the amount of the taxes and
describe the nature of the activities that generated the taxes.

Auditing
13.61 Many audit objectives, controls, and auditing procedures for ex
penses, gains, and losses of not-for-profit organizations are similar to those of
other organizations. In addition, the auditor may need to consider the following
specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations.
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Auditing Considerations
Financial
Statement
Assertions

Specific Audit
Objectives

Examples o f
Selected Controls

Examples of
Auditing
Procedures

Expenses

Presentation and
disclosure

Expenses are
properly
classified and
displayed.

Controls ensure
that expenses
are properly
classified and
displayed.

Compare current
period expenses
in total and by
functional
classification
with expec
tations based on
prior-period
expenses and/or
budget and
obtain explan
ations for
variances from
expectations.
Determine that
expenses have
been properly
assigned and
allocated to
functional and, if
applicable,
natural class
ifications.
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Appendix A — Accounting for Joint Activities 20
START

D oes
the activity
include soliciting
contributions?

D o not
apply the
provisions
of paragraphs
13.42-13.65.

No

Yes

Apply the provisions
of p aragraphs 1 3 .42-13.65

PURPOSE

Does
the activity

Does
the activity
call for specific

No

have elements of
m anagem ent and
general functions?

action?
(Par. 1 3.45)

Yes

No

Yes

D oes a
majority of
compensation or
fees of any party performing

All costs of the
activity should be
charged to fund
raising, except for the

Yes

a com ponent of the discrete joint
activity vary based on contributions
raised for that discrete

costs of g o o d s or
services provided
in exchange
transactions.

joint activity?
(Par. 1 3 .4 6 a)

No

Is the
program
(including a call for

Is the
purpose
criterion met based

No

on other evidence?
(Par. 1 3.46c)

No

action) o r m anagem ent &
general com ponent conducted
o n a similar scale using the same
medium without the
fund-raising appeal?
(Par. 1 3.46b)

Yes
Yes
All costs of the
activity should be
charged to fund
raising, except for the
costs of go o d s or
services provided
in exchange
transactions.

A

continued

20 Note: This flowchart summarizes certain guidance in paragraphs 13.42 through 13.55 and
is not intended as a substitute for that guidance.
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A

AUDIENCE

Yes

Can the
presumption that
the audience criterion is
not met be overcome because the
audience is selected for program
or management and general
reasons?
Pars. 13.48 and 13.49)

Yes

Is the
audience prior
donors or otherwise
selected based on its
ability or likelihood
to contribute?
(
par. 13 .48)

No
No

All costs of the
activity should be
charged to fund
raising, except for the
costs of goods or
services provided
in exchange
transactions.

Is the
audience
selected for
program or management
and general reasons?
(Par. 13.49)

No

Yes
C ONTENT

Does
the activity
motivate the audience
to action in support of
program goals?
(Par. 13.50a)

No

Does
the content
fulfill management
and general
responsibilities?
(Par. 13.50b)

No

All costs of the
activity should be
charged to fund
raising, except for the
costs of goods or
services provided
in exchange
transactions.

Yes

Yes
Costs that are
identifiable with a
particular function
should be charged to
that function and
joint costs should
be allocated.
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13.63

Appendix B— Illustrations of Applying the Criteria of
Purpose, Audience, and Content to Determine
Whether a Program or Management and General
Activity Has Been Conducted
Illustration 1
Facts
1. Organization A’s mission is to prevent drug abuse. Organization A’s
annual report states that one of its objectives in fulfilling that mission is to
assist parents in preventing their children from abusing drugs.
2. Organization A mails informational materials to the parents of all junior
high school students explaining the prevalence and dangers of drug abuse. The
materials encourage parents to counsel children about the dangers of drug
abuse and inform them about how to detect drug abuse. The mailing includes
a request for contributions. Organization A conducts other activities informing
the public about the dangers of drug abuse and encouraging parents to counsel
their children about drug abuse that do not include requests for contributions
and that are conducted in different media. Organization A ’s executive director
is involved in the development of the informational materials as well as the
request for contributions. The executive director’s annual compensation in
cludes a significant bonus if total annual contributions exceed a predetermined
amount.

Conclusion
3. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
4. The activity calls for specific action by the recipient (encouraging parents
to counsel children about the dangers of drug abuse and informing them about
how to detect drug abuse) that will help accomplish the organization’s mission.
Therefore, the guidance in paragraph 13.46 should be considered. Neither of
the factors in paragraph 13.46a or 13.46b is determinative of whether the
purpose criterion is met. (Although Organization A’s executive director’s an
nual compensation varies based on annual contributions, the executive direc
tor’s compensation does not vary based on contributions raised for this discrete
joint activity.) Therefore, other evidence, such as the indicators in paragraph
13.47, should be considered. The purpose criterion is met based on the other
evidence, because (a) the program component of this activity calls for specific
action by the recipient (encouraging parents to counsel children about the
dangers of drug abuse) that will help accomplish the organization’s mission,
and it otherwise conducts the program activity in this illustration without a
request for contributions, and (b) performing such programs helps accomplish
Organization A’s mission. (Note that had Organization A conducted the activity
using the same medium on a scale that is similar to or greater than the scale
on which it is conducted with the request for contributions, the purpose
criterion would have been met under paragraph 13.46b.)
5. The audience criterion is met because the audience (parents of junior high
school students) is selected based on its need to use or reasonable potential for
use of the action called for by the program component.
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6. The content criterion is met because the activity calls for specific action
by the recipient (encouraging parents to counsel children about the dangers of
drug abuse and informing them about how to detect drug abuse) that will help
accomplish the organization’s mission (assisting parents in preventing their
children from abusing drugs), and it explains the need for and benefits of the
action (the prevalence and dangers of drug abuse).

Illustration 2
Facts
7. Organization B’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Organization
B’s objectives in fulfilling that mission is to inform the public about the effects
and early warning signs of the disease and specific action that should be taken
to prevent the disease.
8. Organization B maintains a list of its prior donors and sends them donor
renewal mailings. The mailings include messages about the effects and early
warning signs of the disease and specific action that should be taken to prevent
it. That information is also sent to a similar-sized audience but without the
request for contributions. Also, Organization B believes that recent donors are
more likely to contribute than nondonors or donors who have not contributed
recently. Prior donors are deleted from the mailing list if they have not
contributed to Organization B recently, and new donors are added to the list.
There is no evidence of a correlation between recent contributions and partici
pation in the program component of the activity. Also, the prior donors’ need to
use or reasonable potential for use of the messages about the effects and early
warning signs of the disease and specific action that should be taken to prevent
it is an insignificant factor in their selection.

Conclusion
9. The purpose and content criteria are met. The audience criterion is not
met.21 All costs, including those that might otherwise be considered program
or management and general costs if they had been incurred in a different
activity, should be charged to fund raising.
10. The activity calls for specific action by the recipient (action that should
be taken to prevent ABC disease) that will help accomplish the organization’s
mission. Therefore, the guidance in paragraph 13.46 should be considered. The
purpose criterion is met because (a) the program component of the activity calls
for specific action by the recipient that will help accomplish the organization’s
mission (to reduce the incidence of illness from the disease), and (b) the program
is also conducted using the same medium on a scale that is similar to or greater
than the scale on which it is conducted with the request for contributions (a
similar mailing is done without the request for contributions, to a similar-sized
audience).
21
Paragraph 13.43 of this SO P provides that all costs of joint activities, except for costs of goods
or services provided in exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should be charged to fund raising if any of the
criteria of purpose, audience, or content are not met. Accordingly, if one or more criteria are not met,
the other criteria need not be considered. However, the illustrations in this Appendix provide
conclusions about whether each of the criteria would be met in circumstances in which one or more
criteria are not met in order to provide further guidance.
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11. The audience criterion is not met. The rebuttable presumption that the
audience criterion is not met because the audience includes prior donors is not
overcome in this illustration. Although the audience has a need to use or
reasonable potential for use of the program component, that was an insignifi
cant factor in its selection.
12. The content criterion is met because the activity calls for specific action
by the recipient (actions to prevent ABC disease) that will help accomplish the
organization’s mission (to reduce the incidence of ABC disease), and it explains
the need for and benefits of the action (to prevent ABC disease).

Illustration 3
Facts
13. Organization C’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Organization
C’s objectives in fulfilling that mission is to increase governmental funding for
research about ABC disease.
14. Organization C maintains a list of its prior donors and its employees call
them on the telephone reminding them of the effects of ABC disease, asking for
contributions, and encouraging them to contact their elected officials to urge
increased governmental funding for research about ABC disease. The callers
are educated about ABC, do not otherwise perform fund-raising functions, and
are not compensated or evaluated based on contributions raised. Organization
C’s research indicates that recent donors are likely to contact their elected
officials about such funding while nonrecent donors are not. Prior donors are
deleted from the calling list if they have not contributed to Organization C
recently, and new donors are added to the list.

Conclusion
15. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
16. The activity calls for specific action by the recipient (contacting elected
officials concerning funding for research about ABC disease) that will help
accomplish the organization’s mission. Therefore, the guidance in paragraph
13.46 should be considered. Neither of the factors in paragraph 13.46a or 13.46b
is determinative of whether the purpose criterion is met. Therefore, other
evidence, such as the indicators in paragraph 13.47, should be considered. The
purpose criterion is met based on the other evidence, because (a ) the qualifica
tions and duties of the personnel performing the activity indicate that it is a
program activity (the callers are educated about ABC and do not otherwise
perform fund-raising functions), (b ) the method of compensation for performing
the activity does not indicate that it is a fund-raising activity (the employees
are not compensated or evaluated based on contributions raised), and (c)
performing such programs helps accomplish Organization C’s mission.
17. The audience criterion is met because the audience (recent donors) is
selected based on its ability to assist Organization C in meeting the goals of the
program component of the activity (recent donors are likely to contact their
elected officials about such funding while nonrecent donors are not).
18. The content criterion is met because the activity calls for specific action
by the recipient (contacting elected officials concerning funding for research
about ABC disease) that will help accomplish the organization’s mission (to
reduce the incidence of ABC disease), and it explains the need for and benefits
of the action (to prevent ABC disease).
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Illustration 4
Facts
19. Organization D’s mission is to improve the quality of life for senior
citizens. One of Organization D’s objectives included in that mission is to
increase the physical activity of senior citizens. One of Organization D’s
programs to attain that objective is to send representatives to speak to groups
about the importance of exercise and to conduct exercise classes.
20. Organization D mails a brochure on the importance of exercise that
encourages exercise in later years to residents over the age of sixty-five in three
zip code areas. The last two pages of the four-page brochure include a perforated
contribution remittance form on which Organization D explains its program
and makes an appeal for contributions. The content of the first two pages of the
brochure is primarily educational; it explains how seniors can undertake a
self-supervised exercise program and encourages them to undertake such a
program. In addition, Organization D includes a second brochure on various
exercise techniques that can be used by those undertaking an exercise program.
21. The brochures are distributed to educate people in this age group about
the importance of exercising, to help them exercise properly, and to raise
contributions for Organization D. These objectives are documented in a letter
to the public relations firm that developed the brochures. The audience is
selected based on age, without regard to ability to contribute. Organization D
believes that most of the recipients would benefit from the information about
exercise.

Conclusion
22. The purpose, audience, and content criteria are met, and the joint costs
should be allocated. (Note that the costs of the second brochure should be
charged to program because all the costs of the brochure are identifiable with
the program function.)
23. The activity calls for specific action by the recipient (exercising) that will
help accomplish the organization’s mission. Therefore, the guidance in para
graph 13.46 should be considered. Neither of the factors in paragraph 13.46a
or 13.46b is determinative of whether the purpose criterion is met. Therefore,
other evidence, such as the indicators in paragraph 13.47, should be considered.
The purpose criterion is met based on the other evidence, because (a) perform
ing such programs helps accomplish Organization D’s mission, and (b) the
objectives of the program are documented in a letter to the public relations firm
that developed the brochure.
24. The audience criterion is met because the audience (residents over
sixty-five in certain zip codes) is selected based on its need to use or reasonable
potential for use of the action called for by the program component.
25. The content criterion is met because the activity calls for specific action
by the recipient (exercising) that will help accomplish the organization’s mis
sion (increasing the physical activity of senior citizens), and the need for and
benefits of the action are clearly evident (explains the importance of exercising).

Illustration 5
Facts
26. The facts are the same as those in Illustration 4, except that Organization
E employs a fund-raising consultant to develop the first brochure and pays that
consultant 30 percent of contributions raised.
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Conclusion
27. The content and audience criteria are met. The purpose criterion is not
met, however, because a majority of compensation or fees for the fund-raising
consultant varies based on contributions raised for this discrete joint activity
(the fund-raising consultant is paid 30 percent of contributions raised). All costs
should be charged to fund raising, including the costs of the second brochure
and any other costs that otherwise might be considered program or manage
ment and general costs if they had been incurred in a different activity.

Illustration 6
Facts
28. Organization F’s mission is to protect the environment. One of Organi
zation F’s objectives included in that mission is to take action that will increase
the portion of waste recycled by the public.
29. Organization F conducts a door-to-door canvass of a community that
recycles a low portion of its waste. The purpose of the activity is to help increase
recycling by educating the community about environmental problems created
by not recycling, and to raise contributions. Based on the information commu
nicated by the canvassers, the need for and benefits of the action are clearly
evident. The ability or likelihood of the residents to contribute is not a basis for
communities selected, and all neighborhoods in the geographic area are covered
if their recycling falls below a predetermined rate. The canvassers are selected
from individuals who are well-informed about the organization’s environ
mental concerns and programs and who previously participated as volunteers
in program activities such as answering environmental questions directed to
the organization and developing program activities designed to influence leg
islators to take actions addressing those concerns. The canvassers have not
previously participated in fund-raising activities.

Conclusion
30. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
31. The activity calls for specific action by the recipient (implicitly—to help
increase recycling) that will help accomplish the organization’s mission. There
fore, the guidance in paragraph 13.46 should be considered. Neither of the
factors in paragraph 13.46a or 13.46b is determinative of whether the purpose
criterion is met. Therefore, other evidence, such as the indicators in paragraph
13.47, should be considered. The purpose criterion is met based on the other
evidence, because (a) the qualifications and duties of the personnel performing
the activity indicate that it is a program activity (the canvassers are selected
from individuals who are well-informed about the organization’s environ
mental concerns and programs and who previously participated as volunteers
in program activities such as answering environmental questions directed to
the organization and developing program activities designed to influence leg
islators to take actions addressing those concerns), and (b) performing such
programs helps accomplish Organization F’s mission (to protect the environment).
32. The audience criterion is met because the audience (neighborhoods
whose recycling falls below a predetermined rate) is selected based on its need
to use or reasonable potential for use of the action called for by the program
component.
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33. The content criterion is met because the activity calls for specific action
by the recipient (implicitly—to help increase recycling) that will help accom
plish the organization’s mission (to protect the environment), and the need for
and benefits of the action are clearly evident (increased recycling will help
alleviate environmental problems).

Illustration 7
Facts
34. Organization G’s mission is to provide summer camps for economically
disadvantaged youths. Educating the families of ineligible youths about the
camps is not one of the program objectives included in that mission.
35. Organization G conducts a door-to-door solicitation campaign for its
camp programs. In the campaign, volunteers with canisters visit homes in
middle-class neighborhoods to collect contributions. Organization G believes
that people in those neighborhoods would not need the camp’s programs but
may contribute. The volunteers explain the camp’s programs, including why
the disadvantaged children benefit from the program, and distribute leaflets
to the residents regardless of whether they contribute to the camp. The leaflets
describe the camp, its activities, who can attend, and the benefits to attendees.
Requests for contributions are not included in the leaflets.

Conclusion
36. The purpose, audience, and content criteria are not met. All costs should
be charged to fund raising.
37. The activity does not include a call for specific action because it only
educates the audience about causes (describing the camp, its activities, who
can attend, and the benefits to attendees). Therefore, the purpose criterion is
not met.
38. The audience criterion is not met, because the audience is selected based
on its ability or likelihood to contribute, rather than based on (a ) its need to use
or reasonable potential for use of the action called for by the program component,
or (b) its ability to take action to assist the organization in meeting the goals of the
program component of the activity. (Organization G believes that people in
those neighborhoods would not need the camp’s programs but may contribute.)
39. The content criterion is not met because the activity does not call for
specific action by the recipient. (The content educates the audience about causes
that the program is designed to address without calling for specific action.)

Illustration 8
Facts
40. Organization H’s mission is to educate the public about lifesaving tech
niques in order to increase the number of lives saved. One of Organization H’s
objectives in fulfilling that mission, as stated in the minutes of the board’s
meetings, is to produce and show television broadcasts including information
about lifesaving techniques.
41. Organization H conducts an annual national telethon to raise contribu
tions and to reach the American public with lifesaving educational messages,
such as summary instructions concerning dealing with certain life-threatening
situations. Based on the information communicated by the messages, the need
for and benefits of the action are clearly evident. The broadcast includes
segments describing Organization H’s services. Organization H broadcasts the
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telethon to the entire country, not merely to areas selected on the basis of giving
potential or prior fund raising results. Also, Organization H uses national
television broadcasts devoted entirely to lifesaving educational messages to
conduct program activities without fund raising.

Conclusion
42. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
43. The activity calls for specific action by the recipient (implicitly—to save
lives) that will help accomplish the organization’s mission. Therefore, the
guidance in paragraph 13.46 should be considered. The purpose criterion is met
because (a) the program component of the activity calls for specific action by
the recipient that will help accomplish Organization H’s mission (to save lives
by educating the public), and (b) a similar program activity is conducted without
the fund raising using the same medium and on a scale that is similar to or
greater than the scale on which it is conducted with the appeal (Organization
H uses national television broadcasts devoted entirely to lifesaving educational
messages to conduct program activities without fund raising).
44. The audience criterion is met because the audience (a broad segment of
the population) is selected based on its need to use or reasonable potential for
use of the action called for by the program activity.
45. The content criterion is met because the activity calls for specific action
by the recipient (implicitly—to save lives) that will help accomplish the organi
zation’s mission (to save lives by educating the public), and the need for and
benefits of the action are clearly evident (saving lives is desirable).

Illustration 9
Facts
46. Organization I’s mission is to provide food, clothing, and medical care to
children in developing countries.
47. Organization I conducts television broadcasts in the United States that
describe its programs, show the needy children, and end with appeals for contri
butions. Organization I’s operating policies and internal management memo
randa state that these programs are designed to educate the public about the
needs of children in developing countries and to raise contributions. The
employees producing the programs are trained in audiovisual production and are
familiar with Organization I’s programs. Also, the executive producer is paid
$25,000 for this activity, with a $5,000 bonus if the activity raises over $1,000,000.

Conclusion
48. The purpose, audience, and content criteria are not met. All costs should
be charged to fund raising.
49. The activity does not include a call for specific action because it only
educates the audience about causes (describing its programs and showing the
needy children). Therefore, the purpose criterion is not met. (Also, note that if
the factor in paragraph 13.46a were considered, it would not be determinative
of whether the purpose criterion is met. Although the executive producer will
be paid $5,000 if the activity raises over $1,000,000, that amount would not be
a majority of the executive producer’s total compensation for this activity,
because $5,000 would not be a majority of the executive producer’s total
compensation of $30,000 for this activity. Also, note that if other evidence, such
as the indicators in paragraph 13.47, were considered, the purpose criterion
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would not be met based on the other evidence. Although the qualifications and
duties of the personnel performing the activity indicate that the employees
producing the program are familiar with Organization I’s programs, the facts
that some, but less than a majority, of the executive producer’s compensation
varies based on contributions raised, and that the operating policies and
internal management memoranda state that these programs are designed to
educate the public about the needs of children in developing countries [with no
call for specific action by recipients] and to raise contributions, indicate that
the purpose is fund raising.)
50. The audience criterion is not met because the audience is selected based
on its ability or likelihood to contribute, rather than based on (a) its need to use
or reasonable potential for use of the action called for by the program compo
nent, or (b) its ability to take action to assist the organization in meeting the
goals of the program component of the activity. (The audience is a broad
segment of the population of a country that is not in need of or has no reasonable
potential for use of the program activity.)
51. The content criterion is not met because the activity does not call for
specific action by the recipient that will help accomplish the organization’s
mission. (The content educates the audience about the causes without calling
for specific action.)

Illustration 10
Facts
52. Organization J is a university that distributes its annual report, which
includes reports on mission accomplishments, to those who have made signifi
cant contributions over the previous year, its board of trustees, and its employ
ees. The annual report is primarily prepared by management and general
personnel, such as the accounting department and executive staff. The activity
is coordinated by the public relations department. Internal management
memoranda indicate that the purpose of the annual report is to report on how
management discharged its stewardship responsibilities, including the univer
sity’s overall performance, goals, financial position, cash flows, and results of
operations. Included in the package containing the annual report are requests
for contributions and donor reply cards.

Conclusion
53. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
54. The activity has elements of management and general functions. There
fore, no call for specific action is required. Neither of the factors in paragraph
13.46a or 13.46b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph 13.47, should be
considered. The purpose criterion is met based on the other evidence, because
(a) the employees performing the activity are not members of the fund-raising
department and perform other non-fund-raising activities and (b) internal
management memoranda indicate that the purpose of the annual report is to
fulfill one of the university’s management and general responsibilities.
55. The audience criterion is met because the audience is selected based on
its reasonable potential for use of the management and general component.
Although the activity is directed primarily at those who have previously made
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significant contributions, the audience was selected based on its presumed
interest in Organization J’s annual report (prior donors who have made signifi
cant contributions are likely to have an interest in matters discussed in the
annual report).
56. The content criterion is met because the activity (distributing annual
reports) fulfills one of the organization’s management and general responsibilities
(reporting concerning management’s fulfillment of its stewardship function).

Illustration 11
Facts
57. Organization K is an NPO. In accordance with internal management
memoranda documenting its policies requiring it to comply with Internal
Revenue Service (IRS) regulations, it mails prior donors who have made quid
pro quo payments in excess of $75 documentation required by the IRS. The
documentation is included on a perforated piece of paper. The information
above the perforation line pertains to the documentation required by the IRS.
The information below the perforation line includes a request for contributions
and may be used as a donor reply card.

Conclusion
58. The purpose, audience, and content criteria are met, and the joint costs
should be allocated. (Note that the costs of the information below the perfora
tion line are identifiable with fund raising and therefore should be charged to
fund raising.)
59. The activity has elements of management and general functions. There
fore, no call for specific action is required. Neither of the factors in paragraph
13.46a or 13.46b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph 13.47, should be
considered. The purpose criterion is met based on the other evidence, because
internal management memoranda indicate that the purpose of the activity is
to fulfill one of Organization K’s management and general responsibilities.
60. The audience criterion is met because the organization is required to
direct the management and general component of the activity to the particular
audience. Although the activity is directed at those who have previously
contributed, the audience was selected based on its need for the documentation.
61. The content criterion is met because the activity (sending documentation
required by the IRS) fulfills one of the organization’s management and general
responsibilities (complying with IRS regulations).

Illustration 12
Facts
62. Organization L is an animal rights organization. It mails a package of
material to individuals included in lists rented from various environmental and
other organizations that support causes that Organization L believes are
congruent with its own. In addition to donor response cards and return enve
lopes, the package includes (a) materials urging recipients to contact their
legislators and urge the legislators to support legislation to protect those rights,
and (b) postcards addressed to legislators urging support for legislation restrict
ing the use of animal testing for cosmetic products. The mail campaign is part
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of an overall strategy that includes magazine advertisements and the distribu
tion of similar materials at various community events, some of which are
undertaken without fund-raising appeals. The advertising and community
events reach audiences similar in size and demographics to the audience
reached by the mailing.

Conclusion
63. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
64. The activity calls for specific action by the recipient (mailing postcards
to legislators urging support for legislation restricting the use of animal testing
for cosmetic products) that will help accomplish the organization’s mission.
Therefore, the guidance in paragraph 13.46 should be considered. Neither of
the factors in paragraph 13.46a or 13.46b is determinative of whether the
purpose criterion is met. Therefore, other evidence, such as the indicators in
paragraph 13.47, should be considered. The purpose criterion is met based on
the other evidence, because (a) the program component of this activity calls for
specific action by the recipient that will help accomplish the organization’s
mission, and it otherwise conducts the program activity in this illustration
without a request for contributions, and (b) performing such programs helps
accomplish Organization L’s mission.
65. The audience criterion is met because the audience (individuals included
in lists rented from various environmental and other organizations that sup
port causes that Organization L believes are congruent with its own) is selected
based on its ability to take action to assist the organization in meeting the goals
of the program component of the activity.
66. The content criterion is met because the activity calls for specific action
by the recipient (mailing postcards to legislators urging support for legislation
restricting the use of animal testing for cosmetic products) that will help
accomplish the organization’s mission (to protect animal rights), and the need
for and benefits of the action are clearly evident (to protect animal rights).

Illustration 13
Facts
67. Organization M is a performing arts organization whose mission is to
make the arts available to residents in its area. Organization M charges a fee
for attending performances and sends advertisements, including subscription
forms, for the performances to residents in its area. These advertisements
include a return envelope with a request for contributions. Organization M
evaluates the effectiveness of the advertising based on the number of subscrip
tions sold as well as contributions received. In performing that evaluation,
Organization M places more weight on the number of subscriptions sold than
on the contributions received. Also, Organization M advertises the perform
ances on local television and radio without a request for contributions but on a
smaller scale than the mail advertising.

Conclusion
68. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
69. The activity calls for specific action by the recipient (attending the
performances) that will help accomplish the organization’s mission. Therefore,
the guidance in paragraph 13.46 should be considered. Neither of the factors
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in paragraph 13.46a or 13.46b is determinative of whether the purpose criterion
is met. Therefore, other evidence, such as the indicators in paragraph 13.47,
should be considered. The purpose criterion is met based on the other evidence,
because (a) the organization measures program results and accomplishments
of the joint activity and in evaluating the effectiveness of the activity, the
organization places significantly greater weight on the activity’s effectiveness
in accomplishing program goals than on the activity’s effectiveness in raising
contributions (Organization M evaluates the effectiveness of the advertising
based on the number of subscriptions sold as well as contributions received and
places more weight on the number of subscriptions sold than on the contribu
tions received), (b) it otherwise conducts the program activity without a request
for contributions, and (c) performing such programs helps accomplish Organi
zation M’s mission (to make the arts available to residents in its area).
70. The audience criterion is met because the audience (a broad segment of
the population in Organization M’s area) is selected based on its need to use or
reasonable potential for use of the action called for by the program component.
71. The content criterion is met because the activity calls for specific action
by the recipient (attending the performances) that will help accomplish the
organization’s mission (making the arts available to area residents), and the
need for and benefits of the action are clearly evident (attending the perform
ance is a positive cultural experience). (Note that the purchase of subscriptions
is an exchange transaction and, therefore, is not a contribution.)

Illustration 14
Facts
72. Organization N is a university whose mission is to educate the public
(students) in various academic pursuits. Organization N’s political science
department holds a special lecture series in which prominent world leaders
speak about current events. The speakers command relatively high fees and,
in order to cover costs and make a modest profit, the university sets a relatively
expensive fee to attend. However, the tickets are priced at the fair value of the
lecture and no portion of the ticket purchase price is a contribution. Organiza
tion N advertises the lectures by sending invitations to prior attendees and to
prior donors who have contributed significant amounts, and by placing adver
tisements in local newspapers read by the general public. At some of the
lectures, including the lecture being considered in this illustration, deans and
other faculty members of Organization N solicit significant contributions from
attendees. Other lectures in the series are conducted on a scale similar to the
scale of the lecture in this illustration without requesting contributions. Or
ganization N’s records indicate that historically 75 percent of the attendees
have attended prior lectures. Of the 75 percent who have attended prior
lectures, 15 percent have made prior contributions to Organization N. Of the
15 percent who have made prior contributions to Organization N, 5 percent
have made contributions in response to solicitations made at the events.
(Therefore, one-half of one percent of attendees make contributions in response
to solicitations made at the events. However, those contributions are signifi
cant.) Overall, the audience’s ability or likelihood to contribute is an insignifi
cant factor in its selection. Organization N evaluates the effectiveness of the
activity based on the number of tickets sold, as well as contributions received.
In performing that evaluation, Organization N places more weight on the
number of tickets sold than on the contributions received.
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Conclusion
73. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
74. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the organization’s mission. Therefore, the
guidance in paragraph 13.46 should be considered. The purpose criterion is met
because (a) the program component of the activity calls for specific action by
the recipient that will help accomplish the organization’s mission (educating
the public [students] in various academic pursuits), and (b ) the program is also
conducted using the same medium on a scale that is similar to or greater than
the scale on which it is conducted with the request for contributions (other
lectures in the series are conducted on a scale similar to the scale of the lecture
in this illustration without requesting contributions).
75. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience includes prior donors is
overcome in this illustration because the audience (those who have shown prior
interest in the lecture series, prior donors, a broad segment of the population
in Organization N’s area, and those attending the lecture) is also selected for
its reasonable potential for use of the program component (attending the
lecture). Although the audience may make significant contributions, that was
an insignificant factor in its selection.
76. The content criterion is met because the activity calls for specific action by
the recipient (attending the lecture) that will help accomplish the organization’s
mission (educating the public [students] in various academic pursuits), and the
need for and benefits of the action are clearly evident (attending the lecture is a
positive educational experience). (Note that the purchase of the tickets is an
exchange transaction and, therefore, is not a contribution. As discussed in para
graph 13.43 of this Appendix, costs of goods or services provided in exchange
transactions that are part of joint activities, such as costs of direct donor benefits
of a special event, should not be reported as fund raising.22)

Illustration 15
Facts
77. Organization O is a university whose mission is to educate the public
(students) in various academic pursuits. Organization O’s political science
department holds a special lecture series in which prominent world leaders
speak about current events. Admission is priced at $250, which is above the
$50 fair value of the lecture and, therefore, $200 of the admission price is a
contribution. Therefore, the audience’s likelihood to contribute to the organi
zation is a significant factor in its selection. Organization O advertises the
lectures by sending invitations to prior attendees and to prior donors who have
contributed significant amounts, and by placing advertisements in local news
papers read by the general public. Organization O presents similar lectures
that are priced at the fair value of those lectures.

Conclusion
78. The purpose and content criteria are met. The audience criterion is not
met. All costs, including those that might otherwise be considered program or
management and general costs if they had been incurred in a different activity,
except for the costs of the direct donor benefit (the lecture), should be charged
to fund raising.
22 Paragraphs 13.22 through 13.27 provide guidance concerning reporting special events.
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79. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the organization’s mission. Therefore, the
guidance in paragraph 13.46 should be considered. The purpose criterion is met
because (a) the program component of the activity calls for specific action by
the recipient that will help accomplish the organization’s mission (educating
the public [students] in various academic pursuits), and ( b ) the program is also
conducted using the same medium on a scale that is similar to or greater than
the scale on which it is conducted with the request for contributions (other
lectures in the series are conducted on a scale similar to the scale of the lecture
in this illustration without including a contribution in the admission price.)
80. The audience criterion is not met. The rebuttable presumption that the
audience criterion is not met because the audience is selected based on its
likelihood to contribute to the organization is not overcome in this illustration.
The fact that the $250 admission price includes a $200 contribution leads to
the conclusion that the audience’s ability or likelihood to contribute is an
overwhelmingly significant factor in its selection, whereas there is no evidence
that the extent to which the audience is selected for its need to use or reasonable
potential for use of the action called for by the program component (attending
the lecture) is overwhelmingly significant.
81. The content criterion is met because the activity calls for specific action
by the recipient (attending the lecture) that will help accomplish the organiza
tion’s mission (educating the public [students] in various academic pursuits),
and the need for and benefits of the action are clearly evident (attending the
lecture is a positive educational experience). (Note that the purchase of the
tickets is an exchange transaction and, therefore, is not a contribution. As
discussed in paragraph 13.43 of this Appendix, costs of goods or services
provided in exchange transactions that are part ofjoint activities, such as costs
of direct donor benefits of a special event, should not be reported as fund
raising.23)

Illustration 16
Facts
82. Organization P’s mission is to reduce the incidence of illness from ABC
disease, which primarily afflicts people over sixty-five years of age. One of
Organization P’s objectives in fulfilling that mission is to have all persons over
sixty-five screened for ABC disease.
83. Organization P rents space at events attended primarily by people over
sixty-five years of age and conducts free screening for ABC disease. Organiza
tion P’s employees, who are educated about ABC disease and screening proce
dures and do not otherwise perform fund-raising functions, educate interested
parties about the effects of ABC disease and the ease and benefits of screening
for it. Organization P also solicits contributions at the events. The effectiveness
of the activity is evaluated primarily based on how many screening tests are
performed, and only minimally based on contributions raised. The employees
are not compensated or evaluated based on contributions raised.

Conclusion
84. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
23 Paragraphs 13.22 through 13.27 provide guidance concerning reporting special events.
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85. The activity calls for specific action by the recipient (being screened for
ABC disease) that will help accomplish the organization’s mission. Therefore,
the guidance in paragraph 13.46 should be considered. Neither of the factors
in paragraph 13.46a or 13.46b is determinative of whether the purpose criterion
is met. Therefore, other evidence, such as the indicators in paragraph 13.47,
should be considered. The purpose criterion is met based on the other evidence,
because (a) a process exists to evaluate measured program results and accom
plishments and in evaluating the effectiveness of the joint activity, the organi
zation places significantly greater weight on the activity’s effectiveness in
accomplishing program goals than on the activity’s effectiveness in raising
contributions (Organization P evaluates the effectiveness of the activity based
on the number of screening tests conducted as well as contributions received
and places more weight on the number of tests conducted than on the contri
butions received); (b) the qualifications and duties of the personnel performing
the activity indicate that it is a program activity (the employees are educated
about ABC disease and the testing procedures and do not otherwise perform
fund-raising functions); (c) the method of compensation for performing the
activity does not indicate that it is a fund-raising activity (the employees are
not compensated or evaluated based on contributions raised); and (d ) perform
ing such programs helps accomplish Organization P’s mission (to prevent ABC
disease).
86. The audience criterion is met because the audience (people over sixty-five
years of age) is selected based on its need to use or reasonable potential for use
of the action called for by the program component.
87. The content criterion is met because the activity calls for specific action
by the recipient (being screened for ABC disease) that will help accomplish the
organization’s mission (to reduce the incidence of ABC disease), and it explains
the need for and benefits of the action (to prevent ABC disease).

Illustration 17
Facts
88. Organization Q’s mission is to provide cultural and educational televi
sion programming to residents in its area. Organization Q owns a public
television station and holds a membership drive in which it solicits new
members. The drive is conducted by station employees and consists of solicita
tions that are shown during long breaks between the station’s regularly
scheduled programs. Organization Q’s internal management memoranda state
that these drives are designed to raise contributions. Organization Q evaluates
the effectiveness of the activity based on the amount of contributions received.
Organization Q shows the programs on a similar scale, without the request for
contributions. The audience is members of the general public who watch the
programs shown during the drive. Station member benefits are given to those
who contribute and consist of tokens of appreciation with a nominal value.

Conclusion
89. The purpose, audience, and content criteria are met, and the joint costs
should be allocated. (Note that there would be few, if any, joint costs. Costs
associated with the fund-raising activities, such as costs of airtime, would be
separately identifiable from costs of the program activities, such as licensing
costs for a particular television program. Also, note that because no significant
benefits or duties are associated with membership, member dues are contribu
tions. Therefore, the substance of the membership-development activities is, in
fact, fund raising.)
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90. The activity calls for specific action by the recipient (watching the
television program) that will help accomplish the organization’s mission.
Therefore, the guidance in paragraph 13.46 should be considered. The purpose
criterion is met because (a) the program component of the activity calls for
specific action by the recipient that will help accomplish the organization’s
mission, and ( b ) the program is also conducted using the same medium on a
scale that is similar to or greater than the scale on which it is conducted with
the request for contributions (Organization Q shows the television programs
on a similar scale, without the request for contributions).
91. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience is selected based on its
likelihood to contribute is overcome in this illustration because the audience
(members of the general public who watch the television programs shown
during the drive) is also selected for its reasonable potential for use of the
program component (watching the television programs). Although the audience
may make contributions, that was an insignificant factor in its selection.
92. The content criterion is met because the activity calls for specific action
by the recipient (watching the television programs) that will help accomplish
the organization’s mission (providing cultural and educational television pro
gramming to residents in its area), and the need for and benefits of the action
are clearly evident (watching the programs is a positive cultural and educa
tional experience).
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Appendix C— Illustrations of Allocation Methods
1. Some commonly used cost allocation methods follow.

Physical Units Method
2. Joint costs are allocated to materials and activities in proportion to the
number of units of output that can be attributed to each of the materials and
activities. Examples of units of output are lines, square inches, and physical
content measures. This method assumes that the benefits received by the
fund-raising, program, or management and general component of the materials
or activity from the joint costs incurred are directly proportional to the lines,
square inches, or other physical output measures attributed to each component
of the activity. This method may result in an unreasonable allocation of joint
costs if the units of output, for example, line counts, do not reflect the degree
to which costs are incurred for the joint activity. Use of the physical units
method may also result in an unreasonable allocation if the physical units
cannot be clearly ascribed to fund raising, program, or management and
general. For example, direct mail and telephone solicitations sometimes in
clude content that is not identifiable with fund raising, program, or manage
ment and general; or the physical units of such content are inseparable.

Illustration
3. Assume a direct mail campaign is used to conduct programs of the organiza
tion and to solicit contributions to support the organization and its programs.
Further, assume that the appeal meets the criteria for allocation of joint costs
to more than one function.
4. The letter and reply card include a total of one hundred lines. Forty-five
lines pertain to program because they include a call for action by the recipient
that will help accomplish the organization’s mission, while fifty-five lines
pertain to the fund-raising appeal. Accordingly, 45 percent of the costs are
allocated to program and 55 percent to fund-raising.

Relative Direct Cost Method
5. Joint costs are allocated to each of the components on the basis of their
respective direct costs. Direct costs are those costs that are incurred in connec
tion with the multipurpose materials or activity and that are specifically
identifiable with a function (program, fund raising, or management and gen
eral). This method may result in an unreasonable allocation of joint costs if the
joint costs of the materials and activity are not incurred in approximately the
same proportion and for the same reasons as the direct costs of the materials
and activity. For example, if a relatively costly booklet informing the reader
about the organization’s mission (including a call for action by the recipient
that will help accomplish the organization’s mission) is included with a rela
tively inexpensive fund-raising letter, the allocation of joint costs based on the
cost of these pieces may be unreasonable, particularly if the booklet and letter
weigh approximately the same and therefore contribute equally to the postage
costs.

Illustration
6. The costs of a direct mail campaign that can be specifically identified with
program services are the costs of separate program materials and a postcard
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which calls for specific action by the recipient that will help accomplish the
organization’s mission. They total $20,000. The direct costs of the fund-raising
component of the direct mail campaign consist of the costs to develop and
produce the fund-raising letter. They total $80,000. Joint costs associated with
the direct mail campaign total $40,000 and would be allocated as follows under
the relative direct cost method:
Program
Fund raising

$20,000/$100,000 X $40,000 = $8,000
$80,000/$100,000 X $40,000 = $32,000

Stand-Alone Joint-Cost-Allocation Method
7. Joint costs are allocated to each component of the activity based on a ratio
that uses estimates of costs of items included in joint costs that would have
been incurred had the components been conducted independently. The numera
tor of the ratio is the cost (of items included in joint costs) of conducting a single
component independently; the denominator is the cost (of items included in
joint costs) of conducting all components independently. This method assumes
that efforts for each component in the stand-alone situation are proportionate
to the efforts actually undertaken in the joint cost situation. This method may
result in an unreasonable allocation because it ignores the effect of each
function, which is performed jointly with other functions, on other such func
tions. For example, the programmatic impact of a direct mail campaign or a
telemarketing phone message may be significantly lessened when performed
in conjunction with a fund-raising appeal.

Illustration
8. Assume that the joint costs associated with a direct mail campaign
including both program and fund-raising components are the costs of station
ery, postage, and envelopes at a total of $100,000. The costs of stationery,
postage, and envelopes to produce and distribute each component separately
would have been $90,000 for the program component and $70,000 for the
fund-raising component. Under the stand-alone joint-cost-allocation method,
the $100,000 in joint costs would be allocated as follows: $90,000/$160,000 X
$100,000 = $56,250 to program services and $70,000/$160,000 X $100,000 =
$43,750 to fund raising.
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Appendix D— Illustrations of Disclosures
1.
The disclosures discussed in paragraphs 13.54 and 13.55 are illustrated
below. Alternative 1 reports the required and encouraged information in
narrative format. Alternative 2 reports that information in tabular format, as
well as information concerning joint costs incurred for each kind of activity by
functional classification, which is neither required nor encouraged, but which
is not prohibited.

Alternative 1
Note X. Allocation of Joint Costs
In 20XX, the organization conducted activities that included requests for
contributions, as well as program and management and general components.
Those activities included direct mail campaigns, special events, and a telethon.
The costs of conducting those activities included a total of $310,000 of joint
costs, which are not specifically attributable to particular components of the
activities (joint costs). [N o t e to r e a d e r : The following sentence is encouraged
but not required .] Joint costs for each kind of activity were $50,000, $150,000,
and $110,000 respectively. These joint costs were allocated as follows:
Fund raising
Program A
Program B
Management and general
Total

$180,000
80,000
40,000
10,000
$310,000

Alternative 2
Note X. Allocation of Joint Costs
In 20XX, the organization conducted activities that included appeals for con
tributions and incurred joint costs of $310,000. These activities included direct
mail campaigns, special events, and a telethon. Joint costs were allocated as
follows:
Direct
M a il

Fund raising
Program A

Telethon

Total

$40,000

$50,000

10,000

65,000

5,000

80,000

25,000

15,000

40,000

$110,000

$310,000

Program B
Management and
general
Total

Special
Events

$90,000

10,000
$50,000

$150,000

$180,000

10,000

[ N o t e to r e a d e r : Shading is used to highlight information that is neither
required nor encouraged, but which is not prohibited. However, organizations
may prefer to disclose it. Disclosing the total jo in t costs for each kind o f activity
($50,000, $150,000, and $110,000) is encouraged but not required .]
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Appendix E— Discussion of Conclusions
Scope
1. This appendix applies only to costs of joint activities paragraphs 13.4213.55. It does not address allocations of costs in other circumstances.

Reporting Models and Related Requirements
2. Paragraph 26 of Financial Accounting Standards Board (FASB) State
ment of Financial Accounting Standards No. 117, Financial Statements o f
Not-for-Profit Organizations, specifies that a statement of activities or notes to
the financial statements should provide information about expenses reported
by their functional classification, such as major classes of program services and
supporting activities. Paragraph 13.35 of the AICPA Audit and Accounting
Guide Not-for-Profit Organizations provides that the financial statements of
not-for-profit organizations (NPOs) should disclose the total fund-raising ex
penses.
3. As discussed in footnote 16 to paragraph 13.42, this Guide is not intended
to require reporting the functional classifications of fund raising, program, and
management and general. Rather, those functional classifications are dis
cussed throughout this Guide for purposes of illustrating how the guidance in
this Guide would be applied by organizations that use those functional classi
fications. Organizations that do not use the functional classifications of fund
raising, program, and management and general should apply the guidance for
purposes of accounting for joint activities, using their reporting model. For
example, some organizations may conduct membership-development activities.
As discussed in the Glossary, if there are no significant benefits or duties
connected with membership, the substance of the membership-development
activities may, in fact, be fund raising. In such circumstances, the costs of those
activities should be charged to fund raising. To the extent that member benefits
are received, membership is an exchange transaction. In circumstances in
which membership development is in part soliciting revenues from exchange
transactions and in part soliciting contributions and the purpose, audience, and
content of the activity are appropriate for achieving membership development,
joint costs should be allocated between fund raising and the exchange transac
tion.

Assigning Costs of Joint Activities
4. Paragraph 13.43 provides: “If the criteria of purpose, audience, and
content are met, the costs of a joint activity that are identifiable with a particular
function should be charged to that function and joint costs should be allocated
between fund raising and the appropriate program or management and general
function. If any of the criteria are not met, all costs of the joint activity should
be reported as fund-raising costs, including costs that otherwise might be
considered program or management and general costs if they had been incurred
in a different activity. . . .” For example, if the criteria are met, the costs of
materials that accomplish program goals and that are unrelated to fund
raising, such as the costs of a program-related pamphlet included in a joint
activity, should be charged to program, while joint costs, such as postage, should
be allocated between fund raising and program. However, if the pamphlet is
used in fund-raising packets and the criteria are not met, the costs of the pamphlets
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used in the fund-raising packets, as well as the joint costs, should be charged
to fund raising. (If some pamphlets are used in program activities that include
no fund raising, the cost of the pamphlets used in those separate program
activities that include no fund raising should be charged to program.)

Educational Activities
5. Some organizations have missions that include educating the public
(students) in areas other than causes. Paragraph 13.45 provides that, for those
organizations, educating the audience in areas other than causes or motivating
the audience to engage in specific activities, such as attending a lecture or class,
that will educate them in areas other than causes is considered a call for specific
action by the recipients that will help accomplish the organization’s mission.
Educating the audience about causes or motivating the audience to engage in
specific activities that will educate them about causes without educating them
in other subjects is not considered a call for specific action by the audience that
will help accomplish the organization’s mission. An example of a lecture or class
that will educate students in an area other than causes is a lecture on the
nesting habits of the bald eagle, given by the Save the Bald Eagle Society, an
NPO whose mission is to save the bald eagle from extinction and educate the
public about the bald eagle. An example of a lecture or class that will address
particular causes is a lecture by the Bald Eagle Society on the potential
extinction of bald eagles and the need to raise contributions to prevent their
extinction. For purposes of applying the guidance in paragraphs 13.42-13.55,
motivating the audience to attend a lecture on the nesting habits of the bald
eagle is a call for specific action that will help accomplish the organization’s
mission. If the lecture merely addresses the potential extinction of bald eagles
and the need to raise contributions to prevent their extinction, without address
ing the nesting habits of the bald eagle, motivating the audience to attend the
lecture is not considered a call for specific action by the recipient that will help
accomplish the organization’s mission.
6. AcSEC notes that most transactions in which a student attends a lecture
or class are exchange transactions and are not joint activities. Such transac
tions are joint activities only if the activity includes fund raising.

Audience
7. Paragraph 13.48 provides that a rebuttable presumption exists that the
audience criterion is not met if the audience includes prior donors or is
otherwise selected based on its ability or likelihood to contribute to the organi
zation. That presumption can be overcome if the audience is also selected for
the program or management and general reasons specified in paragraph 13.49.
Further, paragraph 13.48 provides that in determining whether that presump
tion is overcome, organizations should consider the extent to which the audience
is selected based on its ability or likelihood to contribute to the organization and
contrast that with the extent to which it is selected for the reasons that may
overcome that presumption. Some organizations conduct joint activities that
are special events, such as symposia, dinners, dances, and theater parties, in
which the attendee receives a direct benefit (for example, a meal or theater
ticket) and for which the admission price includes a contribution. For example,
it may cost $500 to attend a dinner with a fair value of $50. In that case, the
audience is required to make a $450 contribution in order to attend. In circum
stances in which the audience is required to make a contribution to participate in
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a joint activity, such as attending a special event, the audience’s ability or
likelihood to contribute is a significant factor in its selection. Therefore, in
circumstances in which the audience is required to make a contribution to
participate in a joint activity, the extent to which the audience is selected for
the program or management and general reasons in paragraph 13.49 must be
overwhelmingly significant in order to rebut the presumption that the audience
criterion is not met.
8. The source of the names and the characteristics of the audience should be
considered in determining the reason for selecting the audience. Some organi
zations use lists compiled by others to reach new audiences. The source of such
lists may indicate the purpose or purposes for which they were selected. For
example, lists acquired from organizations with similar or related programs
are more likely to meet the audience criterion than are lists acquired from
organizations with dissimilar or unrelated programs. Also, the characteristics
of those on the lists may indicate the purpose or purposes for which they were
selected. For example, a list based on a consumer profile of those who buy
environmentally friendly products may be useful to an organization whose
mission addresses environmental concerns and could therefore indicate that
the audience was selected for its ability to take action to assist the organization
in meeting program goals. However, a list based on net worth would indicate
that the audience was selected based on its ability or likelihood to contribute,
unless there was a correlation between net worth and the program or manage
ment and general components of the activity.
9. Some audiences may be selected because they have an interest in or
affinity to the program. For example, homeowners may have an interest in the
homeless because they are sympathetic to the plight of the homeless. Never
theless, including homeowners in the audience of a program activity to provide
services to the homeless would not meet the audience criterion, because they
do not have a need or reasonable potential for use of services to the homeless.
10. Paragraph 13.49c provides that the audience criterion is met if the
organization is required to direct the management and general component of
the joint activity to the particular audience or the audience has reasonable
potential for use of the management and general component. An example of a
joint activity in which the audience is selected because the organization is
required to direct the management and general component of the joint activity
to the particular audience is an activity in which the organization sends a
written acknowledgment or other information to comply with requirements of
the Internal Revenue Service to prior donors and includes a request for
contributions. An example of a joint activity in which the audience is selected
because the audience has reasonable potential for use of the management and
general component is an activity in which the organization sends its annual
report to prior donors and includes a request for contributions.

Content
11. Paragraph 13.50 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accom
plish the organization’s mission. As discussed in the Glossary, the action should
benefit the recipient or society. Examples of actions that benefit the recipient
(such as by improving the recipient’s physical, mental, emotional, or spiritual
health and well-being) or society (such as by addressing societal problems)
include the following:
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a.

Actions that benefit the recipient:
•
Stop smoking. Specific methods, instructions, references, and
resources should be suggested.
•
Do not use alcohol or drugs. Specific methods, instructions,
references, and resources should be suggested.

b.

Actions that benefit society:
•
Write or call. The party to communicate with and the subject
matter to be communicated should be specified.
•
Complete and return the enclosed questionnaire. The results of
the questionnaire should help the organization achieve its mis
sion. For example, if the organization discards the question
naire, it does not help the organization achieve its mission.
•
Boycott. The particular product or company to be boycotted
should be specified.

12. Paragraph 13.50b provides that to meet the content criterion, manage
ment and general functions are required to fulfill one or more of the organiza
tion’s management and general responsibilities through a component of the
joint activity. Some states or other regulatory bodies require that certain
disclosures be included when soliciting contributions. Paragraph 13.50, foot
note 21, provides that for purposes of applying the guidance of paragraphs
13.42-13.55, communications that include such required disclosures are con
sidered fund-raising activities and are not considered management and general
activities. Some examples of such disclosures include the following:
•
Information filed with the attorney general concerning this charitable
solicitation may be obtained from the attorney general of [the state] by
calling 123-4567. Registration with the attorney general does not
imply endorsement.
•
A copy of the registration and financial information may be obtained
from the Division of Consumer Services by calling toll-free, within [the
state], 1-800-123-4567. Registration does not imply endorsement, ap
proval, or recommendation by [the state].
•
Information about the cost of postage and copying, and other informa
tion required to be filed under [the state] law, can be obtained by calling
123-4567.
•
The organization’s latest annual report can be obtained by calling
123-4567.

Allocation Methods
13. Paragraph 13.52 states, “The cost allocation methodology used should be
rational and systematic, it should result in an allocation of joint costs that is
reasonable, and it should be applied consistently given similar facts and
circumstances.” The allocation of joint costs should be based on the degree to
which costs were incurred for the functions to which the costs are allocated
(that is, program, management and general, or fund raising). For purposes of
determining whether the allocation methodology for a particular joint activity
should be consistent with methodologies used for other particular joint activi
ties, facts and circumstances that may be considered include factors related to
the content and relative costs of the components of the activity. The audience
should not be considered in determining whether the facts and circumstances
are similar for purposes of determining whether the allocation methodology for
a particular joint activity should be consistent with methodologies used for
other particular joint activities.
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Practicability of Measuring Joint Costs
14.
The Glossary of this Guide includes a definition ofjoint costs. Some costs,
such as utilities, rent, and insurance, commonly referred to as indirect costs,
may be joint costs. For example, the telephone bill for a department that, among
other things, prepares materials that include both fund-raising and program
components may commonly be referred to as an indirect cost. Such telephone
bills may also be joint costs. However, for some organizations, it is impracticable
to measure and allocate the portion of the costs that are joint costs. Considera
tions about which joint costs should be measured and allocated, such as
considerations about materiality and the costs and benefits of developing and
providing the information, are the same as considerations about cost allocations
in other circumstances.
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Chapter 14

Reports of Independent Auditors
Reports on Financial Statements
14.01 The guidance in SAS No. 58, Reports on Audited Financial State
ments , as amended by SAS No. 79, SAS No. 93, and SAS No. 98 (AICPA,
Professional Standards, vol. 1, AU sec. 508), applies to auditors’ reports on the
financial statements of not-for-profit organizations.1 The facts and circum
stances of each particular audit will govern the appropriate form of report. This
chapter discusses the application of SAS No. 58 to reports on the financial
statements of not-for-profit organizations in specific circumstances.
14.02 The auditor’s standard report described in SAS No. 58 refers to
“results of operations,” which is usually understood to refer to an enterprise’s
net income for a period together with other changes in net worth. As described
in chapter 3, “Basic Financial Statements,” of this Audit and Accounting Guide
(Guide), a not-for-profit organization’s statement of activities reports the
changes in net assets2 for the period but does not purport to present the
results of operations, as would an income statement of a for-profit organiza
tion.3 Accordingly, the opinion paragraph of the auditor’s report should refer
to “changes in net assets,” since that is more descriptive of the information in
the statement of activities than “results of operations.” Auditors should not
report separately on operations if the statement of activities includes an
intermediate measure of operations.

Reports on Comparative Financial Statements
14.03
As noted in chapter 3 of this Guide, not-for-profit organizations
sometimes present comparative information for a prior year or years only in
total rather than by net asset class. If reporting on comparative financial
statements, the auditor should consider paragraph 65 of SAS No. 58, which
states the following:
The fourth standard of reporting requires that an auditor’s report contain either
an expression of opinion regarding the financial statements taken as a whole
or an assertion to the effect that an opinion cannot be expressed. Reference in
1 SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports on Audited
Financial Statements, eliminates the requirement that the auditor add an uncertainties paragraph
to the auditor’s report if certain criteria are met. SAS No. 93, Omnibus Statement on Auditing
Standards— 2000, requires that auditors identify in the auditor’s report the country of origin of the
auditing standards and accounting principles used. SAS No. 98, Omnibus Statement on Auditing
Standards— 2002, requires that the auditor’s report be dated as of the date of completion of fieldwork
for the most recent audit.
2 As discussed in paragraph 3.08, descriptive terms such as “change in equity” may be used.
3 A s discussed in chapter 3 of this Guide, a not-for-profit organization may present an interme
diate measure of operations within the statement of activities. As noted in chapter 3, however, if an
intermediate measure of operations is reported, it must be in a financial statement that, at a
minimum, reports the change in unrestricted net assets for the period. Such a statement would,
therefore, ordinarily present more than merely the “results of operations.”
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the fourth reporting standard to the financial statements taken as a whole
applies not only to the financial statements of the current period but also to
those of one or more prior periods that are presented on a comparative basis
with those of the current period. Therefore, a continuing auditor should
update the report on the individual financial statements of the one or more
prior periods presented on a comparative basis with those of the current
period.

Footnote 24 to paragraph 65 of SAS No. 58 states the following:
A continuing auditor need not report on the prior-period financial statements
if only summarized comparative information of the prior period(s) is pre
sented. For example, entities such as state and local governmental units
frequently present total-all-funds information for the prior period(s) rather
than information by individual funds because of space limitations or to avoid
cumbersome or confusing formats. Also, not-for-profit organizations fre
quently present certain information for the prior period(s) in total rather
than by net asset class. In some circumstances, the client may request the
auditor to express an opinion on the prior period(s) as well as the current
period. In those circumstances, the auditor should consider whether the
information included for the prior period(s) contains sufficient detail to
constitute a fair presentation in conformity with generally accepted account
ing principles. In most cases, this will necessitate including additional
columns or separate detail by fund or net asset class, or the auditor would
need to modify his report.

14.04

Though FASB Statement No. 117, Financial Statements o f N ot-fordoes not require fund reporting, it does require, however,
that certain basic information, such as reporting net assets and changes in net
assets by net asset class, be provided. If the prior year(s) financial statements
include the minimum information required by FASB Statement No. 117 and
this Guide for a complete set of financial statements (statement of financial
position, statement of activities, statements of cash flows, and accompanying
notes), the financial statements are not summarized information. Accordingly,
a continuing auditor should report on them. Alternatively, if the prior year(s)
financial statements are summarized and therefore do not include the mini
mum information required by FASB Statement No. 117 and this Guide for a
complete set of financial statements, a continuing auditor’s report should not
mention the summarized information in the description of the financial state
ments audited or in the opinion paragraph. However, a continuing auditor
should make clear the degree of responsibility that he or she is assuming in
relation to the prior year(s) summarized information.4 The introductory para
graph of the auditor’s report should state (a) that the summarized information
has been derived from a complete set of financial statements, (b ) the date of
the auditor’s report on the complete financial statements,5 and (c) the type of

Profit Organizations,

4 SAS No. 58, Reports on Audited Financial Statements, discusses, in part, engagements in
which the auditor is asked to report on an individual financial statement, such as a balance sheet,
and not other individual financial statements, such as the statements of changes in net assets and
cash flows (AU sec. 508.33), reports on comparative financial statements (AU sec. 508.67), and
financial statements taken as a whole (AU sec. 508.05 and 508.65). The guidance in SAS No. 58
ordinarily would not apply to circumstances in which the prior year(s) financial statements are
summarized and, therefore, one or more of the individual financial statements do not include the
minimum information necessary for a full GAAP presentation.
5 Reference to the date of the original report removes any implication that records, transactions,
or events after that date have been examined. The auditor does not have a responsibility to
investigate or inquire further into events that may have occurred during the period between the date
of the report on the complete financial statements and the date of the report on the summarized
information.
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opinion expressed.6,7 An example of an introductory paragraph with such a
statement is—
W e have audited the accompanying statement of financial position of XYZ
Not-for-Profit Organization as of September 30, 19CY, and the related state
ments of activities and cash flows for the year then ended. These financial
statements are the responsibility of XYZ Not-for-Profit Organization’s manage
ment. Our responsibility is to express an opinion on these financial statements
based on our audit. The prior year summarized comparative information has
been derived from the Organization’s 19PY financial statements and, in our
report dated December 15, 19PY, we expressed an unqualified opinion on those
financial statements.

14.05 As noted in paragraph 3.20, if the comparative financial informa
tion is summarized and does not include the minimum information required by
FASB Statement No. 117 and this Guide—for example, if the statement of
activities does not present revenues, expenses, gains, and losses by net asset
class—certain disclosures about the nature of the information presented are
required. If the disclosures required by paragraph 3.20 are omitted or are
incomplete, the auditor ordinarily should add a paragraph to his or her report
calling the omitted or incomplete disclosure to the readers’ attention. Such a
paragraph might include the same wording that appears in the illustrative
note presented as an example in paragraph 3.21 of this Guide. To reduce the
likelihood that a reader might misinterpret such a paragraph to be a qualified
opinion on the current period financial statements, the paragraph should
follow the opinion paragraph and should not be referred to in either the scope
or opinion paragraphs of the auditor’s report.

Unqualified Opinions
14.06 The auditor’s standard report contains an opinion that the financial
statements are presented fairly, in all material respects, in conformity with
generally accepted accounting principles (GAAP). That conclusion may be
expressed only when the auditor has formed such an opinion on the basis of an
audit performed in accordance with generally accepted auditing standards
(GAAS). The form of the auditor’s standard report on financial statements
covering a single year is as follows:
Independent Auditor’s Report
W e have audited the accompanying statement of financial position of XYZ
Not-for-Profit Organization as of September 30, 20XX, and the related state
ments of activities and cash flows for the year then ended.8 These financial
6 If the auditor’s opinion on the complete financial statements was other than unqualified, the
report should describe the nature of, and the reasons for, the qualification. The auditor should also
consider the effect that any modification of the report on the complete financial statements might
have on the report on the summarized information. For example, if the auditor’s report on the
complete financial statements referred to another auditor or included an explanatory paragraph
because of a material uncertainty, a going concern matter, or an inconsistency in the application of
accounting principles, the report on the summarized information should state that fact. However, no
reference to the inconsistency is necessary if a change in accounting referred to in the auditor’s report
on the complete financial statements does not affect the comparability of the information being
presented.
7 I f the prior year(s) summarized information has been derived from financial statements that
were audited by another independent auditor, the report should state that fact, and the auditor
should not express an opinion on that information.
8 Each of the statements presented, which may include a statement of functional expenses,
should be identified in the introductory paragraph.
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statements are the responsibility of XYZ Not-for-Profit Organization’s manage
ment. Our responsibility is to express an opinion on these financial statements
based on our audit.
W e conducted our audit in accordance with auditing standards generally accepted
in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of XYZ Not-for-Profit Organization as of
September 30, 20XX, and the changes in its net assets and its cash flows for the
year then ended in conformity with accounting principles generally accepted in
the United States of America.
[ Signature ]
[Date]

Modified Reports and Departures From
Unqualified Opinions
14.07 SAS No. 58, as amended by SAS No. 79, SAS No. 93, and SAS No.
98, indicates the circumstances in which an explanatory paragraph should be
added following the standard opinion paragraph for changes in accounting
principles or in their method of application that have a material effect on the
comparability of financial statements.* The Statement also provides examples
of auditors’ reports in these circumstances. In addition, SAS No. 58 indicates
circumstances in which departures from GAAP and limitations on the scope of
the audit would require a qualified opinion, an adverse opinion, and a dis
claimer of opinion, and provides examples of auditors’ reports in those circum
stances. Examples of possible departures from GAAP that an auditor of a
not-for-profit organization’s financial statements might encounter include the
organization’s failure to (a) recognize or appropriately measure promises to
give, contributed services, or depreciation on plant and equipment in conform
ity with GAAP, and (b) provide information about expenses reported by their
functional classification. The auditor’s inability to obtain sufficient competent
evidential matter to audit (a ) contributed services that the organization has
recorded or ( b ) receivables and revenues from fund-raising activities is an
example of possible restrictions on the scope of the audit that an auditor of a
not-for-profit organization’s financial statements might encounter.

Going Concern
14.08 SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341),
as amended by SAS No. 77, Amendments to Statements on Auditing Standards No.
22, Planning and Supervision, No. 59, The Auditor’s Consideration of an Entity’s
Auditing
*
Interpretation No. 12, “The Effect on the Auditor’s Report of an Entity’s Adoption of
a New Accounting Standard That Does Not Require the Entity to Disclose the Effect of the Change in
the Year of Adoption,” of SAS No. 1, section 420, Consistency o f Application o f Generally Accepted
Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 9420.69-.72) discusses
whether to add an explanatory paragraph if an accounting standard does not require the organiza
tion to disclose the effect of the change in accounting principle in the year of adoption.
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Ability to Continue as Going Concern, and No. 62, Special Reports, and by SAS
No. 96, Audit Documentation, indicates circumstances in which an explanatory
paragraph should be added following the standard opinion paragraph because
the auditor has substantial doubt about the organization’s ability to continue
as a going concern for a reasonable period of time not to exceed one year beyond
the date of the balance sheet. SAS No. 59 also provides guidance on reporting
in that situation, including an example of an explanatory paragraph (following
the opinion paragraph) in the auditor’s report describing an uncertainty about
the entity’s ability to continue as a going concern. Paragraph 2.47 of this Guide
contains examples of conditions or events that are particularly applicable to
not-for-profit organizations and that might indicate that there could be sub
stantial doubt about the organization’s continued existence.

Reporting on Supplementary Information
14.09 Footnote 6 to paragraph 27 of FASB Statement No. 117 states the
following:
Information about an organization’s major programs (or segments) can be
enhanced by reporting the interrelationships of program expenses and program
revenues.... Related nonmonetary information about program inputs, outputs,
and results also is helpful.... Generally, reporting that kind of information is
feasible only in supplementary information or management explanations or by
other methods of financial reporting.

14.10 Although nonmonetary information about an organization’s activi
ties and programs may be informative and helpful to users of the financial
statements, this information is not necessary for fair presentation of financial
position, changes in net assets, or cash flows on which the auditor is reporting.
In addition, this information may not be auditable if it is obtained from records
outside the accounting system that are not subject to controls, rather than
being obtained (or derived by analysis or computation) from records subject to
controls. Accordingly, this information should not be included in the financial
statements (including the related notes) unless it is obtained from the organi
zation’s accounting records that are subject to controls over the organization’s
accounting system or derived directly from such accounting records by analysis
or computation. Paragraph 46 of SAS No. 58 suggests that if information that
is not audited and is not necessary for a fair presentation is included in the
financial statements (including the related notes), such information may be
identified as unaudited or as not covered by the auditor’s report, in which case
the auditor should not comment on it or otherwise be associated with it.

Bases of Accounting Other Than GAAP
14.11 Some not-for-profit organizations may find that financial state
ments prepared on the cash basis or the modified cash basis of accounting are
adequate for their governing boards and other users. SAS No. 62, Special
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), describes the
auditor’s reporting requirements when the financial statements are prepared
on a comprehensive basis of accounting other than GAAP (OCBOA), including
the cash receipts and disbursements basis of accounting and modifications of
the cash basis having substantial support.9
9
The accrual basis of accounting is required by GAAP for a fair presentation of financial
position, changes in net assets, and cash flows. Financial statements presented on the cash receipts
and disbursements basis of accounting or using modifications of the cash basis having substantial
support may be considered to present financial position, changes in net assets, and cash flows in
conformity with GAAP only if they do not differ materially from financial statements prepared on an
accrual basis.
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14.12 SAS No. 62 also permits an auditor to issue a special report on
financial statements that have been prepared in conformity with the require
ments or financial reporting provisions of a governmental regulatory agency
but that do not conform with GAAP or constitute OCBOA. In that instance, the
auditor’s report should include a separate paragraph at the end of the report
stating that the report is intended solely for the information and use of those
within the entity and the regulatory agency with which the report is being filed,
and is not intended to be and should not be used by anyone other than these
specified parties. Such a restrictive paragraph is appropriate, even though by
law or regulation the auditor’s report may be made a matter of public record.
The auditor may use this form of report, however, only if the financial state
ments and report are intended solely for filing with the regulatory agency to
whose jurisdiction the organization is subject.

Reporting on Prescribed Forms
14.13 Some not-for-profit organizations prepare financial reports using
forms prescribed by an affiliated organization. The auditor should review these
forms and any accompanying preprinted auditor’s report for compliance with
GAAP and GAAS. If the financial statements prepared using the prescribed form
do not conform with GAAP, either the auditor can attach a separate set of financial
statements and report on them, or he or she can issue a report on the prescribed
form but include a restriction on its distribution, as discussed above. If the auditor
considers the preprinted auditor’s report inappropriate, he or she should prepare
a separate report. When a separate report is used, the auditor should consider
inserting language such as “See attached independent auditor’s report” in the
space provided for the auditor’s signature on the preprinted form.
14.14 Internal Revenue Service (IRS) Form 990, Return of Organizations
Exempt from Income Tax, may be used in some states as an annual report by
not-for-profit organizations for reporting to both state and federal governments.
Many states require an auditor’s opinion on the financial statements included in
an IRS Form 990. An auditing interpretation of SAS No. 62 titled “Reports on the
Financial Statements Included in Internal Revenue Form 990, ‘Return of Organi
zations Exempt from Income Tax’” (AICPA, Professional Standards, vol. 1, AU sec.
9623.47-.54), provides guidance on reporting on financial statements included in
Form 990. (Paragraph 54 of that Interpretation may no longer be relevant as a
result of the issuance of FASB Statement Nos. 116 and 117.)

Reports Required by Government Auditing Standards,
the Single Audit Act Amendments of 7996, and OMB

Circular A - 133

14.15 Government Auditing Standards, the Single Audit Act Amend
ments of 1996, and U.S. Office of Management and Budget (OMB) Circular
A-133 broaden the auditor’s responsibility to include reporting on not only an
organization’s financial statements but also its internal control and its compli
ance with laws and regulations. Statement of Position (SOP) 98-3, Audits o f
States, Local Governments, and Not-for-Profit Organizations Receiving Federal
Awards,10 describes and illustrates the required reports.

10
SOP 98-3 is included in the AICPA Audit Guide Audits o f States, Local Governments, and
N ot-for-Profit Organizations Receiving Federal Awards (see footnotes 2 and 9 in chapter 2 of this
Guide).
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Chapter 15

Tax Considerations
Introduction
15.01 This chapter discusses certain tax considerations relevant to notfor-profit organizations. It does not contain a detailed discussion of the Internal
Revenue Code (IRC) and of rulings that have been issued by the Internal
Revenue Service (IRS) and that apply to not-for-profit organizations, nor is it
intended as a substitute for appropriate research in resolving tax issues.
15.02 Not-for-profit organizations and their auditors should be aware of
relevant federal and state tax laws and regulations and their potential impact
on the organization and its financial statements. An organization’s failure to
maintain its tax-exempt status could have serious tax consequences and affect
both its financial statements and related disclosures, and it could possibly
require modification of the auditor’s report. Failure to comply with tax laws
and regulations could be an illegal act that may, as discussed in chapter 2,
“General Auditing Considerations,” of this Audit and Accounting Guide
(Guide), have either a direct and material effect on the determination of
financial statement amounts (for example, the result of an incorrect accrual for
taxes on unrelated business income) or a material indirect effect on the
financial statements that would require appropriate disclosures (for example,
the result of a potential loss of tax-exempt status).

Basis of Exemption
15.03 The IRS determines whether an organization qualifies for exemp
tion from federal income tax. The following are some of the more common types
of tax-exempt organizations:
•
Corporations, united funds, other funds, and foundations organized
and operated (a) exclusively for religious, charitable, scientific, test
ing-for-public-safety, literary, or educational purposes, ( b) to foster
national or international amateur sports competition, or (c) for the
prevention of cruelty to children or animals
•
Civic leagues, organizations operated exclusively for the promotion of
social welfare, and certain local associations of employees
•
Labor, agricultural, and horticultural organizations
•
Business leagues, chambers of commerce, real estate boards, boards
of trade, and professional football leagues, that are not organized for
profit
•
Clubs organized for pleasure, recreation, and other not-for-profit pur
poses
15.04 Exemptions from state and local sales, real estate, and other taxes
vary from state to state. Organizations are generally subject to the laws of the
state of incorporation as well as the laws of states in which they conduct
significant activities. Each state’s laws govern exemption from its taxes and
should be consulted for the applicable definitions and requirements.
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15.05 Tax exemption is a privilege and not a right. At the federal level,
the IRS has the authority to revoke exemptions for any one of several reasons.
Furthermore, individual states have regulatory bodies that oversee not-forprofit organizations and that can revoke their state tax-exempt status without
regard to their federal tax-exempt status and even prevent them from operat
ing. There are many potential threats to an organization’s federal tax-exempt
status, of which the following are particularly important:
•
Material changes in the organization’s character, purpose, or method
of operation
•
Private inurement
•
Private benefit
•
Commerciality
•
Lobbying
•
Political campaign activities
•
Unrelated business income
•
Failure of the organization to meet the commensurate test
•
Violation of public policy by the organization
15.06 The IRS requires that organizations disclose on Form 990 any
changes in the kinds of exempt activities the organization conducts, any
changes in its governing documents, and whether there has been a liquidation,
dissolution, or substantial contraction. If there has been a material change in
the organization’s character, purpose, or method of operation, it may be appro
priate to seek IRS guidance in the form of a private letter ruling.
15.07 Not-for-profit organizations are generally prohibited from making
distributions to those who control or support them financially. IRS rules
regulate transactions between a not-for-profit organization and insiders. IRC
provisions concerning such transactions are stricter for private foundations
than for other not-for-profit organizations. Insiders are individuals with a
personal or private interest in the organization, such as governing board
members, officers, certain employees, and substantial contributors. Transac
tions between insiders and not-for-profit organizations are permitted, but the
organization has the burden of proving that the transactions do not result in
private inurement. The organization must be able to satisfy the IRS that the
transaction was reasonable, was adequately documented, had independent
approval, and did not violate any law or regulation. Employee compensation
can create an inurement problem if it is judged to be “unreasonably high.”
15.08 The concept of private benefit prohibits a not-for-profit organiza
tion from providing excessive benefits for the private interests of any specific
individual or group—both insiders and outsiders. Incidental levels of private
benefits are permitted, but the organization is required to demonstrate that
such benefits are a necessary concomitant of a public related benefit. The
organization should have sound policies for transactions with both insiders and
outsiders, and these policies should document that the transactions were
appropriate and were approved by disinterested parties.
15.09 A not-for-profit organization cannot qualify for tax exemption, or
can have its tax-exempt status revoked, if it is, in reality, a commercial
enterprise. Engaging in commercial activity, however, does not per se disqual
ify the organization from tax-exempt status unless the commercial activity
becomes the organization’s primary purpose. A gray area exists between
commercial and noncommercial activities. To avoid problems with commercial-
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ity, many not-for-profit organizations have found it advantageous to create
separate for-profit subsidiaries.
15.10 The IRC allows public charities (but not private foundations) to
lobby to influence federal, state, and local legislation (including initiatives and
referenda), but it places limits on how much lobbying they can do. Membership
organizations that are granted tax-exempt status under IRC Section
501(c)(4)(5) or (6) and lobby are required to make complex disclosures to their
members or pay a proxy tax.
15.11 Public charities are prohibited from engaging in partisan political
campaign activities. Prohibited political activities include contributing to can
didates or political organizations, including, for example, in-kind contributions
of services, publicity, advertising, paid staff time, facilities, and office space.
Also prohibited are evaluating candidates and their positions on specific issues
and encouraging voter registration for a specific political group. Permitted
political activities include nonpartisan get-out-the-vote campaigns.
15.12 Not-for-profit organizations can lose their tax-exempt status if the
IRS determines that too large a percentage of their income is from business
activities unrelated to their specific exempt purposes. There is, however, no
specific percentage of unrelated business income that can be designated as too
large a percentage and is, therefore, not permissible. The facts and circum
stances of each unrelated business income situation should be considered.
Unrelated business income and the unrelated business income tax are dis
cussed in more detail in paragraphs 15.17 through 15.19.
15.13 A not-for-profit organization can lose its tax-exempt status if it fails
the commensurate test, which provides that the scope of the organization’s
programs must be commensurate with its financial resources. The test re
quires that an organization have a charitable program that is both real and,
taking the organization’s circumstances and financial resources into account,
substantial. This means that fund-raising expenses and administrative ex
penses should not be an excessive percentage of total expenses. Although no
specific payout percentage has been established and individual facts and
circumstances must be considered, low levels of program spending invite IRS
scrutiny.
15.14 An organization can also lose its tax exemption because it violates
public policy, for example, through racial discrimination.

Federal and State Filing Requirements
15.15 Most tax-exempt organizations, except those with less than $25,000
in gross receipts or churches, must file annual information returns with the
IRS. Most states also have their own registration and filing requirements,
some of which include audited financial statements. The auditor should be
aware of specific state laws and regulations that specify filing and reporting
requirements, but except for the discussion of related auditors’ reports in
chapter 14, “Reports of Independent Auditors,” of this Guide, these are beyond
the scope of this Guide.

Public Charities and Private Foundations
15.16 The IRS considers all charitable organizations (that is, those that
are tax-exempt under IRC Section 501(c)(3)) to be private foundations unless
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they qualify as public charities (sometimes referred to as nonprivate founda
under one of several IRC tests. Private foundations are subject to more
restrictions under the tax law than are public charities. These restrictions
include statutory prohibitions against self-dealing, excess business holdings,
jeopardy investments, and taxable expenditures. In addition, private founda
tions are subject to an excise tax on their net investment income and are
required to make annual distributions of five percent of the average market
value of their noncharitable-use assets for charitable, educational, scientific,
and similar purposes. (Noncharitable-use assets are assets that are not used
or held for use directly in carrying on the organization’s exempt purpose; they
include assets held for investment and the production of investment income.)
Private foundations are also required to publish annually a notice that their
annual reports are available for inspection. Public charities are exempt from
federal unemployment taxes. Both public charities and private foundations
may be exempt from property and sales taxes in some states.
tions)

Unrelated Business Income
15.17 Unrelated business income is gross income from an unrelated trade
or business less expenses “directly connected” with the unrelated trade or
business, certain net operating losses, and qualified charitable contributions.
An unrelated trade or business of an exempt organization is any trade or
business which is regularly carried on, and whose conduct is not substantially
related to the exercise or performance of its exempt purpose. The IRS is
primarily interested in how the unrelated business income was earned, not in
how it is used, even if it is used to further the organization’s tax-exempt
purpose. Unrelated business income is subject to federal corporate taxes on
income, including the alternative minimum tax (AMT). (The first $1,000 of net
unrelated business income is excluded from taxation, and corporate net oper
ating losses and various tax credits are allowed.)
15.18 The unrelated-business-income tax requirements apply to all notfor-profit organizations except (a) corporations that have been organized under
Acts of Congress and that are instrumentalities of the United States and (b )
certain charitable trusts not subject to the tax on private foundations.
15.19 Income from certain specified activities that might otherwise be
considered unrelated business income is excluded from taxation. For example,
unrelated business income does not include dividends, interest, royalties, and
gains on the sale of property (unless that property was used in an unrelated
trade or business). Unrelated business income also does not include income
from activities in which substantially all of the work is done by volunteers,
income from the sale of donated merchandise, and rents from real property.
However, rents from debt-financed property, rents based on a percentage of net
income rather than gross income, and rents on personal property are consid
ered to be unrelated business income.

Auditing
15.20
As previously discussed, noncompliance with federal and state tax
laws and regulations may have direct and material effects on an organization’s
financial statements. Noncompliance may also, possibly through the loss of the
organization’s tax-exempt status, have indirect effects on the statements. Since
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many organizations depend on their tax-exempt status for funding purposes
and could lose their funding if that status was revoked, such indirect effects
may also indicate that there is substantial doubt about the organization’s
ability to continue as a going concern.
15.21
Many audit objectives, controls, and auditing procedures for the tax
provisions and liabilities of not-for-profit organizations are similar to those of
other organizations. In addition, the auditor may need to consider the following
specific audit objectives, selected controls, and auditing procedures that are
unique to not-for-profit organizations.
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Auditing Considerations

Financial
Statement
Assertions

Rights and
obligations

Specific Audit
Objectives

The not-for-profit
organization has
obtained
qualifying tax
exemptions from
the appropriate
government
authorities.

Examples o f
Selected Controls

Management
monitors
compliance with
applicable tax
regulations.

Examples o f
Auditing
Procedures

Ascertain
whether the
organization has
been granted
tax-exempt
status.
Review minutes
of governing
board meetings
for changes in
the organiza
tion’s governing
instruments that
could affect its
tax-exempt
status.
Consider the
effect of new,
expanded, or
unusual activ
ities on the
organization’s
tax-exempt
status.

Completeness

All liabilities and
contingencies for
taxes due for the
current and prior
years are
accrued or
disclosed.

Tax returns are
prepared and
reviewed by
knowledgeable
personnel.

Inquire if tax
returns have
been filed on a
timely basis.
Review tax
returns or filings
and related
correspondence
for all “open”
years.
Review revenue
agent’s reports, if
any, for evidence
of additional
liabilities or
contingencies.
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Financial
Statement
Assertions

Specific Audit
Objectives

Examples of
Selected Controls

Examples of
Auditing
Procedures

Review minutes
of governing
board and
governing board
committee
meetings and the
accounting
records for
evidence of
significant unre
lated business
income.
Review the
reasonableness
of the compu
tation of any
unrelated
business income
tax liability.
Presentation and
disclosure

The organ
ization’s taxexempt status
and any tax
contingencies are
disclosed in the
notes to the
financial
statements.

Determine
whether the
organization’s
tax-exempt
status and any
tax contingencies
are appropriately
disclosed in the
notes to the
financial
statements.
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Fund Accounting
Introduction
16.01 Many not-for-profit organizations have used fund accounting both
for internal recordkeeping and for external financial reporting purposes. Fund
accounting segregates assets, liabilities, and fund balances into separate ac
counting entities associated with specific activities, donor-imposed restric
tions, or objectives. Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 117, Financial Statements o f N ot-forProfit Organizations , however, establishes a financial reporting model based
on net assets, classified solely on the basis of donor-imposed restrictions, and
requires not-for-profit organizations’ external financial reporting to focus on
aggregate information about the entity as a whole, rather than on individ
ual funds.1 Though fund accounting is not required by generally accepted ac
counting principles, some entities will continue to use fund accounting for
internal recordkeeping purposes. Also, FASB Statement No. 117 and this
Audit and Accounting Guide (Guide) permit the continued disclosure, for
external financial reporting purposes, of disaggregated data classified by fund
groups, provided that the information required by FASB Statement No. 117 and
this Guide is presented. This chapter provides an overview of fund accounting and
discusses the reporting of information derived from an internal fund accounting
system in conformity with the reporting requirements of the net asset model.2,3

Fund Accounting and External Financial Reporting
16.02 Fund accounting is a system of recording resources whose use may
be limited by donors, granting agencies, governing boards, or other individuals
or entities or by law. To keep records of these limitations for internal purposes,
some not-for-profit organizations maintain separate funds for specific pur
poses. Each fund consists of a self-balancing set of asset, liability, and fund
balance accounts. Before the issuance of FASB Statement No. 117, most
not-for-profit organizations prepared fund-accounting-based external financial
statements by combining funds with similar characteristics into fund groups.
Authoritative guidance for external financial reporting was provided by the
two AICPA industry audit guides, one audit and accounting guide, and two of
the Statements of Position (SOPs) that are superseded by this Guide.4
1 Both fund balances and net assets represent residual interests in assets less liabilities. Fund
balances, however, are not the same as net asset balances.
2 The discussion in this chapter assumes that the provisions of paragraph 17 of FASB State
ment No. 116, Accounting for Contributions Received and Contributions Made, concerning the
recognition of expirations of donor-imposed restrictions are applied prospectively, in conformity with
paragraph 30 of Statement No. 116.
3 The timing of recognition of changes in net assets under fund accounting and the net asset
model may differ. For example, restrictions may expire under the net asset model in different periods
than when expenses are reported in a fund. Accordingly, not-for-profit organizations that continue to
use fund accounting for internal recordkeeping purposes should keep records of all transactions and
events that have been recognized under one model but not the other and should adjust opening fund
accounting balances to amounts representing opening net assets.
4 As noted in the preface, this Guide supersedes Audits o f Voluntary Health and Welfare
Organizations, Audits o f Colleges and Universities (including SOP 74-8, Financial Accounting and
Reporting by Colleges and Universities) and Audits o f Certain Nonprofit Organizations (including
SOP 78-10, Accounting Principles and Reporting Practices for Certain Nonprofit Organizations).
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16.03 For external financial reporting purposes, the total of all assets
and liabilities included in all funds and changes in net assets should be
measured and reported on a not-for-profit organization’s financial statements
in conformity with FASB Statement Nos. 116 and 117 and with chapters 3
through 13 of this Guide. (As stated in footnote 8 of Statement No. 117,
“because receivables and payables between fund groups are not organizational
assets or liabilities, a statement of financial position must clearly label and
arrange those interfund items to eliminate their amounts when displaying
total assets or liabilities.”) Fund balances should be classified on a statement
of financial position as unrestricted, temporarily restricted, or permanently
restricted net assets based on the existence and type of donor-imposed restric
tions.5 For external financial reporting purposes, a fund balance may have to
be divided among more than one net asset class. The remainder of this chapter
describes seven commonly used kinds of funds and discusses how their fund
balances should be reported based on the requirements of FASB Statement No.
117 and this Guide.

Unrestricted Current (or Unrestricted Operating or
General) Funds
16.04 Unrestricted current funds (also called unrestricted operating or
funds) are used to record organizations’ activities that are supported
by resources over which governing boards have discretionary control. Amounts
designated by governing boards for specific purposes may be included in
unrestricted current funds, or those amounts may be accounted for in other
funds, such as plant funds, endowment funds, and loan funds. The principal
sources of unrestricted current funds are unrestricted contributions from
donors; exchange transactions with members, clients, students, customers,
and others; and unrestricted investment income. Resources are used to help
meet the costs of providing the organization’s programs and supporting services.

general

16.05 Fund balances of unrestricted current funds should be classified on
a statement of financial position as unrestricted net assets unless donors have
stipulated restrictions on the use of contributed assets that expire by passage
of time. In those situations, net assets should be classified as temporarily
restricted. Unrestricted fund balances that have been designated by governing
bodies for specific purposes (such as quasi-endowment, funds functioning as
endowment, funds for long-term investment, self-insurance reserve funds, or
future development funds) should be classified as unrestricted net assets.
Board designations are permitted to be disclosed, as discussed in paragraphs
3.07 and 11.12 of this Guide.

Restricted Current (or Restricted Operating or
Specific-Purpose) Funds
16.06 Restricted current funds (also called restricted operating or specificfunds) are used to record organizations’ activities that are supported
by resources whose use is limited by external parties to specific operating
purposes. The principal sources of restricted current funds are contributions

purpose

5
Accounting for contributions received with donor-imposed restrictions is discussed in para
graphs 5.26 through 5.34 of this Guide.
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from donors; contracts, grants and appropriations; endowment income; and
other sources where resource providers have stipulated the specific operating
purposes for which the resources are to be used.
16.07 Fund balances of restricted current funds represent net assets held
for specified operating activities that have not yet been used. The portion of the
fund balances, if any, that represents amounts contributed with donor-imposed
restrictions should be classified as temporarily restricted net assets. Fund
balances representing amounts received with limitations other than donor-im
posed restrictions, such as contractual limitations, should be classified as
unrestricted net assets. Any portion of the fund balances that represents
unearned revenue resulting from exchange transactions should be classified as
a liability.

Plant (or Land, Building, and Equipment) Funds
16.08 Some not-for-profit organizations record plant and equipment (and
resources held to acquire them) in a plant (or land, building, and equipment)
fund or funds. A plant fund may be a single group of accounts or may be
subdivided into some or all of the following subfund account groups:
•
Unexpended plant funds
•
Funds for renewal and replacement
•
Funds for retirement of indebtedness
•
Investment (or net investment) in plant
16.09 Unexpended plant fund balances and renewals and replacement
fund balances represent net assets that have not yet been used to acquire,
renew, and replace plant and equipment. Retirement-of-indebtedness fund
balances represent net assets held to service debt related to the acquisition or
construction of plant and equipment. The portion of those fund balances that
represents amounts received with donor-imposed restrictions should be classi
fied in a statement of financial position as temporarily restricted or perma
nently restricted net assets, depending on the nature of the restrictions. Other
fund balances, including those arising under agreements with trustees under
bond indentures and those designated by the organization’s governing board
for the purchase, construction, renewal, or replacement of property and equip
ment, should be classified as unrestricted net assets.6
16.10 Investment-in-plant fund balances represent assets invested in
property and equipment less any liabilities related to those assets. These fund
balances should be classified as permanently restricted net assets to the extent
that (1) donors have imposed restrictions on the assets’ use that neither expire
by passage of time nor can be fulfilled or removed by actions of the organiza
tion—for example, land that must be held in perpetuity—or (2) the proceeds
from the ultimate sale or disposal of contributed assets must be reinvested in
perpetuity. Amounts representing property and equipment donated or ac
quired with donor-imposed restrictions that expire by passage of time or that
can be fulfilled or removed by actions of the organization should be classified
as temporarily restricted net assets. Amounts representing gifts of property
and equipment received without donor-imposed restrictions about how long the
6
Board designations and other limitations on the use of unrestricted net assets stipulated by
entities other than donors can be described on the face of the financial statements or in the notes.
Paragraphs 3.07 and 11.12 of this Guide discuss such disclosures.
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assets must be used should be classified as either unrestricted or temporarily
restricted net assets, depending on the accounting policy adopted by the
organization.7 Amounts representing property and equipment acquired with
unrestricted resources or with resources whose use is limited by parties other
than donors should be classified as unrestricted net assets. Significant limita
tions on the use of property and equipment should be described in notes to the
financial statements.8

Loan Funds
16.11 Some not-for-profit organizations use loan funds to account for
loans made to students, employees, and other constituents and resources
available for those purposes. The assets initially made available for the loans
may be provided by donors or various governmental and other granting agen
cies or designated by governing boards. These organizations or individuals may
also stipulate qualifications for individual borrowers. Some loan funds are
self-perpetuating—that is, the principal and interest repayments on outstand
ing loans are used to make additional loans. Other loan funds are created on a
temporary basis, and the original resource providers must be repaid. In some
situations, repayments may be forgiven by resource providers if certain condi
tions are met.
16.12 Fund balances of loan funds represent net assets available for
lending. The portion of the fund balances representing net assets restricted by
donors in perpetuity for use in making loans (for example, a revolving fund)
should be classified as permanently restricted. The portion of the fund balances
representing net assets temporarily restricted by donors (for example, if, each
year, a portion of the fund may be used for the unrestricted purposes of the
organization) should be classified as temporarily restricted. Amounts that
have been designated by governing boards to be used as loan funds, such as
amounts designated as matching funds for government loan programs (for
example, government loans to students that require colleges and universities
to match a portion of those loans) and other amounts used for loans that have
not been restricted by donors, should be classified as unrestricted net assets.
Any portion of loan fund balances that represents refundable advances, such
as under a government loan program, should be reported as a liability.

Endowment Funds
16.13 Some not-for-profit organizations record cash, securities, or other
assets held to provide income for the maintenance of the organization in an
endowment fund or funds. Three kinds of endowment may be identified:
permanent endowment; term endowment; and quasi endowment, or funds
functioning as endowment. Permanent endowment refers to amounts that have
been contributed with donor-specified restrictions that the principal be in
vested in perpetuity; income from those investments may also be restricted by
donors. Term endowment is similar to permanent endowment, except that at
some future time or upon the occurrence of a specified future event, the re
7 Paragraph 9.05 of this Guide discusses alternative accounting policies concerning the contri
bution of long-lived assets received without donor-imposed restrictions.
8 Examples of significant limitations on the use of property and equipment that should be
described in the notes to the financial statements are provided in paragraph 9.15 of this Guide.
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sources originally contributed become available for unrestricted or purposerestricted use by the entity. Quasi endowment refers to resources designated
by an entity’s governing board to be retained and invested for specified pur
poses for a long but unspecified period.
16.14 Fund balances of endowment funds represent net assets for which
various limitations exist on the use of the resources invested and, in some
cases, on the income generated by those resources. Amounts that represent net
assets restricted by donors in perpetuity should be classified as permanently
restricted. I f donor-imposed restrictions exist that preclude the use of gains
and losses (net appreciation) on permanent endowment, either as a result of
explicit or implicit donor stipulation or by the organization’s interpretation
of the relevant law, those gains and losses should also be classified as perma
nently restricted. In the absence of such restrictions, those gains and losses
should be classified as temporarily restricted or unrestricted, depending on the
existence or absence of temporary restrictions imposed by the donor.
16.15 Fund balances that represent term endowments for which the princi
pal must be maintained for a specific period or must be used at the end of the
term for a specified purpose should be classified as temporarily restricted net
assets. Amounts representing resources that will be permanently restricted at
the end of a specified term should be classified as permanently restricted net assets.
16.16 Fund balances that represent quasi endowments or other amounts
designated by the organization’s governing board should be classified as unre
stricted net assets unless donor-imposed restrictions exist on their use. Board
designations are permitted to be disclosed, as discussed in paragraphs 3.07 and
11.12 of this Guide.

Annuity and Life-income (Split-lnterest) Funds
16.17 Annuity and life-income (or split-interest) funds may be used by
not-for-profit organizations to account for resources provided by donors under
various kinds of agreements in which the organization has a beneficial interest
in the resources but is not the sole beneficiary. These agreements include
charitable lead and remainder trusts, charitable gift annuities, and pooled
(life) income funds. Split-interest agreements are discussed in chapter 6,
“Split-lnterest Agreements,” of this Guide.
16.18 Fund balances of annuity and life-income funds represent a not-forprofit organization’s beneficial interest in the resources contributed by donors
under split-interest agreements. Any portion of the fund balances representing
amounts that will become part of permanent endowment when the agreements
terminate should be classified as permanently restricted net assets. Any
portion of the fund balances representing amounts that will be available for
restricted purposes, or available for unrestricted use, by the entity when
agreements terminate should be classified as temporarily restricted net assets.
Any portion of the fund balances representing amounts that are available for
unrestricted purposes should be classified as unrestricted net assets.

Agency (Or Custodian) Funds
16.19 Agency (or custodian) funds are used by not-for-profit organizations
to account for resources held by the entity as an agent for resource providers
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before those resources are transferred to third-party recipients specified by the
resource providers. The entity has little or no discretion over the use of those
resources. Accounting for agency transactions and distinguishing agency
transactions from contributions are discussed in chapter 5, “Contributions
Received and Agency Transactions,” of this Guide. Because the assets and
liabilities are always equal in agency funds, no net assets are reported.

Summary
16.20
The following exhibit summarizes the net asset classes into which
various kinds of fund balances will typically be classified.
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Typical Classification of Fund Balances
N et Asset Class

Fund Type

Permanently
Restricted

Temporarily
Restricted

Unrestricted

Unrestricted
Current (or
Unrestricted
Operating or
General)

Not applicable

Contributions
with donorimposed restric
tions that expire
with the passage
of time (not
usually present
in unrestricted
current funds)

Unrestricted
fund balances,
including those
designated by
governing bodies
for specific
purposes

Restricted
Current (or
Restricted
Operating or
Specific Purpose)

Not applicable

Contributions
with donorimposed restric
tions that expire
with the passage
of time or that
can be fulfilled or
removed by
actions of the
organization

Unrestricted
fund balances,
including those
designated by
governing bodies
for specific
purposes9

Plant (or Land,
Building, and
Equipment)

Contributions
with donorimposed restric
tions that do not
expire with the
passage of time
or cannot be
fulfilled or
removed by
actions of the
organization10

Contributions
with donorimposed restric
tions that expire
with the passage
of time or that
can be fulfilled or
removed by
actions of the
organization11

Unrestricted
fund balances,
including those
designated by
governing bodies
for specific
purposes 12

9 Any portion of the fund balances representing unearned revenue from exchange transactions
should be classified as a liability.
10 This would include contributed assets such as land and capitalized collection items that must
be held in perpetuity and other contributed assets when donors have stipulated that the proceeds
from their ultimate sale or disposal must be reinvested in perpetuity.
11 Amounts representing assets contributed without donor-imposed restrictions about how long
the land, building, or equipment must be used should be classified as unrestricted or temporarily
restricted net assets, depending on the accounting policy adopted by the organization.
12 Amounts representing assets contributed without donor-imposed restrictions about how long
the land, building, or equipment must be used should be classified as unrestricted or temporarily
restricted net assets, depending on the accounting policy adopted by the organization.
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Permanently
Restricted

Temporarily
Restricted

Loan

Contributions
with donorimposed restric
tions that do not
expire with the
passage of time
or can not be
fulfilled or
removed by
actions of the
organization

Contributions
with donorimposed restric
tions that expire
with the
passage of time
or that can be
fulfilled or
removed by
actions of the
organization

Unrestricted
fund balances,
including those
designated by
governing
bodies for
specific purposes

Endowment

Permanent
endowment13

Temporary (or
term) endow
ment14

Quasi endow
ment15

Annuity and
Life-income
(Split Interests)

Donor-restricted
in perpetuity

Amounts
available for
unrestricted or
time-or-purpose
restricted use
when agree
ment terminates

Unrestricted
fund balances,
including those
designated by
governing
bodies for
specific purposes

Agency (or
Custodian)

Not applicable

Not applicable

Not applicable

Fund Type

Unrestricted

13 Includes gains and losses on permanent endowment when donor restrictions or law perma
nently preclude their use.
14 Includes gains on permanent endowment when donor restrictions or law specify their use.
15 Includes gains on permanent endowment when donors or laws do not restrict or specify their
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Appendix A

Background Information and Basis
for Conclusions
1. This appendix provides background information and discusses the
comments received on the April 14, 1995, exposure draft that preceded this
Audit and Accounting Guide (Guide)—Proposed Audit and Accounting Guide
Not-for-Profit Organizations —and the basis for key conclusions in this Guide.

Background
2. In June 1993, the Financial Accounting Standards Board (FASB)
issued Statement of Financial Accounting Standards No. 116, Accounting for
Contributions Received and Contributions Made, and Statement No. 117,
Financial Statements o f Not-for-Profit Organizations. At the time those State
ments were issued, guidance on accounting and reporting by not-for-profit
organizations was provided by the following AICPA pronouncements:
•
Industry Audit Guide Audits o f Voluntary Health and Welfare
Organizations

•

Industry Audit Guide Audits o f Colleges and Universities,* including
Statement of Position (SOP) 74-8, Financial Accounting and Reporting

•

Audit and Accounting Guide Audits o f Certain Nonprofit Organizations,*
including SOP 78-10, Accounting Principles and Reporting Practices

by Colleges and Universities

for Certain Nonprofit Organizations*

Some of the guidance in those AICPA pronouncements was inconsistent with
FASB Statement Nos. 116 and 117.
3. In light of the comprehensive changes in generally accepted accounting
principles (GAAP) for not-for-profit organizations resulting from guidance in
FASB Statement Nos. 116 and 117, as well as changes in practice that have
occurred subsequent to the issuance of the pronouncements that this Guide
supersedes, the AICPA’s Accounting Standards Executive Committee (AcSEC)
and the Not-for-Profit Organizations Committee (the Committees) concluded
that the AICPA guidance should be completely rewritten, rather than merely
revised for conforming changes based on the issuance of Statement Nos. 116
and 117.
4. FASB Statement Nos. 116 and 117 provide broad, rather than indus
try-specific, guidance for the various kinds of not-for-profit organizations. By
providing broad guidance directed at critical issues, FASB Statement Nos. 116
and 117 allow organizations latitude to report relevant information in ways
they believe are most useful to financial statements users. Paragraphs 3 and
49 of FASB Statement No. 117 specify that, within the parameters of that
Statement, the AICPA may provide more specific reporting guidance for cer
tain not-for-profit organizations.
*These publications have been superseded by the A IC P A Audit and Accounting Guide Not-forProfit Organizations.
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5. In light of the broad standards included in FASB Statement Nos. 116
and 117 and the belief that like transactions should be accounted for in like
ways, regardless of the industry in which the organization operates, the
Committees believe that this Guide should apply to all not-for-profit organiza
tions. Further, this Guide should include guidance that is applied consistently
by different kinds of not-for-profit organizations, rather than guidance that
differs based on the kind of not-for-profit organization, such as voluntary
health and welfare organizations or private colleges and universities.1 Accord
ingly, this Guide is directed at not-for-profit organizations in general and not
at specific kinds of such organizations.
6. The provisions of Statement of Position (SOP) 87-2, Accounting for
Joint Costs o f Informational Materials and Activities o f Not-for-Profit Organi
zations That Include a Fund-Raising Appeal, have been difficult to implement
and applied inconsistently in practice. That difficulty has been due in part to
the following:
•
The second sentence of paragraph 1 of SOP 87-2 stated that “some of
the costs incurred by such organizations are clearly identifiable with
fundraising, such as the cost of fund-raising consulting services.” It is
unclear whether activities that would otherwise be considered pro
gram activities should be characterized as program activities if they
are performed or overseen by professional fund raisers. Also, it is
unclear whether activities would be reported differently (for example,
as program rather than fund raising) depending on whether the
fund-raising consultant is compensated by a predetermined fee or by
some other method, such as a percentage of contributions raised.
•
SOP 87-2 was unclear about whether allocation of costs to fund-raising
expense is required if the activity for which the costs were incurred
would not have been undertaken without the fund-raising component.
•
SOP 87-2 defined joint costs through examples, and it is therefore
unclear what kinds of costs were covered by SOP 87-2. For example,
it is unclear whether salaries and indirect costs can be joint costs.
•
Some believe the guidance in SOP 87-2 was inadequate to determine
whether joint activities, such as those that request contributions and
also list the warning signs of a disease, are designed to motivate their
audiences to action other than to provide contributions to the entity.
It is unclear what attributes the targeted audience should possess in
order to conclude that a program function is being conducted.
7. In 1992, the Accounting Standards Executive Committee (AcSEC)
undertook a project to supersede SOP 87-2, to provide clearer guidance than
that provided by SOP 87-2, as well as to provide guidance that would improve
on the guidance in SOP 87-2. In September 1993, AcSEC released an exposure
draft of a proposed SOP, Accounting for Costs o f Materials and Activities of
Not-for-Profit Organizations and State and Local Governmental Entities That
1
At the same time that AcSEC undertook this project, AcSEC and the Health Care Committee
undertook a project to revise the Audit and Accounting Guide Audits o f Providers o f Health Care
Services. The guidance in that revised Guide, Health Care Organizations, applies to health care
providers that are not-for-profit organizations, as well as to for-profit and governmental health care
providers. AcSEC believes that comparability among health care providers is more important than
comparability between not-for-profit health care providers and other kinds of not-for-profit organiza
tions. Accordingly, this Guide does not include guidance for not-for-profit health care providers.
However, the guidance in Health Care Organizations for not-for-profit health care organizations is
similar to the guidance in this Guide for other not-for-profit organizations, unless differences are
justified for purposes of comparability among health care providers.
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for public comment. AcSEC received more
than 300 comment letters on the exposure draft. AcSEC redeliberated the
issues based on the comments received.
8. In 1996, after redeliberating the issues based on the comments re
ceived and making certain revisions to the draft SOP, AcSEC conducted a field
test of the draft SOP. The objectives of the field test were to determine whether
the provisions of the draft SOP were sufficiently clear and definitive to gener
ate consistent and comparable application of the SOP. Based on the field test
results, AcSEC concluded that the provisions of the draft SOP, with certain
revisions, were sufficiently clear and definitive to generate consistent and
comparable application of the SOP. In March, 1998, AcSEC issued SOP 98-2,

Include a Fund-Raising Appeal,

Accounting for Costs o f Activities o f Not-for-Profit Organizations and State and
Local Governmental Entities That Include Fund Raising. The provisions of

that SOP are incorporated in Chapter 13 of this Guide.
9. Some respondents who commented on the exposure draft, as well as
some interested parties who followed the project through its due process
subsequent to the exposure draft, commented that the SOP should be reex
posed for public comment. Reasons cited include:
•
Approximately three years had passed between the end of the com
ment period and AcSEC’s decision to issue the SOP.
•
AcSEC made significant revisions to the SOP subsequent to releasing
the exposure draft for comment.
Considering whether a proposed standard should be reexposed for public
comment is inherently a subjective process. Factors that AcSEC considered
include—
•
The significance of changes made to the exposure draft and whether
those changes result in guidance that the public did not have an
opportunity to consider.
•
Whether the scope was revised in such a way that affected entities did
not have an opportunity to comment.
•
New information about or changes in the nature of the transactions
being considered, practice, or other factors.
AcSEC believes that the length of time between exposure and final issuance is
not pertinent to whether the SOP should be reexposed for public comment.
10. Based on consideration of the factors identified, AcSEC believes that
the SOP should not be reexposed for public comment. AcSEC notes that
although the SOP has been revised based on comments received on the expo
sure draft, those revisions do not change the overall model in the SOP. Those
revisions were made primarily to clarify the SOP and improve its operational
ly . Further, AcSEC believes that the project received a high level of attention
from interested parties. AcSEC provided working drafts to interested parties
and those parties provided input throughout the process, up to and including
the Financial Accounting Standard Board’s and the Governmental Accounting
Standards Board’s clearance of SOP 98-2 for issuance.
11. Paragraphs 37-66 of this appendix discuss the key issues in the
exposure draft and comments received on those issues, as well as the basis for
AcSEC’s conclusions on those and certain other issues.

Discussion of Comment Letters and Basis
for Conclusions
12. In April 1995, the Committees released an exposure draft of a proposed
Audit and Accounting Guide Not-for-Profit Organizations for public comment.
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The Committees received 160 comment letters on the exposure draft. The
Committees redeliberated the issues based on the comments received. The
following is a discussion of the key issues in the exposure draft and comments
received on those issues, as well as the basis for the Committees’ conclusions
on those and certain other issues.

Scope
13. The exposure draft proposed that some organizations that have tradi
tionally been considered to be not-for-profit organizations do not meet the
definition of a not-for-profit organization in FASB Statement No. 116. The
exposure draft noted that, though FASB Statement No. 117 excludes those
organizations from its scope, it contains broad guidelines that would enable
them to prepare meaningful financial statements. Accordingly, the exposure
draft proposed that, with certain limited exceptions, the Guide apply to non
governmental organizations of the kinds that have traditionally been consid
ered to be not-for-profit organizations, such as certain social clubs and trade
associations, unless they are organized for for-profit purposes, regardless of
whether a particular organization meets the definition of a not-for-profit
organization in FASB Statement No. 116. Also, the exposure draft noted that
certain FASB and other pronouncements apply to organizations other than
those that meet the FASB Statement No. 116 definition of a not-for-profit
organization (those pronouncements exempt not-for-profit organizations). Ac
cordingly, the exposure draft noted that organizations that do not meet the
FASB Statement No. 116 definition of a not-for-profit organization, regardless
of whether they are within the scope of this Guide, are required to follow GAAP
applicable to for-profit entities, such as FASB Statement No. 115, Accounting
for Certain Investments in Debt and Equity Securities. Some respondents
commented that the Guide should revise or clarify the definition of a not-forprofit organization. The Committees believe that the intent of the FASB in
drafting the definition in Statement No. 116 was that the term not-for-profit
organizations encompasses all entities defined as not-for-profit organizations
by FASB Statement No. 116, including the kinds of organizations that were
covered by the AICPA pronouncements that are superseded by this Guide.
Further, the Committees believe that the guidance proposed in the exposure
draft could create practice problems for entities for which it may be unclear
whether they meet that definition. Accordingly, the Guide has been revised to
provide that the term not-for-profit organizations includes the kinds of organi
zations that were covered by the AICPA pronouncements that are superseded
by this Guide.

Nongovernmental Not-for-Profit Organizations
14. As noted in paragraph 13 of this appendix, the exposure draft pro
posed that the Guide apply to certain kinds of nongovernmental organizations.
However, the exposure draft did not define nongovernmental and did not
include guidance to help identify nongovernmental organizations. Some re
spondents commented that the Guide should define nongovernmental. They
pointed out that AICPA Statement on Auditing Standards (SAS) No. 69, The
Meaning o f Present Fairly in Conformity With Generally Accepted Accounting
Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), establishes
separate hierarchies of sources of GAAP for nongovernmental and governmen
tal entities and that there is diversity in practice concerning how entities are
determined to be nongovernmental.
15. Subsequent to the release of the exposure draft, during a public meeting
in which they cleared the proposed Audit and Accounting Guide Health Care
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for final issuance, the FASB and the Governmental Accounting
Standards Board agreed on the definition of a government. Accordingly, this
Guide incorporates that definition and defines nongovernment entities as all
entities not meeting the definition of a government.
Organizations

GAAP Hierarchy
16. Paragraph 1.12 of the Guide states that not-for-profit organizations
should follow the display guidance in FASB Statement No. 117 and this Guide,
even though that guidance may conflict with display that would result from
applying the guidance in certain pronouncements included in appendix D
[paragraph 1.27] of chapter 1, “Introduction,” of this Guide. (The guidance in
appendix D [paragraph 1.27] is included in category (a) of the GAAP hierarchy
and is a higher category of GAAP than this Guide, as discussed in appendix G
[paragraph 1.30] of chapter 1.) Paragraph 1.12 does not imply that guidance in
this Guide is a higher category of GAAP than guidance in category (a). Para
graph 1.12 merely addresses the fact that not-for-profit organizations use a
financial reporting display model that differs from the model used by for-profit
entities and that the not-for-profit model may not have been contemplated in
developing the guidance in some category (a) pronouncements.

Operations
17. The exposure draft proposed that “[i]f an intermediate measure of
operations is reported, revenues and expenses that are an integral part of an
organization’s programs or mission and supporting activities should be in
cluded in that measure. Expenses related to revenues included in an interme
diate measure of operations should also be included in that measure.” Some
respondents commented that that guidance is more restrictive than the guid
ance in FASB Statement No. 117 and should be deleted because it would result
in unnecessary changes in practice. The Committees agreed and therefore
concluded that that guidance should be deleted.

Reporting Expenses
18. FASB Statement No. 117 requires that the statement of activities
report the gross amounts of revenues and expenses. However, FASB Statement
No. 117 permits an exception for investment expenses, such as custodial fees
and investment advisory fees, which may be netted against investment reve
nues, provided that the amount of the expenses is disclosed either on the face
of the statement of activities or in the notes to financial statements. In
addition, FASB Statement No. 117 provides that voluntary health and welfare
organizations should report expenses by their functional and natural classifi
cations in a matrix format, because that information is meaningful to users of
voluntary health and welfare organizations’ financial statements. Further,
FASB Statement No. 117 encourages other not-for-profit organizations to provide
information about expenses by their natural classification. The Committees
considered whether expenses that are netted against investment revenues
should be reported by their functional classification on the separate statement
that reports information about expenses by their natural classification as well
as by their functional classification in a matrix format if the organization
presents that statement. Similarly, the Committees considered whether the
natural classification of expenses that are reported by other than their natural
classification, such as salaries included in cost of goods sold or facility rental
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costs of special events reported as direct benefits to donors, should be reported
by their natural classification if information about expenses reported by their
natural classification is presented. The Committees believe that permitting
those expenses to be reported as other than by their natural classification
defeats the purpose of reporting information about expenses by their natural
classification and makes such presentations incomplete. In particular, the
Committees considered circumstances in which investment expenses or cost of
sales include significant payroll and payroll related expenses. The Committees
believe that that information is useful to those financial statement users and
that it should be required to be reported in circumstances in which the separate
statement that reports information about expenses by their natural classifica
tion as well as by their functional classification in a matrix format is presented.

Economic Interest
19. SOP 94-3, Reporting o f Related Entities by Not-for-Profit Organiza
provides that a not-for-profit organization should consolidate another
not-for-profit organization if the reporting organization has certain kinds of
control and an economic interest. The SOP provides that an economic interest
is “an interest in another entity that exists if (a) the other entity holds or
utilizes significant resources that must be used for the unrestricted or re
stricted purposes of the not-for-profit organization, either directly or indirectly
by producing income or providing services, or (b) the reporting organization is
responsible for the liabilities of the other entity.” The SOP provides examples
of economic interests. Subsequent to issuing the SOP, questions arose concern
ing whether a not-for-profit organization has an economic interest in another
entity if the organization has a right to or a responsibility for the operating
results of another entity or, upon dissolution, the reporting entity is entitled to
the net assets, or is responsible for any deficit, of another entity. The Commit
tees believe that such circumstances result in an economic interest under the
definition in the SOP. Accordingly, in applying the guidance in SOP 94-3,
not-for-profit organizations should consider the example of an economic inter
est included in this Guide.
tions,

Noncompliance With Donor-Imposed Restrictions
20. In some circumstances, a not-for-profit organization may not be in
compliance with donor-imposed restrictions, including requirements that it main
tain an appropriate composition of assets (usually cash and marketable securities
in amounts needed to comply with all donor restrictions). In their May 7 , 1992,
letter responding to a request by the FASB about the adequacy of existing
accounting and auditing standards, the AICPA’s Not-for-Profit Organizations
Committee and Not-for-Profit Organizations Guide Task Force said:
W e believe [FA SB Statement No. 5, Accounting for Contingencies, SAS No. 47,
A udit Risk and Materiality in Conducting an A u d it (AICPA, Professional
Standards, vol. 1, A U sec. 312), and SAS No. 54, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1, A U sec. 317)] require that noncompliance with
donor-imposed restrictions be disclosed if there is a reasonable possibility that
a material contingent liability has been incurred at the date of the financial
statements or there is at least a reasonable possibility that the noncompliance
could lead to a material loss of revenue, or cause an entity not to be able to
continue as a going concern. Such noncompliance could result in a material
contingent liability, result in a material loss of future revenue, or cause the
organization to be unable to continue as a going concern.
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The Committees agree with the conclusions expressed in the May 7, 1992 letter.
Accordingly, the Guide provides that noncompliance with donor-imposed re
strictions should be disclosed if there is a reasonable possibility that a material
contingent liability has been incurred at the date of the financial statements
or there is at least a reasonable possibility that the noncompliance could lead
to a material loss of revenue or could cause an entity to be unable to continue
as a going concern.

Agency Transactions
21. The exposure draft, primarily chapter 5, “Contributions Received and
Agency Transactions,” of this Guide, included proposed guidance concerning
reporting agency transactions. In addition, the letter transmitting the expo
sure draft specifically requested comments on issues related to variance power
and donor-advised provisions. Some of the guidance included in the exposure
draft, as well as tentative conclusions reached during the Committees’ delib
erations concerning issues related to variance power and donor-advised provi
sions, was more detailed than the guidance concerning agency transactions
included in FASB Statement No. 116. In December 1995, the FASB released an
exposure draft of a proposed Interpretation of FASB Statement No. 116, Transfers
of Assets in Which a Not-for-Profit Organization Acts as an Agent, Trustee, or
Intermediary. That Interpretation, which is expected to be issued close to the

issuance date of this Guide, is expected to provide guidance concerning agency
transactions. Accordingly, the Committees believe that sections of the Guide
that provide guidance concerning agency transactions beyond the guidance
included in FASB Statement No. 116 should be deleted, pending issuance of
the FASB’s Interpretation. The Committees expect to revise the Guide to
incorporate the conclusions included in the Interpretation when it is issued.2
22. FASB Statement No. 116 provides that unconditional promises to give
should be recognized as contribution revenue and receivables in the period in
which the promise is received. The Committees considered the application of
that guidance to circumstances in which the reporting organization receives
the contribution through an agent. The Committees concluded that in circum
stances in which the reporting organization receives the contribution through
an agent, the reporting organization has in substance received a contribution
when the agent has received the contribution, including unconditional prom
ises to give, on behalf of the reporting organization. Therefore, in order to
report meaningful information about the financial position, activities, and
changes in net assets of the reporting organization, the Committees concluded
that if a contribution is transferred to the ultimate recipient through an agent,
the ultimate recipient should recognize the contribution when sufficient veri
fiable evidence that the agent has received the promise to give or other assets
becomes available. The Committees considered whether such guidance is opera
tional, because the reporting organization may have no access to information
about contributions that the agent has received on its behalf. The Committees
believe that in most instances in which agents receive contributions on behalf
of the reporting organization, the relationship of the entities will be such that
the reporting organization will have access to that information.
2
In September 1996, the FASB issued Interpretation No. 42, Accounting for Transfers o f Assets
in Which a Not-for-Profit Organization Is Granted Variance Power. In June 1999, FASB Statement
No. 136, Transfers o f Assets to a Not-for-Profit Organization or Charitable Trust That Raises or Holds
Contributions for Others, superseded Interpretation No. 42, incorporating its guidance into the
Statement without reconsideration. The provisions of that Statement have been incorporated into
this Guide.
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Distinguishing Contributions From Other Kinds of Transactions
23. FASB Statement No. 116 includes guidance to help distinguish
exchange transactions from contributions. However, that guidance is broad
and requires judgment to implement. The exposure draft summarized the
guidance in FASB Statement No. 116 concerning distinguishing exchange
transactions from contributions and included indicators to help users deter
mine whether certain transactions would be reported as contributions or
exchanges. Some respondents commented that the Guide should provide
more detailed guidance to help distinguish exchange transactions from
contributions. In particular, some respondents noted that, due to the nature
of governmental entities’ missions, it may be particularly difficult to deter
mine whether resources received from governmental entities should be
reported as exchange transactions or contributions. The Committees delib
erated this issue and agreed that they were unable to provide guidance
beyond that provided by FASB Statement No. 116 and the exposure draft.
Accordingly, the Guide includes only the indicators included in the expo
sure draft.

Measuring and Reporting Promises to Give
24. The exposure draft proposed that unconditional promises to give that
are expected to be collected more than one year from the date of the financial
statements should be reported at the gross amount of promises to give, less
discounts to reflect the present value of estimated future cash flows. The
exposure draft also proposed that bad debt expense be reported for the gross
amount of promises to give that are expected to be uncollectible and the
expense should be reflected in the net asset class in which the contribution
revenue is reflected. Also, the exposure draft proposed that any subsequent
differences between the estimated and actual uncollectible amounts be re
ported in the net asset class in which the contribution revenue was originally
reflected or in the class in which the net assets are represented.
25. Some respondents commented that uncollectible promises to give
should not be reported as bad debt expense because such promises are nonre
ciprocal transactions and the organization incurs no expense if they are not
collected. They believe that contributions should be measured at the present
value of the amount expected to be collected. Some believe that subsequentyear adjustments due to differences between the amount expected to be col
lected and the amount actually collected should be reported as adjustments to
contributions in the net asset class in which the contribution was originally
reported, while others believe that such adjustments should be reported as bad
debt expense.
26. Others believe that uncollectible promises to give do meet the defini
tion of expenses because such promises are assets and not collecting them is
tantamount to an outflow of assets. They note that in some circumstances,
management may elect to make no attempt to collect such amounts, and they
believe that the effects of such decisions should be reported in the financial
statements.
27. Some respondents commented that reporting bad debt expense in the
net asset class in which the contribution revenue is reported conflicts with the
requirement in FASB Statement No. 117 that expenses be reported as de
creases in unrestricted net assets. Some respondents suggested reporting the
uncollectibility of promises as a loss, rather than as an expense. Some respondents
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suggested reporting the uncollectibility of promises as a contrarevenue or as a
reduction in contributions with financial statement disclosure of amounts
netted.
28. The Committees agree that uncollectible promises to give should not
be reported as expenses on the initial recognition of contributions receivable.
The Committees believe such uncollectible promises are a factor to consider in
determining the fair value of unconditional promises to give, and therefore are
not expenses.

Split-interest Agreements
29. Some donors enter into trust or other arrangements under which
not-for-profit organizations receive benefits that are shared with other benefi
ciaries. Such agreements are commonly referred to as split-interest agreements.
The guidance in the Guide concerning such agreements is based on the under
lying guidance in FASB Statement No. 116, particularly the requirement that
unconditional promises to give should be reported as contributions, measured
at fair value. Accordingly, the Committees concluded that unconditional rights
to receive assets under such agreements, such as income streams and residual
interests in trusts, should be recognized as contributions measured at fair
value, which is generally the present value of expected cash flows.
30. The assets related to split-interest agreements are invested and admin
istered by either the organization, a trustee, or a fiscal agent, and distributions are
made to a beneficiary or beneficiaries during the term of the agreement. In
transactions not involving split-interest agreements, a trustee may hold title
to assets in a trust and may have custody of them, but the assets generally are
held for the benefit of the beneficiaries, not the trustee. A trustee makes
decisions about investing the assets of the trust for the benefit of the holders
of the beneficial interests and cannot obtain for itself the benefits represented
by those assets. In split-interest agreements, however, a not-for-profit organi
zation acting as trustee has a beneficial interest in the assets of the trust.
31. The Committees considered whether a not-for-profit organization should
report assets held as trustee under such agreements, and related liabilities, in its
statement of financial position. The Committees considered practice for other
transactions in which entities hold assets as trustees. For example, paragraph
17.12 of the AICPA Audit and Accounting Guide Banks and Savings Institu
tions provides that “while a trust department or trust company may have respon
sibility for the custody of trust assets, they are not assets of the institution and,
therefore, should not be included in the institution’s financial statements.” The
Committees noted that that guidance may not be analogous to a not-for-profit
organization acting as a trustee in a split-interest agreement, because such
assets may be assets of the not-for-profit organization. The Committees consid
ered whether such assets meet the definition of an asset in FASB Statement of
Financial Accounting Concepts No. 6, Elements of Financial Statements. Para
graph 25 of FASB Concepts Statement No. 6 defines assets as “. . . probable
future economic benefits obtained or controlled by a particular entity as a
result of past transactions or events.” Paragraph 26 states that—
An asset has three essential characteristics: (a) it embodies a probable future
benefit that involves a capacity, singly or in combination with other assets, to
contribute directly or indirectly to future net cash inflows, (b) a particular entity
can obtain the benefit and control other’s access to it, and (c) the transaction
or event giving rise to the entity’s right to or control of the benefit has already
occurred.
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The Committees concluded that assets held by a not-for-profit organization
acting as a trustee in a split-interest agreement meet the definition of an asset
because (a) the organization has a beneficial interest in assets, (b) the organi
zation can obtain the benefit and control other’s access to it, and (c) the
transaction or event giving rise to the organization’s right to or control of the
benefit (the split interest agreement) has already occurred. Accordingly, the
Committees believe that assets held by a not-for-profit organization acting as
a trustee under a split-interest agreement should be reported differently than
other assets held by other entities acting as a trustee. Further, the Committees
believe that reporting only the unconditional right to receive future cash flows
from the trust for the organization’s interest, and not the assets and liabilities
related to those cash flows, would omit relevant information about the organi
zation’s performance during the period, such as the economic resources used to
produce those future cash flows, and about the organization’s management of
those resources.

Contributed Inventory
32. The exposure draft proposed that contributions of inventory should be
reported in the period received and should be measured at fair value. The
exposure draft stated that the item received should not be recognized as a
revenue and asset if it has no value, as might be the case for certain clothing
and furniture that cannot be sold by the not-for-profit organization. Current
practice under SOP 78-10 is to report contributions of inventory at fair value,
provided the organization has a clearly measurable and objective basis for
determining the fair value. Further, SOP 78-10 provided that, if the materials
are such that values cannot be reasonably determined, such as clothing,
furniture, and so forth, which vary greatly in value depending on condition and
style, they should not be recorded as contributions. Most respondents that
commented on this issue believe that contributed inventory should not be
reported at fair value. Many respondents said that the costs of reporting that
information would exceed the benefits. They believe that such information is
impracticable to obtain, unreliable, and not needed by financial statement
users.
33. The Committees continue to believe that information about the value
of contributed inventory is meaningful and that it should be reported. How
ever, the Committees recognize that it may be difficult to obtain. Accordingly,
the Guide provides that, if methods such as the use of estimates, averages, or
computational approximations can reduce the cost of measuring the fair value
of contributed inventory, use of those methods is appropriate, provided the
methods are applied consistently and the results of applying those methods are
reasonably expected not to be materially different from the results of a detailed
measurement of the fair value of contributed inventory.

Investments
34. FASB Statement No. 124 does not address measurement issues con
cerning investments other than investments in equity securities with readily
determinable fair value and all investments in debt securities. Investments not
covered by FASB Statement No. 124 are referred to in this Guide as other
investments. The various AICPA Industry Audit Guides, Audit and Accounting
Guides, and Statements of Position that are superseded by this Guide included
guidance concerning other investments, but that guidance is inconsistent. The
Committees considered whether the Guide should include measurement guid
ance for other investments, so that all not-for-profit organizations report other
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investments similarly. The Committees noted that FASB Statement Nos. 115
and 124 provide no guidance for other investments, and that practice for
reporting other investments of for-profit entities is diverse. Further, the Com
mittees noted that the Board’s primary reason for excluding other investments
from the scope of those projects was practical; including other investments in
the scope of those projects could have raised significant issues that might not
have been resolved in time to complete those projects on a timely basis. The
Committees agreed that addressing issues concerning accounting for other
investments could have raised significant issues that might not have been
resolved in time to complete this Guide on a timely basis. Accordingly, this
Guide retains the measurement guidance for accounting for other investments
included in the AICPA publications that are superseded by this Guide, until
such time as the FASB or AcSEC issues more definitive guidance.

Reduction in Amounts Charged for Goods or Services
35. The exposure draft proposed that, if a not-for-profit organization
regularly provides discounts to certain recipients of its goods or services, such
as some types of financial aid for students, revenue should be reported net of
those discounts. Though the exposure draft was silent concerning whether all
financial aid provided by a college and university is a discount, the letter trans
mitting the exposure draft noted that the Committees believe that not all such
aid is a discount and specifically asked respondents to comment on this issue.
For example, benefits provided in exchange for services, such as free tuition for
employees, are expenses rather than discounts. Most respondents that com
mented on this issue agreed that the Guide should provide that benefits provided
in exchange for services, such as free tuition for employees, are expenses rather
than discounts. The Committees agreed that benefits provided in exchange for
goods or services provided by a not-for-profit organization are a cost of such
goods or services. Accordingly, the Guide provides that reductions in amounts
charged for goods or services provided by a not-for-profit organization should
be reported as expenses if such reductions are given in exchange for services
provided to the organization, such as part of a compensation package.

Total Fund-Raising and Program Expenses
36. FASB Statement No. 117 provides that not-for-profit organizations
should report information about expenses reported by their functional classifi
cation such as major classes of program services and supporting services. Also,
FASB Statement No. 117 provides that the financial statements of not-forprofit organizations should include certain minimum information. However,
FASB Statement No. 117 includes no requirements concerning reporting total
expenses or particular expense categories. The Committees considered
whether the Guide should require not-for-profit organizations to report infor
mation other than the minimum information required by FASB Statement No.
117. In particular, the Committees considered whether information about total
fund-raising and total program expenses should be reported. The Committees
concluded that information about total fund-raising and program expenses is
meaningful and useful to users of not-for-profit organization’s financial state
ments. Further, the Committees agree that information about total fund-rais
ing expenses is particularly meaningful to those financial statement users.
Accordingly, the Guide provides that the financial statements should disclose
total fund-raising expenses and that information about total program expenses
should be provided by either disclosing total program expense or by presenting
information about the components of total program expenses on the details
provided on the face of the statement of activities.
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Costs of Joint Activities
Overall Framework
37. SOP 98-2 uses the model in SOP 87-2, Accounting for Joint Costs of
Informational Materials and Activities o f Not-for-Profit Organizations That
Include a Fund-Raising Appeal, as a starting point and clarifies guidance that
was unclear, provides more detailed guidance, revises some guidance, and
expands the scope of costs covered to include all costs of joint activities. The
model established by SOP 87-2 was to account for joint costs as fund raising
unless an entity could demonstrate that a program or management and
general function had been conducted. SOP 87-2 used verifiable indications of
the reasons for conducting the activity, such as content, audience, the action
requested, if any, and other corroborating evidence as a basis for determining
whether a program or management and general function had been conducted.
38. On an overall basis, the majority of respondents who commented on
the September 1993 exposure draft of a proposed SOP, Accounting for Costs of
Materials and Activities o f Not-for-Profit Organizations and State and Local
Governmental Entities That Include a Fund-Raising Appeal, opposed it, for

various reasons, including the following:
•
The guidance in SOP 87-2 is operational, results in sound financial
reporting, and should be retained.
•
The guidance in SOP 87-2 should be retained but clarified.
•
The guidance proposed in the exposure draft should be revised. (Some
commented that it overstates fund raising; others commented that it
understates fund raising.)
39. AcSEC concluded that it supports the model in the exposure draft,
subject to certain revisions. AcSEC believes that SOP 98-2 provides clear,
detailed accounting guidance that, when applied, will increase comparability
of financial statements. Those statements will also include more meaningful
disclosures without incurring increased costs.
40. Some respondents commented that the model in the exposure draft
would adversely affect entities both financially and operationally. Various
reasons were given, including the following:
•
It would inhibit the ability of entities, particularly small entities and
entities that raise contributions through direct solicitations, to gener
ate the necessary revenue to perform their program services.
•
Most entities would not meet the criteria in SOP 98-2 for reporting
costs of joint activities as program or management and general,
because they must combine their mission statements, public informa
tion and education, and fund-raising appeals due to a lack of resources.
Some noted that this may result in unsatisfactory ratings from public
watchdog groups.
AcSEC did not find these arguments compelling. SOP 98-2 provides accounting
guidance; it provides no guidance concerning how entities should undertake
their activities. Also, SOP 98-2 does not prohibit allocation merely because
activities carrying out different functions are combined. In fact, SOP 98-2
provides guidance for reporting costs as program or management and general
in circumstances in which those activities are combined with fund-raising.
Moreover, actions taken by financial statement users are not the direct result
of the requirements of SOP 98-2. Rather, those actions may result from more
relevant and useful information on which to base decisions.
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41. Some respondents commented that the exposure draft is biased to
ward reporting expenses as fund raising. AcSEC believes that determining
whether the costs of joint activities should be classified as program, manage
ment and general, or fund raising sometimes is difficult, and such distinctions
sometimes are subject to a high degree of judgment. AcSEC believes that
external financial statement users focus on and have perceptions about
amounts reported as program, management and general, and fund raising.
That focus and those perceptions provide incentives for entities to report
expenses as program or management and general rather than fund raising.
Therefore, in circumstances in which joint activities are conducted, a presump
tion exists that expenses should be reported as fund raising rather than as
program or management and general. The criteria in SOP 98-2 provide guid
ance for entities to overcome that presumption.

Accounting for Joint Activities
42. SOP 98-2 requires that if any of the criteria of purpose, audience, and
content are not met, all costs of the activity should be reported as fund raising,
including costs that otherwise might be considered program or management
and general costs if they had been incurred in a different activity, subject to the
exception in the following sentence. Costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should not be reported
as fund raising. (SOP 98-2 expands on the model established by SOP 87-2 by
including all costs of joint activities other than costs of goods or services
provided in exchange transactions, rather than merely joint costs.) AcSEC
believes that the criteria of purpose, audience, and content are each relevant
in determining whether a joint activity should be reported as fund raising,
program, or management and general because each provides significant evi
dence about the benefits expected to be obtained by undertaking the activity.
43. Some respondents commented that reporting costs that otherwise
might be considered program or management and general costs if they had
been incurred in a different activity as fund raising is misleading and that the
scope of the SOP should include only joint costs of joint activities. Some
commented that reporting costs that otherwise might be considered program
or management and general costs if they had been incurred in a different
activity as fund raising conflicts with Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 117, Financial
Statements o f Not-for-Profit Organizations, which defines fund raising, pro
gram, and management and general and requires not-for-profit organizations
(NPOs) to report information about expenses using those functional classifica
tions.
44. AcSEC believes that the purpose for which costs other than joint costs
are incurred may be fund raising, program, or management and general,
depending on the context in which they are used in the activity undertaken.
For example, a program-related pamphlet may be sent to an audience in need
of the program. In that context, the pamphlet is used for program purposes.
However, in order to demonstrate to potential donors that the entity’s pro
grams are worthwhile, that same pamphlet may be sent to an audience that is
likely to contribute, but that has no need or reasonable potential for use of the
program. In that context, the pamphlet is used for fund raising. AcSEC
believes this broader scope will result in more comparability and more mean
ingful financial reporting by covering all costs of activities that include fund
raising and by assigning those costs to the function for which they are incurred,
consistent with the guidance in Statement No. 117.
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45. AcSEC believes that costs of goods or services provided in exchange
transactions should not be charged to fund raising because those costs are
incurred in exchange for revenues other than contributions.

Criteria of Purpose, Audience, and Content
46. Call For Action. The definition of program in FASB Statement No.
117 includes public education. As noted in paragraph 41 of this appendix,
AcSEC believes that in circumstances in which joint activities are conducted,
a presumption exists that expenses should be reported as fund raising rather
than as program or management and general. AcSEC believes that in order to
overcome that presumption, it is not enough that (a) the purpose of the activity
include educating the public about causes, ( b ) the audience has a need or
reasonable potential for use of any educational component of the activity
pertaining to causes, or (c) the audience has the ability to assist the entity in
meeting the goals of the program component of the activity by becoming
educated about causes. Therefore, AcSEC concluded that for purposes of SOP
98-2, in order to conclude that the criteria of purpose, audience, and content
are met program activities are required to call for specific action by the
recipient (other than becoming educated about causes) that will help accom
plish the entity’s mission. As discussed in paragraph 13.46, in certain circum
stances educational activities may call for specific action by the recipient that
will help accomplish the organization’s mission.
47. Purpose. AcSEC believes meeting the purpose criterion demon
strates that the purpose of the activity includes accomplishing program or
management and general functions. Inherent in the notion of a joint activity is
that the activity has elements of more than one function. Accordingly, the
purpose criterion provides guidance for determining whether the purpose of
the activity includes accomplishing program or management and general
functions in addition to fund raising.
48. Compensation and Evaluation Tests. The exposure draft proposed
that all costs of the joint activity should be charged to fund raising if (a )
substantially all compensation or fees for performing the activity are based on
amounts raised or (b ) the evaluation of the party performing the activity is
based on amounts raised. Some respondents commented that basing the
method of compensation or evaluating the performance of the party performing
the activity based on contributions raised should not lead to the conclusion that
all costs of the activity should be charged to fund raising. Others commented
that the method of compensation is unrelated to whether the purpose criterion
is met. The reasons given included the following:
•
It is counterintuitive to imply that those performing multipurpose
activities that include fund raising would not be compensated or
evaluated based on amounts raised.
•
Such guidance would create a bias toward entities that use employees
to raise contributions and against entities that hire professional fund
raisers and public relations firms and is therefore not neutral.
Some respondents gave examples of circumstances in which substantially all
compensation is based on contributions raised and asserted that the activity
was nevertheless a program activity. In each of those examples, AcSEC consid
ered all the facts presented and concluded that the activity was fund raising.
49. AcSEC continues to support the spirit of the proposed guidance, because
AcSEC believes that basing a majority of compensation on funds raised is
persuasive evidence that the activity is a fund-raising activity. Nevertheless,
AcSEC believes that the proposed guidance was unclear and would be difficult
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to implement, primarily because of the broad definition of “based on contribu
tions raised” included in the glossary of the exposure draft. In connection with
that issue, AcSEC was concerned that any joint activities performed by a
fund-raising department or by individuals whose duties include fund raising,
such as executive officers of small NPOs who are employed based on their
ability to raise contributions, would be required to be reported as fund raising
because the compensation of the parties performing those activities is based on
amounts raised. Also, AcSEC had concerns that it would be difficult to deter
mine whether fixed contract amounts were negotiated based on expected
contributions. Therefore, AcSEC concluded that the compensation test should
be revised to provide that the purpose criterion is not met if a majority of
compensation or fees for any party’s performance of any component of the
discrete joint activity varies based on contributions raised for that discrete
joint activity. AcSEC believes that guidance is sound and is operational.
50. AcSEC believes that the guidance in paragraph 13.46a is not biased
against entities that hire professional fund raisers, because it applies to the
entity’s employees as well as professional fund raisers. For example, if a
majority of an employee’s compensation or fees for performing a component of
a discrete joint activity varies based on contributions raised for that discrete
joint activity, the purpose criterion is not met.
51. Similar Function-Similar Medium Test. Some respondents misin
terpreted the exposure draft as providing that, in order to meet the purpose
criterion, the program or management and general activity must be conducted
without the fund-raising component, using the same medium and on a scale
that is similar to or greater than the program or management and general
component of the activity being accounted for. That was not a requirement
proposed by the exposure draft. The exposure draft proposed that meeting that
condition would result in meeting the purpose criterion. Failing the criterion
merely leads to consideration of other evidence, such as the indicators in
paragraph 13.47. AcSEC has revised SOP 98-2 to state this more clearly.
52. Other Evidence. The compensation test and the similar functionsimilar medium test may not always be determinative because the attributes
that they consider may not be present. Therefore, SOP 98-2 includes indicators
that should be considered in circumstances in which the compensation test and
the similar function-similar medium test are not determinative. The nature of
those indicators is such that they may be present in varying degrees. Therefore,
all available evidence, both positive and negative, should be considered to deter
mine whether, based on the weight of that evidence, the purpose criterion is met.
53. Audience. The exposure draft proposed that if the audience for the
materials or activities is selected principally on its ability or likelihood to
contribute, the audience criterion is not met and all the costs of the activity
should be charged to fund raising. Further, the exposure draft proposed that if
the audience is selected principally based on its need for the program or
because it can assist the entity in meeting its program goals other than by
financial support provided to the entity, the audience criterion is met. Some
respondents commented that the audience criterion is too narrow, because it is
based on the principal reason for selecting the audience. They asserted that for
some activities no principal reason exists for selecting an audience; entities
select the audience for those activities for multiple reasons, such as both the
audience’s ability to contribute and its ability to help meet program goals.
Some commented that for some activities, entities select audiences that have
provided past financial support because, by providing financial support, those
audiences have expressed an interest in the program.
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54. AcSEC believes that meeting the audience criterion should demon
strate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions.
Therefore, the reasons for selecting the audience should be consistent with the
program or management and general content of the activity. However, AcSEC
believes it is inherent in the notion of joint activities that the activity has
elements of more than one function, including fund raising, and acknowledges
that it may be difficult to determine the principal reason for selecting the
audience. Accordingly, AcSEC concluded that if the audience includes prior
donors or is otherwise selected based on its ability or likelihood to contribute,
a rebuttable presumption should exist that the audience was selected to raise
funds. AcSEC believes that the reasons for selecting the audience that can
overcome that presumption, which are included in paragraph 13.49, demon
strate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions
based on the program or management and general content of the activity.
55. Content. AcSEC believes that meeting the content criterion demon
strates that the content of the activity supports program or management and
general functions. AcSEC believes that accounting guidance should not impose
value judgments about whether the entity’s mission, programs, and responsi
bilities are worthwhile. Therefore, whether the content criterion is met de
pends on the relationship of the content to the entity’s mission, programs, and
management and general responsibilities.
56. Paragraph 13.50 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accom
plish the entity’s mission. The exposure draft proposed that slogans, general
calls to prayer, and general calls to protest do not meet the content criterion;
some respondents disagreed. AcSEC concluded that SOP 98-2 should be silent
concerning whether slogans, general calls to prayer, and general calls to
protest are calls to action that meet the content criterion. AcSEC believes that
determining whether those items are calls to action that meet the content
criterion requires judgments based on the particular facts and circumstances.
57. Some respondents commented that educating the public about causes
without calling for specific action should satisfy the content criterion. They
noted that this is particularly relevant for NPOs subject to Internal Revenue
Code (IRC) Section 501(c)4, because those NPOs are involved in legislative
reform. Also, some noted that it may be the entity’s mission or goal to educate
the public about causes. They believe that, in those cases, the NPO’s program
is to educate the public about causes without necessarily calling for specific
action by the recipient.
58. As discussed in paragraph 46 of this appendix, AcSEC concluded that
education that does not motivate the audience to action is in fact done in
support of fund raising. However, SOP 98-2 acknowledges that some educa
tional messages motivate the audience to specific action, and those messages
meet the content criterion. AcSEC believes that the provision will result in the
activities of some NPOs subject to IRC Section 501(c)4 (and some other entities,
whose mission or goal is to educate the public) meeting the content criterion.
59. Paragraph 13.49c provides that one way that the audience criterion is
met is if the entity is required to direct the management and general compo
nent of the activity to the particular audience. Further, as discussed in para
graph 10 of Appendix E to chapter 13 [paragraph 13.66] ( Discussion o f
Conclusions), an audience that includes prior donors and is selected because
the entity is required to send them certain information to comply with requirements
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of the Internal Revenue Service (IRS) is an example of an audience that is
selected because the entity is required to direct the management and general
component of the activity to that audience. Paragraph 13.50b provides that one
way that the content criterion is met is if the activity fulfills one or more of the
entity’s management and general responsibilities through a component of the
joint activity. However, footnote 21 to paragraph 13.50b provides that disclo
sures made when soliciting contributions to comply with requirements of
states or other regulatory bodies are considered fund-raising activities, and are
not considered management and general activities. AcSEC considered whether
it is inconsistent to conclude both that (a) activities conducted to comply with
requirements of regulatory bodies concerning contributions that have been
received are management and general activities, and that (b) activities con
ducted to comply with requirements of regulatory bodies concerning soliciting
contributions are fund-raising activities. AcSEC believes that those provisions
are not inconsistent. AcSEC believes there is a distinction between (a) require
ments that must be met as a result of receiving contributions and (b) require
ments that must be met in order to solicit contributions. AcSEC believes that
activities that are undertaken as a result of receiving contributions are man
agement and general activities while activities that are undertaken in order to
solicit contributions are fund-raising activities.

Incidental Activities
60. Many entities conduct fund-raising activities in conjunction with
program or management and general activities that are incidental to such
program or management and general activities. Similarly, entities may con
duct program or management and general activities in conjunction with fund
raising activities that are incidental to such fund-raising activities. Such
efforts may be a practical and efficient means for entities to conduct activities,
although the principal purpose of the activity may be to fulfill either
fund-raising, program, or management and general functions. The exposure
draft proposed that incidental activities need not be considered in applying
SOP 98-2. Some respondents disagreed with that guidance, while others
commented that it was confusing. AcSEC continues to support that guidance.
AcSEC believes that guidance is necessary to avoid requiring complex alloca
tions in circumstances in which the criteria of purpose, audience, and content
are met but the activity is overwhelmingly either fund raising, program, or
management and general.

Allocation Methods
61. Respondents had various comments concerning allocation methods,
including the following:
•
The SOP should focus on allocation methods rather than on circum
stances in which entities should allocate.
•
The SOP should prescribe allocation methods.
•
The approach taken in the SOP—discussing, rather than requiring or
prohibiting allocation methods—is sound.
•
Certain allocation methods should be prohibited.
•
The SOP should set maximum allocation percentages.
AcSEC believes that no particular allocation method or methods are necessarily
more desirable than other methods in all circumstances. Therefore, SOP 98-2
neither prescribes nor prohibits any particular allocation methods. AcSEC believes
entities should apply the allocation methods that result in the most reasonable
cost allocations for their activities. Appendix C to chapter 13 [paragraph 13.64]
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illustrates several allocation methods, any one of which may result in a
reasonable or unreasonable allocation of costs in particular circumstances. The
methods illustrated are not the only acceptable methods. However, AcSEC
believes that the methods illustrated in SOP 98-2 are among those most likely
to result in meaningful cost allocations.
62. Accounting Principles Board (APB) Opinion No. 20, Accounting
states in paragraph 7 that “the term accounting principle includes
‘not only accounting principles and practices but also the methods of applying
them.’” APB Opinion 20 also states in paragraphs 15 and 16 that
Changes ,

. . . In the preparation of financial statements there is a presumption that an
accounting principle once adopted should not be changed in accounting for
events and transactions of a similar type . . . . The presumption that an entity
should not change an accounting principle may be overcome only if the enter
prise justifies the use of an alternative acceptable accounting principle [alloca
tion method ] on the basis that it is preferable.

A change in cost allocation methodology may be a change in accounting
principle for entities covered by SOP 98-2. Accordingly, paragraph 13.52
provides that the cost allocation methodology used should be applied consis
tently, given similar facts and circumstances.

Disclosures
63. Respondents made various comments concerning the required and
encouraged disclosures, including recommendations for additional disclosures
and recommendations that certain disclosures be deleted. AcSEC was not
persuaded that the costs of the other disclosures recommended by respondents
are justified by their benefits. AcSEC believes that, with the exception of one
disclosure, the disclosures prescribed by the exposure draft provide relevant
information about the kinds of activities for which joint costs have been
incurred and the manner in which those costs are reported in the financial
statements. In considering disclosures proposed by the exposure draft about
the allocation method, AcSEC observed that there are no requirements to
disclose methods of allocating other expenses and questioned the utility of
disclosing the allocation method in this circumstance. AcSEC concluded that
the requirement to disclose the allocation method should be deleted.
64. Paragraph 13.55 encourages, but does not require, certain disclo
sures. AcSEC believes those disclosures provide useful information but that
they should be encouraged rather than required because the costs of making
them may not be justified by the benefits in all cases.

Effective Date of SOP 98-2
65. Some respondents commented that the effective date should be de
ferred. AcSEC believes that the accounting systems required to implement
SOP 98-2 are already in place and that implementation should be relatively
straightforward. However, AcSEC acknowledges that some entities may
change their operations based on the reporting that would result from SOP
98-2. Therefore, AcSEC concluded that SOP 98-2 should be effective for finan
cial statements for years beginning on or after December 15, 1998.

Cost-Benefit
66. Some respondents commented that the guidance would increase re
cord keeping costs. AcSEC believes that implementing SOP 98-2 will not
significantly increase record keeping costs, which are primarily the costs of
documenting reasons for undertaking joint activities. Further, AcSEC believes
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that the costs of making the disclosures required by SOP 98-2 should be
minimal, because entities should already have the information that is required
to be disclosed. AcSEC believes that implementing SOP 98-2 will result in more
relevant, meaningful, and comparable financial reporting and that the cost of
implementing this SOP will be justified by its benefits.

Illustrative Financial Statements
67. The exposure draft did not include illustrative financial statements.
FASB Statement No. 117 includes illustrative financial statements; however,
those statements illustrate the application of the requirements of FASB State
ment No. 117 in a broad manner, rather than illustrating the application of
those requirements to specific kinds of organizations, such as colleges and
universities, museums, or voluntary health and welfare organizations. The
Guide includes illustrations of certain portions of financial statements, as well
as certain illustrative disclosures, though it does not include illustrations of
industry-specific financial statements. Some respondents commented that the
Guide should include industry-specific illustrative financial statements.
68. The Committees concluded that the Guide should not be revised at
this time to include illustrative financial statements that are more detailed
than the illustrative financial statements included in FASB Statement No.
117. Though future editions of the Guide may include illustrative financial
statements that are more detailed than the illustrative financial statements
included in FASB Statement No. 117, the Committees believe that the initial
version of the Guide should not include such illustrative financial statements
because practice is developing in this area. The Committees believe practice
should continue to develop and do not wish to inhibit that development by
including illustrations that may, for practical purposes, become practice. The
Committees also believe the Guide should be issued as soon as practicable and
that including illustrative financial statements would likely delay its issuance.
The Committees believe that illustrative financial statements will likely be
included in other, nonauthoritative sources, such as continuing professional
education courses and manuals issued by industry groups.

Transition
69. The transition rules in this Guide provide that if there is more than
one change in accounting principle as a result of applying the guidance in
paragraphs 1.06 through 1.17 of this Guide, entities have the option of either
applying the transition rules in the principles being adopted or reporting the
cumulative effect of adopting those principles. The Committees considered
requiring all changes in accounting principles that result from applying the
guidance in paragraphs 1.06 through 1.17 of this Guide to be reported using
the transition rules of the pronouncements being adopted. Also, the Commit
tees considered requiring reporting the cumulative effect of all such changes,
even in circumstances in which only one principle is adopted. The Committees
permitted reporting the cumulative effect in circumstances in which there is
more than one change in accounting principle because applying the transition
rules in each principle adopted may result in confusing information, the
benefits of which would not exceed its costs. However, the Committees con
cluded that in circumstances in which there is only one change in accounting
principle, it would be inconsistent with the principle being adopted to conclude
that the cost of applying the transition rules of the principle being adopted
exceeds the benefits of applying those transition rules.
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Statement of
Position

92-9

Audits of Not-for-Profit
Organizations Receiving
Federal Awards
W ith C onform ing Changes as o f
D ecem ber 18, 1995, Resulting From
the Issuance of Government A uditing
Standards: 1994 Revision and Statement
on Auditing Standards No. 74, Compliance
A uditing Considerations in Audits o f
Governmental Entities and Recipients
o f Governmental Financial Assistance

Prepared by the
Not-for-Profit Organizations Committee
American Institute of
Certified Public Accountants
[Superseded by the issuance of SO P 98-3, Audits o f States, Local Gov
ernments, and Not-for-Profit Organizations Receiving Federal Awards.
Refer to the A IC P A Audit Guide Audits o f States, Local Governments,
and Not-for-Profit Organizations Receiving Federal Awards.]
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Appendix C

Statement of
Position

98-2

Accounting for Costs of
Activities of Not-for-Profit
Organizations and State and
Local Governmental Entities
That Include Fund Raising
March 11, 1998
Amendment to
A IC PA Audit and Accounting Guides
Health Care Organizations,
Not-for-Profit Organizations, and
Audits of State and Local Governmental Units

[See note on following page.]

Issued by the Accounting
Standards Executive Committee
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NOTE
[SOP 98-2 is incorporated within Chapter 13 and Appendix A of the Guide as
shown below:
Introduction: Introduction: Paragraph 1 was moved to Paragraph 13.42.
The remainder is deleted.
Scope:

Deleted.

Conclusions: Paragraphs 7-19 were moved to Paragraphs 13.43-13.55.
Effective
Date:

Deleted.

Appendix A: Incorporated in Appendix A to Chapter 13 [paragraph 13.62].
Appendix B: Incorporated in Paragraphs 6-11 of Appendix A of the Guide.
Appendix C: Incorporated in Paragraphs 37-66 of Appendix A of the Guide.
Appendix D: Selected paragraphs moved to Appendix E to Chapter 13
[paragraph 13.66].
Appendix E: Incorporated in Appendix B to Chapter 13 [paragraph 13.63].
Appendix F: Incorporated in Appendix C to Chapter 13 [paragraph 13.64].
Appendix G: Incorporated in Appendix D to Chapter 13 [paragraph 13.65].
Appendix I:

Changes made as indicated in Chapter 13.

The table of contents, summary, foreword, scope paragraph, and appendix H
have been deleted.]
SOP 98-2 can be found in its entirety in the AICPA publication Technical
Practice Aids.
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Appendix D

Statement of
Position

98-3

Audits of States,
Local Governments, and
Not-for-Profit Organizations
Receiving Federal Awards
[Deleted as a result of the conversion of SOP 98-3 to an AICPA
Audit Guide of the same title.]
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Appendix E

.Information Sources
Further information on matters addressed in this Guide is available through
various publications and services listed in the table that follows. Many non
government and some government publications and services involve a charge
or membership requirement.
Fax services allow users to follow voice cues and request that selected
documents be sent by fax machine. Some fax services require the user to call
from the handset of the fax machine, others allow the user to call from any
phone. Most fax services offer an index document, which lists titles and other
information describing available documents.
Electronic bulletin board services allow users to read, copy, and exchange
information electronically. Most are available using a modem and standard
communications software. Some bulletin board services are also available using
one or more Internet protocols.
Recorded announcements allow users to listen to announcements about a
variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise designated as
fax (f) or data (d) lines. Required modem speeds, expressed in bauds per second
(bps), are listed for data lines.
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Order Department

Financial Accounting
Standards Board

U.S. Department of
Education

4200 Wilson Boulevard
Suite 800
Arlington, VA 22203

BBB Wise Giving Alliance

Office of Inspector General
U.S. Department of Education,
Switzer Building, Room 4200
Washington, DC 20202
(800) 872-5327_____________________________

P.O. Box 5116
Norwalk, CT 06856-5116
(203) 847-0700, ext. 10________

_

3450 Lake Shore Drive
Suite 2802E
P.O. Box 578460
Chicago, IL 60657
(773) 529-2300_______
Fax: (773) 529-0024

(201) 938-3787

Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
(888) 777-7077

Information about AICPA’s
CPE program is available
through the AICPA by calling
(888) 777-7077_______

24 Hour Fax Hotline

Order Department

__________ General Information __________ Fax Services_______

American Institute of
Philanthropy

American Institute of
Certified Public
Accountants

___ Organization___

Information Sources

Home Page

The U.S. Department of Education
home page is currently located at
www.ed.gov

The FASB home page is currently located at
www.fasb.org

www.give.org

www.charitywatch.org

The AICPA home page is currently located
at www.aicpa.org

AICPA

__________ Web Site_
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Electronic Bulletin Board Services

U.S. General
Accounting Office

Other

The National Health Council
home page is located at
www.national.health.council.org

1730 M Street, NW
Suite 500
Washington, DC 20036
(202) 785-3910
(202) 785-5923 (f)

National Health Council

U.S. GAO
P.O. Box 37050
Washington, D.C. 20013
(202) 512-6000
(202) 512-6001______________________________

The GAO has a home page on the
World Wide Web. The address is
www.gao.gov

The Rutgers Bulletin Board on the World Wide
Web includes various accounting related
databases. The address for the home page is
http://accounting.rutgers.edu/___

Information pertaining to grants
management is available at
www.whitehouse.gov/omb/GRANTS________
The NACUBO home page is currently located
at www.nacubo.org

The OMB home page is currently located at
www.whitehouse.gov/omb

2501 M Street, NW
Suite 400
Washington, DC 20037
(202) 861-2500
(202) 861-2583 (f)____

(202) 395-3504 for certain Circulars
and Standards

Twenty Four Hour Fax Hotline

__________ Fax Services_______

National Association of
College and University
Business Offices

General Information

Office of Administration
Publications Office
725 17th Street, NW
Washington, DC 20503
(202) 395-3080

Organization

U.S. Office of Management
and Budget

Information Sources
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Appendix F

References to AICPA Technical Practice Aids
The following nonauthoritative questions and answers, commonly referred to
as Technical Practice Aids (TPAs), have been prepared by AICPA staff and are
included in AICPA Technical Practice Aids. The TPAs have not been approved,
disapproved, or otherwise acted upon by the Accounting Standards Executive
Committee (AcSEC) or any other senior technical committee of the AICPA.
They are not sources of established accounting principles as described in SAS
No. 69, The Meaning o f Present Fairly in Conformity with Generally Accepted
Accounting Principles, nor are they sources of authoritative generally accepted
auditing standards. Staff believes the TPAs listed below may be useful and
relevant for users of this Guide. Other TPAs, as well as Consensus Positions of
the FASB’s Emerging Issues Task Force, may also be useful and relevant to
users of this Guide depending on the facts and circumstances.
TPA
Reference No.

Title

6140.01

Inventory Valuation for a Not-For-Profit Scientific
Organization

6140.02

Income Recognition of Membership Dues by
Not-For-Profit Organizations

6140.03

Lapsing of Time Restrictions on Receivables That are
Uncollected at Their Due Date

6140.04

Lapsing of Restrictions on Receivables if Purpose
Restrictions Pertaining to Long-Lived Assets are Met
Before the Receivables are Due

6140.05

NPO Accounting for Loans of Cash That are Interest
Free or That Have Below-Market Interest Rates

6140.06

Functional Category of Cost of Sales of Contributed
Inventory

6140.07

Functional Category of Costs of Special Events

6140.08

Functional Category of the Costs of Direct Donor Benefits

6140.09

Reporting Bad Debt Losses

6140.10

Consolidation of Political Action Committee

6140.11

Costs of Soliciting Contributed Services and Time That
Do Not Meet the Recognition Criteria in FASB
Statement No. 116

6140.12
6960.12

Nondiscretionary Assistance Programs
Allocation of Overhead
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Appendix G

Schedule of Changes Made to
Not-for-Profit Organizations
As of M ay 2003

Beginning May 2001, all schedules of changes reflect only current year activity
for improved clarity.
Reference
Paragraph 1.04
(footnote 3)
Paragraph 1.17
Paragraphs 1.24,
1.25, 1.26, 1.27,
1.28, and 1.29
Paragraph 2.05
(footnote *)
Paragraph 2.10
(footnote *)
Paragraph 2.22
Paragraph 2.26
Paragraph 2.34
(footnote 9)
Paragraph 2.35
Paragraph 2.43
Paragraph 2.44
Paragraph 2.47
(footnote *)
Paragraphs 2.48
and 2.49 (and
footnotes 1 and 2)
Paragraph 3.22
(footnote 11)
Paragraph 5.06
(footnote 4)
Paragraph 5.32
Paragraph 5.64
(exhibit 5.1)

Change
Revised to clarify guidance.
Revised to reflect the issuance of FASB Statement Nos.
144 and 145; Footnotes * and ** added.
Revised to reflect the issuance of recent authoritative
literature.
Deleted.
Added.
Revised to reflect the issuance of SAS No. 96; Footnote *
deleted.
Revised to reflect the issuance of SAS No. 99; Footnote *
replaced.
Revised to reflect the issuance of the Audit Guide Audits
o f States, Local Governments, and Not-for-Profit Organi
zations Receiving Federal Awards.

Revised to reflect the issuance of SAS No. 98; Footnote *
revised.
Revised to reflect the issuance of SAS No. 99; Footnote *
revised; Footnote ** added.
Revised to reflect the issuance of SAS No. 99; Footnote *
added.
Deleted.
Added to reflect the issuance of SAS Nos. 96 and 99,
respectively.
Revised to reflect the issuance of FASB Interpretation
No. 46.
Revised to clarify guidance.
Revised to reflect the issuance of FASB Interpretation
No. 45.
Redesignated as exhibit 5-1.
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Reference

Change

Paragraph 5.83
(footnote *)

Added.

Chapter 6 (title)

Footnote 1 deleted; Subsequent footnotes renumbered;
Footnote * added.

Paragraph 6.01
(former
footnote *)

Redesignated as footnote **.

Paragraph 6.07

Revised to reflect the issuance of FASB Interpretation
No. 46; Footnote ** revised.

Paragraph 6.09
(footnote *)

Added.

Paragraphs 6.11
(renumbered
footnote 8) and

Revised to reflect the issuance of FASB Interpretation
No. 46.

6.20
Paragraph 6.21

Revised to clarify guidance.

Paragraph 6.28

Revised to reflect the issuance of the FASB’s Derivatives
Implementation Group Issue No. B35.

Paragraph 6,29

Revised to clarify guidance.

Paragraph 6.38

Revised to reflect the issuance of FASB Interpretation
No. 46; Footnote * added.

Paragraph 6.40

Revised to reflect the issuance of FASB Interpretation
No. 46.

Paragraph 7.16
(footnote *)

Added.

Paragraph 8.03

Revised to reflect the issuance of the FASB’s Derivatives
Implementation Group Issue No. B35.

Paragraph 8.05
(footnote *)

Revised.

Paragraph 8.27
(footnote *)

Added.

Paragraph 8.30

Revised to clarify guidance.

Paragraph 8.31
(footnote *)

Added.

Paragraph 8.34

Paragraph 5:
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Footnote * redesignated as footnote 4 and
revised to reflect the issuance of FASB Statement No. 144;
Subsequent footnotes renumbered. Pa ra gra p h 10:
Revised (and footnote 6 added) to reflect the issuance of
FASB Statement No. 144; Footnote ** deleted; Subse
quent footnotes further renumbered; Paragraph 11:
Revised (and footnote 9 added) to reflect the issuance of
FASB Statement No. 144; Footnote * deleted; Subsequent
footnotes further renumbered; Paragraph 12: Revised
(and footnote 9 added) to reflect the issuance of FASB
Statement No. 144; Footnote * deleted; Subsequent
footnotes further renumbered.
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Change

Reference
Paragraphs 9.03
and 9.06
(footnotes *)

Revised.

Paragraphs 9.09
and 9.11
(footnotes *)

Deleted.

Paragraph 9.13
(footnote **)

Deleted.

Paragraph 10.09
(footnote 5)

Revised to clarify guidance.

Paragraphs
10.11 and 10.12

Paragraphs added to reflect the issuance of FASB
Statement No. 146 and FASB Interpretation No. 45,
respectively; Footnotes * added; Subsequent paragraphs
renumbered.

Paragraph 14.01
(and footnote 1)

Revised to reflect the issuance of SAS No. 98.

Paragraph 14.07

Revised to reflect the issuance of SAS No. 98; Footnote *
replaced.

Paragraph 14.15
(footnote 10)
and appendix B

Revised to reflect the issuance of the Audit Guide Audits
o f States, Local Governments, and Not-for-Profit Organi
zations Receiving Federal Awards.

Appendix D

Deleted to reflect the issuance of the Audit Guide Audits
o f States, Local Governments, and Not-for-Profit Organi
zations Receiving Federal Awards.

Appendixes E
and F

Updated.
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activities. Activities are efforts to accomplish specific objectives. Some activi

ties include producing and distributing materials. For example, if an entity
undertakes a mass mailing that includes a letter and a pamphlet, produc
ing and distributing the letter and pamphlet are part of the activity. Other
activities may include no materials, such as an annual dinner or a radio
commercial.
affiliate. A party that, directly or indirectly through one or more intermediar

ies, controls, is controlled by, or is under common control with an enterprise
(FASB Statement No. 57, Related Party Disclosures, paragraph 24(a).)
agent. An entity or individual that acts for and on behalf of another. Although

the term agency has a legal definition, the term is used in FASB Statement
No. 136 with a broader meaning to encompass not only legal agency, but
also the relationships described in FASB Statement No. 136. A recipient
organization acts as an agent for and on behalf of a donor if it receives
assets from the donor and agrees to use those assets on behalf of or transfer
those assets, the return on investment of those assets, or both to a specified
beneficiary. A recipient organization acts as an agent for and on behalf of
a beneficiary if it agrees to solicit assets from potential donors specifically
for the beneficiary’s use and to distribute those assets to the beneficiary.
A recipient organization also acts as an agent if a beneficiary can compel
the organization to make distributions on its behalf. (FASB Statement No.
136, Transfers o f Assets to a Not-for-Profit Organization or Charitable
Trust That Raises or Holds Contributions for Others, paragraph 10.)
annuity gift. A transfer of assets to a not-for-profit organization in connection

with a split-interest agreement that is in part a contribution and in part
an exchange transaction. The organization accepts the contribution and is
obligated to make periodic stipulated payments to the donor or a thirdparty beneficiary for a specified period of time, usually either a specified
number of years or until the death of the donor or third-party beneficiary.
annuity trust. See charitable remainder trust.
board designated. See designated net assets and endowment fund.
charitable lead trust. A trust established in connection with a split-interest

agreement, in which the not-for-profit organization receives distributions
during the agreement’s term. Upon termination of the trust, the remainder
of the trust assets is paid to the donor or to third-party beneficiaries
designated by the donor.
charitable remainder trust. A trust established in connection with a split-in

terest agreement, in which the donor or a third-party beneficiary receives
specified distributions during the agreement’s term. Upon termination of the
trust, a not-for-profit organization receives the assets remaining in the trust.
collections. Works of art, historical treasures, or similar assets that are (a)

held for public exhibition, education, or research in furtherance of public
service rather than financial gain, (b ) protected, kept unencumbered, cared
for, and preserved, and (c) subject to an organizational policy that requires
the proceeds of items that are sold to be used to acquire other items for
collections.
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compensation or fees. Reciprocal transfers of cash or other assets in ex

change for services performed.
conditional promise to give. A promise to give that depends on the occur

rence of a specified future and uncertain event to bind the promisor.
contribution. An unconditional transfer of cash or other assets to an entity or

a settlement or cancellation of its liabilities in a voluntary nonreciprocal
transfer by another entity acting other than as an owner.
corpus. The principal amount of a gift or trust. Usually refers to the portion

of a split-interest gift or an endowment fund that must be maintained over
a specified period or in perpetuity.
costs of joint activities. Costs of joint activities are costs incurred for a joint

activity. Costs of joint activities may include joint costs and costs other than
joint costs. Costs other than joint costs that are identifiable with a particular
function, such as fund raising, program, management and general, and cost
of sales. For example, some costs incurred for printing, paper, professional
fees, and salaries to produce donor cards are notjoint costs, although they may
be incurred in connection with conducting joint activities.
designated net assets. Unrestricted net assets subject to self-imposed limits

by action of the governing board. Designated net assets may be earmarked
for future programs, investment, contingencies, purchase or construction
of fixed assets, or other uses.
donor-imposed condition. A donor stipulation that specifies a future and

uncertain event whose occurrence or failure to occur give the promisor a
right of return of the assets it has transferred or releases the promisor from
its obligation to transfer its assets.
donor-imposed restriction. A donor stipulation that specifies a use for the

contributed asset that is more specific than broad limits resulting from the
nature of the organization, the environment in which it operates, and the
purposes specified in its articles of incorporation or bylaws, or comparable
documents for an unincorporated association. A restriction on an organi
zation’s use of the asset contributed may be temporary or permanent.
endowment fund. An established fund of cash, securities, or other assets to

provide income for the maintenance of a not-for-profit organization. The
use of the assets of the fund may be permanently restricted, temporarily
restricted, or unrestricted. Endowment funds generally are established by
donor-restricted gifts and bequests to provide a permanent endowment,
which is to provide a permanent source of income, or a term endowment,
which is to provide income for a specified period. The portion of a perma
nent endowment that must be maintained permanently—not used up,
expended, or otherwise exhausted—is classified as permanently restricted
net assets. The portion of a term endowment that must be maintained for
a specified term is classified as temporarily restricted net assets. An
organization’s governing board may earmark a portion of its unrestricted
net assets as a board-designated endowment (sometimes referred to as
funds functioning as endowment or quasi-endowment funds) to be invested
to provide income for a long but unspecified period. A board-designated
endowment, which results from an internal designation, is not donor-re
stricted and is classified as unrestricted net assets.
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equity. See net assets.
functional classification. A method of grouping expenses according to the

purpose for which the costs are incurred. The primary functional classifi
cations are program services and supporting activities.
funds functioning as endowment. Unrestricted net assets earmarked by an

organization’s governing board, rather than restricted by a donor or other
outside agency, to be invested to provide income for a long but unspecified
period. A board-designated endowment, which results from an internal
designation, is not donor-restricted and is classified as unrestricted net
assets. The governing board has the right to decide at any time to expend
the principal of such funds. (Sometimes referred to as quasi-endowment
funds.) See also designated net assets.
fund raising activities. Activities undertaken to induce potential donors to

contribute money, securities, services, materials, facilities, other assets, or
time. They include publicizing and conducting fund-raising campaigns;
maintaining donor mailing lists; conducting special fund-raising events;
preparing and distributing fund-raising manuals, instructions, and other
materials; and conducting other activities involved with soliciting contri
butions from individuals, foundations, governments, and others.
funds held in trust by others. Resources held and administered, at the direc

tion of the resource provider, by an outside trustee for the benefit of the
organization, frequently in connection with a split-interest agreement or
permanent endowment.
gift annuity. See annuity gift.
help accomplish the organization’s mission. Actions that help accomplish

the organization’s mission are actions that either benefit the recipient
(such as by improving the recipient’s physical, mental, emotional, or
spiritual health and well-being) or benefit society (by addressing societal
problems).
intermediary. An entity or individual that acts as a facilitator for the transfer

of assets between a potential donor and a potential beneficiary (donee) but
is neither an agent or trustee nor a donee and donor as contemplated by
FASB Statement No. 116, Accounting for Contributions Received and
Contributions Made. (FASB Statement No. 136, Transfers o f Assets to a
Not-for-Profit Organization or Charitable Trust That Raises or Holds
Contributions for Others, paragraph 8.)

joint activity. A joint activity is an activity that is part of the fund-raising

function and has elements of one or more other functions, such as program,
management and general, membership development, or any other func
tional category used by the entity.
joint costs. Joint costs are the costs of conducting joint activities that are not

identifiable with a particular component of the activity. For example, the
cost of postage for a letter that includes both fund-raising and program
components is a joint cost. Joint costs may include the costs of salaries,
contract labor, consultants, professional fees, paper, printing, postage,
event advertising, telephones, airtime, and facility rentals.
life income agreement. A form of split-interest agreement. See annuity gift

and charitable remainder trust.
life tenant. One who possesses a life-use right to property, frequently used in

connection with a split interest agreement.
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management and general activites. Management and general activities are

those that are not identifiable with a single program, fund-raising activity,
or membership-development activity but that are indispensable to the
conduct of those activities and to an organization’s existence. They include
oversight, business management, general recordkeeping, budgeting, fi
nancing, soliciting revenue from exchange transactions, such as govern
ment contracts and related administrative activities, and all management
and administration except for direct conduct of program services or fund
raising activities. Disseminating information to inform the public of the
appointments, and the annual report, among other activities, are manage
ment and general activities, as are soliciting funds other then contribu
tions, including exchange transactions (whether program-related or not).
medium. A medium is a means of mass communication, such as direct mail,

direct response advertising, or television.
membership-development activities. Membership-development activities

include soliciting for prospective members and membership dues, member
ship relations, and similar activities. I f there are no significant benefits
or duties connected with membership, however, the substance of member
ship-development activities may, in fact, be fund-raising.
natural expense classification. A method of grouping expenses according to

the kinds of economic benefits received in incurring those expenses. Exam
ples of natural expense classifications include salaries and wages, em
ployee benefits, supplies, rent, and utilities.
net assets. The excess or deficiency of assets over liabilities, classified accord

ing to the existence or absence of donor-imposed restrictions.
net asset class(es). The classification of net assets based upon the existence

or absence of donor-imposed restrictions. See also permanently restricted
and unrestricted net assets.

net assets, temporarily restricted net assets,

net investment (equity) in land, buildings, and equipment. The total car

rying value (after accumulated depreciation) of all property, plant, and
equipment, less directly related liabilities. This amount is exclusive of real
properties that are held for investment purposes.
nonreciprocal transfer. A transaction in which an entity incurs a liability or

transfers an asset to another entity (or receives an asset or cancellation of
a liability) without directly receiving (or giving) value in exchange.
not-for-profit organization. An entity that possesses the following charac

teristics that distinguish it from a business enterprise: (a) contributions of
significant amounts of resources from resource providers who do not expect
commensurate or proportionate pecuniary return, (b) operating purposes
other than to provide goods or services at a profit, and (c) absence of
ownership interests like those of business enterprises. Not-for-profit or
ganizations have those characteristics in varying degrees ([FASB State
ment of Financial Accounting] Concepts Statement No. 4, paragraph 6).
Organizations that clearly fall outside this definition include all investorowned enterprises and entities that provide dividends, lower costs, or other
economic benefits directly and proportionately to their owners, members,
or participants, such as mutual insurance companies, credit unions, farm
and rural electric cooperatives, and employee benefit plans (FASB Con
cepts Statement No. 4, paragraph 7).
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permanent restriction. A donor-imposed restriction that stipulates that re

sources be maintained permanently but permits the organization to use up
or expend part or all of the income (or other economic benefits) derived
from the donated assets.
permanently restricted net assets. The part of the net assets of a not-for-

profit organization resulting (a) from contributions and other inflows of
assets whose use by the organization is limited by donor-imposed stipula
tions that neither expire by passage of time nor can be fulfilled or otherwise
removed by actions of the organization, (b) from other asset enhancements
and diminishments subject to the same kinds of stipulations, and (c) from
reclassifications from (or to) other classes of net assets as a consequence of
donor-imposed stipulations.
promise to give. A written or oral agreement to contribute cash or other assets

to another entity. A promise to give may be either conditional or unconditional.
program services or program activities. The activities that result in goods

and services being distributed to beneficiaries, customers, or members that
fulfill the purposes or mission for which the organization exists. Those
services are the major purpose for and the major output of the organization
and often relate to several major programs. For example, a large university
may have programs for student instruction, research, and patient care,
among others. Similarly, a health and welfare organization may have
programs for health and family services, research, disaster relief, and
public education, among others.
quasi-endowment. See funds functioning as endowment.
reclassifications. Transfers of amounts from one net asset class to another,

usually as a result of the release or lapsing of restrictions.
remainder trust. See charitable remainder trust.
remainderman. The recipient of the corpus (remaining principal) of a trust

upon termination.
restricted support. Donor-restricted revenues or gains from contributions

that increase either temporarily restricted net assets or permanently
restricted net assets. See also unrestricted support.
restricted net assets. Resources whose use is restricted by donors as contrasted

with those over which the organization has complete control and discretion.
Restricted net assets may be permanently or temporarily restricted.
spending-rate. The portion of total return on investments used for fiscal needs

of the current period, usually used as a budgetary method of reporting
returns of investments. It is usually measured in terms of an amount or a
specified percentage of a moving average market value. Typically, the
selection of a spending rate emphasizes (a) the use of prudence and a
systematic formula to determine the portion of cumulative investment
return that can be used to support fiscal needs of the current period and
( b) the protection of endowment gifts from a loss of purchasing power as a
consideration in determining the formula to be used.
split-interest agreement. Trust or other arrangements initiated by donors

under which not-for-profit organizations receive benefits that are shared
with either the donor or third party beneficiaries. These gifts include lead
interests (see charitable lead trust) and remainder interests (see charitable
remainder trust, annuity gift, and annuity trust).

AAG-NPO GLO

302

Not-for-Profit Organizations

stipulation. A statement by a donor that creates a condition or restriction on

the use of transferred resources.
supporting activities. Activities other than program services. The primary

supporting activities are management and general, fund raising, and
membership development activities.
temporary restriction. A donor-imposed restriction that permits the donee

organization to use up or expend the donated assets as specified and is
satisfied either by the passage of time or by actions of the organization.
temporarily restricted net assets. The part of the net assets of a not-for-

profit organization resulting (a) from contributions and other inflows of
assets whose use by the organization is limited by donor-imposed stipula
tions that either expire by the passage of time or can be fulfilled and
removed by actions of the organization pursuant to those stipulations, ( b )
from other asset enhancements and diminishments subject to the same
kinds of stipulations, and (c) from reclassifications to (or from) other classes
of net assets as a consequence of donor-imposed stipulations, their expira
tion by passage of time, or their fulfillment and removal by actions of the
organization pursuant to those stipulations.
term endowment. A donor-restricted contribution that must be maintained

for a specified term.
total return. A measure of investment performance that focuses on the overall

return on investments, including interest and dividend income as well as
realized and unrealized gains and losses on investments. Frequently used
in connection with a spending-rate formula to determine how much of that
return will be used for fiscal needs of the current period.
trustee. An entity or individual that has a duty to hold and manage assets for

the benefit of a specified beneficiary in accordance with a charitable trust
agreement. (FASB Statement No. 136, Transfers o f Assets to a Not-forProfit Organization or Charitable Trust That Raises or Holds Contribu
tions for Others, paragraph 9).

unconditional promise to give. A promise to give that depends only on pas

sage of time or demand by the promisee for performance.
unrestricted net assets. The part of net assets of a not-for-profit organization

that is neither permanently restricted nor temporarily restricted by donorimposed stipulations.
unrestricted support. Revenues or gains from contributions that are not

restricted by donors. See also restricted support.
voluntary health and welfare organizations. Organizations formed for the

purpose of performing voluntary services for various segments of society.
They are tax exempt (organized for the benefit of the public), supported by
the public, and operated on a “not-for-profit” basis. Most voluntary health
and welfare organizations concentrate their efforts and expend their re
sources in an attempt to solve health and welfare problems of our society
and, in many cases, those of specific individuals. As a group, voluntary
health and welfare organizations include those not-for-profit organizations
that derive their revenue primarily from voluntary contributions from the
general public to be used for general or specific purposes connected with
health, welfare, or community services.
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