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ecent corporate scandals in the for-profit and not-
for-profit worlds and the subsequent passing of the
Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley™)!
have led to increased attention to the oversight of

directors of not-for-profit organizations (“NFPs” or singularly
“NFP”).? This dramatic shift is likely to cause some people to
decline board participation altogether, an unwelcome develop-
ment in a not-for-profit world already confronting legislation
that could increase regulation,’ new allegations of fraud,* and an
increase in competition for charitable funds in the aftermath of
natural disasters such as Hurricane Katrina.

* The author acknowledges and thanks Michact P. Mosher and Lori Thompson for their valuable
contributions to this article.

1. Sarbanes-Oxley Act of 2002, Pub 1. No 107-204, 116 Stat. 745, codified at 15 USC § 7217. For a
discussion of Sarbanes-Oxley’s impact on not-for-profits, see, for example, ABA Coordinating Committee
on Nonprofit Governance, Guide to Nouprofit Corporate Governance m the Wake of Sarbanes-Qxley
(ABA 2005) (hereinafter ABA Guide (o Governance); sce also Board Source-Independent Sector, The
Sarbanes-Oxley Act and Implications for Nonprofit Organizations (2003), available at hrep:/vww.
boardsource.org/clientfiles/sarbanes-oxley.pdf; Robert W. Friz & Elizabeth Virging The Sarbanes-Oxley
Act - Considerations For Nonprofit Health Care Organizations, 18 The Health Lawyer 1 (June 2006).

2. Note that a Not-For-Profit organization can be set up as a different type of non-corporate entiry
such as a trust or a limited liability company. .

3. While there is significant activity on the federal level to increase regulation of NTPs, California has
alrcady acted with the passing of the California Nonprofit Integrity Act of 2004, Cal SB 1262 (2004).

4. See, e.g., Fraud Scetion, Criminal Division, U.S. Department of Justice, Possible Fraud Schemes:
Solicitations of Donations for Victims of urricane Katrina. Tt can be accessed online at htrp://www,
usdoj.gov/eriminal/SpecialReport - HurricaneKatrina. hum.
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Careful planning through an annual compli-
ance checklist ¢an help Illinois directors “cover
their bases,” thereby alleviating some uneasiness
about serving on a board® To fully realize this
bencfit, the checklist must be custom-tailored to
the specific NFP it serves. A “onc-size-fits-all”
checklist will not even begin to cover all of the
needs and issues of every type of NFP.

This article presents the basic elements of a
compliance checklist derived from sources such
as Sarbanes-Oxley, the Internal Revenue Services
revised Form 1023, Tllinois law, federal Jaw, and
other relevant authorities. It is crucial thar prac-
titioners research and investigate concerns spe-
cific to similar NFPs in order to complete the
checklist.

The first scction below discusses important
considerations for the opcrations that is, carrying
out of the exempt purposcs of the NFP. Next, the
article examines issues rclated to personnel (pri-
marily directors, employecs, and volunteers) of
the NFP. The final section reviews financial re-
porting and financial compliance matters of im-
portance to the NFP. Note, of course, that the in-
formation provided here is not a substitute for
advice from a qualified lawyer, accountant, or
other professional.

An llinois Not-For-Profit
Directors’ Compliance
Checklist

Recent scandals and increased oversight are
likely to cause potential directors to hesitate
serving on not-for-profit boards. A carefully
crafted compliance checklist can reduce the
uneasiness about serving in that capacity.

Operations

Organizational details and following
the exempt purposes

Organizational details. Before undertaking his
or her role, each director must review the back-
ground, history, and related details of the NFP.
Has each director rcviewed the organizations
application for exemption (Form 1023), articles
of incorporation, bylaws, and reccnt minutes of
board meetings?

What is the history of the NFP? How was it

5. The rension between NEPs” limited resources and the increas-
ing level of accountability for dircctors in the for-profit area is ripe
for debate, but will not be addressed in detail in this article.

6. ‘The Internal Revenue Service substantially revised Torm
1023, Application for Recognition of Exemption (hereinafter
“Form 10237) in October 2004, and then further revised Form
1023 in June 2006, to account for an increase in fees. It can be
accessed omline at httpy/www.irs.gov/ipubyirs-pdf/f1023.pd. Note
that Form 990, Return of Organization Exempt From Income Tax,
is currently undergoing potentially substantial revisions (see, ¢.g.
Advisory Committee on Tax [xempt and Government Fntities,
The fifth report of recommendations (June 7, 2006), available
online at htrp/iwww.irs.gov/charitiesfarticle/0,,id=98353,00.himl.

William F. Westerbeke <bwesterbeke@passarokabne.
com> practices with Passaro & Kabne, in St. Joseph,
Michigan, where he focuses on business transactions,
exempt organizations, bealth care, and estate planning.

VOL. 94 | SEPTEMBER 2006 | ILLINOIS BAR JOURNAL | 485




NOT-FOR-PROFIT | Continued

formed? Who was instrumental in its
creation and carly success? Who arc the
other members of the board of direc-
tors and what types of skills and expe-
riences does cach director contribute to
the board?” Have important provisions
of the bylaws been reviewed? What
constitutes a “quorum” for voting pur-
poses?* What is the voting percentage re-
quired to approve actions? On an ongo-
ing basis, have there been any changes to
1) the organization of the NFP, 2) direc-
tors, or 3) officers (e.g., name, address,
elections, removals, amendments to ar-
ticles)? Have the minutes or resolutions
reflected the above changes where ap-
propriate?

Exempt purposes. In order to qual-
ify the NFP under section 501(c)(3) of
the Internal Revenue Code, the NFP%
exempt purposes must bc stated in the
NFP’s organizing document,” Unlike the
for-profit world where directors answer
to the shareholders and are measured by
the organization’s profit-making ability,
NFP directors are measurcd against the
success (or failure) of the pursuit of the
accomplishment of the cxempt purposes.

Therefore, it is important to review
the NFP’s activities on a regular basis
to determine whether they are consis-
tent with the exempt purposes contained
i the Articles of Incorporation." Does
each activity contribute to the cxempt
purposes? Are any unrelated activities
justified for other reasons? Are any of
the components of the exempt purposes
outdated or irrelevant? Do any current
activities work against the components
of the exempt purposes? Has each di-
rector assisted the NFP in obtaining ade-
quate resources to carry out its cxempt
purposes?

Conflict of interest policy!

One of the most important aspects of
operating the NFP is adopting, and re-
viewing on an annual basis, the NFP%
conflict of interest policy (“COI pol-
icy”). The revised Form 1023 places
more emphasis on the COI policy. For
organizations that have not adopted a
COI policy, Appendix A to the instruc-
tions for Form 1023 provides a sample. "
To obtain a tax exemption, an organiza-
tion must cither provide the COI policy
or cxplain how alternative procedures
accomplish the same result. "

Has the NFP adopted a COI policy?
Has cvery board member and officer re-
viewed and signed it? Has each director,

on an annual basis, affirmed that he or
she has received, rcad, understood, and
agreed to comply with it?"* Has each di-
rector also affirmed every year that he or
she understands that the NFP must en-
gage primarily in activitics that accom-
plish one or more of its cx-

fied person received an cxcess benefit,
the results will be consequential whether
the organization is a private foundation
(under the “self-dealing” rules)® or pub-
lic charity (under the “cxcess benefit/in-
termediate sanction™ rules).*

empt purposes?” At least
annually, has each dirce-
tor reviewed and disclosed
business and family rela-
tionships between direc-
tors, officers, and highest
compensated  employees
and any potential conflicts
of interest among thosc re-
lationships?'®

Practitioners should consult
personnel from NFPs similar to
the ones they counsel for advice.

Transactional review

It is also increasingly important for
a person or a committee to review all
transactions above a materiality thresh-
old, all recurring transactions falling
under the threshold if suspicious and/or
material, and transactions involving in-
ternal assets that have the potential for
abusc (e.g., use of organization’s cars,
employce privileges, etc.). Also impor-
tant is expense rcimbursements above
a material amount or invelving several
smaller amounts that in the aggregate
arc material. Those transactions, as well
as all other contracts, loans, payments
for services or goods, leases, or other ar-
rangements, should be reviewed with the
following questions in mind:

Does the transaction involve disquali-
Sied persons? A “disqualified person™ es-
sentially is an insider to the NFPY7 Direc-
tors, officers, and substantial contribu-
tors to the organization are included in
the list of disqualified persons.™

Is the transaction fair? Under llinois
law, if a transaction is fair to a corpora-
tion, the fact that the director has a con-
flict 15 not grounds for invalidating the
contract.” The recurring theme of qucs-
tioning in the revised Form 1023 is 1)
has it been explained how the contract’s
terms have been (or will be) negotiated
at arm’s length?* and 2) has it been de-
termined that the NFP is paying no more
than fair market valuc??

Has the conflict been adequately dis-
closed? Under llinois law, the director
asserting the validity of a transaction will
not have the burden of proving fairness
if the material facts of the transaction
and the director’s interest or relationship
were disclosed to the board of directors
or committee before approval.? If there
has been a transaction where a disquali-
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Insurance coverage and
indemnity provisions

A final consideration in the opera-
tions of an organization 1s insurance cov-
erage. In certain cases, coverage will not
be worth the high cost. However, when
it is cost-worthy, insurance s important.

Is there a policy in place covering di-
rectors and officers (errors and omis-
sions)? Damage to the NFP’s property?
Acts or injuries to third parties? Is there
a policy (or policy rider) for any large

7. For a discussion on the “Audic Committee
Financial Txpert” as defined by the Sccurities and
Exchange Commission (SEC), see ABA Guide to
CGoverngnee at 33 (cited in note 1),

8. 1f not provided for in the articles of incorporation
or bylaws, under Ulinois law a quorum is defined
as a majority of the dircctors then in office. General
Not For Profit Corporation Act of 1986, 805 11.CS
105/108.15.

9. 26 USC § 501{c)(3); see also Form 1023, Part 1L,
Question #1.

10. This is often referred to as the Dury of
Obedience.

11. Avoiding conflicts of interest is the primary goal
of the Duty of Loyalty.

12, Appendix A to the Instructions to Form 1023,
available online at hetp//www.irs.gov/publirs-pds/
11023.pdf.

13. The TRS requests a copy of the COI Policy (or an
explanation of alternative procedures) with the filing of
Form 1023, See Form 1023, Part V, Question 5 (cited
in note &),

14. Instructions ro Form 1023, Appendix A, Part VI
Annual Statements (cited in note 12).

15. Id.

16. It is a good practice to devote an agenda item in
cach board meeting to ask the directors whether there
are any conflicts that need to be addressed.

17. 26 USC § 4946,

18. 1d.

19. 805 1L.CS 105/108.60,

20, See, for example, Form 1023, Part V, Questions
7a, 7b, 8d, and 9d (cited in note 6).

21, Sce, for example, Form 1023, Part V, Questions
72, 7h, 8¢, and 9e {cited in note 6).

22. 805 ILCS 105/108.60(b)(1),

23. 26 USC § 4941,

24, 26 USC § 4958(c){1)(A).
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scale event presented or hosted by the
NEP? Tn addition to insurance, has the
board reviewed the adequacy of the
protections of the indemnity provisions
of the Bylaws? Has the board secured
indemnity from scllers of property for
environmental liablities?™

Personnel issues

Excessive compensation

One of the most important issues
facing NTPs is justifying the amount of
compensation paid to employees. NFPs
should follow the recommended prac-
tices provided in the revised Form 1023
when setting compensation.”

Will the individuals that approve com-
pensation arrangements follow a COI
policy?”” Will the board approve com-
pensation arrangements in advance of
paying compensation?* Will the board
document in writing, the date and terms
of approved compensation arrangce-
ments?® Will the board record in writ-
ing the decision made by each individual
who decided or voted on compensation
arrangements?* Has the board based
compensation on compensation paid by
similarly situated organizations for sim-
ilar services, current compensation sur-
veys compiled by independent firms, or
actual written offers from similarly situ-
ated organizations?” Will the board re-
cord the information they relicd on- to
make the decision on the compensation
arrangement??

Since this topic is high on the IRS
radar® it is strongly recommended that
all directors follow the above listed steps
in setting compensation.

Employee and volunteer issues

Another layer of important issues
involves employecs and voluntecrs. It
is important to fully investigate “whis-
tle blowers” because Sarbanes-Oxley
applics harsh penalties to retaliation
against whistle-blowers, even if the or-
ganization is a NFP.

Docs the board have a written pol-
icy regarding the prohibition against
retribution dirccted at whistle-blowers?
FHas the board investigated all warnings
or reports of officer, director, or em-
ployec theft or mismanagement? Has the
board fully investigated and documented
all claims of musconduct, discrimina-
tion, abuse, fraud, theft, or any related
claims? Do any of the employees or vol-
untcers have any complaints? Have all
complaints been reviewed and resolved?

Does the NFP have an interview and/
or screening process? Are background
checks required wherc appropriate?
Have you reviewed all employee issues
discovered pursuant to an employcee re-
view or brought to the boards atten-
tion? Have you followed internal poli-
cies with regard to dealing with employ-
ment issucs?

Directors

Does each director act in an informed
and reasonable manner when participat-
ing in the board’s decisions

quo gift language where necessary? Are
there any conditions on any gifts? Are
safeguards in place to monitor condi-
tions ot restrictions?

Budgeting, investing, and
distributing funds

Budgeting and investments. Does each
director actively participate in budgcting,
reviewing financial statements, and fore-
casting? Has the NFP made any jeopar-
dizing investments?" Does the NFP have
any cxcess business holdings?*!

and oversight of the NFP’s
management?”’ Are there
any express or unwritten
requirements  for board
scrvice? Does each director
attend mceetings regularly,
exercise indcpendent judg-
ment, and review adequate
information?*

How are new directors
elected? What are their
terms? Are there term lim-
its? Are there any issucs

Careful planning through an
annual compliance checklist
can help Illinois directors cover
their bases, thereby alleviating
some uneasiness about

serving on a board.

or potential violations of

the duties of care, loyalty,

or obedicnce?” Have directors checked
to make sure any dissenting opinions at
board meetings have been recorded in
the minutes?

Segregation of duties and
internal controls

An important issue for any organiza-
tion is the segregation of duties between
certain personnel. For example, docs the
person who writes the checks for ex-
pensc reimbursements writc and approve
his or her own expensc reimbursement
checks? Docs the person who opens the
mail also make the deposits in the bank?
Has the board worked with the NFP’s
auditor to ensure there is an adequate
segregation of duties and an appropriate
system of internal controls?

Financial matters

Soliciting funds

Fundraising, Docs the NFP pay a pro-
fessional fundraiser? Has the NFP filed
fundraising forms where appropriate?”
Will there be any charitable gaming? If
s0, have the appropriate forms been filed
and gaming taxes been paid?®

Donations, restrictions, and acknowl-
edgments. Docs the NEP send out a let-
ter acknowledging all contributions by a
donor? Has the NEP included quid pro

For private foundations, the conse-
quence of these items is an excise tax as

25. Sec, c.g. John M. McDonough, Not-For-Profit
Corporations § 4-8 (IICLE 2004).

26. Eorm 1023, Part V, Question 4 (cited in note 6).

27. Id at Question 4(a).

28, Td at Question 4(b).

29, 1d at Question 4(c).

30, Id at Question 4(d).

31, Id at Question 4(e).

32. 1d ar Question 4(f).

33, See, g, Compensation lssues for Exempt
Organizations, IRS Phone Forum (May 17-18, 2006),
available online at brip//www.irs.gov/publirs-tege/
phone, forum_5_2006.pdf.

34. Sarhanes-Oxley, Title VIII, Section 806, 68 Ted
Reg 31, 860 (2003), 29 CFR pt 1980,

35. Committee  on  Nonprofit  Corporations,
Guidebook for Directors of Nomprofit Corporations §
2 at 19 (ABA 2d od 2002).

36. 1d at 19-22.

37. A thorough analysis of dircetors” duties under
Minois law is beyond the scope of this article. See, e.g.,
MeDonough, Not ForProfit Corporations § 4-1, et scy
(cited in note 25).

38, See Wineis Auvorney General’s Office Form THC,
Report of Individual Fundraising Campaign, online
at heepd/www.itlinoisattorneygeneral.gov/charitics/
formife.pdf.,

39, For u brief summary of charity gaming licensc
types, forms, and fees, see the lllinois Department of
Revenue’s Charity Gaming webpage, online ar hteps//
www.revenue.state.ilus/CharityGaming/index.hom; see
also Wllinois Department of Revenue’s Charitable Games
Jax webpage, online ar herpe/Awww.revenue.seate.il.us/
Businesses/TaxInformaton/Caming/charitable hrm.

40. 26 USC § 4944,

41, 26 USC § 4943, Private Foundations may hold
up to 20% of a particular corporation’s voting stock;
beyond 20% is considered a taxable excess business
holding,
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well as a penalty for noncompliance. In
addition, has the NFP paid the excise
tax on net investment income?* Even
though public charitics do not have the
same restrictions, they should keep an
eye on the type, risk, and excess business
holdings of the NFP’s investments.

Expenditures. 1f the NFP is considered
a private foundation, has it made any
taxable expenditures?” Have the direc-
tors reviewed all purchases by the NFP
above a material amount or involving
several smaller transactions that in the
aggregatc are material? Have the dircc-
tors reviewed cxpense reimbursements
above a material amount or involving
scveral smaller amounts that in the ag-
gregatc arc material?

Grants, loans, and distributions. Tt is
Important to review grants, loans, and
other distributions to outside organiza-
tions. How does each distribution fur-
ther the NFP’s exempt purposes?* Does
the NFD keep adequatc records for each
distribution?” Does it require an appli-
cation form or grant proposal?* Does it
have procedures, including periodic re-
ports, for oversight of distributions to as-
sure the distributions are used to further
its exempt purposes?* If the NFP is con-
sidered a private foundation, has it made
the required annual distributions?*

Financial reporting matters
and filings

Record-keeping. Does each director
have a general knowledge of the books
and records of the NFP? Are the records
and accounts accurate? If an audit is not
performed, is there an adequate review
of the performance of the NFPs book-
keeper?

Tax returns and annual reports. Has
each dircctor reviewed the NFP*s tax rc-
turns and contacted the preparer if there
are any questions?” Does the NFP have
unrelated business income subject to tax
(UBIT)? Does the NFP engage in (and re-
port) any lobbying?

Has someone, other than thc per
son i charge of payroll, verified that
all withholdings are deducted and for-
warded to state and federal authorities?™
Ias the NFP filed state and federal em-
ployment tax (and related) rcturns?®
Has it paid sales or use taxes and filed
the appropriate forms, where an exemp-
tion is not available? Has it paid prop-
erty taxes, where an exemption is not
available? Filed annual reports with the

Illinois Attorney General's Qffice’ and
the Secretary of State?

Auditing issues and document reten-
tion policy. When necessary, has there
been an audit by a certified public ac-
countant? Is the opinion “unqualificd™?
If not, investigate further.

Docs the NFP have the resources to
form an audit committee?s* What level of
financial expert will the board recruit (or
does it have)?™ Are all personnel aware
of the penalties, mandated by Sarbanes-
Oxley, for destruction or alteration of
documents?™ Is there a written policy in
place for addressing document retention
and destruction?

Other filings. Has the NFP regis-
tered with the Illinois Attorncy Gener-
al’s Office?™ Has it filed the appropri-
ate state-level forms with the attorney
general of every other state where filing
is required?” Has it filed certificates of
authority in cvery jurisdiction where it
transacts business? Has it filed all state-
level annual reports?

Are the following available for pub-
lic inspection: application for exemption,
Form 1023; articles of incorporation;
and all tax rcturns and state filings?™ Are
any local permits required for any activi-
ties of the NFP? Has the NFP applied for
special mailing rates afforded NFPs?*

If the NFP plans to dissolve, have
the directors completed the following:
drafted a resolution to dissolve the NFP;
tiled and received tax clearance from the
appropriate authorities; made arrange-
ments to have the assets distributed pur-
suant to the organizing documents (i.c.,
to another 501(c)(3)); and filed for disso-
lution at the Secretary of State?

Conclusion

Building an annual checklist is eas-
ier with the basic clements provided in
this article. The next step depends on an
analysis of the characteristics of the tar-
get organization. Practitioners should
consult personncl from similar NFPs for
advice on some of the items they address
on a regular basis.

Once the organization-specific items
are added, the checklist is ready to be
unplemented. If the checklist is used on
a regular basis, such as during the annual
meeting, it is more likely to fulfill its pur-
pose — reducing uneasiness about board
participation. I

42, 26 USC § 4940. Private foundations must pay
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a 2% Excise Tax on Net [nvestment Income (“NII7).
However, this tax can be reduced to 1% if the privare
foundation meets certain distribution requircments.
26 USC § 4940(e). NIl is the sum of gross investment
income (income from interest, dividends, rents, and/or
royalrics) and net capital gains incurred from the sale of
approciated capital assets. 26 USC § 4940(c).

43. 26 USC § 4945. Some rtaxable expenditure
examples include: grants to influence legislation;
grants o a nonexempr organization; or grants for a
noncharitable purpose.

44, Form 1023, Part VI, Question 13a (cited in
note 6).

45 1d ar Question 13e.

46, Td at Question 13f.

47. Id at Question 13g.

48. Private foundations must distribute annually
an amount ¢qual to its Minimum lnvestment Return
(“MIT”), 26 USC § 4942, A Privatc Toundation’s MII is
5% of the Private Foundation’s nct investment assets.

49, For a hst of the types of Forms 990, sce
Instructions ro Form 1023, ar 5 (cited in note 12), Tor
more detailed explanations, see the instructions specitic
to cach form,

50. If nothing else, all directors should follow-up to
make certain that amounts withheld from employees’
wages are actually being paid over to the appropriate
governmental entities. The Tnternal Revenue Service can
and will take action for recovery of lost withholdings
against directors of NFPs,

51. The directors should consult with the NFP%
accountant or payroll service to be certain that they are
filing Forms 941 (Federal Employment Tax Return),
Form 11-941 (Tllinois Employment 'lax Return), and
Form UT-3/40 (Illinois Department of Fmployment
Sceurity’s Employer’s Contribution and Wage Report).
As long as confidentiality is preserved, the directors
should ask the accountant or payroll service to forward
copies of the forms for review at board meetings.

52. Form AG990-IL, Illinots Charitable Organization
Annual Report, must be filed with the Artorney
General's Office within 6 months afwer the NFIs
fiscal year end and can be accessed online at hrep://
www.illinoisattorneygeneral.gov/charities/ag990-
annualreport.pdf.

53, 8ee ABA Guide 1o Gowverngnce 28-34 (cited in
note 1).

54, For a discussion on the “Audit Committee
Financial Expert” as defined by the Securities and
Exchange Commission (SEC), see ABA Guide to
Governance at 33 (cited in note 1),

55. Sarbanes-Oxley, Title VIL, Section 802 (cited in
note 34),

56. Charities must register with the Illinois Attorney
Office using Form CO-1, Charitable
Organization  Registration Statement. Form CO-1
can be accessed over the internct at: hrepi/Avww.
illinoisartorneygeneral.gov/charitics/co-1form.pdf.
CO-2, Charitable Organization Financial
Tnformation Form is also required with the initial
registration and can be accessed online at htip//www.
illinoisatiorneygeneral.govicharitiesfeo-2form.pdf.

57. In some states, solicitations of a cerrain amount
ol donarions among the state’s residents can cause
a NFP to be subject to registration with that state’s
Atrorney Generals office, even if the solicitations are
over the internct, Please refer to each specific starc’s
Attorney General's office for applicable restrictions.

58, A list of the items that are required to be open
to public inspection (cg., exemption letter, Form
1023, [RS correspondence) as well as a list of items
that do not have to be open for public inspection (e.g.,
contributors’ names and addresses; user fee check) can
be found in the Instructions to Form 1023, Instructions
to Form 1023, ac 5 (cited in note 12),

59, See United States Postal Service Publication 417,
Nonprofit Standard Mail Fligibility, online at htep://
pe.usps.goviepin/frp/pubs/Pub417/Pub4 1 7.pdf.
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