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IMPACT OF WAYFAIR SUPREME COURT DECISION
ON NONPROFIT ORGANIZATIONS

By Katherine Gauntt

Sales tax is imposed upon retail sales of tangible personal property and taxable services in 45 states and
the District of Columbia. Each state determines the circumstances under which a sales tax is imposed on

the purchaser.

Purchases by nonprofit organizations are exempt in most
of the states, if the tangible personal property or taxable
services are used or consumed exclusively for the purposes
for which the organization was established. The states
usually require each legal entity to register as a nonprofit
entity with the state to receive state tax-exempt status. Upon
state authorization, the entity can provide a state-approved
exemption certificate to its vendors in order to purchase
goods and services without paying sales tax.

While nonprofit organizations can make purchases free
of sales tax, their sales of goods and taxable services are
usually taxable. One could argue that these sales ultimately
benefit the organizations’ nonprofit activities but most
states do not extend the nonprofit exemption. Many
organizations selling promotional goods on their websites
are registered in their home state but rarely are registered
in multiple states to collect sales tax. Usually they have no
“physical presence” in states beyond their home state and
did not have to collect the sales tax. However, everything
changed on June 21, 2018 when the U.S. Supreme Court
held in South Dakota v. Wayfair' that states can require a
retailer to collect and remit sales tax even if the retailer
lacks an in-state physical presence.

HISTORY OF THE WAYFAIR CASE

Effective May 1, 2016, South Dakota passed a law
requiring remote sellers to remit sales tax on all taxable
sales if the seller’s gross revenue from the sale of products
or taxable services delivered into South Dakota exceeded
$100,000 or 200 or more separate transactions. Wayfair,
Inc., Overstock.com, Inc. and Newegg Inc. refused to
comply on the basis that they had no physical presence
in South Dakota and, therefore, were not obligated to
collect the sales tax. South Dakota filed a declaratory
judgment action in state court. The case was fast-tracked
through the South Dakota lower courts. Ultimately, the
South Dakota Supreme Court, compelled by the 1992
U.S. Supreme Court decision in Quill? found in favor
of the Wayfair, Inc. et al. The U.S. Supreme Court in
Quill affirmed that “substantial nexus” under the U.S.
Constitution’s Commerce Clause required a business to
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have a physical presence within a state before the state
could impose tax or a tax collection obligation.

Nonetheless, the ultimate goal was a U.S. Supreme Court
challenge to overturn Quill. On Jan. 12, 2018, the U.S.
Supreme Court granted South Dakota’s petition for a Writ
of Certiorari with respect to the Wayfair case. Oral argument
was heard on April 17, 2018. And on June 21, 2018 the U.S.
Supreme Court overruled Quill and the physical presence
standard.? The Court then ruled that South Dakota’s sales tax
economic nexus statute was constitutional and “substantial
nexus” under the Commerce Clause. In anticipation of the
ruling, many states already had laws on the books which
were designed to go into effect if the ruling was favorable.
As of Oct. 15, 2018, 35 states have passed some form of
economic nexus standard for sales tax purposes.

WAYFAIR IMPACT AND ACTION ITEMS
FOR NONPROFITS

All industries are likely to see an impact from the Wayfair
decision, but industries selling goods and taxable services
remotely overthe internetatretail have the greatestexposure.
Nonprofits carry the same burdens as for-profit e-commerce
sellers for taxable goods and services, if their sales reach the
economic thresholds established by the states. (For the latest
information on thresholds by state go to: https://www.bdo.
com/wayfair.) When it comes to Wayfair, it's also important
to keep in mind that all states aren’t equal. The following are
areas that nonprofit organizations should review to mitigate
their risk of overpaying or under-collecting the sales tax.

Administration

Most states require nonprofits to register with the state
departments of revenue if they are eligible for a sales tax
exemption on purchases. In addition, once the economic
thresholds are reached, the nonprofit must register as a
vendor with the state since its sales will likely be treated
the same as for-profit vendors. Again, each state is different
regarding its nonprofit tax registration requirements.

www.baldwincpas.com
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Purchases

As a result of Wayfair, more sellers will be required to collect
sales tax. Many of these sellers either “assume” everything
they sell to nonprofits is exempt from tax or default all
sales to taxable without consideration for nonprofit status.
Either way, nonprofits must be proactive in informing their
vendors when to charge them sales tax or they could end
up overpaying sales tax on purchases or underpaying and
creating a use tax assessment if they are audited. Each
vendor's sales should be reviewed to ensure that, if no sales
tax is charged, the sale qualifies for the nonprofit exemption
(i.e., the purchase benefits the organization's nonprofit
activities). Itisimportant to establish an exemption certificate
policy to ensure that only those vendors selling qualified
goods and services are given an exemption certificate.
Providing an exemption certificate to a vendor shifts the
liability for the tax to the nonprofit even if it is provided in
error. Areas where sales to nonprofits are generally taxable
include sales of food, lodging, certain types of software and
supplies such as uniforms, furniture and fixtures or any other
type of sale unrelated to the purpose for which nonprofit
status was granted by the state.

Sales

Nonprofits should examine their sales volumes in each
state and compare it to the economic nexus thresholds
established by each state. In general, measurement should
be done at a legal entity level if there is more than one legal
entity doing business in the state (although some states
may combine sales of affiliated legal entities.) For tangible
products, the state where sales occur is determined by the
delivery address. However certain nonprofits, especially
in healthcare, sell tangible goods, digital products (e.g.,
e-books) and services. In addition, some are part of an
organization of affiliated companies consisting of nonprofit
and for-profit entities. Nonprofits should consider the
following when developing an action plan for determining
nexus and potentially charging sales tax:

1. Where are the tangible goods, digital products and
services sold?
2. Do the sales reach the threshold for economic nexus?

If yes, what are the necessary actions needed for

complying?

* Registration - Nonprofits should register as a vendor
in each tax jurisdiction.

¢ Taxability of Products Sold — A determination of the
tax status of each product sold should be made.

e Exemption Certificate Procedures - If products
are sold to other nonprofits, a process to collect
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exemption certificates should be established.

* Billing Sales Tax — A process must be established to
charge the correct sales tax on an invoice. To do so,
the nonprofit must utilize the most current sales tax
rates to charge its customers.

* Reporting - Depending on volumes, sales tax
reporting can be in-house or outsourced through
third parties. Most states have portals where tax
returns can be filed by keying in the data manually if
the nonprofit has established economic nexus in only
a few states.

4. In addition, nonprofits should consider their internal
operational capabilities:

* Accounting - Do you have Sales Tax Liability Accounts
set up that can undergo reconciliation and audits?

e Technology - Do you have the functionality in your
billing system to charge the correct tax on taxable
sales?

* Resources - Do you have enough resources in-
house to administer exemption certificates and tax
reporting?

* Document Retention — Most states require retention
of all invoices, work papers, tax returns and other
supporting documentation to support the taxes
reported.

CONCLUSION

Wayfairhas impacted every organization in the country in one
form or another. Not all nonprofits sell goods and services,
but they may see an uptick in the costs of the things they
buy as a result. Those that do sell, must perform their own
due diligence and incur the costs of compliance just like any
other company dealing with the complexities of 46 different
state tax jurisdictions with 46 different sets of rules. The rules
are still evolving but one thing is certain: Unless Congress
acts to change the economic nexus standards established
by the Wayfair case, every entity, including nonprofit entities,
that buys or sells will incur extra costs in its attempt to comply
with current law.

This article originally appeared in BDO USA, LLP's “Nonprofit Standard” newsletter
(Winter 2018). Copyright © 2018 BDO USA, LLP. All rights reserved. www.bdo.com

1 South Dakota v. Wayfair, Inc. 585 U.S.__(2018)

2 Quill Corp. v. North Dakota, 504 U.S. 298 (1992)

3 In addition to Quill, National Bellas Hess v. Department of Revenue, 386
U.S. 753, 87 S.Ct. 1389 (1967), was also overruled.
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TE/GE’'S PROGRAM LETTER PROVIDES PROJECTS

AND PRIORITIES FOR 2019

By Marc R. Berger, CPA, JD, LLM

The IRS Tax Exempt and Government Entities (TE/GE) division released its Fiscal Year 2019 Program Letter
on Oct. 3, 2018. The Program Letter outlines its projects and priorities for fiscal year 2019 for tax-exempt
organizations, employee plans, Indian tribal governments, and tax-exempt bonds. This article focuses on
those projects and priorities relating to tax-exempt organizations.

The TE/GE division will continue to refine its compliance
strategy approach, which is designed to ensure that its
examination programs are focused on the highest priority
compliance areas to promote efficient tax administration.
In this regard, TE/GE collaborates with its IRS business
partners and various other groups and agencies, including
the Advisory Committee on Tax Exempt and Government
Entities, the U.S. Department of Labor, the Municipal
Securities Rulemaking Board, and the Securities and
Exchange Commission. TE/GE will continue to use advance
data and data analytics to drive decisions about identifying
and addressing high-risk areas of noncompliance.

The Tax Cuts and Jobs Act (TCJA) will remain a priority in
fiscal year 2019. TE/GE has completed numerous form
revisions, as well as guidance and training, and it anticipates
more developments in these areas going forward. It plans on
initiating additional education efforts in FY 2019 along with
TCJA-related compliance strategies.

For the first time this decade, TE/GE is onboarding a
significant number of new hires, and is cross-training
employees to allow flexibility in directing resources to
shifting needs. The increase in employees signals a potential
increase in examination and enforcement action.

The bulk of the Program Letter focuses on six areas of its
compliance program in an effort to become more effective
and efficient. These six areas are:

COMPLIANCE STRATEGIES

Compliance strategies are issues approved by TE/GE's
Compliance Governance Board (Board) to identify, prioritize
and allocate resources within the TE/GE taxpayer base. Using
a web-based portal, TE/GE employees submit suggestions
for consideration by the Board. Once approved, these issues
are considered priority work. Strategies approved to date
include:

¢ Tax-exempt social clubs under Internal Revenue Code
(IRC) Section 501(c)(7) — The focus will be on investment
income, non-member income, and non-filers of Form
990-T, Exempt Organization Business Income Tax Return.
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* Non-Exempt Charitable Trusts under IRC Section
4947(a)(1) — The focus will be on organizations under-
reporting income and overreporting charitable
contributions.

e Tax-exempt organizations that were previously for-
profit — The focus will be on organizations formerly
operated as for-profit entities prior to their conversion to
IRC Section 501(c)(3) organizations.

e Self-dealing by private foundations - The focus will be
on organizations with loans to disqualified persons.

e Early retirementincentive plans - Determining whether
federal, state or local governmental entities that provide
cash (and other) options to employees as an incentive
for early retirement have applied proper tax treatment to
these benefits.

e Forms W-2/1099 matches — Comparing payments
reported on Form 1099-Misc., Miscellaneous Income,
with wages reported on Form W-2.

* Notice CP 2100 (backup withholding) - Determining
whether  mismatched and/or missing taxpayer
identification numbers on Form 1099 indicate a failure to
comply with backup withholding requirements.

e Worker classification - Determining whether
misclassified workers result in incorrectly treating
employees as independent contractors.

DATA-DRIVEN APPROACHES

Data-driven approaches use data, models and queries to
select work based on quantitative criteria, which allows TE/
GE to allocate resources that focus on issues that have the
greatest impact. TE/GE integrates data into its processes
and procedures, using return data and historical information
to identify the highest risk areas of noncompliance.

With respect to models, this includes continuing to improve
compliance models based on Forms 990, 990-EZ, and 990-
PF, as well as testing the newly developed model for Form
5227 (Split Interest Trust Information return). In addition,
identifying returns containing the highest risk of employment
tax noncompliance will be a priority.

www.baldwincpas.com
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REFERRALS, CLAIMS AND OTHER CASEWORK

Referrals allege noncompliance by a TE/GE entity and are
received from internal and external sources. The public can
submit a specialized exempt organization referral on Form
13909 (Tax-Exempt Organization Complaint). With respect
to referrals, TE/GE will continue to pursue referrals received
from all sources alleging noncompliance.

Claims are requests for refunds or credits of overpayments
of amounts already assessed and paid, and can include tax,
penalties and interest. TE/GE will continue to address claims
requests, including high-dollar complex employment tax
claims filed by federal, state and local governments.

Other casework includes examining entities that filed and
received exemption using Form 1023-EZ, focusing on (1)
filers who are ineligible to file Form 1023-EZ, (2) filers who
donate to (or pay expenses for) individuals, and (3) filers
operating bingo and other gaming activities.

COMPLIANCE CONTACTS

Compliance units are employed to address potential
noncompliance, primarily using correspondence contacts
known as “compliance checks” and “soft letters”.

A compliance check is correspondence with organizations
to inquire about an item on a filed return; to determine
if specific reporting requirements have been met; or to
determine whether an organization’s activities are consistent
with its stated tax-exempt purpose. A compliance check is
not an examination.

A soft letter is correspondence with organizations that
provides notification of changes in tax-exempt law or
compliance issues. A response to these letters is generally
not expected.

TE/GE will continue to inform taxpayers via compliance
checks and soft letters, in particular in the area of adhering

1.866.287.9604
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to recordkeeping and information reporting requirements,
including:

e Combined Annual Wage Reporting - Focusing on
tax-exempt employers that had discrepancies between
Form W-2 and either Form 941 or Form 944.

* Financial Assistance Policy - Whether tax-exempt
hospitals are complying with IRC Section 501(r)(4).

*  Form 990-T Non-filers — Looking for IRC Section 501(c)
(7) organizations that reported investment income on
Form 990 but did not file Form 990-T.

* Supporting Organizations - Entities that state that they
are supporting organizations but have filed Form 990-N,
which is not allowed.

DETERMINATIONS

TE/GE expects a continued increase in determination
applications and will concentrate on identifying new
strategies for reducing a filing burden and case processing
time. The exempt organizations group expects to hire 40
new revenue agents to process determination applications
to help offset application increases and workforce attrition.

VOLUNTARY COMPLIANCE AND OTHER
TECHNICAL PROGRAMS

This area is focused primarily in the employee plans group
of TE/GE, and enables a plan sponsor, at any time before
audit, to pay a fee and receive IRS approval for correction of
plan failures.

Management of exempt organizations should evaluate the
potential implications of the areas identified in the Program
Letter on their organizations and consult with their tax
advisors.

This article originally appeared in BDO USA, LLP's “Nonprofit Standard” newsletter
(Winter 2018). Copyright © 2018 BDO USA, LLP. All rights reserved. www.bdo.com
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DOES YOUR INFORMATION GOVERNANCE
PROGRAM LOOK LIKE AN ABANDONED

FAIRGROUND?

By Alex VanVeldhuisen, IGP

“Our Information Governance program looks like an abandoned fairground in my mind ... each old ‘ride’
representing a technology, software or server with data and information we no longer use, need, can find or
know what to do with.” Quote from a Manager at a Public Utility

BACKGROUND

ARMA International defines Information Governance
(IG) as a strategic, cross-disciplinary framework composed
of standards, processes, roles and metrics that hold
organizations and individuals accountable for the proper
handling of information assets. Using a combination of
views about information governance, BDO defines it as
the ability to integrate people, process, technology and
data into a framework that is cross-functional throughout
the enterprise. This model allows for the development of
an enterprise information governance program that aligns
business functions and the use of data practices with their
technological, business, security, privacy and legal needs.

INTRODUCTION

The "abandoned fairground” metaphor is a great visual.
Imagine an old roller coaster being the legacy CRM program
that was replaced by Salesforce. The ferris wheel was your
old accounting software package now in the cloud. Your
on-premises Windows server infrastructure was the spider
ride, which is now hosted in the cloud via Office 365 and
MS Azure. These rides were the best when they were new,
but now they lie dormant with no one actively using them.
However, leaving them in place unattended incurs costs and
presents risk.

One can compare this metaphor to the lack of resources
an organization has to mitigate its records management
functions, which is part of the foundation of asound enterprise
Information Governance program. Long considered a line
item on an organization's balance sheet and a back-office
function typically delegated to the Facilities or Information
Technology (IT) departments, the cost and management of
the program has long been considered a necessary evil—
and, not a value add for the organization. However, with
the software tools and processes that are now available,
many organizations are realizing they can clean up their IG
program with all its Redundant-Obsolete-Trivial (ROT) data
and bring it into compliance in a timely and cost-effective
manner. Organizations are also seeing that these mitigation

efforts will drive increased productivity and business process
transformation, which as a result, often improves regulatory
compliance, reduction in costs and organizational risk, along
with increased profitability.

WHAT DOES AN ORGANIZATION'S ENTERPRISE
LANDSCAPE LOOK LIKE?

Understanding what legacy systems your organization has
and what it's costing the organization to maintain them is
the first step in an Information Governance assessment. To
properly “map” out the enterprise landscape, both current
and legacy systems containing data must be identified
and tracked. Once systems have been identified, the
organizations should implement steps that include:

e Understanding who has access to the data or information
and how it is used throughout the enterprise

* |dentifying dormant data and information

e Identifying any additional data and information
repositories that are outdated and outside the
organization’s records retention schedule

WHY IS IT IMPORTANT TO HAVE A STRONG
IG PROGRAM?

Aside from the normal regulatory reporting requirements
that nonprofit organizations must comply with, nonprofits
that are collecting or managing data on residents in the
European Union (“EU") are now subject to the recently
implemented General Data Protection Regulation (GDPR).
The specific requirements within the regulation mandate
that organizations have a firm understanding of the Personal
Data, (similar to what the U.S. refers to as Personal Identifiable
Information, or PIl) they possess and control. Additionally,
the organization must have documented processes in place
to be able to provide any individual who is a resident of
the EU a summary of what specific Personal Data is being
maintained by the organization along with the mechanism(s)
to delete their Personal Data, if they so request.


https://www.arma.org
https://eugdpr.org

Examples of Personal Data a nonprofit might possess would
be email addresses or newsletter mailing information the
marketing department may be using to communicate to
donors, subscribers or interested parties. According to
Article 5 of the GDPR regulation, this information should
not be maintained after the point in time in which the need/
reason for processing it no longer exists. Once that point
in time is identified, the Personal Data should be removed
from the enterprise systems, including downstream systems,
in a secure and timely manner.

Additionally, according to the Information Commissioner’s
Office based in the UK (www.ico.org.uk), nonprofits can be
considered both “data controllers” and “data processors.”
There are several ways in which a nonprofit is then subject
to GDPR:

1. As an employer processing data of volunteers,
employees or trustees

2. As acampaign or fundraising organizer

As a provider of services to beneficiaries

The GDPR provides the following eight rights for individuals:

1. Theright to be informed about the collection and use of
personal data

2. The right of access to their personal data and
supplementary information

3. The right to rectification of inaccurate personal data or
completion of incomplete data

4. The right to erasure of personal data

5. Therighttorestrict processing that allows an organization
to store data but not use it

6. The right to data portability, which allows individuals to
safely and securely obtain and reuse their own data for
their own purposes

7. The right to object to processing based on legitimate
interests, direct marketing and for purposes of research

8. Rights in relation to automated decision-making and
profiling

What makes |G so challenging for most organizations is that
it is as much about organizational structures as it is about
data. Most organizations, including nonprofits, work in what
the |G profession refers to as silos. Each of these silos is
represented by various departments, locations and service
lines who are all currently responsible for their own data and
records with little or no thought as to how their individual
programs or governance efforts may impact the organization
as a whole.

1.866.287.9604
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Unlike mature enterprise information governance programs,
these organizational and information silos result in increased
liability and costs to the organization while also increasing
the cost of managing and maintaining current and legacy
systems. This is the exact opposite of what a mature IG
program is designed to accomplish, which is the reduction
of your data footprint (data minimization) through the
elimination of ROT data. Improving processes and controls
will result in reducing the organizational risk profile while
increasing efficiencies and controls over your data.

Due to the implications, the recent passing and
implementation in May 2018 of the GDPR as mentioned
earlier, and the passing of the California Consumer Protection
Act (CaCPA) which takes effect Jan. 1, 2020 (which may have
up to a six-month look back), nonprofits cannot continue to
do business without prioritizing how to secure and manage
their sensitive donor and organizational information.

CAN CREATING A STRONG INFORMATION
GOVERNANCE PROGRAM CREATE STRONG ROI?

The simple answer is “Yes!"” Every organization is unique, and
every organization has its own strategic business goals, so it
is difficult to quantify a return on investment (ROI) without
specific information. However, what a strong IG program
supports and shows results in, is better control and security
of your information and an improved ability to leverage that
information to make more informed decisions. Another result
that may occur is improved efficiencies that generate better
outcomes. In a nonprofit this could result in the ability to
better understand who, and how, donors and volunteers are
engaging with the organization. Clean, accurate, available
and meaningful data will allow the organization to look to
the past to guide the future.

www.baldwincpas.com
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What are some examples of benefits that are a direct result
of improved |G programs?

e Areduced risk profile for the organization
* Improved outcomes of regulatory audits

*  Minimization of the data footprint which results in lower
costs to store, maintain and dispose of data in all its
forms

* More productive employees in their daily activities by
making the data and information they need available in
a safe, secure and timely manner

e Better decision making by having data that is more
accurate, available and trustworthy

HOW DO YOU START TO PREPARE TO
MAKE CHANGES?

Existing corporate culture and changes within that culture
pose difficult challenges specific to bringing an organization
into compliance andbuildingan effective G program. Thefirst
and most important step to is to get executive sponsorship
and involvement of all stakeholders to support the success

1.866.287.9604

of an IG program. Developing and nurturing a culture of
compliance does not happen immediately. Organizations
should implement programs where employees are asked
and encouraged to change habits and business processes so
they understand the benefits to the organization as a whole.
Additionally, seeing how these changes will impact each of
their specific jobs and responsibilities will result in saving the
organization money and prevent exposing the organization
to unnecessary risk.

DON'T LET PERFECTION GET IN THE WAY
OF PROGRESS

One of the justifications organizations use to stall change
is that the proposed new processes are not perfect. No
IG program will ever be perfect. The variables involved in
any organization, particularly those that are larger, make it
difficult to create a program that's perfect. What is needed is
to create an ongoing and iterative IG program that has:

e Executive sponsorship and ongoing support
* Deep and continued stakeholder involvement
* |s audited and evaluated on a regular basis

* Isnimble enough to make changes in a timely manner to
address new regulatory requirements, business changes
and personnel turnover

An |G program that does this will create and support a culture
of compliance in an organization and lead to efficiencies
across a variety of areas including records management,
e-discovery, information security and reporting.

GET HELP AND PARTICIPATION FROM
THESE AREAS

The creation of an IG program takes some planning
and is the responsibility of multiple people within the
organization. The creation of a strong IG program will
require input, knowledge and expertise in at least five
areas of the organization. As shown in the Information
Governance Reference Model (IGRM), these areas need
to work collaboratively to create a strong and successful
IG program. Start by fostering positive relationships
across the business lines that include the security, IT, RIM
and legal teams. Discuss the priorities each group has
and the responsibilities they currently oversee. Finding
synergies can develop partnerships to achieve shared
goals. Ultimately, including these stakeholders will allow
the organization to identify areas that need attention and
a strong well-rounded IG can accelerate.

www.baldwincpas.com
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Information Governance Reference Model (IGRM)
Linking duty + value to information = efficient, effective management

UNIFIED GOVERNANCE

VALUE ‘

L

Create, Use

v

ASSET

Hold, | |
Discover

Retain
Archive

Store,
Secure

*

Dispose

Duty: Legal obligation for
specific information

CONCLUSION

A strong Information Governance program is possible
to accomplish. Understanding where the organization
is maintaining data benefits the organization as the
organization will reap the rewards of a properly managed
program. Engaging key stakeholders throughout your
organization is the most important activity and step an
organization can take to get started. The benefits that result
from creating a strong IG program will support efficiencies
and reduce risk profile. And most importantly, a well thought
out |G program will create a culture that functions every day.

1.866.287.9604

PR
OCEss TRANSP

Value: Utility or business pur-
pose of specific information

IT

A%axd Efficiency

Asset: Specific container of
information

As with our fairground metaphor, to make sure your data is
accounted for and maintained is synonymous with ensuring
the fairground is not abandoned, but maintained, so all rides,
new and old are safe and fun, and a place where everyone
wants to go!

eo o o0
Information Governance reference Model © 2012/ v3,9 / edrm.net

This article originally appeared in BDO USA, LLP’s “Nonprofit Standard” newsletter
(Winter 2018). Copyright © 2018 BDO USA, LLP. All rights reserved. www.bdo.com
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IS RUNNING A NONPROFIT WITH A FOR-PROFIT

VISION THE NEW NORMAL?

By Adam B. Cole, CPA

Alleviating homelessness. Providing healthcare. Advancing educational and economic opportunities.

While nonprofit organizations may have a social purpose,
they are, by definition, businesses that need to focus on
profitability to further their mission. Like their for-profit
brethren, they must have sound governance and financial
practices, including a way to measure outcomes and return
on investment (ROI), that can support their growth and help
them maximize funding, mitigate risks and better serve their
constituents. Without strategic operational investments,
nonprofits risk failing to build up the foundation they need
for sustainable success.

Here are three key lessons from the for-profit world that can
strengthen nonprofits’ long-term growth:

LESSON #1: DON'T STARVE OPERATIONS TO
FEED PROGRAMMING

Roughly 1in 5 nonprofits surveyed in Nonprofit Standards,
BDO's 2018 nonprofit benchmarking survey, report
spending between 90 to 99 percent on program-related
expenses. Charity rating sites have put additional pressure
on organizations to minimize their overhead spending. The
unfortunate consequence is that many donors now assume,

1.866.287.9604

incorrectly, that low overhead costs are a good measure of
a nonprofit's performance—what is commonly referred to as
the “overhead myth.” Low overhead may serve as a nice,
short-term talking point for donors, but it's an unsustainable
strategy.

In reality, high programmatic spending could mean the
organization is underfunding critical areas necessary
for long-term growth—a phenomenon known as the
“starvation cycle” that creates an unhealthy environment
for the business. Failing to invest in infrastructure such
as new technology (including cybersecurity), employee
training and fundraising expenses, can be detrimental
to organizational growth. Nonprofits must look at their
operations with a more critical business mindset to
find the appropriate balance between programmatic
spending and the investments required for future growth.
Key questions to explore include:

* Isthe currentlevel of programmatic spending sustainable
in the long run?

*  Should we invest more in expanding programming, or
improving existing programs?

www.baldwincpas.com
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e Why are some programs having less of an impact than
we hoped? What improvements would enable us to
have a greater impact with constituents?

e What is the primary thing that could help advance
the organization’s mission the most? What would that
require?

LESSON #2: MAKE STRATEGIC INVESTMENTS IN
FUTURE GROWTH

Healthy organizations always have an eye on the future.
Planning for mission-driven growth can take many forms.
In some cases, growth opportunities take the shape of a
strategic partnership with a similar nonprofit or acquiring
another organization that can help advance the mission.

In other cases, growth might require new resources that can
help the organization address emerging challenges. For
example, many nonprofits are re-evaluating donor outreach
strategies as millennials and younger generations become
a more powerful philanthropic force. Growing up in the
age of social media and other technologies, millennials
expect greater transparency from nonprofits about their
impact. Financial reports must better reflect the information
they desire. Fundraising campaigns may also need to
change to reach this more tech-savvy generation, requiring
organizations to experiment with new giving models and
to diversify fundraising tactics. (See related article, “Survival
Tips for the New Era of Fundraising” in the Spring 2018
Nonprofit Standard) Growth-focused organizations are
continuously assessing changing constituent needs and
donor behaviors to adjust course appropriately.

LESSON #3: PRIORITIZE SOUND LEADERSHIP

Successful organizations have strong leaders at the helm,
but they also plan ahead for the inevitable day when a
change in leadership must occur. Unfortunately, leadership
succession planning is often neglected in the nonprofit
world, where devoted leaders often stay for long tenures
and/or are hesitant to pass the reins to a new leader. As such,
succession planning is one of the top concerns for nonprofit
boards, according to BDO's Nonprofit Standards survey.
(See related article, “Compensation Committee Wake-Up
Call — the 'Other Obstacle’ to Leadership Transition in the
Fall 2018 Nonprofit Standard.)

A standard business practice for large corporations,
succession planning is critical to ensuring an organization’s
mission doesn't falter when a new leader takes over. This
process includes multiple steps, from getting board and
employee buy-in, to drafting a reasonable timeline, to
communicating to key stakeholders about the change.

1.866.287.9604
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As part of this process, it's also critical to examine what
leadership qualities will help the organization achieve
its future goals. Keep in mind that the best solution isn't
always what works well now. As nonprofits embrace a more
business-oriented mindset, for-profit business leaders and
private equity investors are increasingly popping up on the
board of nonprofits.

ASSESSING THE IMPACT

Adopting a business mindset won't fix problems overnight,
but it will start to push a nonprofit to ask more critical
questions about its future growth and where to make the
right investments.

One study by Stanford University Professor Walter W. Powell
and a team of graduate students examined the managerial
practices of 200 nonprofit organizations over a decade.
Powell observed, “In the early part of the study, we saw
the growing adoption of managerial processes commonly
associated with business. For example, using auditors to
perform internal financial reviews.” His team found that
nonprofits that were early adopters of managerial practices
gave more attention to strategic planning, pursuing
operational efficiencies and measuring progress. Ultimately,
those organizations were more transparent, and less insular,
actively collaborating with other organizations.

Strong nonprofit leaders must connect their passion for
their organization’s mission with a more critical, business-
savvy mindset. Borrowing for-profit business strategies won't
cloud the mission; instead, it can help organizations better
clarify how to navigate new challenges and opportunities to
reach its desired vision.

Adapted from the Nonprofit Standard blog.

This article originally appeared in BDO USA, LLP's “Nonprofit Standard” newsletter
(Winter 2018). Copyright © 2018 BDO USA, LLP. All rights reserved. www.bdo.com
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FUNDING INNOVATION IN THE NONPROFIT SECTOR

By Andrea Wilson

What is a safe and cost-effective way to transport vaccines to children in developing countries? Many life-
saving vaccines and antiretrovirals need to be stored in specific temperatures and conditions difficult to
accommodate during long periods in transit. One international nongovernmental organization (NGO)
discovered drones equipped with climate-controlled technology offered a solution.

Nonprofits are problem solvers, faced with questions like this
every day thatrequire innovative solutions. They're at the front
lines, addressing the world's most pervasive social issues.
There's no clear-cut formula or one-size-fits-all approach
to solving humanitarian crises, curing diseases, supporting
insecurely housed individuals, improving patient care or
engaging students in higher education. New technology
holds the potential to improve program delivery, fundraising
campaigns, accounting processes, impact reporting and
virtually every aspect of organizations’ operations.

Nonprofit leaders recognize the need to innovate, yet they
operate in a resource-constrained reality. Many organizations
are ensnared in the “starvation cycle” and are forced to
consistently underfund critical infrastructure like technology
in order to keep their programs up and running. Nonprofit
Standards, BDO's benchmarking survey, revealed about 1 in
5 nonprofits are at risk of falling into the “starvation cycle”

and 48 percent recognize changing technology is a key
hurdle for their board.

While companies in the for-profit world enjoy incentives like
the research & development (R&D) tax credits to reward
their innovative efforts, the nonprofit sector doesn't have
comparable funding mechanisms or incentives. What can
nonprofits do to bridge the resource gaps and allocate, or
secure, the funds to innovate? Consider these four avenues
toward innovation:

Ask funders to “pay what it takes.” Many grantmakers
have a strict ceiling set on the percentage of funding
nonprofits can allocate to indirect costs, or overhead
expenses. Innovation is not a direct cost. Going to the
drawing board and beta testing new solutions and
technology require a considerable financial investment
and time commitment. Funders are starting to recognize
the detrimental impact of the starvation cycle on the
nonprofit sector, and several foundations are reassessing
their restrictions on overhead. The road to fully address
the mismatch between nonprofits’ needs and funders'’
expectations is long, but change is underway. Having
frank conversations with your stakeholders and funders

1.866.287.9604
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about the actual cost of rolling out a new solution is a
good place to start.

Tap into alternative funding sources. While traditional
project grants may overlook innovation, a number of
other funders exclusively fund innovative projects. These
innovation awards are competitive, but worth pursuing.
Emerging funding sources like impact investors and
community development funds may also be more
flexible with limitations on indirect costs.

Foster a culture of innovation. Financial backing is
an essential ingredient for innovation, but it's just as
important to cultivate a team of creative thinkers to
champion new ideas and solutions. Take a page from
the corporate world and consider appointing a chief
innovation officer to integrate a culture of innovation
from the top down.

Embrace collaboration. Nonprofits are no strangers
to collaboration. The sector shares a common goal of
solving pervasive social issues that break down silos.
Organizations regularly host roundtables and forums
to share best practices and lessons learned. More than
one-third of nonprofits (37 percent) are considering a
strategic partnership with a similar nonprofit organization
in the next two years. As nonprofits experiment with
new technology, combining resources and seeking
opportunities to learn from their peers can help
accelerate the rate of change.

1.866.287.9604
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For nonprofits struggling to keep the lights on, setting
aside innovation funds might sound like a pipe dream. It's
not. Innovation encompasses improvements of any kind,
not only the seismic shifts that alter the philanthropy world
as we know it. Smaller organizations can scale innovation
to fit their budgets and immediate priorities. Maybe your
nonprofit isn't ready for drones and artificial intelligence
yet. Near-term innovation for your organization might
be upgrading your accounting and financial reporting
processes from Excel to Tableau.

The scope of the transformation is less important than the
iterative act ofimproving your organization and investing in
its future. Any steps you take now to streamline processes
and achieve efficiencies can help your organization save
resources to fund your mission and future innovations.
Even the most sophisticated nonprofits admit that when it
comes to financing innovation, they're not quite there yet.
Consistently searching for new ways to tackle problems is
a core pillar of sustainable organizations, and ultimately
expands the impact of your organization’s mission-
driven work.

This article was originally published in Philanthropy Journal. You can access the
original article, here.

Reprinted from the Nonprofit Standard blog.

This article originally appeared in BDO USA, LLP's “Nonprofit Standard” newsletter
(Winter 2018). Copyright © 2018 BDO USA, LLP. All rights reserved. www.bdo.com
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RELEASE OF 2018 DRAFT FORM 990-T AND INSTRUCTIONS

By Jake Cook, CPA

The 2018 Internal Revenue Service draft Form 990-T and Instructions were released in October 2018. Due
to the tax reform provisions in the Tax Cuts and Jobs Act of 2017, the form and instructions include several

necessary revisions.
The significant modifications include:

e Calculation of UBTI (unrelated business taxable income)
separately for each business activity (UBTI silos) under
Internal Revenue Code (IRC) Section 512(a)(6)

e Treatment of fringe benefits including qualified
transportation and qualified parking under IRC Section
512(a)(7)

e Changes to the net operating losses as a result of the
amendment to IRC Section 172

e Corporate tax rate change to 21%

e Elimination of the alternative minimum tax (AMT) for
corporations.

A summary of these significant provisions follows below.

UBTI SILOS - IRC SECTION 512(A)(6)

Organizations with more than one unrelated business activity
are now required to compute UBTI separately for each
activity, and a loss from one activity cannot reduce income
from another activity. Net operating losses (NOL) will be
tracked separately for each activity. The instructions explain
that an organization with more than one unrelated trade or
business may allocate any charitable deduction among the
activities using any reasonable method.

The new Schedule M on Form 990-T should be completed
for each unrelated trade or business. The organization will
then report the sum of the UBTI on each Schedule M on Line
32 of Form 990-T. To the extent there is a UBTI loss reported
on a Schedule M, it cannot be used to offset income on
another Schedule M. Rather, this loss will become a NOL
available only for future income within the same type of
trade or business.

DISALLOWED FRINGE BENEFITS - IRC SECTION
512(A)(7)

Under IRC Section 274(a)4) no deduction shall be allowed
for the expense of any qualified transportation fringe,
defined in IRC Section 132(f), provided to an employee of
the organization. The Form 990-T was modified to include
an addition to the total unrelated trade or business income
for the amounts paid for disallowed fringe benefits. This
addition is before the pre-Jan. 1, 2018 NOL deduction as
well as the $1,000 specific deduction; thus, both are available
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to be used against the disallowed fringe benefits amount
recognized as UBTI. With the new limitation of UBTI losses
generated for tax years starting after Dec. 31, 2017, these
future losses will not be able to be utilized against UBTI from
disallowed fringe benefits. The instructions also make it clear
that if the only UBTI the organization has is from disallowed
fringe benefits, the organization must still file the 990-T if the
UBTI is greater than $1,000.

NET OPERATING LOSSES - IRC SECTION 172

Net operating losses generated in tax years ending after
2017 can no longer be carried back two years. Net operating
losses can be carried forward indefinitely, however they can
only reduce taxable income up to 80 percent.

CORPORATE TAX RATE CHANGE - FLAT 21
PERCENT

The corporate tax rate was modified from a variable rate
based on income to a flat 21 percent rate. Due to the lowest
tax bracket starting at 15 percent previously, tax-exempt
organizations with UBTI less than approximately $90,000 will
actually pay a higher tax with the new 21 percent tax rate.

REPEAL OF CORPORATE AMT

There is no longer a corporate level minimum tax and an
organization with an AMT credit carryover can treat a portion
of the carryover as refundable using Form 8827.

ADDITIONAL MODIFICATIONS THAT MAY IMPACT
FORM 990-T AS A RESULT OF TAX REFORM, WITH
RESPECTIVE FORM NUMBERS:

* Base erosion minimum tax — Form 8991

e Business interest expense limitation — Form 8990

® Excess business loss limitations for noncorporate
taxpayers — Form 461

* Global Intangible Low-Taxed Income (GILTI) - Form 8992
e Foreign-Derived Intangible Income (FDII) — Form 8993

e Deferred foreign income inclusion under Section 965(e)
— Form 965

Further guidance from the IRS on implementation of the tax
law changes is still pending. Stay tuned for future updates.
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HOW TO ADDRESS GENERATIONAL WORKFORCE

CHALLENGES

By Donna Bernardi Paul, SPHR, SHRM-SCP

Are differences in work and communication style in the workplace among the different generations the cause
of leadership/supervisory challenges or is it something else?

There have been a plethora of articles, seminars, webinars
and discussions around millennials in the workplace and the
challenges of managing and working with them due to their
different work style.

When we talk about the importance of differences in
the workplace, sometimes we forget about one of the
most prominent dimensions—age. There are three main
generations in our workforce currently, and we are on the
brink of adding a fourth. Understanding how to relate to
each is critical to successfully keeping them motivated and
engaged in their work.

The Baby Boomers: Born between the end of World War
Il and the early 1960s. Also known as the “Me Generation.”
They grew up with television. Mothers were typically home
waiting for their children to come home from school, and
children were allowed outside of their homes unsupervised.
Their relationships with their parents, teachers and others in
authority were somewhat contentious.

Boomers came into the workforce in droves. They were the
first “workaholics.” Their frame of reference at work was to
spend as much time as possible working, sacrificing time
with families, so that good things would come to them.
Motivating them at work is typically done via the “carrot and
stick” approach.
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Generation “X": Born between the early 1960s and the
early 1980s. Also known as the “Latchkey Kids"” or the
“Sandwich Generation” because they are sandwiched
between the huge baby boomer and millennial groups.
They grew up in an era when more mothers entered the
workforce and children came home from school to an empty
home. They fended for themselves. They were instructed
not to answer the door to anyone they didn't know. As
a result, they became independent and skeptical. They
entered the workforce with the frame of reference they
needed to have multiple careers so that they didn't put all
their eggs in one basket. They didn't want to experience
the disappointments of prior generations. They tend to be
entrepreneurial and individualistic. Managing them at work
became more complicated due to their supercilious attitude
and resentment towards the boomers and millennials.

Many feel that they do not have career paths because the
boomers aren't leaving and the millennials are leapfrogging
over them.

Generation "Y" (millennials): Born between the early
1980s and the early 2000s. Also known as “Echo Boomers.”
They represent the largest generation in the workforce
and its members generally have high levels of self-esteem.
They are highly educated and technologically savvy. Their
preferred communication style is text messaging. Their
relationships with their parents tend to be that of friends
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or peers because their parents typically have moved away
from the authoritarian style in which they were raised. As
a result, they have grown up in an era where their lives
are programmed and organized from birth, which doesn't
prepare them to cope with disappointment or help them to
make decisions on their own. For example, their nurseries
were monitored via the baby monitor. Their parents
organized their social activities via “play dates” vs. allowing
them to go outside unsupervised. Moreover, parents of
millennials have instilled within their children entitlement
attitudes vis-a-vis “everyone is right” and “everyone gets a
trophy.” Many parents become advocates for their children
with schools, their friends and even their workplaces.
As a result, this generation has expectations that may
not be realistic. They've entered the workplace with the
expectation that they can work whenever and however
works best for them. Managers from prior generations
tend to have trouble supervising this group, even though
they were probably the same parents who raised them,
because this generation’s virtual style of working is very
different from what older generations are used to.

1.866.287.9604

Generation “Z": Born between early 2000s to the present.
This generation is extremely technologically savvy. Many had
iPads as toddlers. They are now in high school and college.

Perhaps the upshot to all of this is that it doesn’t matter to
which generation a person belongs since all workers tend to
want the same things:

e Good bosses
e Career paths
* Recognition

If you think back on all the jobs you've ever had and all the
bosses you've ever had, which boss would you choose as
your favorite and why? Now, give yourself a rating against
your favorite boss in order to determine where you would like
to develop your supervisory skills. After all, how do people
become bosses? Do they go to school to learn how to be
a great boss? Not usually. Typically, they do something well
from a technical perspective and then they are promoted
out of what they do well and placed into a job (managing
others) that they may not be familiar with, and for which
they get no training. With proper training of its managers
and supervisors, organizations have a better chance to have
skilled employees who care and are productive regardless
of which generation they fall in because people join
companies—they quit bosses.
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