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The Sarbanes-Oxley Act of 2002
does it mean for Not-for-P nizations?

What 15 the sudden concern?

The Sarbanes-Oxley Act of 2002 (the Act), aimed at reforming the sceounting profession and corporate etlionl
proctices for publicly traded companies, was signed into law on Jaly 30, 2002 This legislation, written as a
renction to recont Wall Street scandals, was designed to ensure sdequate internal controls within publicly
traded companies and to close loopholes that allowed corpornte abuses to go unnoticed. It has caught the eye
of gtate officials acroas the country who wish, nsing state legislative authority, to expand the protections that it
affords investors of publicly traded companies to those doing business with smaller businesses and not-for-
profit organizations,

New York Attormey General, Eliot Spitzer, is extremely vocal on this subject. He is using his position to
address both corporate and not-for-profit frandulent practices; currently, he is seeking legislation that would
bmaden the reach of the Act to smaller businesses and mot-for-profit organizations. He cites the fact that not-
for-profit srganizations have “custody of billions of dellars in charitable funds.” and that there is a need to
protect charitable donors, Stating that meeting certain provisions of the Act would be difficult for emaller
businesses and not—for- profits organizations, accounting and financial professicnals have objected to M.
Spitzer's proposed $250,000 annual revenue threshold for applying its provisions. Mr. Spitzer is pushing for
the proposal to be implemented over the next legisltive cycle.

New Yark State's initintive may set the tone for similar legislative action sround the conntry. As a result, it is
important for not-for-profit organizations and their execotive officers and boards to understand the Aet and its
possible implications.

Who does the Act currently affect?

A enacted, the law directly impacts the following groups:
*  CPAs and CPA firms suditing public companies;
*  Publicly traded companies, their employees, officers, board of directors and owners of more than 10
percent of the outstanding commeon shares;
#  Attorneys who work for, or have ss clients, publicly traded companies; and
*  Brokers, dealers, investment bankers and financial analysts whe work for publicly traded companies.

How does the law create oversight and how extensive is this oversight?

* The law establishes a five-member Public Company Accounting Oversight Board (the Board) that is
subject to Securities and Exchange Commiasion (SE0C) oversight.

*  Duties of the Board inchide registering public sccounting firms that prepare andit reports for publicly
traded com panies; and establishing or adopting auditing, quality contml, ethies and independence
stamdarda.

*  ‘The Board has the authority to inspect, investigate and discipline public accounting firms and enforee
compliance with the Act

* The Board may investigate any act, omission or practice by a registered public accounting firm or an
individ unl nssociated with a registered firm for any possible violation of the Aet, the Board’ & riiles,
professional standards, or provisions of the securties Lvws relating o the preparstion and issuance of
sudit reports for publicly traded companies.



How does the law affect serviees that CPAs can offer publicly traded audit clients?

¢ Most consulting is banned for publicly traded audit clients, These services are prohibited even if pre-
approved by the company™s pudit committee nnd inchade;
o Bookkeeping and relmed services,
Degign and implementation of Nrancial information systems,
Appraigal or valnation services inelnding fairness opinions and sontribution-in-kind reporis,
Actuarial services,
Intemal audit cutsourcing,
Management fuinctions or himan resources,
Inwvestrnent advisary or brokes' dealer services aid
Lepal and *expert services pnrelated to the audit.”
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o Audit Partser rotation bs regidred every five yemrs.

¢ CPA firms are pequired to report directly to the aodit committee

# A registered CPA firm iz prohibited from anditing any SEC registered client w hose Chief Executive
OHficer (CEO), Chief Financial Officer (CFO, controller or equivalent w as on the sudit tesm within the
st year,

How does Sarbanes-Oxley affect publicly traded companies?

*  The Act makes it unlawful for an officer or director or anyone acting for a principal to take any artion
to froudulently influence, coerce, manipulate or mislead the suditing CPA firm.

*  The SAC is mandated to issue niles requinng companies to disclose whether or not they have sdopted
a eode of ethics for senior financial officers.

& The SEC is required to issue rules requiring a publicly traded company’s audit commitise to be
comprsed of at lesst one member who is a financial expert.

#  The sudit committes of a publicly traded company has responsibility for the appointment,
compensation and oversight of any registered public accounting firm employed to perform andit
BEVECEA,

*  Requires andit committes mambers to be members of the board of directors of the company, and
otherwize be ind ependent.

¢ CEDe snd CFOe must certify, in every annual report, that they reviewed the report and that it does not
contain untrue statements or omissions of material facts, F material noncompliance causes the
campany to restate its financials, the CED and CFO forfeit any bonuses and other incentives receivad
during the 12-month perod following the first filing of the erroneaus financials,

& CHEDs and CFO0s will be responsible for estohlishing and madntaining internnl controls to ensure they
are notified of materal information.

How can the Sarbanes-Oxley Act potentially affect not-for-profit organizations?

The legislation ruises the baron corpo e govermance. As many not-for-profit ergemizebons receive fedeml
funding, the requirements imposed by the SEC under the auspices of the Act may be viewed s best practices
by various federal agencies, By way of example, the Comptroller General of the United States ia performing &
study of muditor independence for the S5, As the Comptroller General hes general rule meking authority over
mudits for recipients of federnl funds, many commentators believe thet these miles may cascade to the varons
federal agencies providing funding to not-fer-profit erganizations,

In sddition, & specific section of the Acl reguires state regialators o make on independent determination of the
proper stand ards applicable for those subject to their regulation. Utmately, this may raise the bar for legal
considerations invelving execative officers and boand members. Il the provisdons of the Act goverming board
conduct are seen a8 ordinary, reasonsble snd prudent practices (best practices), tlis may raise the standard of
care impased by the conrts on executive officers and board members of not-for-profit organizations.
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In light of the potential for legislation and other regudatory action there are many practical changes noi-for-
profits showld be currently considering, for example:

Assess the need for creating an andit committes and using it to address accounting policy and services
provided by independent anditors

Conslder requinng andit committes members be independent of the erganizations they govern, and
recruiting and’ or appointing & member whe is a financial expert.

The CEOs and CFOs of public companies are required to provide cerification to publicly issued
financial reports under the Act; there is an assumpton that these officers providing the information
and certifyving the reports have an understanding of all material fnoocial matters and relabed
disclosures. Audit cornmitiess should assess whether or not their executive officers have this
capiability,

Berutinize transactions invoelving investment porifolios to make sure there is no conduct{for example
favoritism afforded board members whe are investment advisers or broker' dealers) that could
damage a not-for-profit organization’s reputation.

Sdy compensation arvangerments with board meembers (for example legal services) to ensure that
relationsbips between audit committes members and the organizations they govem are fres of conflict

Study compensation arrengements with executive officers (for example interest free loans fo officers)
tor ensnre that mnsactions meet new TRS regulations. The lssaes brought to light by Sarbanes-Oxley in
the compensation area is e subject of TRS Intermediate Sanction regulations, which require that &
comimities of the boan] of directors approves the total compensation package for executive officers
annually.

The Act requires an sssesement of internal control over financial reporting. I vou are a recipient of
Federal funding vou alrendy have the requirement to have an estnblished internal contr] stracture,
and all organizations should consider whether or nol their intermnal control strsctioness are sulficient to
provide safegpuards over the accuracy and veracity of financial reporting.

This Internal Revenue Service is also considering changes to increase public confidence in the
information provided by not-for-profit orgamizations in their tax retoms. These proposed changes
include disclosure of: the existence of conflicts of interest; whether the orgamization has an
independent andit committes; any tansactions or financial relationship with their substantial
contributors, officers, directors, bustees and key employess.



