
You have engaged independent 
auditors to perform an audit of your 

financial statements, which is required by one or 
more of your funding sources. The auditors have 
provided you with the audited financial statements 
and have issued an unmodified opinion, meaning 
that your financial statements are not materially 
misstated, which is what you 
expected. 

However, they also provide you 
with a management letter on 
internal control (internal control 
letter) that appears to list in detail 
everything they found wrong 
with your internal control during 
the audit. You do a great job 
making sure all of the accounting 
transactions are properly recorded and immediately 
become defensive; you did not ask for this letter, so 
why was it prepared? What will your funding sources 
think if they receive this letter? Will they stop funding 
your organization? What does this letter mean? What 
is the difference between a material weakness and 
a significant deficiency? What do you need to do to 
make sure that you do not receive another letter in 
the future? 

This article will address these questions and 
hopefully, show you the benefits of the internal 
control letter to your organization. 

Why did the auditor prepare this letter? Auditing 
standards require auditors to communicate in 
writing to management about material weaknesses 
and or significant deficiencies in internal controls 
discovered in an audit. The auditor is required 
to gain an understanding of internal control as 
part of the planning process; however, that does 

not mean that internal control is 
required to be tested in all audits. 
In most cases, auditors use walk-
through procedures to gain this 
understanding. They will review 
the organization’s procedures, 
noting the internal controls that 
are implemented, and then follow 
specific transactions through 
the process to make sure that 

it appears that the internal controls are working 
properly. 

What will your funding sources think if they 
receive this letter? Will they stop funding 
your organization? This letter is prepared for and 
intended for management and those charged with 
governance, i.e., the board of directors, the audit 
committee, etc. This is a tool to assist management 
in improving the organization’s internal control and 
should not be provided to anyone other than these 
specified parties. This letter is not intended to and 
should not play a role in the future funding of your 
organization by those requesting the audit.
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What does this letter mean? What is the 
difference between a material weakness 
and a significant deficiency? As mentioned 
previously, the auditor is required to 
communicate to management about material 
weaknesses and/or significant deficiencies 
identified during the audit. In addition, the 
auditor may also include “other matters” in the 
letter. Here are some definitions to assist with 
this question:

Deficiencies in internal control – these exist 
when the design or operation of a control does 
not allow management or employees, in the 
normal course of performing their work, to 
prevent, or detect and correct misstatements 
on a timely basis. For example, an employee 
electronically submits an electronic payment 
to a vendor for $15,000, but mistakenly records 
an entry for $1,500 and bank accounts were 
not required to be reconciled, this error would 
not be detected or corrected, and is therefore 
considered a deficiency in internal 
control, depending on the 
potential impact to the 
financial statement it 
could be a significant 
deficiency or a material 
weakness.

Significant Deficiencies 
in internal control – this 
is a deficiency, or a combination 
of deficiencies, in internal control 
that is less severe than a material 
weakness, yet important 
enough to merit 
attention by those 
charged with 
governance. For 
example, the 
organization’s 
accounts 
payable clerk 
prints all 

checks and provides them to the Executive 
Director to be signed without proper 
supporting documentation, i.e., approved 
invoices. One of the checks was mistakenly 
written for $3,500 instead of $2,500, the 
vendor was overpaid by $1,000, and since 
the difference was not significant, it was not 
questioned by the Executive Director. 

Material Weakness in internal control 
– this is a deficiency, or a combination of 
deficiencies, in internal control, such that 
there is a reasonable possibility that a 
material misstatement of the entity’s financial 
statement will not be prevented or detected 
and corrected on a timely basis. For example, 
a new capital lease agreement is executed by 
the Executive Director for 20 new copiers and 
requested payments to be made electronically 
by automatic withdrawal, but mistakenly forgot 
to provide this information to the accountant. 
The organization does not perform bank 

reconciliation; these transactions will not 
be captured in the accounting records. 

In addition, the capital lease asset 
and obligation under the 

capital lease would not be 
recorded, which would result 
in a material misstatement 
to the organization’s financial 

statement.

“Other matters” in internal 
control – this could be a deficiency 

or simply another matter that the 
auditor wants to bring to the 

attention of management 
and those charged 

with governance. 
For example, the 
organization does 
not have formal job 

descriptions for the accountant that has been 
employed by the organization for more than 
ten years. If the accountant becomes ill and is 
unable to work for several weeks, it is likely that 
some of the accountant’s job responsibilities 
will not be done that could result in late tax 
filings, noncompliance with grants, etc. The 
auditor may want to inform management and 
those charged with governance of the matter.

The internal control letter breaks the 
deficiencies in internal control into the different 
types, material weaknesses, significant 
deficiencies, and other matters, as noted 
above. The internal control letter means that 
during the audit, it was noted that an internal 
control did not exist or the internal control 
was not working properly and did or could 
result in errors. The letter is a tool provided 
to management and those charged with 
governance to assist them in improving the 
internal control of the organization. 

In addition to identifying the internal 
control deficiency, the auditor provides 
a recommendation to the organization 
to improve its internal control in order to 
eliminate those deficiencies. The auditor 
recommendations can vary in resources 
needed to implement the recommendation. 
It is the responsibility of management and 
those charged with governance to analyze the 
recommendation and determine if it is feasible 
to implement them, if another internal control 
could accomplish the same result at a lower 
cost, or if nothing should be changed and they 
are willing to accept the risk. 

What do you need to do to make sure 
that you do not receive another letter in 
the future? The obvious answer would be 
to correct all of the deficiencies in internal 
controls that are provided by the auditor and 

An internal control letter is extremely important in years in which changes have occurred in the accounting or finance 
department or the organization itself to make sure that internal control procedures are adapted for those changes.

make sure all existing internal controls are 
followed. The auditors are required to report 
on material weaknesses and significant 
deficiencies; if they do not exist, a letter is 
not required. However, with many small to 
medium-sized organizations, the costs to 
implement proper internal controls could 
be very costly. Therefore, I recommend 
that you start with eliminating the material 
weaknesses, those that have the greatest risk 
of a material misstatement. When analyzing the 
recommendations, try to find other lower-cost 
ways to improve the internal control.  

However, should you be trying to avoid another 
internal control letter next year? The auditors 
have already done the work as required by 
professional standards; don’t you want to know 
what they have found and documented in 
their audit files? The letter should be used as a 
tool for ways to improve the internal controls 
within the organization. The organizations that 
are constantly analyzing and improving their 
internal controls are typically those that have 
fewer errors and misstatements noted during 
the audit. 

You may think that the organization’s internal 
control is finally perfect, but then changes 

occur, you have accounting staff turnover, 
the organization changes their accounting 
software, the organization goes paperless, 
etc. When significant changes like this occur, 
typically, the organization is trying to quickly 
adapt to the change but forgets to adapt 
its internal controls. For example, 
an organization has decided 
to implement a paperless 
work environment. The 
organization’s accountant 
previously took the bank 
statement that was received 
by the bank, performed a 
reconciliation, printed it, and 
provided it to a supervisor to 
review and approve, which was done 
by initialing the reconciliation. 

In the paperless environment, the bank 
statement is obtained online, an electronic 
reconciliation process is done, and then 
the supervisor is emailed that it has been 
completed and is ready for review. The 
supervisor opens the file, reviews it, and then 
closes it. Now, there is no documentation that 
the reconciliation has been reviewed. You may 
think that the review has been performed; 

therefore, internal control still exists. 

However, how do you know that it has been 
done? Now, let us assume that the supervisor 
got behind on work after taking a few days 
off and forgot about reviewing the bank 
reconciliation. Now the control procedure 

has not been performed. If it is not 
documented, are we sure that it 

was done? It is important to 
include some form of sign-off 
procedure, even if it is in an 
electronic format. Therefore, 
an internal control letter is 

extremely important in years 
in which changes have occurred 

in the accounting or finance 
department or the organization itself to 

make sure that internal control procedures are 
adapted for those changes.

As you can see, if used properly, a 
management letter on internal control is a 
great tool to ensure that your internal control 
procedures are properly working and assist  
you in making improvements to prevent, 
detect, and correct misstatements that  
may occur. 
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Americans contributed more 
than $471 billion to charity 

in 2020, according to the Giving USA 
Foundation’s annual report on U.S. 
philanthropy. That generosity supports many 
amazing organizations that put those billions 
of dollars to work for health care, education, 
environmental protection, the arts, and 
numerous other causes.

October 18th through October 22nd is 
the annual International Charity Fraud 
Awareness Week (ICFAW). The ICFAW is 
led by an international coalition of over 40 
charities, regulators, sector and professional 
representative bodies, and other interested 
stakeholders. This week aims to raise 
awareness of and share good practices 
for tackling fraud and cybercrime among 
nonprofit organizations.

In support of this vital initiative, the HBK 
Nonprofit Solutions group and HBK Risk 
Advisory Services are teaming up to provide 
the following information. We encourage 
everyone to learn more about ICFAW here: 
https://www.fraudadvisorypanel.org/charity-
fraud/get-involved/

If you are a charitable donor:

1. Make sure that a charitable 
organization is legitimate before 
donating.
Charitable scams are incredibly common, 
especially as we move into the holiday 
season. Scammers also follow the headlines: 
The coronavirus pandemic has brought a 
bevy of phony appeals to donate to victims 
or emergency response efforts. Before 
you decide to write a big check in support 

of a charity, make sure you check that the 
organization is legitimate on the IRS website 
(https://www.irs.gov/charities-non-profits/
tax-exempt-organization-search). GuideStar 
(https://www.guidestar.org/) is also a great 
resource to research whether or not a charitable 
organization is worthy of your support. Often, 
it is best to research the organization on both 
platforms to ensure information is accurate. 
Other great resources to vet the organization 

The coronavirus pandemic has brought 
a bevy of phony appeals to donate 
to victims or emergency response 
efforts. Before you decide to write a 
big check in support of a charity, make 
sure you check that the organization is 
legitimate on the IRS website.
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include your state’s registry of nonprofits and 
the Better Business Bureau.

2. Watch for suspicious emails, text 
messages, and phone calls.
Social engineering threats, such as phishing 
emails and fraudulent advertisements, 
continue to increase at alarming rates due in 
part to COVID-19. As a general best practice, 
do not click on links in unsolicited emails, 
Facebook, or Twitter fundraising messages; 
they can unleash malware.

Do not donate by text without confirming the 
number on the charity’s official website.

Do not assume pleas for help on social media 
or on crowdfunding sites such as GoFundMe 

are legitimate, especially in the wake of 
disasters. Remember, fraudsters often create 
exact replicas of common web pages, making 
it difficult to spot the difference.

To avoid falling for a fraudulent webpage, make 
sure you look at the domain name and web 
address populated in your browser. Does it 
match the intended organization? Are there any 
glaring errors or misspellings? Sometimes these 
may not be so apparent, so be careful. Simple 
tricks such as switching a lowercase “L” to a 
number “1” (l vs. 1 –no, those are not the same 
character) may be the only difference between 
a legitimate page and a fraudulent one.

If you are absolutely certain the email is 
trustworthy, take a second to hover over any 

URLs contained in the body of the email to 
ensure that it leads to a trusted website. Again, 
keeping an eye out for misspellings or swapped 
characters. However, avoiding the click will 
eliminate the need for vigilance at this stage.

Lastly, we recommend similar actions for 
voice calls. Rather than disclosing your billing 
information and contributing money over the 
phone, advise the representative that you will 
donate via webpage or mail-in check. Securely 
navigate to the trusted website via a search 
engine or known URL.

3. Remain vigilant.
Once you have made your contribution, it is 
essential to remain vigilant. First, make sure 
you receive your donor acknowledgment letter 

In each issue of Insights, we feature an HBK service line leader who will provide practical 
information and thought-provoking tips and ideas about their financial discipline.

Outside the Lines

Charity Fraud

https://www.fraudadvisorypanel.org/charity-fraud/get-involved/
https://www.fraudadvisorypanel.org/charity-fraud/get-involved/
https://www.irs.gov/charities-non-profits/tax-exempt-organization-search
https://www.irs.gov/charities-non-profits/tax-exempt-organization-search
https://www.guidestar.org/
mailto:kclayton%40hbkcpa.com?subject=
mailto:mschiavone%40hbkcpa.com?subject=


HBK Nonprofit Solutions HBK Nonprofit Solutions Insights   //  Fall 2021    5Insights   //  Fall 2021    4

Americans contributed more 
than $471 billion to charity 

in 2020, according to the Giving USA 
Foundation’s annual report on U.S. 
philanthropy. That generosity supports many 
amazing organizations that put those billions 
of dollars to work for health care, education, 
environmental protection, the arts, and 
numerous other causes.

October 18th through October 22nd is 
the annual International Charity Fraud 
Awareness Week (ICFAW). The ICFAW is 
led by an international coalition of over 40 
charities, regulators, sector and professional 
representative bodies, and other interested 
stakeholders. This week aims to raise 
awareness of and share good practices 
for tackling fraud and cybercrime among 
nonprofit organizations.

In support of this vital initiative, the HBK 
Nonprofit Solutions group and HBK Risk 
Advisory Services are teaming up to provide 
the following information. We encourage 
everyone to learn more about ICFAW here: 
https://www.fraudadvisorypanel.org/charity-
fraud/get-involved/

If you are a charitable donor:

1. Make sure that a charitable 
organization is legitimate before 
donating.
Charitable scams are incredibly common, 
especially as we move into the holiday 
season. Scammers also follow the headlines: 
The coronavirus pandemic has brought a 
bevy of phony appeals to donate to victims 
or emergency response efforts. Before 
you decide to write a big check in support 

of a charity, make sure you check that the 
organization is legitimate on the IRS website 
(https://www.irs.gov/charities-non-profits/
tax-exempt-organization-search). GuideStar 
(https://www.guidestar.org/) is also a great 
resource to research whether or not a charitable 
organization is worthy of your support. Often, 
it is best to research the organization on both 
platforms to ensure information is accurate. 
Other great resources to vet the organization 

The coronavirus pandemic has brought 
a bevy of phony appeals to donate 
to victims or emergency response 
efforts. Before you decide to write a 
big check in support of a charity, make 
sure you check that the organization is 
legitimate on the IRS website.

By Kathleen Clayton, CPA, PSA, MBA
PRINCIPAL | CO-NATIONAL DIRECTOR,  
HBK NONPROFIT SOLUTIONS GROUP

Matthew Schiavone, CPA, CISSP, CISA
PRINCIPAL | RISK ADVISORY SERVICES

Kathleen Clayton, CPA, PSA, MBA
Principal | Co-National Director, Nonprofit Solutions

Kathleen has over 35 years of experience providing auditing, accounting, tax and consulting services to 
privately held businesses and not-for-profit organizations. She specializes in preparing tax-exempt status 

applications, consulting on charitable regulations, and providing outsourced management and accounting 
services. She routinely consults with organizations that receive federal and state funding.

Kathleen as worked with a wide variety of nonprofit organizations, including membership organizations, public 
charities, private foundations, and special improvement districts. She frequently addresses conferences and 
meetings, and business and governmental organizations on nonprofit-related issues. Her community service 
includes positions on several boards, including currently as vice-chair of the Union County Education Services 
Foundation and  previously the Two Hundred Club of Union County and the United Way of Union County.

For more information, contact Kathleen at 732-453-6528 or kclayton@hbkcpa.com.

HBK NONPROFIT SOLUTIONS // AUTHOR PROFILE

Matthew Schiavone, CPA, CISSP, CISA 
Principal, Risk Advisory Services

Matthew has 13 years of extensive internal control experience in information technology and the financial 
reporting processes. He leads HBK’s Risk Advisory Services where he assists clients with System and 

Organization (SOC) 1 and SOC 2 readiness assessment and examination. Additionally, he helps clients assess 
the design, implementation, and effectiveness of cybersecurity controls and their ability to achieve industry 
best practices and security frameworks such as ISO 27001. His client base includes Software-as-a-Service 
organizations, cybersecurity and incident response service organizations, and service organizations supporting 
the healthcare and financial services industries. Matthew joined HBK in early 2017 after spending four years 
working for Kearney and Company in Washington, DC, as a consultant to the Department of Defense. 

For more information contact Matthew at (724) 934-5300; or by email at mschiavone@hbkcpa.com.

include your state’s registry of nonprofits and 
the Better Business Bureau.

2. Watch for suspicious emails, text 
messages, and phone calls.
Social engineering threats, such as phishing 
emails and fraudulent advertisements, 
continue to increase at alarming rates due in 
part to COVID-19. As a general best practice, 
do not click on links in unsolicited emails, 
Facebook, or Twitter fundraising messages; 
they can unleash malware.

Do not donate by text without confirming the 
number on the charity’s official website.

Do not assume pleas for help on social media 
or on crowdfunding sites such as GoFundMe 

are legitimate, especially in the wake of 
disasters. Remember, fraudsters often create 
exact replicas of common web pages, making 
it difficult to spot the difference.

To avoid falling for a fraudulent webpage, make 
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address populated in your browser. Does it 
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may not be so apparent, so be careful. Simple 
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number “1” (l vs. 1 –no, those are not the same 
character) may be the only difference between 
a legitimate page and a fraudulent one.

If you are absolutely certain the email is 
trustworthy, take a second to hover over any 

URLs contained in the body of the email to 
ensure that it leads to a trusted website. Again, 
keeping an eye out for misspellings or swapped 
characters. However, avoiding the click will 
eliminate the need for vigilance at this stage.

Lastly, we recommend similar actions for 
voice calls. Rather than disclosing your billing 
information and contributing money over the 
phone, advise the representative that you will 
donate via webpage or mail-in check. Securely 
navigate to the trusted website via a search 
engine or known URL.

3. Remain vigilant.
Once you have made your contribution, it is 
essential to remain vigilant. First, make sure 
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In each issue of Insights, we feature an HBK service line leader who will provide practical 
information and thought-provoking tips and ideas about their financial discipline.

Outside the Lines

Charity Fraud

https://www.fraudadvisorypanel.org/charity-fraud/get-involved/
https://www.fraudadvisorypanel.org/charity-fraud/get-involved/
https://www.irs.gov/charities-non-profits/tax-exempt-organization-search
https://www.irs.gov/charities-non-profits/tax-exempt-organization-search
https://www.guidestar.org/
mailto:kclayton%40hbkcpa.com?subject=
mailto:mschiavone%40hbkcpa.com?subject=


HBK Nonprofit Solutions HBK Nonprofit Solutions Insights   //  Fall 2021    7Insights   //  Fall 2021    6

Kathleen Clayton, CPA, PSA, MBA 
Co-National Director, Nonprofit Solutions 
Principal | Clark, N.J.
T  (732) 453-6528 
E  KClayton@hbkcpa.com

Melissa Crowley, CPA
Principal | Youngstown, Ohio
T  (330) 758-8613
E  MCrowley@hbkcpa.com

Amy Dalen, JD
Co-National Director, Nonprofit Solutions
Principal | Naples, Fla.
T  (239) 263-2111
E  ADalen@hbkcpa.com

Jeremy Hartzell, JD, MBA
Principal-In-Charge | Pittsburgh, Pa.
T  (724) 934-5300
E  JHartzell@hbkcpa.com

Sean Kocan, CPA, CFE
Principal | Pittsburgh, Pa.
T  (724) 934-5300
E  SKocan@hbkcpa.com

Dominic Mastropietro, III, CPA, MBA
Principal | Hermitage, Pa.
T (724) 981-7550
E  DMastropietro@hbkcpa.com

Ashlynn Reeder, CPA, MST
Assistant Director, Nonprofit Solutions
Senior Manager | Naples, Fla.
T (239) 263-2111
E  AReeder@hbkcpa.com

Judith Tutela, CPA, RMA, PSA
Principal | Clark, N.J.
T (973) 629-5118
E  JTutela@hbkcpa.com

HBK Nonprofit Solutions Contacts

The HBK Nonprofit 
Solutions Group is often 

approached by individuals 
who wish to establish a 
charitable organization. 
In our first meeting, we try to 
understand their ultimate goals, 
what they hope to accomplish 
with their charitable organization. 
Sometimes it involves tax 
planning. They wish to make 
annual contributions that will 
provide them an income tax 
deduction, and they wish to 
then use those funds to support 
local organizations in their 
community. Other times, the 
individuals are engaged in an 
activity that significantly benefits 
their community, and they wish 
to formalize the activity in a 
charitable organization. The latter 
of these two situations generally 
provides the greatest flexibility in 
how the charitable organization 

can apply for its exempt status.

How a charitable organization 
applies for exemption, specifically 
under Internal Revenue Code (IRC) 
§ 501(c)(3) as an organization 
that benefits the general public, 
can have a significant impact on 
how the organization ultimately 
approaches fundraising and 
overall operations. And because 
often there are several categories 
of exemption that an organization 
qualifies for, we often consult 
with similar organizations subject 
to vastly different reporting 
requirements. This article will 
review some of the ways an 
organization can claim an 
exemption under IRC § 501(c)
(3) and walk through an example 

demonstrating the differences 
in reporting requirements and 
the impact on the organization’s 
operations.

Exemption under Internal 
Revenue Code (IRC) § 501(c)(3)
In order to qualify for exemption 
under IRC § 501(c)(3), an entity 
must be organized and operated 
exclusively for one or more exempt 
purposes:

•   The organizational portion of 
this requirement focuses on the 
entity’s governing documents: 
how it is organized, the exempt 
purpose, and what happens 
to the entity’s assets if it were 
to terminate. Some types of 
organizations, like churches, 
are considered tax-exempt 

without needing to apply for 
the exemption, though in most 
instances, an organization that 
is organized as a charitable 
entity for state purposes will still 
need to apply for tax-exempt 
status with the Internal Revenue 
Service. 

•   The operational portion focuses 
on the activities of the entity and 
whether they are performed to 
further the exempt purpose.

Private Foundation vs. Public 
Charity
When an entity applies for 
exemption under IRC § 501(c)(3), 
it will generally be considered a 
private foundation unless it meets 
one of the exceptions qualifying 
it as a public charity. Private 
foundations normally receive 
their support from one individual 
or family, are generally subject to 
an excise tax on net investment 

   T A X

Understanding a 
Charitable Organization’s 
Exempt Purpose
By Amy Dalen, JD
PRINCIPAL | CHAIR, HBK TAX ADVISORY GROUP
CO-NATIONAL DIRECTOR, NONPROFIT SOLUTIONS

How a charitable organization applies for exemption can 
have a significant impact on how the organization ultimately 
approaches fundraising and overall operations.

in a timely manner. These should typically be received soon 
after your donation is processed and before the end of the year. 
Secondly, make sure your transaction is processed, or check is 
cashed promptly. Slow processing could indicate your account 
information is being used for other things. 

Keep a record of your donations and regularly review your  
credit card account to ensure you were not charged more  
than you agreed to give or unknowingly signed up for a  
recurring donation.

Do not make a donation with cash or by gift card or wire transfer. 
Credit cards and checks are safer.

If you are a charitable organization:

1. Watch for suspicious emails, text messages, and  
phone calls.
Charities can be a treasure trove of donor information and 
financial records—information that is very attractive to 
fraudsters. As discussed above, avoid clicking links in emails 
and texts and be suspicious of unsolicited phone calls. If it is too 
good to be true, it probably is. Always verify the source and do 
not be rushed into a decision.

2. Stay educated.
Maintaining an educated workforce is critical. Fraudsters 
are having an easier time given the recent pandemic, as the 
workforce is largely working remotely. As such, cybersecurity 
awareness has never been more important. Consider 
undergoing awareness training to remain educated on the latest 
threats and how to avoid them.

3. Establish and maintain processes and internal 
controls.
Established processes and sound internal controls have always 
been critical, but prior to COVID-19, few organizations faced the 
task of migrating these processes and controls to remote work 
environments. COVID-19 and a new environment is no excuse 
to stray from these fundamental concepts. In fact, it is more 
important than ever to ensure your processes and controls 
migrate to, if not strengthen, this new environment.

It should be noted that cybersecurity insurance coverage may 
be lost if these controls do not remain implemented, so make 
sure you understand your insurance policy requirements. The 
dispersed and remote workforce is introducing greater risks, and 
we are seeing a rise in malicious attacks. Your employees are 
also out of their routines and may find new ways to accomplish 
old tasks that could put the organization at risk. This increased 
risk coupled with a potential loss of coverage can be disastrous.

If you would like to discuss ways in which you can protect 
yourself, your organization, and/or your employees from fraud 
and cybercrime, please reach out to your HBK advisor. 
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income, and may be required 
to make annual distributions 
if they are not considered 
operating foundations. In 
addition, private foundations 
are generally subject to greater 
restrictions on self-dealing, 
business holdings, and non-
charitable expenditures. 
Most organizations look to 
avoid private foundation 
status through the following 
exceptions:

•   Public Charity Status based 
on the Nature of the Exempt 
Activities: Organizations 
that have exempt activities 
that meet the requirements 
of the following categories 
will generally be considered a 
public charity: 

- Churches

-  Schools, colleges, 
universities, and their 
supporting organizations

- Hospitals

- Medical research 
organizations

- Governmental units

- Testing for public safety

•    Public Charity Status: 
Publicly Supported: To 
be considered publicly 
supported, a charitable 
organization generally must 
pass one of two support tests:

-  One test applies to 
organizations that receive a 
substantial portion of their 
support from governmental 
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units and direct or indirect 
contributions from the general 
public. The organization does 
not need to generate revenue 
from the performance of its 
exempt activities. 

-  The second support test applies 
to organizations that receive at 
least one-third of their support 
from gifts, grants, contributions, 
membership fees, and exempt-
function income. Investment 
income and unrelated business 
income cannot make up 
more than one-third of the 
organization’s total support.

Same Activities, Different 
Classification
When an entity completes its 
application for exemption under 
IRC § 501(c)(3), it will need to 
explain its exempt purpose, its 
activities, and what its projected 
financials will be. In addition, the 
application asks whether the 
entity will be classified as a private 
foundation or a public charity and, 
if a public charity, how it qualifies 
as a public charity. It is how these 
questions are answered and how 
the exempt purpose and activities 
are framed that will ultimately 
dictate what the annual reporting 
requirements will be for the 
charitable organization and what 
restrictions the organization will 
be subject to. Because there are 
organizations that inherently qualify 
as both a private foundation and a 
public charity, it is vitally important 

that the organization understands 
the distinction when applying for 
exemption.

Example: Dolly’s Jazz Studio 
Dolly’s Jazz Studio teaches jazz 
to children and adults, and its 
students perform in local jazz 
competitions. Its exempt purpose 
is to promote the art of jazz. While 
it will rely on tuition payments as 
support, it will also be receiving 
substantial annual contributions 
from Dolly, a wealthy patron 
who sits on the board and has 
dedicated her life to the arts. Dolly’s 
Jazz Studio has three options for 
claiming exemption:

•   Private Foundation: Because 
Dolly’s Jazz Studio will be funded 
primarily by Dolly, it is possible 
that the organization will not 
meet one of the two support 
tests. Contributions received by 
Dolly will be subtracted from total 
support, which may mean that 
the organization cannot meet the 
“substantial portion” requirement 
of the first support test, or the 
“one-third” requirement of the 
second support test.

•   Public Charity – School: 
If Dolly’s Jazz Studio has 
established a curriculum and 
classes, it is possible that the 
organization could meet the 
requirements of a school. The 
Internal Revenue Service has 
recognized that a cultural 
organization devoted to the 
promotion of the arts may qualify 

This article focuses on organizations that are claiming 
exemption under IRC § 501(c)(3). If an organization 

does not qualify for exemption under this code section, it might 
qualify for exemption under another code section. For example, 
civic leagues and local associations of employees generally 
claim exemption under IRC § 501(c)(4), labor organizations generally 
claim exemption under IRC § 501(c)(5), and business leagues 
and chambers of commerce generally claim exemption under IRC 
§ 501(c)(6). Ultimately, understanding the organization’s exempt 
purpose will help determine the type of tax exemption the 
organization qualifies for.

IRC § 501(c)(4)

IRC § 501(c)(5)

IRC § 501(c)(6)

IR
C 

§ 
50

1(
c)

(3
) Even if you have been 

operating a charitable 
organization for 
years—it is vitally 
important that you 
understand the 
exempt purpose and 
the activities that 
are performed to 
determine how the 
organization should 
apply for exemption—
or whether your 
existing organization 
would benefit from 
a change in how it is 
exempt.

Because there are organizations that inherently qualify 
as both a private foundation and a public charity, it is 
vitally important that the organization understands the 
distinction when applying for exemption.

as an educational organization 
and therefore qualify as a public 
charity.

•   Public Charity – Publicly 
Supported: Depending on the 
level of tuition charged and 
any additional contributions 
received from the general public, 
Dolly’s Jazz Studio may meet the 
requirements of one of the two 
public support tests.

As the example demonstrates, 
there is often some crossover in 
aspects of the different categories 
of exemption an organization 
can claim under IRC § 501(c)
(3). This crossover means that 
similar organizations could claim 
exemption differently, which means 
they may be operating differently, 
and subject to different reporting 
requirements. 

For example, suppose Dolly’s Jazz 
Studio decides to claim exemption 
as a private foundation. In that 

case, it will not need to focus on 
fundraising activities unless Dolly’s 
financial contributions and the 
tuition charged are insufficient to 
pay the ongoing operating costs. 
However, it will also be subject 
to increased regulation, in-depth 
annual reporting on Form 990-
PF, and potential excise tax and 
distribution requirements if it does 
not qualify for an exception. 

In contrast, if Dolly’s Jazz Studio 
instead chooses to be a publicly 
supported organization, it will 
need to put significant emphasis 
on tuition levels and additional 
fundraising activities to ensure it 
meets one of the public support 
tests. 

Finally, if Dolly’s Jazz Studio meets 
the requirements of a school, less 
emphasis is placed on the source 
of funds, but it will be subject to 
nondiscrimination requirements 
and reporting. The annual reporting 

requirements for a public charity 
relate to the level of revenue and 
assets, so it is possible that Dolly’s 
Jazz Studio would only be required 
to file the more simplified Form 
990-EZ or postcard, Form 990-N, 
instead of Form 990 each year. 

If you are looking to establish a 
charitable organization—even 
if you have been operating a 
charitable organization for years—
it is vitally important that you 
understand the exempt purpose 
and the activities that are or will 
be performed to determine how 
the organization should apply 
for exemption—or whether your 
existing organization would benefit 
from a change in how it is exempt. 
The HBK Nonprofit Solutions Group 
is skilled at consulting on these 
topics, and we encourage you 
to reach out to us to see how we 
can support you in your charitable 
endeavors. 
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distinction when applying for exemption.

as an educational organization 
and therefore qualify as a public 
charity.

•   Public Charity – Publicly 
Supported: Depending on the 
level of tuition charged and 
any additional contributions 
received from the general public, 
Dolly’s Jazz Studio may meet the 
requirements of one of the two 
public support tests.

As the example demonstrates, 
there is often some crossover in 
aspects of the different categories 
of exemption an organization 
can claim under IRC § 501(c)
(3). This crossover means that 
similar organizations could claim 
exemption differently, which means 
they may be operating differently, 
and subject to different reporting 
requirements. 

For example, suppose Dolly’s Jazz 
Studio decides to claim exemption 
as a private foundation. In that 

case, it will not need to focus on 
fundraising activities unless Dolly’s 
financial contributions and the 
tuition charged are insufficient to 
pay the ongoing operating costs. 
However, it will also be subject 
to increased regulation, in-depth 
annual reporting on Form 990-
PF, and potential excise tax and 
distribution requirements if it does 
not qualify for an exception. 

In contrast, if Dolly’s Jazz Studio 
instead chooses to be a publicly 
supported organization, it will 
need to put significant emphasis 
on tuition levels and additional 
fundraising activities to ensure it 
meets one of the public support 
tests. 

Finally, if Dolly’s Jazz Studio meets 
the requirements of a school, less 
emphasis is placed on the source 
of funds, but it will be subject to 
nondiscrimination requirements 
and reporting. The annual reporting 

requirements for a public charity 
relate to the level of revenue and 
assets, so it is possible that Dolly’s 
Jazz Studio would only be required 
to file the more simplified Form 
990-EZ or postcard, Form 990-N, 
instead of Form 990 each year. 

If you are looking to establish a 
charitable organization—even 
if you have been operating a 
charitable organization for years—
it is vitally important that you 
understand the exempt purpose 
and the activities that are or will 
be performed to determine how 
the organization should apply 
for exemption—or whether your 
existing organization would benefit 
from a change in how it is exempt. 
The HBK Nonprofit Solutions Group 
is skilled at consulting on these 
topics, and we encourage you 
to reach out to us to see how we 
can support you in your charitable 
endeavors. 
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statements for calendar-year organizations 
could not be issued because there was 
no definitive guidance or mechanism for 
reporting on their uses of the funds until 
July 1, 2021.

•  The new reporting guidance includes hard 
deadlines for the use of the funds and 
reporting through both the PRF reporting 
portal and on the entity’s SEFA. However, 
entities are reporting expenditures in 
a manner they are not accustomed to. 
Audits for a particular year typically cover 
expenditures made during that year. But 
entities spending part or all of their funds in 
the year they receive them will not report on 
those expenditures until the following year 
(see chart below).

•  HHS had indicated the deadlines to report 
are firm; there are no extensions.

What you should do now:
•  Start gathering the information you will 

need, as indicated in the HHS reporting 
portal, including a wide range of 
demographic and financial information. 

•  Draft your SEFA and determine if you 
require a Single Audit.

•  Document key positions regarding 
the calculations of lost revenue and 
qualifications of expenses in relation to PRF 
compliance requirements.  

•  Engage an independent auditor with  
the proper training and experience, one 
who is qualified and practiced at doing a 
Single Audit. 

We are here to help. Call us at 724-934-5300; 
or email me at dmastropietro@hbkcpa.com. 

Dominic Mastropietro, III, CPA, MBA
Principal
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For more information contact Dominic at 724-981-7550, or by email at dmastropietro@hbkcpa.com.

Through the Coronavirus Aid, 
Relief, and Economic Security 

(CARES) Act and the Paycheck 
Protection Program and Health Care 
Enhancement Act (PPPCHEA), the 
federal government allocated $178 billion in 
Provider Relief Fund (PRF) payments to support 
healthcare providers through the COVID-19 
pandemic. Because the money comes from the 
federal government—it is being distributed by 
the Department of Health and Human Services 
(HHS)—those accepting the money, including 
nonprofits, could be subject to Single Audit 
requirements, as outlined in the regulations 
at 45 CFR 75 Subpart F. Requirements for a 

Single Audit are triggered when an organization 
expends, in aggregate, $750,000 or more of 
federal funds in a year. 

What you should know about the Single 
Audit Requirement:
•  The federal government specifies that 

independent auditors should be engaged to 
determine whether the financial statements, 
including a schedule of expenditures of 
federal awards (SEFA), are presented fairly.

•  In conducting a Single Audit, auditors look 
to ensure the entity complied with the terms 
and conditions of the federal award as well as 
test the internal controls of the organization 
relevant to compliance. 

•  The auditor you select should be specifically 
trained for and capable of conducting a 
Single Audit. Not all auditors or auditing firms 
perform Single Audits. 

•  The Office of Management and Budget’s 
(OMB) Compliance Supplement specifies the 
PRF reporting requirements. 

•  The entity, with assistance from the auditor, 
will be required to submit the audit through 
the Federal Audit Clearinghouse. The data will 
be analyzed to determine whether the money 
has been used as intended. 

•  Until recently, many healthcare providers 
were uncertain as to how to report their 
Provider Relief Fund expenditures. Financial 

Did You Receive Provider Relief Funds?  
A “Single Audit” Might Be Required

   L E G I S L AT I O N

Many healthcare providers 
have been in limbo relative to 
reporting their Provider Relief 
Fund expenditures. Financial 
statements for calendar-year 
organizations could not be 
issued because they had 
not yet reported on their 
uses of the funds, as there 
was no definitive guidance 
or mechanism for reporting 
until July 1, 2021.

Period 1

Period 2

Period 3

Period 4

Payment Received Period (payments 
exceeding $10,000 in aggregate received)

From April 10 – June 30, 2020

From July 1 – December 31, 2020

From January 1 – June 30, 2021

From July 1 – December 31, 2021

Deadline to  
Use Funds

June 30, 2021

Dec. 31, 2021

June 30, 2022

Dec. 31, 2022

PRF Reporting Portal 
Time Period

July 1 to Sept. 30, 2021

Jan. 1 to March 31, 2022

July 1 to Sept. 30, 2022

Jan. 1 to March 31, 2023

Schedule of Expenditures  
for Federal Awards (SEFA) Reporting

FYEs of June 30, 2021  
through June 29, 2022

FYEs of Dec. 31, 2021  
through June 29, 2022

Guidance will be included in  
2022 Compliance Supplement

Guidance will be included in  
2022 Compliance Supplement
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Founded in 1992, InVision 
Human Services builds person-
driven services for people 

with disabilities. They accomplish their 
mission by helping people create a level of 
independence they never thought possible. 
Founder and President/CEO Ruth Siegfried  
recognized that people whose disabilities and 
circumstances made it nearly impossible for 
them to be served by traditional approaches 
and methods deserved the opportunity to 
identify and live their vision of a meaningful 
life. InVision serves people who have 
complex diagnoses that others often deem 
too complex to support, including multiple 
intellectual and developmental disabilities 
such as autism spectrum disorders, 
cognitive and psychiatric disorders, as well 
as neurological, physical, and environmental 
disabilities. 

Kocan. Please give us a little background in 
InVision Human Services.

Borchert. InVision was founded on a 
single truth: Every person has a voice. 

Our customized support is based on an 
understanding of the importance and 
power of mutual relationships. We honor the 
strengths, hopes, and dreams of each person 
we support, and their unique needs drive 
everything we do.

A home of their own in a supportive 
community and the freedom to make 
decisions on where and how they want to 
live are things people without disabilities 
often take for granted. In the past, people 
with disabilities struggled to flourish in more 

restrictive environments where they had 
little autonomy or decision-making ability in 
everyday situations. Irritability, instability, and 
insecurity followed because their feelings 
were disregarded without any concern for 
their preferences or well-being. In addition, 
large institutional settings removed them 
from communities making it difficult to 
participate in or interact with the world 
around them.  

InVision believes individuals with disabilities 
deserve an independent life, which to us 
has always meant an independent living 
situation. The people we support live in 
their own homes, in their own communities, 
accomplishing goals they set for themselves. 

Kocan. That’s a wonderful mission and 
one you surely can be proud of serving.  
Clearly, as a human services and support 
organization, your people are an essential 
asset. What efforts do you take to attract, 
retain, and grow your people? Have 
you changed your approach due to the 
pandemic? 

InVision Human Services: 
Helping People with Disabilities 

Live Independent Lives
A Q&A with Aaron Borchert, Director, Marketing and 

Communications, InVision Human Services

   C L I E N T  S P OT L I G H T
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Borchert. Recruiting and retaining Direct Support 
Professionals (DSPs), the staff that works directly 
to provide services to people with disabilities, are 
critical to our success, as well as the success of the 
people we serve. This has long been a challenge for 
intellectual disability and autism (ID/A) providers for 
a number of reasons, most notably that the state 
of Pennsylvania sets the rates for DSP wages. On 
average, a DSP makes $13.38 per hour. The pandemic 
added to the challenges we face with more and more 
businesses relying on hourly employees offering 
higher wages and, in some cases, starting bonuses. 
To remain competitive in this new environment, 
InVision provided a temporary increase of $2 per 
hour for all DSPs at the beginning of the pandemic. 
That transitioned to a $150 bonus per pay for full-time 
DSPs and $75 per pay for part-time.

Kocan. I understand that InVision relies heavily on 
the Pennsylvania Department of Human Services 
Office of Developmental Programs to set rates for 
your services. What efforts does the organization 
take to stay apprised of and impact the political 
landscape?   

Borchert. We have an office in Harrisburg, the 
Pennsylvania state capitol, and a vice president of 
government relations and advocacy who works with 
the governor’s office and the state’s General Assembly 
to bring attention to issues that ID/A providers face, 
especially the rates for our services which include 
DSP wages. We also are active with state and national 
advocacy organizations such as Pennsylvania Advocacy 
Resources for Autism and Intellectual Disability (PAR) 
and American Network of Community Options and 
Resources (ANCOR) to further our lobbying and 
advocacy efforts on behalf of people with disabilities as 
well as Direct Support Professionals.

Kocan. Due to pandemic-related funding, you are 
now subject to additional compliance requirements, 
including a Uniform Guidance Single Audit. What 

additional processes have you implemented to prepare 
for this? Has your response been limited to operations 
and the executive level, or have you involved your board 
as well?  

Borchert. Our Vice President of Finance, Shawn Ryan, 
maintains an active CPA license.  As such, he utilizes all 
available resources such as the AICPA, PICPA, provider 
organizations such as PAR and The Provider Alliance (TPA), 
as well as webinars from HBK. He has maintained an open 
line of communication with our HBK team on this ever and 
rapidly changing funding and compliance environment. 
Shawn’s role has also been to update our officers and board 
on a regular basis regarding these matters. 

Kocan. HBK has proudly worked alongside InVision 
since 2017, providing audit and tax services, education 
opportunities to your team, and periodic consulting on 
matters such as pandemic-related funding compliance, 
compensation plans, and financing matters.  How  
does InVision perceive the role and importance of a  
CPA partner?  

Borchert. We expect our CPA partner to be competent, 
professional, and responsive and to continue to look for 
ways to add value. HBK continues to play an important role 
as a trusted advisor. 

The pandemic added to the challenges we face with more and more 
businesses relying on hourly employees. To remain competitive, InVision 
provided a temporary increase of $2 per hour for all Direct Support 
Professionals at the beginning of the pandemic.
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Borchert. We expect our CPA partner to be competent, 
professional, and responsive and to continue to look for 
ways to add value. HBK continues to play an important role 
as a trusted advisor. 

The pandemic added to the challenges we face with more and more 
businesses relying on hourly employees. To remain competitive, InVision 
provided a temporary increase of $2 per hour for all Direct Support 
Professionals at the beginning of the pandemic.
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