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Internal Control 

B6.01 Introduction 

Nonprofit organizations are charged by society to do beneficial and charitable work in education, religion, and social and health 

services. Society places a tremendous trust in the organizations to which they donate funds and nothing can tarnish the reputation of a 

nonprofit faster than the news that improprieties have occurred that involve the organization. In recent years, public scrutiny of 

nonprofits has increased, in part as a result of well-publicized alleged misdeeds that have taken place in organizations such as the 

United Way and New Era Philanthropy. Although the possibility of improprieties always exists and can never be totally eliminated, 

nonprofits can reduce the risk of mismanagement, bad publicity, legal liability, and IRS scrutiny through establishing and maintaining 

strong internal controls.

During 2011, the Auditing Standards Board, a unit of the AICPA responsible for promulgating U.S. Standards for all audit and attest 

services, completed a standards codification project. Similar to the FASB codification of accounting standards, the audit standards 

codification summarized 120 Statements of Auditing Standards issued by the ASB.

The necessity for documentation of these internal controls is now mandatory as the result of AU Section 314 (AU-C Section 315) 

(Source: Statement of Auditing Standards (SAS) No. 109), “Understanding the Entity and Its Environment and Assessing the Risks of 

Material Misstatement.” [AU Section 314 is effective for audits of financial statements for periods beginning on or after December 15, 

2006. Earlier application is permitted. AU-C Section 315 is effective for audits of financial statements for periods ending on or after 

December 15, 2012. Earlier application is not permitted. The temporary “AU-C” identifier is scheduled to revert to “AU” in 2014.] 

Internal controls must be matched or linked with financial assertions by the independent auditor to identify the risks of material 

misstatement of audited financial statements.

B6.02 Definition Of Internal Control 

The auditing standards define the standards of Field Work in an audit process. In addition to AU Section 314 (AU-C Section 315), there 

are a number of codified Auditing Standards which discuss the importance of internal controls. For example, in former AU Section 319, 

“Consideration of Internal Controls in a Financial Statement Audit,” the American Institute of Certified Public Accountants (AICPA) 

defined internal control as a process “effected by an entity's board of directors, and management designed to help the organization 

achieve its objectives in the following categories: 

● Reliability of financial reporting 

● Effectiveness and efficiency of operations and 

● Compliance with applicable laws and regulations. 

AU Section 319 was superseded as of December 15, 2006, by SAS No.109, Understanding the Entity and Its Environment and 

Assessing the Risks of Material Misstatement (AU Section 314 (AU-C Section 315)), and SAS No. 110, Performing Audit Procedures 

in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AU Section 318 (AU-C Section 330)). AU Section 314 

(AU-C Section 315) states that internal control “is a process–effected by those charged with governance, management, and other 

personnel–designed to provide reasonable assurance about the achievement of the entity's objectives with regard to reliability of 

financial reporting, effectiveness and efficiency of operations, and compliance with applicable laws and regulations. Internal control over 

safeguarding of assets against unauthorized acquisition, use, or disposition may include controls relating to financial reporting and 

operations objectives.”



The foundation of the process is the control environment in an organization, which comprises all of the above factors that affect a 

nonprofit organization's policies and procedures. In addition to the control environment, the control process includes four other 

interrelated components: 

1.  Risk assessment—the identification and analysis of relevant risks to achievement of organizational objectives, which form the 

basis for management decisions regarding the best means of managing risk. 

2.  Control activities—the policies and procedures that help ensure that management directives are carried out.  

3.  Information and communication—the identification, capture and exchange of information in a form and time frame that enable 

staff to carry out their responsibilities. 

4.  Monitoring—the process by which the quality of internal control performance is assessed over time.  

B6.03 Control Environment 

The control environment sets the tone of an organization, influencing the control consciousness of its people. It is the foundation for all 

other components of internal control. The building blocks of the overall control environment for nonprofits include proper incorporation, 

obtaining and maintaining tax-exempt status, effective board practices, effective conflict of interest policies, management's philosophy 

and operating style, and human resources policies and procedures. Specific emphasis must be placed on management's “tone at the 

top” since virtually all internal control measures are subject to circumvention by management override of established policies and 

procedures.

[1] Proper Incorporation 

Most nonprofits are incorporated to provide some legal liability protection for the staff, officers, and directors and to establish a 

separate and distinct legal identity under state law. The organizing documents should be carefully drafted by legal counsel to properly 

form a corporation according to state law and should specifically document the exempt purpose of the organization.

Maintaining proper corporate status is also important. In order to do so, nonprofits should ensure that all appropriate annual reports and 

other necessary filings are made in the state in which the organization is incorporated and the state or states in which it does 

business.

Nonprofits must also continually observe the necessary function that is required in order to maintain the corporate entity that shields 

board members and staff from corporate debts and obligations. In this regard, it is particularly important to conduct regular board 

meetings and maintain complete and adequate corporate minutes and records.

[2] Maintaining Tax-Exempt Status 

Tax-exempt status is obtained by nonprofits by filing the appropriate exemption application with federal and state governments and 

meeting the necessary statutory requirements. Exemption from federal income tax is generally obtained by filing Form 1023 for 501(c)

(3) for organizations and Form 1024 for other entities. Each state has a particular procedure for filing an income tax exemption and 

many charitable nonprofits can also obtain state tax exemption for other types of taxes such as sales, real estate, or personal property 

taxes.

Obtaining tax exemption is a privilege that contains a number of restrictions, any one of which, if violated, could jeopardize the 

organization's tax-exempt status. These restrictions include conducting activities that are consistent with the organization's exempt 

purpose; observing applicable limits with respect to lobbying and political activities; avoiding private inurement or excess benefit 

transactions with insiders; properly registering with the states in which fundraising activities are conducted, and filing IRS Form 990 

and other necessary tax forms.

[3] Effective Board Practices 

A properly functioning board of directors is critical to establishing sound internal controls and organizational stability. The board can 

provide a critical oversight function and an independent view from management along with considerable experience in dealing with the 

issues facing the organization. Organizations need to recruit board members who are genuinely interested in, and committed to, the 



nonprofit's mission and have sufficient independence from management to raise difficult and probing questions about the organization's 

operations. Many nonprofits have lost an effective element of internal control oversight as a result of its board merely rubber-stamping 

management's decisions without providing an objective view.

The board should be limited to a manageable number of people (groups larger than fifteen or twenty tend to be more inefficient) and 

board committees should be established where warranted by the need for more in-depth or directed attention to particular matters. 

Board meetings should be conducted on a regular basis with advance distribution of the agenda and materials (including current 

financial information) and the meetings should be documented in the form of meeting minutes. It is also very helpful and, in some 

states, mandatory for an organization to establish an audit committee of the board of directors to meet with the independent auditors 

and review the organization's internal controls and key accounting policies and procedures. Audit committee meetings often also 

include a segment where the committee members meet alone with the auditors and discuss any issues they may have with no staff 

present. (These private meetings are referred to as an Executive Session without management.)

The board should provide oversight in terms of evaluating and setting the compensation and employment packages of executive officers 

and the appointment and termination of those individuals. Decisions regarding compensation levels for officers should be carefully 

documented with particular attention to IR Code Sec. 4958 and IRS Form 990 requirements.

To alleviate concerns on behalf of board members about personal liability, the organization should obtain directors and officer's 

insurance as discussed in Chapter D4 and provide indemnification to the extent possible. 1  

[4] Conflict-of-Interest Policies 

One of the key tenets of tax-exempt status is that there can be no private inurement of the benefits of the tax-exempt organization to 

an individual, which may occur when an organization conducts business with a company or individuals related to an officer or board 

member on less than an arm's-length basis. Self-dealing by board members and officers can also result in bad publicity for the 

nonprofit or, at a minimum, affect the independent judgment of the individual involved. Therefore, it is a good practice for nonprofits to 

adopt a conflict of interest policy whereby board members, officers, and other key staff who could influence a decision are required to 

disclose any self-interest they have in a transaction affecting the nonprofit. Such disclosures may include an ownership interest in an 

entity the organization is procuring goods or services from, an interest in property the organization is buying or leasing, or other 

transactions where an insider has the possibility of personal gain at the expense of the nonprofit. Disclosures should also cover any 

transaction in which the entity is doing business with a family member or business partner of an insider. In addition to a conflict of 

interest policy being a good business practice, the IRS asks in Part V-A on the Form 990 if the organization has a written conflict of 

interest policy. While currently not required by the IRS, they are communicating that in their opinion nonprofit organizations should 

have a written conflict of interest policy.

Having a possible conflict of interest does not preclude the entity from doing business with a related party, but generally the board 

member or officer involved should be excused from any decisions made with respect to transactions involving their personal interest. 

See Figure C2-2 in Chapter C2 for sample standards of conduct policy related to federal grants that contains conflict-of-interest 

provisions.

[5] Management's Philosophy and Operating Style 

The overall philosophy and operating style of management can have a persuasive effect on the control environment of the entity. Staff 

members and volunteers will take their lead from the integrity and ethical values displayed by top management and the board and it is 

important for the “tone at the top” to have a positive influence throughout the organization. 

Generally, the best practice is to have written guidelines regarding whether certain behaviors are considered acceptable or not. Issues 

such as the cost of transportation, accommodations, meals, personal use of frequent flyer miles obtained through business travel, and 

the use of an organization's property, or equipment for personal purposes, should be clearly defined in terms of acceptable practice. 

Management should also set the tone in terms of ethical dealing with the clients, suppliers, outside auditors, employees, donors, 

insurers, lenders, and others who deal with the organization. The board can also play a key role in promoting good standards by 

emphasizing integrity and ethics. The board should avoid setting unrealistic performance targets (particularly short-term targets) that 

could influence staff behavior negatively.




