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navigating the future

THE state of the economy and the 
increased scrutiny of not-for-profi t 
organizations by government agencies, 
members, and donors suggest that it is 
vital for such organizations to maintain 
transparency. Not-for-profi ts should 
be run through the use of well-defi ned 
procedures while also communicating 
those procedures to stakeholders in 
the organization. In the past, many 
organizations have not made their 
governing documents, operational 
policies, and fi nancial statements 
available to the public. Now, increased 
transparency is seen as an asset, if not 
a necessity.

It is important that each organization 
consider the governance policies and 
practices that are most appropriate 
for assuring sound operations and 
compliance with the law, and make 
them known to all who fund or depend 
on the organization.

Transparency is Basic in Form 990
The redesign of the Internal Revenue 
Service Form 990 for the 2008 tax 
year caused an increased need for 
not-for-profi t organizations to report on 
their governance and compensation. 
Not-for-profi ts now must be clear 
in discussing their governance and 
management, including their policies 
and disclosure practices. 

Federal tax law does not mandate 
particular management structures, 
operational policies, or administrative 
processes in not-for-profi ts. And even 
though the information on policies 
and procedures requested by Form 
990 is not required under the Internal 
Revenue Code, the IRS considers such 
policies and procedures to generally 
improve tax compliance. The concern 
at the federal level is that the absence 
of appropriate policies and procedures 
can lead to activities inconsistent with 
the exempt status of a not-for-profi t 
organization. The IRS even inquires as 
to the process an organization uses to 

review Form 990—if they do review 
it—even though the organization’s 
governing body is not required to 
review it by law.

The core form required to be completed 
by all organizations provides a level 
of transparency that is unprecedented. 
Few not-for-profi ts have previously been 
willing to share the level of information 
with members, donors, or others that 
is now required and made publicly 
available. This information involves 
the organization’s governing body, 
management, policies, and disclosure 
practices. The fi nancial statements of 
organizations were often provided in 
a graphic or abridged format to those 
providing the funding. Now, however, 
the Form 990 requires statements of 
revenue, functional expenses, and 
balance sheet positions—basically 
the documents that constitute the 

fi nancial statements of the organization 
for federal tax reporting purposes. 
In addition, organizations are 
now required to report information 
regarding their accounting methods 
and reviewed or audited fi nancial 
statements.

Some members of the public rely on 
Form 990 as their primary or sole 
source of information about a particular 
organization. The information in the 
federal return—complete, accurate, 
and comprehensive—describes 
the not-for-profi ts programs and 
accomplishments. 

A Confl ict of Interest Policy Should 
be Visible
An identifi ed confl ict of interest policy is 
essential for managerial transparency. 
Such a policy should clearly state that 
in cases where any actual or possible 
confl ict of interest exists, the interested 
person must disclose the existence of 
the fi nancial interest and be given the 
opportunity to disclose all material facts 
to the appropriate people. These facts 
could be disclosed to an organization’s 
directors, a board-delegated person, 
or a committee who will consider the 
proposed transaction or arrangement. 
A determination of whether a confl ict 
of interest exists must follow established 
procedures. After disclosure of all 
material facts and a discussion with the 
interested person, the determination 
of whether the situation constitutes a 
confl ict of interest should be discussed 
and voted upon. 

After exercising due diligence, the 
board or authorized committee should 
determine whether the organization 
can obtain with reasonable efforts a 
more advantageous transaction or 
arrangement from a person or entity 
that would not give rise to a confl ict 
of interest. If a more advantageous 
transaction or arrangement is 
not reasonably possible under 
circumstances that does not produce a 
confl ict of interest, the organization can 
then determine whether the situation is 
in the best interest of the organization 
and whether it is fair and reasonable. 
A policy should be in place that 
identifi es violations of the confl ict of 
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TRANSPARENCY IN NOT-FOR-PROFIT  ORGANIZATIONS
Part  Two:  Transparency  in  In terna l  Operat ions

Not-for-profi ts can benefi t from a greater emphasis on transparency in their conduct. The fi rst installment (www.PlanetDandO.com/riskmanagement.html) 
of this two-part issue of Soundwaves discussed the need for not-for-profi ts to increase the transparency of their decision-making and fi nancial 
operations. The second installment looks at the need for transparency with internal operations, specifi cally staffi ng and internal procedures.

“It is important that each organization 
consider the governance policies and 
practices that are most appropriate for 

assuring sound operations and compliance 
with the law, and make them known to all 

who fund or depend on the organization. ”
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interest policy and, after due process, 
ensures appropriate disciplinary 
and corrective action. Too often such 
confl ict of interest policies are not 
visible to stakeholders, which can 
lead to a concern that a staff member 
or someone in the governing body 
is inappropriately benefi ting from a 
certain transaction or arrangement.

Executive Compensation is a 
Transparency Challenge
Few organizations, and very few paid 
executives of organizations, want 
compensation amounts to be easily 
discernible to members, donors, or 
lower-tier staff members. Providing 
information on compensation is 
perhaps the greatest challenge to 
transparency in the operations of a 
not-for-profi t. 
 
In 2009, the fi ling of IRS Form 990 
increased transparency through 
broader disclosures, with the goal 
of improved governance. Such 
disclosures include the reporting 
of the compensation of the highest 
compensated employees, offi cers, 
directors, trustees, and other key 
employees. Key employees are those 
the IRS defi nes as earning $150,000 
or more, or having responsibilities, 
powers, or infl uence over the 
organization as a whole that are 
similar to those of offi cers, directors, or 
trustees. Key employees may also be 
those who manage a discrete segment 
or activity of the organization that 
represents ten percent or more of the 
activities, assets, income, or expenses 
of the organization. While the key 
employee compensation information 
that is now disclosed through Form 
990 is important in determining the 
actual governance of an organization, 
it is also considered private and an 
organization may be leery of providing 
it on a wider basis.   

The reporting of compensation for 
other staff members in the Form 990 is 
highlighted in a way that many not-
for-profi ts fi nd awkward. The pay for 
the fi ve highest compensated, non-
key employees making in excess of 
$100,000 during the reporting period 
must be divulged. In addition, former 
offi cers, key employees, and highest 
compensated non-key employees who 
earned in excess of $100,000 during 
the reporting year must be included. 

The question for most not-for-profi ts is 

whether the compensation information 
that is reported to the IRS and made 
public should be provided in any 
other reporting to members, donors, 
or other stakeholders. While diffi cult, 
such transparency in compensation 
can be an advantage to a not-for profi t 
that has the ability to communicate 
the organizational value of those 
compensated.

Transparency through the 
Encouragement of Whistle-blowing
A whistle-blower policy encourages 
staff and volunteers to come forward 
with credible information on illegal 
practices or violations of adopted 
polices of the organization. It also 
specifi es that the organization will 
protect the individual from retaliation, 
and identifi es those staff or board 
members or outside parties to whom 
such information can be reported. 
Form 990 inquires as to the existence 
of such a policy. The existence of the 
policy should also be communicated on 
a regular basis to staff, made known 
to active volunteers, and be apparent 
to other stakeholders so that they are 
reassured that proper management is 
expected by the organization.

Making Employment Practices Clear
It is vital that an organization use a 
performance management system 
where employee performance is 
reviewed and documented. The use 
of two reviews is common. One at 
mid-year is usually focused solely on 
whether an employee is progressing 
toward established yearly objectives. 
During the annual review at the end 
of the year employees should be 
rated for performance on objectives, 
competencies for the position, and 
other stated factors. It is important that 
every employee be given a report each 
year that provides information on the 
employee’s performance management 
rating. The report should also include 
any percentage merit increase, 
incentive compensation amount, and 
market increase. Finally, the report 
should include the employee’s salary 
for the coming year within an updated 
salary range. Such a system serves as 
a tool in attaining the organization’s 
goals as set and approved by the 
governing board.

Organizations should have an 
employee handbook that is well-
drafted, carefully communicated, and 
consistently followed. Such a handbook 

is an excellent aid in preventing 
employment-related problems and 
defending employment practices 
claims. Conversely, a handbook that 
fails in any of these ways may be 
a real liability, either because it is 
poorly drafted or because the policies 
and procedures it represents are not 
consistently followed.

Many not-for-profi t organizations are 
reducing work-forces in an attempt to 
match costs to declining opportunities. 
In these times it is important for fi rms to 
confi rm that their employee handbooks 
are appropriate in content, are in 
conformance with employment laws, 
and are followed by management. 
In many states, employee handbooks 
can be construed by courts as creating 
binding contractual agreements and 
may, of themselves, defeat the common 
law presumption that an employee 
is an “at-will” worker. All handbooks 
should include disclaimers stating 
that they do not create a contractual 
obligation and may be revised by 
the organization without notice. In 
many cases, these “management 
rights clauses” have been effective in 
preventing manuals from being used 
against employers in litigation.

Once an employee manual has been 
prepared, reviewed by legal counsel, 
and distributed, it is essential that 
management adheres to the procedures 
and guidelines it outlines. Schedule 
to update the employee manual at 
least every two years and involve an 
attorney expert in employment law 
issues in the revision process. At a time 
when litigation is on the rise, the small 
amount of time invested in developing 
an employee handbook will be well 
spent toward limiting future legal and 
personnel issues.

Most not-for-profi ts have experienced 
a decline in fi nancial assets. And 
many have seen a reduced effort by 
volunteers, a decrease in membership, 
and a need to fi nd new effi ciencies 
in operations. While not all internal 
operating procedures need to be 
shared with all parties, efforts to 
increase the transparency of the 
organization’s conduct should be 
made. For some organizations, 
increased transparency is vital to 
retaining members, obtaining grants, 
and encouraging donations.
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