
   

August 	30,2016 	

New	Rules	in	the	Uniform	Guidance‐By	the	Numbers	

Some	of	the	signi icant	areas	of	change	include:	

 $750,000‐The	new	single	audit	threshold.	A	single	audit	is	not	required	if	
total	federal	award	expenditures	are	less	than	$750,000	for	the	audit	period.	

 $750,000‐Also,	the	new	minimum	threshold	for	determining	Type	A	
programs.	Loan	guarantees	now	receive	more	speci ic	treatment	in	
determining	the	Type	A	threshold.	Any	program	with	total	federal	
expenditures	less	than	$750,000	is	a	Type	B	program.	

 One‐fourth‐Auditors	are	not	required	to	identify	more	high‐risk	Type	B	programs	than	at	least	one‐
fourth	the	number	of	low‐risk	Type	A	programs,	rounded	up	to	the	nearest	whole	number.	

 100%‐All	high‐risk	Type	B	programs	are	now	major	programs.	

 25%‐Auditors	need	only	perform	risk	assessments	on	Type	B	programs	that	exceed	25%	of	the	Type	A	
threshold,	when	such	risk	assessments	are	required.	The	previous	options	1	and	2	for	addressing	Type	
B	programs	are	eliminated.	

 40%/20%‐The	percentage	of	coverage	requirements	for	non‐low‐risk	auditees	and	low‐risk	auditees,	
respectively.	

 $25,000‐The	new	threshold	for	reporting	known	questioned	costs.	

Other	Signi icant	Changes	

Auditors	need	to	be	aware	of	other	important	changes	for	their	single	audits.	For	instance,	federal	agencies	
cannot	grant	extensions	of	the	due	date	for	submitting	reports.	Both	the	auditee	and	the	auditor	must	
ensure	that	their	respective	parts	of	the	reporting	package	do	not	include	protected	personally	identi iable	
information.	Also:	

 The	previous	limited	option	of	determining	major	programs	without	assessing	program	risk	is	
eliminated.	

 The	criteria	for	determining	low‐risk	Type	A	programs	and	low‐risk	auditee	status	changed,	and	
inherent	risk	is	no	longer	used	when	determining	whether	a	Type	A	program	has	a	signi icantly	
increased	risk.	

The	requirement	for	an	entity	to	have	a	written	policy	is	referenced	in	the	Uniform	Guidance	over	20	
times,	including	in	the	sections	on	 inancial	management,	payment,	procurement,	compensation,	relocation	
costs,	and	travel	costs.	The	requirement	to	have	a	written	policy	is	part	of	compliance.	

Changes	to	Reporting	Requirements	

Some	of	the	signi icant	areas	of	change	include:	

 The	face	of	the	SEFA	must	present	totals	for	expenditures	by	cluster,	the	amounts	passed	through	to	
subrecipients,	and	it	needs	to	include	noncash	assistance	and	loan	programs.	

 Both	known	and	likely	fraud	affecting	federal	awards	must	be	reported.	

 Signi icant	instances	of	abuse	relating	to	major	programs	must	be	reported.	

 New	or	revised	elements	required	when	reporting	an	audit	 inding	include	(1)	the	cause	of	the	 inding,	
(2)	a	statement	about	whether	a	statistically	valid	sample	was	selected,	(3)	reference	numbers	in	the	
format	required	for	the	data	collection	form,	and	(4)	a	statement	about	whether	a	 inding	is	a	repeat	
inding	from	the	immediately	prior	audit	and	the	prior	year	audit	 inding	number(s),	if	applicable.	

 The	schedule	of	 indings	and	questioned	costs	must	include	the	views	of	responsible	of icials	for	all	
indings. 
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2016	Compliance	Supplement	

OMB	 inally	released	the	2016	Compliance	Supplement	as	
this	newsletter	went	to	press.	Highlights	of	the	changes	this	
year	include	the	following:	

 The	Supplement	is	updated	throughout	to	clarify	how	
the	Uniform	Guidance	and	Compliance	Supplement	use	
the	terms	"must"	and	"should"	when	addressing	auditor	
responsibilities.	The	term	"must"	is	used	to	denote	a	
requirement,	and	"should"	denotes	a	recommended	
action	or	approach.	

 	References	to	Circular	A‐133	have	been	removed.	

 The	Matrix	of	Compliance	Requirements	in	Part	2	uses	
either	a	"Y"	or	"N"	(rather	than	shading)	to	more	clearly	
indicate	which	of	the	compliance	requirements	are	
applicable	to	each	program.	

 Part	3,	Compliance	Requirements,	is	updated	to	include	
provisions	of	the	OMB's	FAQ	for	the	two‐year	
implementation	of	the	new	procurement	provisions.	

 The	compliance	requirements	for	each	program	in	Part	4	
now	include	the	applicable	portion	of	matrix	from	Part	2	
to	assist	in	identifying	which	compliance	requirements	
are	applicable.	

 Part	6,	Internal	Control,	wasn't	included	in	the	2015	
Compliance	Supplement	because	it	was	outdated	and	
OMB	was	not	able	to	develop	new	guidance	in	time	for	
the	2015	release.	The	new	section	in	the	2016	
Supplement	provides	limited	guidance	based	on	
principles	in	the	GAO's	Standards	for	Internal	Control	in	
the	Federal	Government	(the	Green	Book)	and	the	COSO	
Internal	Control	Integrated	Framework,		

 Part	3,	Compliance	Requirements,	is	once	again	divided	
into	two	parts	to	accommodate	the	continuing	transition	
to	the	Uniform	Guidance.	Part	3.1	applies	to	federal	
awards	made	before	December	26,	2014,	and	Part	3.2	
applies	to	subsequent	awards.	

Auditors	will	 ind	important	and	useful	information	in	
Appendix	VII,	Other	Audit	Advisories,	to	the	2016	
Compliance	Supplement.	The	major	topics	addressed	in	
the	appendix	include‐	

 The	effect	of	implementing	the	Uniform	Guidance	
on	major	program	determination.	

 The	effect	of	changes	to	compliance	requirements	
when	a	compliance	requirement	is	removed	for	a	
program	in	2016	and	there	was	an	audit	 inding	
related	to	that	requirement	in	the	prior	year.	

 Suggested	steps	for	auditors	determining	whether	
the	due	date	for	audit	reports	have	been	met	when	
assessing	the	low‐risk	auditee	criteria.	

 Information	about	OMB‐approved	exceptions,	by	
agency,	to	the	requirements	in	the	Uniform	
Guidance.	

	

The	2016	Compliance	Supplement	is	effective	for	single	audits	
of	 iscal	 years	 beginning	 after	 June	 30,	 2015.	 It	 can	 be	
downloaded	 from	 the	 OMB	website	 at	www.whitehouse.gov/
sites/default/ iles/omb/assets/OMB/circulars/
a133_compliance/2016/2016_compliance_supplement.pdf		

	

Change	 to	 Illustrative	 AR‐C	 70	 Engagement	
Letter	

The	AICPA	recently	revised	their	illustrative	 inancial	
statement	preparation	(AR‐C	70)	engagement	letter	in	the	
March	1,	2016,	update	of	the	AICPA	Audit	and	Accounting	
Guide:	Preparation,	Compilation,	and	Review	Engagements	
(AICPA	Guide).	A	new	item	b.	was	added	between	existing	
items	a.	and	b.	in	the	Management	Responsibilities	section	of	
the	letter	that	reads	as	follows:	

b.				The	design,	implementation,	and	maintenance	of	
internal	control	relevant	to	the	preparation	and	fair	
presentation	of	 inancial	statements	that	are	free	from	
material	misstatement,	whether	due	to	fraud	or	error.	

Neither	the	previous	edition	of	the	AICPA	Guide,	nor	the	
January	2016	Codi ication	of	Statements	on	Standards	for	
Accounting	and	Review	Services,	as	originally	issued,	
included	this	management	responsibility	in	their	illustrative	
inancial	statement	preparation	engagement	letters.	(The	
online	version	of	the	Codi ication	has	since	been	updated	for	
the	change.)	

The	2016	AICPA	Guide	can	be	ordered	from	the	AICPA	at	
www.aicpastore.com.	or	by	accessing	the	Thomson	Reuters	
website	at	tax.thomsonreuters.com	.	

	

Website	of	Interest		

The	following	website	may	be	of	interest	to	the	nonpro it	
sector‐	www.blackbaud.com		

Blackbaud	is	a	global	provider	of	
nonpro it	software	and	services.	
Areas	of	expertise	include	
analytics,	direct	marketing,	data	
services,	 inance	and	accounting,	
fundraising,	and	training.	Its	
products	and	services	are	
developed	for	a	wide	variety	of	
nonpro it	organizations:	animal	
welfare,	arts	and	culture,	faith‐
based,	foundations,	healthcare,	education,	human	services,	and	
public	broadcasting.	Connect	with	Blackbaud	on	Twitter,	
Facebook,	and	LinkedIn.	
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 expertise	of	the	EO	and	its	advisors	(e.g.,	whether	
accepted	business	and	economic	practices	are	followed,	
and	whether	third‐party	professional	counsel	is	used),	

 time	and	effort	expended	(e.g.,	whether	the	activity	is	
run	by	quali ied	employees	and	whether	adequate	time	
and	resources	are	devoted	to	it),	

 reasonable	expectation	of	asset	appreciation	(e.g.,	does	
the	potential	appreciation	in	value	of	the	assets	
employed	in	an	activity	exceed	the	current	operating	
losses?),	

 prior	 inancial	success	(e.g.,	prior	pro itable	activities	
may	indicate	a	motive	to	earn	a	pro it,	even	if	the	activity	
is	currently	unpro itable),	

 income	and	loss	history	(e.g.,	losses	beyond	the	start‐up	
period	of	an	activity	do	not	necessarily	indicate	a	lack	of	
pro it	motive	if	attributable	to	customary	business	risk	
or	unforeseen	circumstances	such	as	a	natural	disaster),	
and	

 amount	of	pro it	earned	(e.g.,	an	occasional	modest	
pro it	from	an	activity	that	usually	produces	signi icant	
losses	does	not	prove	a	pro it	motive,	while	an	
occasional	large	pro it	in	an	activity	that	frequently	
generates	small	losses	would).	

No	single	factor	is	determinative	and	other	relevant	factors	
can	be	considered	in	evaluating	whether	an	activity	is	pro it‐
motivated.	

Example:	Losses	not	deductible	against	other	UBI.	An	
exempt	social	club	operates	a	food	and	beverage	
concession	catering	to	nonmembers.	(The	income	from	
nonmembers,	other	than	guests	of	members,	is	UBI	to	the	
club.)	The	food	and	beverage	sales	are	priced	below	cost	
and,	as	a	result,	consistently	result	in	losses	from	sales.	

Based	on	the	club's	loss	history	and	the	probability	that	
losses	would	continue	into	the	foreseeable	future,	the	club	
cannot	deduct	any	loses	on	the	sales	to	nonmembers	against	
other	UBI.	A	pro it‐oriented	business	does	not	sell	its	goods	
and	services	at	a	loss	unless	it	does	so	to	gain	market	share	
in	order	to	achieve	pro itability	later.	It	simply	ceases	to	
engage	in	the	loss	activity.	

Note:	An	unrelated	business	activity	that	is	conducted	with	
the	intent	to	make	a	pro it	does	not	cease	to	be	such	because	
it	is	not	pro itable	for	a	particular	year.	

Documentation	is	the	key	to	defending	the	deductibility	of	
losses	if	challenged	by	the	IRS.	In	addition	to	having	
workpapers	to	support	the	calculation	of	the	expenses	that	
result	in	an	NOL,	the	EO	should	document	all	steps	taken	to	
reduce	current	losses	from	an	activity	and	lay	the	
groundwork	for	future	pro its.	If	losses	continue	for	several	
years	despite	turnaround	efforts,	the	EO	should	document	
why	it	persists	in	continuing	an	activity	instead	of	shutting	it	
down.		

Net	Operating	Losses	Under	Scrutiny	by	IRS	

An	exempt	organization	(EO)	whose	unrelated	business	
deductions	exceed	its	unrelated	business	income	(UBI)	
for	the	tax	year	has	a	net	operating	loss	(NOL)	equal	to	
the	amount	of	the	excess.	

Using	an	NOL	

Generally,	an	NOL	may	be	carried	back	to	the	two	
preceding	years	to	offset	UBI	in	those	years.	If	the	NOL	
cannot	be	fully	used	in	the	prior	years,	the	remainder	can	
be	carried	forward	for	up	to	20	years	from	the	year	of	the	
loss.	

The	EO	can	elect	to	forgo	the	carryback	and	only	carry	the	
NOL	forward.	This	is	a	wise	strategy	if	the	potential	tax	
savings	in	a	future	year	are	signi icantly	greater	than	the	
tax	that	can	be	recovered	through	a	carryback.	

An	NOL	may	be	claimed	only	in	years	the	EO	is	subject	to	
the	unrelated	business	income	tax	(UBIT).	The	NOL	is	
allowed	as	a	deduction	in	computing	unrelated	business	
taxable	income	in	the	year	(or	years)	to	which	it	is	
carried,	up	to	the	amount	of	taxable	income	in	those	
years.	However,	in	determining	the	span	of	years	for	
which	an	NOL	may	be	carried	back	or	forward,	tax	years	
for	which	the	EO	is	not	subject	to	UBIT	are	counted.	

Unwanted	Attention	

The	IRS	is	now	taking	a	close	look	at	an	organization's	
NOL.	

The	reason	for	the	current	IRS	scrutiny	was	a	2013	study	
involving	an	examination	of	the	UBI	tax	returns	of	34	
colleges	and	universities.	The	IRS	determined	that	the	
NOLs	claimed	on	more	than	one‐third	of	the	34	returns	
were	either	inadequately	substantiated	or	calculated	
erroneously.	As	a	result,	over	$19	million	in	NOLs	was	
disallowed.	The	primary	reason	for	the	disallowance	was	
the	asserted	lack	of	a	pro it	motive	as	evidenced	by	
recurring	losses	spanning	several	years.	

The	Relevance	of	a	Pro it	Motive	

An	activity	conducted	without	a	pro it	motive	is	not	
considered	a	trade	or	business.	It	is	irrelevant	whether	
such	activity	is	related	or	unrelated	to	the	EO's	exempt	
purpose.	The	losses	from	an	activity	that	lacks	a	pro it	
motive	cannot	be	deducted	from	the	UBI	from	other	
activities	[	Portland	Golf	Club	Portland	Golf	Club,	110	S.	Ct.	
2780,	65	AFTR	2d	90‐1162	(1990);	Rev.	Rul.	81‐69	].	

Whether	there	is	a	pro it	motive	for	a	particular	activity	is	
a	subjective	determination.	The	IRS	considers	several	
factors	in	evaluating	an	activity.	These	include	the‐	

 manner	in	which	the	activity	is	carried	on	(e.g.,	
whether	adequate	books	and	records	are	maintained	
so	the	EO	can	evaluate	the	economics	of	the	activity	
in	a	business‐like	manner	and	whether	operating	
methods	are	modi ied,	when	appropriate,	to	improve	
pro itability),	
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Expense	Allocation	and	Deduction	Guidelines	
for	UBIT	Purposes	

Background	

An	exempt	organization's	(EO)	facilities	and	personnel	are	
sometimes	used	to	conduct	both	exempt	function	and	
unrelated	business	activities.	Expenses	attributable	to	such	
use	of	facilities	(e.g.,	depreciation	and	overhead)	or	
personnel	(e.g.,	salaries,	bene its,	and	payroll	taxes)	must	be	
allocated	between	the	two	uses	on	a	reasonable	basis.	

The	extent	to	which	expenses	are	deductible	depends	on	
whether	they	arise	from	(1)	the	dual	use	of	facilities	and	
personnel	or	(2)	in	an	exploited	exempt	activity.	

Dual	Use	Versus	Exploitation	

When	an	EO's	facilities	or	personnel	are	used	for	exempt	
activities	as	well	as	conducting	an	unrelated	business	
activity,	it	can	be	dif icult	to	determine	whether	the	income	is	
from	the	dual	use	of	the	facilities	or	from	exploiting	an	
exempt	activity	of	the	organization.	Even	though	the	revenue	
produced	in	both	cases	by	the	unrelated	business	activity	is	
UBI,	the	distinction	is	important	because	the	answer	
determines	the	extent	to	which	expenses	are	deductible	in	
calculating	UBI	(	Rev.	Rul.	76‐402	).	

Dual	Use	of	Facilities.	When	there	is	dual	use	of	facilities,	any	
expenses	directly	connected	with	the	UBI	are	fully	deductible	
without	allocation	to	the	same	extent	a	deduction	would	be	
allowable	to	a	taxable	entity	as	a	trade	or	business	expense	
under	IRC	Sec.	162	or	as	depreciation	under	IRC	Sec.	167	.	
However,	expenses	allocable	to	an	exempt	purpose	are	not	
deductible	to	any	extent.	

Exploiting	an	Exempt	Activity.	Expenses	attributable	to	
conducting	an	exempt	activity	are	deductible	under	certain	
circumstances.	If	the	unrelated	business	is	the	kind	carried	
on	for	pro it	by	taxable	organizations	and	if	the	exploited	
exempt	activity	is	normally	conducted	by	the	taxable	entities	
in	that	business,	expenses	attributable	to	such	exempt	
activity	are	deductible	in	determining	UBI,	to	the	extent	that‐	

 the	expenses	exceed	the	income	(if	any)	derived	from,	or	
attributable	to,	the	exempt	activity;	

 the	excess	expenses	are	allocable	only	to	an	unrelated	
business	that	exploits	that	exempt	activity;	and	

 the	allocation	does	not	produce	a	loss	from	the	unrelated	
business.	

Even	when	expenses	of	the	exploited	activity	are	not	
deductible	because	the	criteria	are	not	met,	expenses	directly	
connected	with	the	unrelated	business	itself,	which	would	
not	have	been	incurred	without	that	business,	are	deductible	
to	the	same	extent	they	would	be	deductible	by	a	taxable	
entity.	

Example:	Dual	use	versus	exploiting	an	exempt	activity.	
Rockell	University	operates	a	golf	course	as	part	of	its	
student	physical	education	program.	During	the	summer	
when	classes	are	not	in	session,	it	contracts	the	operation	of	
the	facilities	to	a	golf	professional	(P)	and	provides	certain	
services	and	golf	instructors	as	part	of	the	arrangement.	
The	course	attracts	golfers	during	the	summer	primarily	
because	of	its	reduced	green	fees	and	its	location	near	a	
major	vacation	destination.	Its	location	on	the	Rockell	
campus	is	not	a	factor	in	attracting	golfers.	Under	these	
circumstances,	the	income	from	P	is	UBI	from	the	dual	use	
of	facilities	and	personnel.	

Variation:	Assume	Rockell's	summer	golf	instructors	are	
nationally	known	and	its	course	is	one	of	the	nation's	best.	
As	a	result,	the	primary	reason	golfers	are	attracted	to	the	
course	is	its	reputation	and	its	instructors.	Under	these	
circumstances,	the	UBI	received	from	the	course's	operation	
is	income	from	exploiting	an	exempt	activity.	
	

Allocation	of	Fixed	Overhead	

There	are	two	basic	methods	for	allocating	the	 ixed	
overhead	expenses	of	dual‐use	facilities.	

Judicially	Approved	Method.The	Second	Circuit	Court	of	
Appeals	approved	an	expense	allocation	using	the	ratio	of	
days	a	facility	is	used	for	UBI	activities	during	the	tax	year	
(numerator)	versus	the	total	days	the	facility	is	used	for	all	
purposes	during	the	tax	year	(denominator)	[	Rensselaer	
Rensselaer	Polytechnic	Institute,	732	F.2d	1058,	53	AFTR	2d	
84‐1167	(2nd	Cir.	1984)].	This	approach	treats	the	 ixed	
expenses	incurred	during	the	period	the	facility	is	not	in	use	
as	being	allocable	to	both	exempt	and	nonexempt	uses.	
Consequently,	this	method	maximizes	the	 ixed	expenses	
allocable	to	the	unrelated	business	activities.	

The	IRS	Method.The	numerator	of	the	allocation	ratio	is	the	
number	of	days	the	facility	is	used	for	UBI	activities.	
However,	the	denominator	is	the	total	number	of	days	the	
facility	is	available	for	use	during	the	tax	year,	not	actual	
usage	(	Ltr.	Rul.	9324002	and	GCM	39863).	This	method	
treats	the	 ixed	expenses	related	to	the	portion	of	the	tax	year	
the	facility	is	not	in	use	as	being	solely	exempt	function	
expenses.	

Note:	Although	the	IRS	does	not	follow	the	Rensselaer	decision,	
it	does	not	plan	to	challenge	the	use	of	such	method	as	long	as	
Reg.	1.512(a)‐1(c)	continues	to	permit	the	use	of	any	
reasonable	basis	for	expense	allocation.	Consequently,	an	EO	
should	not	hesitate	to	adopt	the	Rensselaer	method.	
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Personnel	Costs	

Personnel	who	divide	their	time	between	exempt	activities	
and	unrelated	business	activities	should	maintain	detailed	
time	records	so	that	their	compensation,	fringe	bene its,	and	
payroll	taxes	can	be	allocated	based	on	the	ratio	of	time	spent	
in	each	endeavor.	

Indirect	Costs	

The	allocation	of	indirect	of ice	expenses	(such	as	rent,	
depreciation,	insurance,	interest,	and	utilities)	requires	
multiple	calculation	steps.	First,	allocate	these	items	on	a	
square	footage	basis.	Next,	determine	the	square	feet	of	of ice	
space	used	by	personnel	engaged	in	both	exempt	and	
unrelated	business	activities.	Allocate	this	footage	to	the	
respective	activities	based	on	the	time	personnel	spend	in	
each	endeavor.	Finally,	multiply	the	footage	allocated	to	the	
unrelated	activities	by	the	overhead	costs	per	square	foot.	

The	leeway	in	the	regulations	to	allocate	expenses	between	
activities	on	a	reasonable	basis	eases	an	EO's	recordkeeping	
burden	to	some	extent.	Nevertheless,	the	EO	must	still	identify	
and	substantiate	allocable	costs,	adopt	a	defensible	allocation	
methodology,	and	consistently	apply	that	methodology.		

Tax	Brief	

NEW	FORM	8976	FILED	ONLINE.	An	organization	that	
intends	to	be	a	Section	501(c)(4)	organization	must	notify	
the	IRS	within	60	days	of	its	formation	as	a	legal	entity	(	Rev.	
Proc.	2016‐41	).	Noti ication	is	accomplished	by	
electronically	 iling	Form	8976	[Notice	of	Intent	to	Operate	
Under	Section	501(c)(4)]	and	paying	a	$50	fee.	A	$20	per	day	
penalty,	up	to	a	maximum	of	$5,000,	will	be	assessed	for	late	
iling	of	Form	8976.	

Organizations	that	 iled	Form	990	(or,	if	eligible,	Form	990‐
EZ	or	Form	990‐N)	or	a	Form	1024	seeking	a	determination	
letter	recognizing	exemption	under	IRC	Sec.	501(c)(4)	before	
July	9,	2016	need	not	 ile	Form	8976.	

Contact	our	Education	and	Not‐for‐Pro it	Services	Team	if	you	have	any	questions	or	if	we	
may	be	of	service	to	you.	Visit	our	website	at	www.BEcpas.com	to	 ind	your	nearest	of ice.	
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