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Chapter 11: Internal Controls What type of bookkeeping system should we use? How many bank
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accounting system for a congregation. Such questions should be periodically reviewed.

Chapter I11: Bookkeeping The accounting year for all Episcopal congregations and dioceses is January
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1(i), which are included in the Introduction of this manual.

Chapter 1V: Taxes and the Episcopal Church Timely and accurate compliance with all applicable
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use of a class of temporarily restricted or designated funds generally known as clergy discretionary
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at any one time during the fiscal year.”
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Introduction

This manual identifies requirements and seeks to provide helpful advice on sound, practical
internal controls, accounting guidelines and business practices. We believe that it can be a tool
that will support your efforts to perform the duties and responsibilities of your office.

The format and design of this manual should assist you in fulfilling the responsibilities for
the financial oversight of a diocese or congregation. The accounting principles and practices
described in this manual should be understandable to most readers. The concepts and
terminology have been kept simple yet consistent with the demands of professional accounting
principles.

Practical internal controls are the cornerstone to proper financial management. Management
of financial resources is an important element of stewardship. The Church has entrusted us with
the funds placed in its hands for mission and ministry. We honor this trust by caring for detail
and acting accountably. Treasurers at all levels in the Church are custodians of this trust. This
manual is a guide that will assists in preserving the trust.

This manual has been designed for the use of dioceses and congregational elements of the
Episcopal Church. The guidance in this manual may not be appropriate for use by other church
controlled or related institutions, such as hospitals, colleges, universities, and health and welfare
organizations.

The general responsibility and accountability for the stewardship of the Church‘s money
and property is delineated in the Canons of the Episcopal Church. Title I, Canon 7,
specifically addresses the business methods prescribed for every diocese, parish, mission, and
institution subject to the authority of the Episcopal Church. This Canon is produced in its
entirety on the following pages.



Introduction: General Information ¢ i-2

Section A. Constitution and Canons for the Government of the Protestant Episcopal
Church in the USA: Title I, Canon 7: — Of Business Methods in Church
Affairs

CANON 7: Of Business Methods in Church Affairs

Section 1. In every Province, Diocese, Parish, Mission and Institution connected with this
Church, the following standard business methods shall be observed:

(a) All accounts of Provinces shall be audited annually by an independent certified public
accountant, or independent licensed accountant or such audit committee as shall be authorized by
the Provincial Council. The Audit Report shall be filed with the Provincial Council not later than
September 1 of each year, covering the preceding calendar year.

(b) Funds held in trust, endowment and other permanent funds, and securities represented
by physical evidence of ownership or indebtedness, shall be deposited with a National or State
Bank, or a Diocesan Corporation, or with some other agency approved in writing by the Finance
Committee or the Department of Finance of the Diocese, under a deed of trust, agency or other
depository agreement providing for at least two signatures on any order of withdrawal of such
funds or securities. But this paragraph shall not apply to funds and securities refused by the
depositories named as being too small for acceptance. Such small funds and securities shall be
under the care of the persons or corporations properly responsible for them. This paragraph shall
not be deemed to prohibit investments in securities issued in book entry form or other manner
that dispenses with the delivery of a certificate evidencing the ownership of the securities or the
indebtedness of the issuer.

(c) Records shall be made and kept of all trust and permanent funds showing at least the
following:
(1) Source and date.
(2) Terms governing the use of principal and income.
(3) To whom and how often reports of condition are to be made.
(4) How the funds are invested.

(d) Treasurers and custodians, other than banking institutions, shall be adequately
bonded; except treasurers of funds that do not exceed five hundred dollars at any one time during
the fiscal year.

(e) Books of account shall be so kept as to provide the basis for satisfactory accounting.

(F) All accounts of the Diocese shall be audited annually by an independent Certified
Public Accountant. All accounts of Parishes, Missions or other institutions shall be audited
annually by an independent Certified Public Accountant, or independent Licensed Public
Accountant or such audit committee as shall be authorized by the Finance Committee,
Department of Finance, or other appropriate diocesan authority.
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(9) All reports of such audits, including any memorandum issued by the auditors or audit
committee regarding internal controls or other accounting matters, together with a summary of
action taken or proposed to be taken to correct deficiencies or implement recommendations
contained in any such memorandum, shall be filed with the Bishop or Ecclesiastical Authority
not later than 30 days following the date of such report, and in no event, not later than September
1 of each year, covering the financial reports of the previous calendar year.

(h) All buildings and their contents shall be kept adequately insured.

(i) The Finance Committee or Department of Finance of the Diocese may require copies
of any or all accounts described in this Section to be filed with it and shall report annually to the
Convention of the Diocese upon its administration of this Canon.

(J) The fiscal year shall begin January 1.

Section 2. The several Dioceses shall give effect to the foregoing standard business methods by
the enactment of Canons appropriate thereto, which Canons shall invariably provide for a
Finance Committee, a Department of Finance of the Diocese, or other appropriate diocesan body
with such authority.

Section 3. No Vestry, Trustee, or other Body, authorized by Civil or Canon law to hold, manage,
or administer real property for any Parish, Mission, Congregation, or Institution, shall encumber
or alienate the same or any part thereof without the written consent of the Bishop and Standing
Committee of the Diocese of which the Parish, Mission, Congregation, or Institution is a part,
except under such regulations as may be prescribed by Canon of the Diocese.

Section 4. All real and personal property held by or for the benefit of any Parish, Mission or
Congregation is held in trust for this Church and the Diocese thereof in which such Parish,
Mission or Congregation is located. The existence of this trust, however, shall in no way limit
the power and authority of the Parish, Mission or Congregation otherwise existing over such
property so long as the particular Parish, Mission or Congregation remains a part of, and subject
to, this Church and its Constitution and Canons.

Section 5. The several Dioceses may, at their election, further confirm the trust declared under
the foregoing Section 4 by appropriate action, but no such action shall be necessary for the
existence and validity of the trust.

Section B. Uniform Business Methods and Accounting Principles

For many years there were no separate, formal or uniform accounting principles for any type of
not-for-profit organization (NFPO), including churches. In June 1993 the Financial Accounting
Standards Board (FASB) issued two comprehensive statements, Numbers 116 and 117, which
established the basis for generally accepted accounting principles for not-for-profit
organizations.

The two statements issued by the FASB amended or superseded many of the Statements,
Opinions, Statements of Position and Interpretations previously issued.  Not-for-profit
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organizations should follow the guidance in the effective provisions of FASB Statements and
Interpretations unless the specific pronouncement explicitly exempts not-for-profit organizations
or the subject matter precludes such applicability. Subsequent pronouncements issued by the
FASB apply to not-for-profit organizations unless those pronouncements explicitly exempt not-
for-profit organizations or the subject matter precludes their applicability.

Sources of authoritative guidance in not-for-profit organizations are:

FASB Statement No. 116 (Accounting for Contributions Received and Contributions Made)
FASB Statement No. 117 (Financial Statements of Not-for-Profit Organizations).

FASB Statement No. 124 (Accounting for Certain Investments Held by Not-for-Profit
Organizations)

FASB Statement No. 133 (Accounting for Derivative Instruments and Hedging Activities)
FASB Statement No. 136 (Transfers of Assets to a Not-for-Profit Organization or Charitable
Trust That Raises or Holds Contributions for Others)

FASB Statement No. 144 (Accounting for the Impairment or Disposal of

Long-Lived Assets)

Additional Guidance: Related FASB Staff Positions or questions and answers previously
issued as FASB Staff Implementation Guides

Compliance with those sources is required in order to be in accordance with Generally Accepted
Accounting Principles (GAAP). Most financial institutions and other users of financial
statements, including government and private granting sources, require that church financial
statements be presented in accordance with GAAP. Please be aware that when financial
statements are not in accordance with GAAP, auditors must note those exceptions in their
auditor’s opinion.

Method of Accounting. The use of the accrual method of accounting is required by GAAP and
is the preferred method. Many congregations, however, continue to use the Cash Basis method
of accounting, in which receipts are recorded when received and expenses are recognized when
they are paid. Although this method is not in accordance with GAAP, it is considered an “Other
Comprehensive Basis of Accounting” (OCBOA) and is an acceptable method for use by
congregations. The Cash Basis may be modified to accrue some, but not all, activities or to
record depreciation. Dioceses should use the accrual method of accounting.

Financial Statements

In general, GAAP requires not-for-profit organizations to issue a statement of financial position,
a statement of activities, and a statement of cash flows.

Statement of Financial Position (SFP) — is the primary financial statement that provides
information about an organization’s assets, liabilities and net assets and about their relationship
to each other at a particular point in time. This statement, which is frequently referred to as the
Balance Sheet or Statement of Assets and Liabilities, assists donors, creditors, members of the
organization itself, and others to determine the organization’s ability to continue to provide

10
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services. The SFP also allows for the assessment of the organization’s liquidity, solvency, and
financial flexibility needed to obtain external financing and satisfy its day-to-day debts.

The SFP should classify accounts as current or non-current; by sequencing assets according to
their nearness to conversion to cash; and liabilities according to their maturity and resulting use
of cash.

The SFP should present three classes of net assets: permanently restricted; temporarily restricted,
and unrestricted. Each of these classifications is discussed below:

« Permanently restricted net assets are that part of an NFPO’s net assets that results from:

— Contributions and other inflows of assets whose use by the organization is limited
by donor-imposed restrictions that do not expire or cannot be satisfied by actions
taken by the organization;

— Other asset increases and reductions that are so restricted; or

— Reclassifications from or to other net asset classifications as a result of donor-
imposed terms.

o Temporarily restricted net assets are the part of an NFPO’s net assets that results from:

— Contributions and other inflows of assets whose use by the organization is limited
by donor-imposed restrictions that either expire with the passage of time or can be
satisfied or removed by actions taken by the organization;

— Other asset increases and reductions that occur from such conditions; or

— Reclassifications from or to other net asset classifications as a result of donor-
imposed terms, passage of time, or satisfaction and removal by actions of the
organization.

« Unrestricted net assets are that part of the NFPO’s net assets that are neither permanently nor
temporarily restricted by requests of the donor.

Information relating to the nature and amounts of varying permanent restrictions or temporary
restrictions should be shown by reporting their amounts either in the body of the SFP or in
footnotes to the organization’s financial statements.

Unrestricted net assets are generally constrained only by the broad limits resulting from the
mission of the organization, its operating environment, articles of incorporation, or specific
business contracts. Any such contractual and self-imposed limits should be shown in the notes
of the financial statements.

Statement of Activities (SOA) — is commonly referred to as the Income Statement or Statement
of Cash Receipts and Disbursements (or, in for-profit organizations, Profit and Loss Statement).
The SOA enables donors, creditors, and other readers to:

Determine the entity’s performance during a given period of time

Gauge the organization’s service efforts and its ability to continue to perform services

Appraise management’s performance.

11
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Specifically, the SOA presents: (1) the effects of transactions and other events and
circumstances that change the amount and nature of net assets, (2) the relationship of those
transactions or other events to each other and (3) how the organization’s resources are used
in providing various programs and services.

Statement of Cash Flows (SCF) — provides information about the cash receipts and
disbursements during the year. The flows are classified according to whether they resulted from
investing, financing or operating activities. The SCF is normally only prepared at year-end.

Report Preparation Frequency. Financial reports should be prepared for the Vestry at least
quarterly and should include all funds of the congregation, specifically the restricted funds. The
reports should contain enough detail to enable the Vestry members to exercise their fiduciary
responsibility for church funds, to make informed financial decisions, and to determine how
they are doing in relationship to the budget.
Meeting the Needs of the Church: Churches are organizations whose
revenues are derived from those whom they serve. Proper stewardship and
accountability require that comprehensive financial standards and
practices are adopted and consistently applied. Compliance with
standard accounting and reporting standards and practices should
generate financial information that is reliable, uniform, and comparable
to previous reporting.

The uniform application of accounting principles and practices should
assure that similar transactions are recorded in a consistent and accurate
manner. This will generate valid and reliable information which is used by
management in the decision making process.

Section C. Introduction to Fund Accounting

Not-for-profit organizations’ classification of net assets, revenues, expenses, gains, and losses
are based on whether there are restrictions imposed by donors. Fund accounting is a system of
recording the organization’s resources based on those donor-imposed restrictions. Assets in the
SFP are categorized as being permanently restricted, temporarily restricted, or unrestricted. To
maintain records of these restrictions for internal purposes or for reporting back to the donor and
grantor, some not-for-profit organizations maintain separate funds for specific purposes. Each
fund consists of a self-balancing set of asset, liability and net asset accounts. While fund
accounting is not required by generally accepted accounting principles, organizations may use
fund accounting for internal purposes.

Terminology can be confusing, especially when the same word is used to describe different
things. Two potentially confusing words often encountered are “fund” and ““account”.
The word “fund” is often used as a synonym for “money”. It may also be used as a title for each

of the segregated reporting categories of the fiscal operation. When the terminology is used in
this manual as a title or description of a reporting category, it will be capitalized — ““Fund”.

12
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“Account™ is used both to describe the basic units of double-entry bookkeeping and to describe
bank accounts or accounts at other financial intermediaries. In this manual, we will always
explicitly refer to *““bank accounts™ when referring to the financial intermediary.

It is important to note that the segregation of assets into ““Funds™ and *““Accounts” does not
automatically create a need for multiple bank accounts for each Fund or Account.
Section D. Calendar of Important Due Dates

Note: The following calendar does not include due dates that may be imposed by diocesan, local
or state governmental requirements.

January 31 Form W-2: Employee‘s Wage and Tax Statement Form provided to all employees,
including parochial clergy.

January 31 Form 941: Employer‘s Quarterly Payroll Tax Return File return with the Internal
Revenue Service for quarter ending December 31.

January 31 Form 1098: Mortgage Interest Copy of form provided to recipient (for any mortgages
held by churches or dioceses).

January 31 Form 1099: INT & MISC. Copy of form provided to recipient.
January 31 Substantiation of Contributions statements provided to donors of gifts over $250.
February 28 Form W-2: Employee‘s Wage and Tax Statement Forms remitted to the Social

Security Administration along with Transmittal Form W-3.

February 28 Form 1099: INT & MISC Forms remitted to Internal Revenue Service along with
Transmittal Form 1096

March 1 Episcopal Church Parochial Report to be filed with Diocesan Office

April 30 Form 941: Employer‘s Quarterly Payroll Tax Return File return with the Internal
Revenue Service for quarter ending March 31

July 31 Form 941: Employer‘s Quarterly Payroll Tax Return File return with the Internal
Revenue Service for the quarter ending June 30

September 1 (or sooner, as Audited Financial Statements of all congregations and institutions to be filed with the
required by Diocesan Canons) | Diocesan Office

September 1 Annual Diocesan Report to be filed by all dioceses with the Executive
Council/General Convention Office

October 31 Form 941: Employer‘s Quarterly Payroll Tax Return File return with the Internal
Revenue Service for the quarter ending September 30

Updated as of July 2007

13
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Introduction

Budgeting is the allocation of the church‘s resources, in accordance with a plan, for the
achievement of its objectives and goals. The church budget is one of the most effective
tools available for the proper stewardship of the church‘s assets.

The bookkeeping and accounting system, along with the related internal controls and
procedures, the budgeting process, the financial audit, and the management oversight
provided by the Vestry should be viewed as a single system. No part stands alone; each
supports the other. This entire system enables the Vestry to fulfill its obligation of
fiduciary responsibility and proper stewardship.

Section A. Budget Methods

The most frequently used budgeting methods are Incremental; Program; and Zero-based.

Incremental Budgeting

Most congregations adopt incremental budgeting (sometimes called line item or traditional
budgeting). Incremental budgeting uses this year‘s budget as the basis for next year‘s
budget and makes adjustments to each line item. It is an easy method to use and to
understand, but problems can arise if the budgeted amounts become routine. Prior
programs and costs may not be re-evaluated. The budget and programs become reliant on
the past and may not incorporate new ideas.

Program Budgeting

Costs are identified with the specific programs (activities/ministries) being carried out by
the congregation. This budget method requires the congregation to do its planning before
preparing the budget. This method begins by requiring the appropriate committees and
groups to identify each program it conducts along with needs and objectives of each

14
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program. Each program chair and/or staff member examines his/her own program in terms
of how well it is achieving its goals. If improvements are indicated, the chair makes an
assessment of the benefits to the congregation as well as the cost implications. Finally, an
estimate of the resources needed to operate the program for the next year is developed.
Each program chair then compiles the data into a program budget format that includes a
statement on the purpose of the program, a description of the services provided, program
goals and objectives, the amount of money needed, and the benefits and costs of any
requested program change.

Zero-Base Budgeting

Zero-based budgeting is very time- and paperwork-intensive; it is not recommended
annually but periodically (e.g., once every five years).

Each program chair and/or staff member is asked to assume the program is new and has
received no funding. This means that program groups must take an in-depth look at their

programs and how their activities are conducted.

Other Budgeting Methods

Other budget methods exist, including:

o Scenario Budgeting — which involves the creation of multiple versions of a budget
by making variations to a base (or most likely budget). The most frequent
variations are optimistic, realistic (base) and pessimistic scenarios. The different
budget scenarios enable you to test and analyze the alternatives before adapting a
final budget;

o Dynamic Budgeting — which involves revising and adopting a budget as
circumstances change. This can be done periodically or constantly, though the
process becomes less meaningful as the frequency of revisions increases; and

o Contingency budgeting — which allows management the flexibility of reacting to
uncertainties without seeking additional approval from the board. Management
may typically be allowed a certain percentage (e.g., 5%) over the adopted. An
advantage of a contingency budget is that it may encourage managers not to
exaggerate their budgets and may discourage the ‘use it or loose it’ spending
mentality at year end.

Section B. Budget Process

Each year, using information provided by the finance and stewardship committees, the
Vestry should establish a plan and timeline for its budget process and stewardship
campaign.

Budget preparation will always involve estimates, especially estimates of income and

contributions. If the congregation conducts its stewardship campaign before preparing
and voting a balanced budget, budget preparation is made easier.

15
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Discerning the congregation‘s mission and ministry is the foundation of budget building
and should involve all members of a parish, where possible. When many people share
ideas and opinions about congregation-sponsored programs their acceptance and support
for the budget will likely be enhanced. When members of the congregation participate in
the formulation of the budget, they are also more inclined to make sure that the budgeted
programs are implemented.

Following the mission discernment phase, the finance committee drafts a tentative budget
to present to the Vestry, which reviews, discusses, makes changes and presents a proposed
budget to the congregation.

Effective communication and explanation of the budget requires different techniques
designed to address the different ways that people learn. Some people learn through
pictures. For them, a graphic presentation of the budget is useful; pie charts, bar graphs
and line graphs are helpful. Other people love numerical detail; a line by line presentation
of the numbers along with a brief narrative description of each line could be ideal.

Any budget presentation should include amounts and sources of income, line item
expenditures with narrative descriptions, summary page, the timeline of the budget process,
and a roster of finance committee and Vestry members.

The budget presentation goal is to have the congregation consider and embrace the budget
as its own — not the Vestry’s budget or the rector’s budget.

Section C. Budget Implementation and Review

As the financial year begins, the treasurer should prepare a month-by-month budget,
incorporating as much information about the timing of receipts and expenditures as
possible (e.g., Is income expected in 12 equal amounts or does income decline during the
summer months? Are utilities payments higher during January and February than in July
and August or vice versa?). The result of this exercise is a cash flow forecast which is
used by the treasurer and finance committee (see Section E of this Chapter 1).

The approved budget should be integrated into the monthly financial statements presented
to the Vestry. Each line item should show the budgeted amount and the actual receipts or
expenditures (see the example in Chapter I1I).

An approved budget serves as authorization to expend funds for the purposes allocated
within it. Individuals or committees responsible for line items should not exceed the
budgeted amount without the Vestry‘s approval. Adjustments during the year may be
necessary due to unanticipated costs, changes in income and new programs.  All
modifications to the budget should be approved by and included in the Minutes of the
Vestry.

The budget should be a flexible document, which reflects the sources and uses of

resources in order to accomplish the mission and ministry of the congregation. Periodic
reviews assure that the budget reflects current financial conditions. Any deviations from

16
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budgeted amounts should be fully understood. A budget that is consistently “on target”
may indicate that programs are static (or worse, uninspiring for program directors and the
program beneficiaries) and that unnecessary expenditures are being made just to conform
to the budget.

Section D. Capital Budgeting

Every financial plan should include consideration of the need to acquire, replace or
renovate long-lived assets. The congregation‘s overall mission plan should support the
reasonable anticipation of all but the most unusual future needs.

Planning for these “capital needs” is often reflected in the operating budget each year
(e.g., a reserve or allowance for depreciation and replacement of plant and equipment).
When capital items are budgeted through the operating budget, however, there is a
tendency to plan only for the next year, rather than for longer periods of time. An
alternative is to have a separate capital budget to fund future expenditures for such
items as building renovation or a balloon mortgage repayment.

Section E. Cash Management

Cash inflow and outflow rarely occur in equal amounts in the same time period. Because
no organization wants to jeopardize its reputation as a result of unpaid legitimate bills, it is
critical that the organization’s treasurer maintain adequate cash to facilitate bill payments
in periods when cash inflow is less than outflow. Forecasts of cash flows can be made
either by comparing the monthly expense budgets to the monthly cash flow estimates or by
analyzing activity from prior years or quarters.

The amount of cash a treasurer plans to keep in the checking account may depend upon
the following factors:

1. Timing of the cash flows, pledge payments, investment or endowment income
versus expenses, monthly bills, and, more particularly, large expenditures and
quarterly bills;

2. Available borrowing power of the congregation to meet emergencies; and

Maintenance of a good banking relationship by complying with minimum balance
requirements.

[98)

Interest-bearing checking accounts make it possible for every treasurer to see that funds
on deposit earn money. The treasurer should be aware of the minimum balance required
in an interest-bearing checking account, the bank‘s fee structure and interest rate, and
whether investing monies in the same bank will be rewarded with special banking
services. Good banking relationships bear fruit when the congregation is seeking a long-
term loan. Banks will often work creatively with good customers to develop favorable
loan packages, which might include a line of credit.

Money that will not be called upon for short-term cash flow can be invested for the long
term, generally earning a higher return.
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Section F. Long-Term Financing

Long-term financing may be derived from loans from individuals, financial institutions
and foundations. Bond sales in the public market are another source of long-term
financing.

Before the congregation undertakes any long-term financing, the finance committee and
Vestry should conduct a careful and thorough study of financing options and implications.
Then the Vestry, by resolution, should authorize long-term debt before the commitment is
undertaken.  Congregations should pay careful attention to diocesan and General
Convention canons, as well as state laws, relating to long-term financing and the
encumbrance of property.

Section G. Investment Management

Short-term Needs

Funds that are needed in the near term (say within 12 months) for operations are generally
held in checking accounts that may or may not earn interest or in money market accounts
typically invested in government securities and other high-grade fixed-income securities.
Bonds, treasury securities and certificates of deposit pay interest, but the original
investment remains essentially unchanged.

Longer-term Needs

Good stewardship of church assets suggests the longer term investment of funds that will
not be needed until a future date, primarily to ensure that the future purchasing power of
those funds will not be eroded by inflation. Assets that are prudently invested can provide
a sustainable and increasing level of income to support the ministries of the congregation
while preserving the real (inflation-adjusted) purchasing power of the funds. In order for
the level of income distribution to increase, however, the portfolio must grow at a rate
faster than the rate of inflation. To achieve this, the types of securities in the portfolio are
diversified (i.e., not all eggs are in the same basket) but are typically focused on equities,
with smaller percentages invested in fixed income securities.

Congregations should not be fearful of investing for the long term, but there are some basic

factors that should be considered, including:

o What are our investment objectives, policies and strategies for the management of the
portfolio?

o How much risk (variation of returns) will we tolerate? What will our asset allocation
be? How will we diversify the assets among different classes/types of investments?

o What will the spending rate/dividend distribution policy be? What percentage of the
total return (i.e., dividends, interest and price appreciation) can we use each year
consistent line with objectives to: i.) preserve long term purchasing power; ii.) provide
a reasonably stable and predictable revenue stream to support the operating budget; and
iii.) protect the investment portfolio from repeated withdrawals for ad hoc operating
needs?
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Long-term investment is best managed by institutions with proven investment expertise.
Many dioceses as well as The Domestic and Foreign Missionary Society provide
professionally-managed balanced investment funds. Any Episcopal parish, diocese or
other Episcopal-affiliated organization is welcome to place funds in custody in the DFMS
Endowment Portfolio.

Regardless of the type of investment, the congregation treasurer is responsible for reporting
on a regular basis to the Vestry such specifics of the invested monies as:

o The source of the funds;

o The conditions under which the funds can be used;

o  Where they are invested;

o Interest earned compared with past performance;

« Total portfolio return compared with past performance;

« Fund balances;

o Additions and withdrawals since the last report; and

« Investment costs and fees.

Last updated August 2007
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Introduction

What type of bookkeeping system should we use? How many bank accounts do we need? Who
should be able to sign checks? Who should deposit the weekly receipts in the bank, and how?
These are just some of the questions to be answered when setting up an accounting system for a
congregation. Such questions should be periodically reviewed.

Often, many of these decisions are made without adequate thought. Others may require more
deliberate consideration. Altogether, the decisions that we make become the policies and
procedures of the accounting system, and are referred to as internal controls. Good internal
controls will ease the treasurer‘s job by providing greater assurance that transactions are
recorded properly and result in more reliable records and protection of church assets, as well as
compliance with civil laws, church canons, and organizational policies.

A system of internal controls consists of all measures used by an organization to safeguard its
resources and ensure accuracy, efficiency and reliability in accounting and operating
information.

Internal controls are designed to prevent or identify inadvertent errors as much as they are
intended to prevent the deliberate theft or misuse of funds. Without an appropriate system, it is
not possible to assure the reliability and integrity of the records or reports generated by an
organization.

An effective control system ensures that procedures are in place to meet the following objectives:

o Adequately safeguard the cash, property and other assets of the office;

o Ensure that all financial transactions are appropriately documented and approved by
authorized staff;

o Expend funds in accordance with donor requirements and limits;

« Provide financial reporting that is accurate, timely and conforms to approved policies.

The overriding objective of all controls is to reduce the risk of loss or misuse of funds or
property to a tolerable level. Not all of the controls will be applicable to or cost-effective for all
types of operations.
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Section A. Internal Control Concepts & Considerations
Segregation of Duties

Proper segregation of duties is essential for an effective control system.

Every financial transaction includes five basic steps.

Step Example

Request Request to purchase

Approval Approval by authorized personnel

Authorization Review and approval to purchase or issue purchase order
Execution Physical purchase, receiving and payment

Recording Accounting

No individual should handle every step of a single transaction. The responsibility for authorizing
purchase, accounting for and custody/distribution of the related assets must be separate.

Separate custody of assets from e The person who maintains the

accounting for assets inventory records should not also be
receiving or issuing goods.

« Someone who does not have access to
or responsibility for payroll accounting
should perform the distribution of
payroll checks or cash.

o A Cashier should not have
responsibility for recording or entering
the accounting entries in the ledger

Separate authorization of transaction |« Warehouse staff distributing goods

from custody of assets should not also approve the distribution
of goods

o Cashiers cannot approve cash
disbursements

o Program staff approving purchase of
supplies may not also keep the program
supplies inventory

Separate authorization of transactions | « Check signers should not approve

from accounting for transactions accounting entries

« Staff authorized to hire personnel
should not approve the payroll
accounting entries
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Authority Levels

A control system can only function effectively when all employees know which personnel have
the responsibility and authority to initiate or approve expenditures or to use assets.

Authorized employees should be notified in writing of their authority levels and limits and be
fully conversant with the procedures and documentation that are required before they give
approval to a commitment or expenditure.

Authorization List: A written Authorization List, regularly reviewed and updated by senior
management, should identify:

o The personnel authorized to approve various types of transactions

o Dollar limits for each authorized approver

The Authorization List should be readily available so that all staff are aware of the required
approvals and authorized signatories.

Authorization Lists should be prepared for approving:

o Purchases

o Payments & Cash Disbursements (requires confirmation that goods or services and
supporting documentation have been received)

e Accounting Transactions (Note: Finance staff should not authorize the transactions
they are responsible for recording.)

Documentation & Record Keeping Standards

It is essential that financial activities and transactions are clearly and appropriately documented
and recorded.

Documents must be safely stored to prevent loss or damage. A systematic filing and storage
system for historical records will ensure that documents can be located when required.

To maintain uniform standards of documentation and record keeping systematic procedures need
to be in place, which incorporate standard forms, approval processes and accounting procedures.
A regularly updated policy and procedures manual, which clearly specifies these procedures, is
essential for adequate documentation and record keeping.

Independent Reviews

Regardless of how rigorous a system of internal controls has been put in place, the potential for
error exists. To ensure timely identification of errors and the need for modification to the
system, each element of the control system should be independently reviewed by an individual
not involved with the specific element. For example:

« Someone not involved with cash or accounting should perform periodic surprise cash
counts;

o Program staff and management should review monthly expenditure reports;

o Inventory, or supplies, should be independently counted and verified to the bin
cards/logistics system & accounting records
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A formal review of the controls in place, authority levels and procedure manuals should be
implemented annually.

Cash

Because cash is the asset most likely to be misappropriated, internal controls for cash receipt,
maintenance and disbursement are critical. Basic controls to remember are:

Physically protect against the theft or loss of cash;
Do not disburse cash without proper document or authorization;
Ensure that cash receipts and disbursements are charged to the correct source codes or
accounts;
Verify and Reconcile cash regularly:
0 The Cashier should count cash weekly and balance to the Ledger of Cashbook
balance
0 The Cashier’s supervisor should count cash every two months and balance to the
Ledger or Cashbook
0 Other management staff should regularly conduct surprise cash counts
0 All cash counts should be recorded and filed
0 An independent person should confirm the presence of all official receipts, blank
checks and disbursement vouchers.

Payroll

The major risks associated with payroll are:

Overpayment to legitimate employees
Payment of fictitious employees
Failure to recover advances
Misappropriation of payroll funds
Under or over withholding of taxes

Clear and consistently documented activities provide good internal control over the payroll
process. The following forms are recommended:

Employee Employment Letter

Employee Timesheets — for recording hours worked, by grant, and absences

Employee Leave Form — for requesting and approving leave time

Employee Action/Change Form — for recording changes in salary, benefits or other pay
related actions

Employee Termination Form — for recording the termination of a person from the payroll

Salary Advance Form — for requesting salary advances, repayment date should be
specified (i.e. next payroll date)
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Personnel

Competent, trustworthy personnel are essential for an effective control system. Pre-employment
background checks are useful. Select employees based on qualifications and whose relationships
can be expected to avoid perceived or actual conflicts of interest.

Purchasing
The major risks associated with procurement are:

o The wrong items are purchased;

o Items are purchased at a price that is higher than necessary (either through error or
through improper dealings with vendors);

o Items of inferior quality are purchased;

o Purchases are made without sufficient budgeted funds;

o Purchases are not in compliance with donor or grantor restrictions.

Every organization should make use of the following standard purchasing forms:

o Purchase Requisitions

o Standard Bid Requests

o Bid Summary Worksheets
o Purchase Orders

» Receiving Reports

Using a regularly updated Vendor List can assist in providing a transparent purchasing process
that avoids conflicts of interest and favoritism.

1. A reasonable vendor list:

a. Will include the names of vendors and types of services provided;

b. Will include at least three vendors for each type of good or service. If fewer reliable
vendors are identified, the staff should confirm in writing that fewer reliable vendors
exist;

c. Should be reviewed at least annually.

2. The employee who develops and maintains the approved vendor list should not be the same
employee who solicits bids or who selects a wining bidder.

Typical Purchasing Process:

1. A Purchase Requisition form, signed by the requester and approved by his or her supervisor
or next higher level employee with sufficient authority to approve, must be prepared for all
purchases.

2. The requestor should not approve the Purchase Requisition.

The employee approving the requisition must ascertain that the purchase is necessary to

achieve program objectives and that sufficient funds remain in the budget to fund the

purchase.

(98]
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4. Purchasing personnel must confirm that the personnel approving the Purchase Requisition
have sufficient authority according to the established Authorization List.

5. Purchasing personnel will, ideally, obtain multiple written independent bids for purchases
above a certain amount.

6. The person who solicits the bids should not also approve the final selection of vendor.

7. Sealed bids may be considered for large value purchases.

8. A bid summary worksheet should be completed for all procurement requiring bids. The
worksheet should document the reason for selection of the vendor and should be signed by an
authorized employee as evidence of review and approval.

9. Requestors should be discouraged from making purchases themselves. Purchasing personnel
should purchase as many items as possible and all items over large value purchases (as
determined by the organization).

10. Centralized purchasing and blanket purchase orders of office supplies, spare parts, etc. are
highly encouraged in order to take advantage of quantity discounts from vendors.

Procurement Personnel:

No employee, and especially no Purchasing personnel, shall receive anything of financial value
from vendors or potential vendors.

All employees, especially Purchasing personnel, shall be required to sign “conflict of interest”
statements which state that neither they nor their immediate family members have any ownership
or beneficial financial interest in an existing or potential vendor.

Commitment tracking:

Most financial systems do not track commitments. As an alternative, a system to track
outstanding purchase orders and contracts should be implemented. As part of the approval of
new purchases, outstanding commitments must be considered to avoid over expenditures on
budgets.

Advances

Advances of funds provided to employees so that they can directly pay for project expenses or
travel expenses should be settled/liquidated in a timely manner and with proper documentation.
Project advances are typically provided to an employee when cash is not readily available where
the disbursements are ultimately made. The person receiving the advance liquidates the advance
by providing receipts in the amount of the advance and/or repaying in the original currency

received.

Advances in anticipation of employee travel are typically settled upon submission of a Travel
Expense Report along with supporting documentation.

Procedures to ensure adequate basic control would include:

1. No employee should be given a second advance until an outstanding advance is settled.
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2. Outstanding advances should be reviewed monthly to identify advances outstanding for more
than 30 days.

3. Employees with advances outstanding on December 31% should be a.) issued an IRS Form
1099-Misc. recognizing the unsettled advance as income to the employee or b.) be subject to
salary withholding in the amount of the unsettled advance.

Telephones

Long distance telephone usage can represent a significant expense. Control of that expense may
be achieved as follows:

Employees may be required to reimburse the organization for personal calls.

Long-distance access may be restricted to phones of only those employees whose usual work
involved long distance calls.

3. Special access codes may be assigned to authorized users.

N —

Section B. Internal Control Questionnaire

The following Internal Control Questionnaire is intended to provide guidance for setting up an
accounting system and a checklist for periodic review and evaluation of an existing system.
The questionnaire is designed also to assist a congregation‘s internal audit committee. The
format is a series of questions, most of which refer to some recommended internal control. The
normative answer to a question will be positive. A negative response suggests an area of the
system that could be strengthened.

Developing a narrative description is suggested, to provide documentation of the current review.
This narrative should be retained for reference in future evaluations.

General: The following items are intended to provide general information to aid understanding
of the overall accounting and internal control system.

1. Are prior internal control questionnaires and auditors’

recommendations available? [ ]Yes [ |No
2. Have recommendations of prior reports on internal controls

been implemented? [ ]Yes [ No
3. Is a complete and current chart of accounts, listing all accounts

and their respective account numbers, available? [ JYes [ No

Is there an accounting policy and procedure manual? [ 1Yes [ INo

Is it up to date? [ JYes [ No

Is a current edition of this manual available? [ ]Yes [ |No

Is the accounting system using a double-entry bookkeeping method? [ [Yes [ [No
Have the findings of external auditors been reported to the Vestry? [ 1Yes [ INo

PNk

Budget: The development and use of a budget is a critical management tool that will aid in the
stewardship and administration of church resources and program.

1. TIs the budget approved by the Vestry? [ 1Yes [ INo
2. Are all changes to the budget authorized by the Vestry and [ 1Yes [ INo
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