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FOREWORD

When we first embarked on the project to set minimum financial accounting standards to
guide nonprofit organizations in the region, one of the challenges that we faced was
reconciling the varying accounting practices in the seven participating societies with the
end goal of improving nonprofit governance across the region.

To address this concern, we brought together individuals from different organizations —
professionals in government regulatory bodies and chartered accountancy bodies,
auditors, nonprofit sector leaders and their finance officers — in national-level consultations
in each of the participating societies (Bangladesh, China, India, Indonesia, Pakistan, the
Philippines and Thailand). This initial round of consultations revealed the various contexts
in which NPOs in each of these societies operated. The recommendations that came out
of the discussions were subsequently brought forth in a regional consultative conference,
held in Bangkok, Thailand in 2005.

This Issues Paper is the result of these consultative and consensus-building processes. It
lays out what the accounting issues are for each of the participating societies to the
International Accounting Standards Board, as well as some recommendations on how to
address outstanding concerns. It served as a guide in the development of a
comprehensive Accounting Guide for NPOs, which we will submit to the International
Accounting Standards Board (IASB) with a request to begin the process of setting
international standards for the NPO sector.

This project was developed and managed by a consultant, Eribert Padilla (Accountants for
NGO Concerns, Philippines), following agreements made in the regional conference.
Where there were major points of contention among different societies, it was agreed that
the majority position would be taken, so as to be able to come up with minimum
consensus positions.  The initial draft was circulated to two Steering Committee members
who were considered the “experts” in the group: Sanjay Agarwal of India and Lu Jiangiao
of China, for their comments, which were integrated into the second draft released to the
40-member body, who then subjected the Paper to careful validation in a second round of
country consultation processes. Feedback from these consultations was given to Eribert,
who produced the final document.

We thank the many individuals and their organizations who have shared with us their
experiences and ideas, and without whose support and leadership we would not have
been able to move this project forward: Suzanne Siskel and Sushma Rahman of Ford
Foundation; the Project Steering Committee members — Iftekhar Zaman and Amita Dey of
Bangladesh Freedom Foundation, Lu Jiangiao of the Ministry of Finance, Beijing, Sanjay
Agarwal of Sanjay Aditya and Associates, Rustam Ibrahim of LP3ES, Syed Mohammad
Ahmad of Pakistan Centre for Philanthropy, Gil Salazar of the Philippines Business for
Social Progress, and Gawin Chutima of the Thai Fund Foundation; Eribert Padilla, who in
addition to managing the process of developing this Issues Paper also undertook the
planning of the Philippine country consultations with Fely Soledad of the Philippine Council
for NGO Certification; Nurul Wahab of Bangladesh, Suresh Kejriwal of India, and Pansa
Tajaroensuk of Thailand; APPC Board Members who participated in the workshops and
encouraged us along — Sukich Udindu of Thailand, Iftekhar Zaman of Transparency



International Bangladesh, and former APPC Council member, Paiboon Wattanasiritham.
We also thank our partner, the Association of Foundations, for acting as the fiscal agent
for this project.

Finally, we acknowledge the keen interest of the rest of the APPC Board, currently led by
Darwin Chen of Hong Kong, who followed the progress of the project over two years; and the
hard work that the APPC staff — Tina V. Pavia, Jeanette Bandiola and Alessandra Ferreria —
have put into the coordination and execution of the project requirements.

We present to you this Issues Paper with pride at having brought together such a vast
range of individuals and groups, and with the fervent wish that the project we have
concluded will spark a process within the IASB of setting international financial accounting
standards for the NPO sector towards greater responsibility and better governance among
NPOs in the region.

M fr

Maria Aurora F. Tolentino
Chief Executive
Asia Pacific Philanthropy Consortium



About the Asia Pacific Philanthropy Consortium

The Asia Pacific Philanthropy Consortium is an independent association of grantmaking
philanthropic institutions and organizations that support the growth and development of philanthropy in
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1. INTRODUCTION

1.1  NPOs: Definition, characteristics and scope!.

Traditionally, definitions of the nonprofit sector, also referred to as “civil society,” “third sector,”
“NGO sector,” “social economy,” “voluntary sector,” and “social sector,” have revolved around three
aspects: its sources of economic support, its legal status and its purposes.

According to the first set of definitions, an NPO is an organization whose primary source of
revenue is made up of contributions from the private sector, differentiating it from those who are
supported by market transactions or government resources.

The second set of definitions places an organization’s legal personality as the defining
characteristic of NPOs, which are then identified as organizations that are exempt from some, if not
all, of a country’s taxes.

The third and last set of definitions emphasize the purposes that an organization chooses to
pursue, stressing that an NPO is one that promotes the public good, encourages empowerment
and participation, or seeks to address the structural roots of poverty and distress.

However, Salamon, Sokolowski and List, in the book, Global Civil Society: Dimensions of the
Nonprofit Sector, point out that these definitions are insufficient insofar as providing a wholistic
view of the NPO sector.

Focusing on sources of revenue, they say, downplays other features that NPOs may share, such
as their use of volunteers, their social missions and their not-for-profit character, while emphasizing
legal personality is made difficult to apply comparatively by the significant differences that exist
between each country’s legal structure. Lastly, while purpose definitions may be the most
appealing of the three, Salamon, Sokolowski and List say that they are “too subjective,” as the idea
of what constitutes “public purpose,” may vary across countries and sectors. In addition to the fact
that it is difficult to determine whether or not a particular organization is actually pursuing their
declared purpose, they also point out that this raises the possibility of making any NPO's pursuit of
public purposes true by definition, making such claims difficult to disprove.

Given these limitations surrounding traditional definitions, the study on global civil society yielded a
consensus on five structural-operational features that defined organizations within the NPO sector:

e Organized, i.e., they have some structure and regularity to their operations, whether or not
they are formally constituted or legally registered. More than legal or formal recognition, this
qualification stresses organizational permanence and regularity, reflected in regular meetings,
a membership, and legitimate decision-making structures and procedures.

! Taken from Salamon, Sokolowski et al. Global Civil Society: Dimensions of the Nonprofit Sector.



e Private, i.e., they are not part of the apparatus of the state, even though they may receive
support from governmental sources.

e Not profit-distributing, i.e., they are not primarily commercial in purpose and do not distribute
profits to a set of directors, stockholders, or managers. While NPOs may generate a surplus
from time to time, they must reinvest these resources back into the objectives of their
respective organizations.

e Self-governing, i.e., they have their own mechanisms for internal governance, are able to
cease operations on their own authority, and are fundamentally in control of their own affairs.

e Voluntary, i.e., membership or participation in them is not legally required or otherwise
compulsory.

This fivefold definition encompasses organizations both formal and informal, religious and secular,
those with paid staff and those staffed entirely by volunteers and organizations performing
expressive functions (i.e., advocacy, cultural expression, community organizing, environmental
protection, human rights, religion, representation of interests, and political expression) as well as
those performing service functions (i.e., provision of health, education and welfare services). This
description does not take into account individual forms of citizen action such as voting or writing to
legislators, but it embraces most organized forms, including social movements and community-
based cooperatives serving solidarity objectives. Government agencies, private businesses,
commercial cooperatives and mutuals have been deliberately excluded.



1.2 The International Classification of Nonprofit Organizations

Salamon, Sokolowski et al's Global Civil Society study also gave birth to the International
Classification of Nonprofit Organizations (ICNPO), which identifies 12 categories of nonprofit
organization activity. Each of these categories is further subdivided into subcategories, making it
possible to draw distinctions among the different types of nonprofit organizations. The ICNPO has

been tested in over 40 countries and found to be both workable and effective.

Group 1

Culture and
Recreation

Group 2
Education and

Research

Group 4
Social Services

Culture and arts

e Mediaand
communications

e  Visual arts,
architecture and
ceramic art

Performing arts
Historical, literary and
humanistic societies
e  Museums
e  Zoos and aquariums

Sports

Other recreation and
social clubs

Primary and
Secondary Education

Higher Education

Other Education

e Vocational/ Technical
Schools

e  Adult/Continuing
Education

Research

e  Medical Research

e Science and
Technology

e  Social sciences,
policy studies

Hospitals and
rehabilitation

In-patient medical
care and treatment
In-patient health care
and rehabilitative
therapy

Nursing Homes

Mental Health and
Crisis Intervention

Psychiatric hospitals
Mental Health
treatment

Crisis Intervention

Other Health Services

Public health and
wellness education
Health treatment,
primarily outpatient
Rehabilitative medical
services

Emergency Medical
Services

Social Services

e  Child welfare, child
services and day care

e  Youth service and
youth welfare
Family services
Services for the
handicapped

e  Services for the
elderly

e  Self-Help and other
personal social
services

Emergency and Relief

e Disaster/emergency
prevention

e  Temporary Shelters

e Refugee Assistance

Income support and

maintenance

e Provision of cash
assistance and other
forms of direct
services to persons
unable to maintain a
livelihood

e  Provision of material
assistance




Group 5
Environment

Group 6
Development and

Housing

Group 7

Law, Advocacy and

Politics

Philanthropic
Intermediaries and
Volunteerism
Promotion

Environment

e  Pollution abatement
and control

e Natural resources
conservation and
protection

e Environmental
beautification and
open spaces

Animal protection

e Animal protection and
welfare

o Wildlife preservation
and protection

e Veterinary services

Group 9
International

Economic, social and
community
development

Community and
neighborhood
organizations
Economic
development,
including building of
infrastructure, like
roads, and financial
services such as
credit and savings
associations and
entrepreneurial
programs

Social development

Housing

Housing associations
Housing assistance

Employment and
Training

Job training programs
Vocational counseling
and guidance
Vocational
rehabilitation and
sheltered workshops

Group 10
Religion

Civic and Advocacy
Organizations

Advocacy groups
Civil rights
associations

Ethnic associations
Civic associations

Law and Legal
services

Legal services

Crime prevention and
public policy advocacy
Rehabilitation of
offenders

Victim support
Consumer protection
and association

Political
organizations

Political parties and
organizations

Group 11
Business

professional
associations

Grant-making
foundations
Volunteerism
promotion and
support
Fund-raising
organizations

Group 12
Not elsewhere

classified

e  Exchange/ friendship/
cultural programs

o  Development
assistance
associations

e International disaster
and relief
organizations

e International human
rights and peace
organizations

Congregations

Associations of
congregations

Business associations
Professional
associations

Labor unions
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The Role of the NPOs in Society

According to Boutros-Ghali in 1995, “Non-governmental organizations are a basic

element in the representation of the modern world. And their participation in international
organizations is in a way a guarantee of the latter's political legitimacy...From the stand point
of global democratization, we need the participation of international public opinion and the
mobilizing powers of non-governmental organizations.”

The World Bank describes NGOs as:

“...include many groups and institutions that are entirely or largely independent of
government and that have primarily humanitarian or cooperative rather than
commercial objectives. They are private agencies in industrial countries that support
international development; indigenous groups organized regionally or nationally; and
member-groups in villages. NGOs include charitable and religious associations that
mobilize private funds for development, distribute food and family planning services
and promote community organization. They also include independent cooperatives,
community associations, water-user societies, women's groups and pastoral
associations.  Citizen groups that raise awareness and influence policy are also
NGOs”

Today, the increasing role of NPOs in society is more pronounced, from relief services

(logistics management) to development services (strategic management) to arts and culture.
They also contribute in creating a more inter-dependent global community.

NPO Stakeholders
STAKEHOLDERS EXPECTATIONS
(Social and Economic)

1. Members/Beneficiaries 1. Services, ROI, Social Justice

2. Governing Board 2. Prestige, Self-reliance

3. Management/Staff 3. Better career

4. Donors 4. Attainment of the purposel/s of funds
Compliance with agreements

5. Government 5. Regulation
Partnership in Development

6. Volunteers 6. Contribution to the development of specific
concerns

7. General Public 7. Contribution to the development of society, in

general
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NPO Governance and Accountability

For NPOs to fulfill their goals and objectives as well as to realize stakeholders’
expectations efficiently and effectively, they must be governed by the principles of Fairness,
Accountability, and Transparency. Fairness - rights of stakeholders should be observed and
respected; Accountability - Board and management should be answerable on their
performance to stakeholders; Transparency - timely, accurate and sufficient information must
be disclosed.

The foremost responsibility for NPOs is to be accountable to the needs and
aspirations of the community it is working with since serving community interests is the stated
primary goal of most NPOs. In practice, these communities lack mechanisms for holding NPOs
accountable. Unlike donors, communities cannot withdraw their funding; unlike governments,
they cannot impose conditionalities.

Accountability to Donors. Donors may be both external (for example, governments,
foundations, or other NPOs) and internal (members who contribute smaller amounts). The
simplest level of responsibility is that of spending designated money for designated purposes.

NPOs are also accountable to its organization. They are responsible to their stated
mission, to their governing board, management and staff, to their partners, and to the NPO
community as a whole.

One of the expressions of accountability is Financial Accountability. Financial
accounting in NPOs, which is the topic of this paper, contributes to this objective.



2. RATIONALE

2.1  NPOs as a Sector

The UNDP describes NPOs as the “third sector”, the first and second being the
government and private sectors. This is in recognition of the distinct characteristics of NPOs
from other forms of organization, especially those formed for commercial purposes.

In many countries, accounting pronouncements cater to the needs of commercial
organizations. Although fundamental accounting principles apply to any type of organization,
specific and appropriate standards for NPOs are needed to fit the specifications and
peculiarities of these organizations. Basic differences between commercial organizations and
NPOs are:

1) NPOs do not operate primarily for profit but to serve specific needs of a community, group,
organization or its membership.

2)  Most of NPOs revenues come from funds contributed, donated or given as grants or other
forms of support. Revenues from income generating activities, if any, are eventually
reverted back to program operations.

Unlike in the business community where exchange transactions occur, resource providers
in NPOs do not expect to receive either repayment or economic benefits proportionate to
the resources provided. There is no defined ownership interest that can be sold,
transformed or that convey entitlements to a share in the residual distribution of resources
in the event that an NPO is dissolved.

3)  NPOs have the responsibility to account for these funds designated for a specific purpose
for a specified period of time. The nature of the revenues received requires ensuring that
separate types of funds are properly tracked and reported.



2.2

The Need for Financial Accounting Standards for NPOs

To date, comprehensive guidelines on accounting issues unique to NPOs have yet to
be developed at the international level. Some pronouncements made by standards-setting
bodies covering NPOs have been developed in the United States and recently in China. In
India, the Technical Guide on Accounting and Auditing on NPOs has been issued by the ICAI.
Finally, the Proposed Financial Accounting Standards for NGOs in the Philippines is being
reviewed by the Accounting Standards Council of the Philippines. However, many other
countries are either practicing de-facto standards for NPOs or implementing the current
pronouncements in their respective countries to NPOs which may or may not be totally apt for
use in these types of organizations. Although all accounting applications are based on the
same set of principles, integrating the specifications and particularities of the NPO community
into the practice of accounting is vital to a uniform interpretation and analysis of financial
reports across the sector.

On January 13-15, 2005, APPC held a regional meeting in Bangkok, Thailand with the
theme, “Developing Proposed Financial Accounting Standards for NPOs in Asia-Pacific.” The
conference was attended by more than 40 participants, mostly non-profit leaders, government
officials, and auditors who discussed critical issues of NPO financial accounting. The
conference’s main goal was to develop a proposed set of minimum accounting standards for
NPOs in the region.

This Issues Paper, which lays out the conceptual and specific issues affecting NPO
financial accounting and the corresponding recommendations, was drafted based on the
country presentations in the Bangkok conference and the succeeding country consultations
and steering committee meetings. It also makes reference to IAS/IFRS and FASB (AICPA)
pronouncements for items not categorically included in the IAS as this Issues Paper will be
submitted to IASB as previously agreed upon, and because most countries have already
adopted or committed to adopt the IAS/IFRS (see also Appendix 1 — Process of Developing
the Issues Paper).



3. CONCEPTUAL ISSUES/
FRAMEWORK

3.1 Scope
The following discussion pertains to the basic operations of NPOs, i.e. those that are
non-profit in nature. Commercial activities, if any, shall be governed by the existing financial
accounting standards for business enterprises.
3.2 Users and their Information Needs as applied to NPOs
EXTERNAL USERS
a. Donors/Grantors/Funding Agencies
Degree of attainment of development objectives as indicated in financial statements and
reports.
Degree of compliance with agreed amount and manner of using funds.
Degree of compliance with prescribed financial accounting and reporting system and
procedures

b. Creditors (Banks/Financing Institutions)

Information on ability to pay as indicated by ratios of solvency, liquidity, and stability as
well as status of their security.

c. Government Agencies

Compliance with laws, government rules and regulations, payment of taxes (if any) and
reportorial requirements

d. General Public
- Impact of the activities of NPOs to the community and society in general
INTERNAL USERS
e. Members
How fees, donations, grants, proceeds from fundraising activities were used.

Other information needs such as managerial remuneration, use of assets, management
efficiency, etc.



f.  Management Team

- Board of directorsftrustees for policy-making, strategic decision-making, and fulfilling its
trusteeship/stewardship role.

- Executive Director for operational decision-making

- Program/project managers for project-program related decision-making

3.3 Objectives of Financial Reporting

The primary objective of financial reporting by NPOs is to provide information about
their financial position, performance, and cash flows that is necessary for stakeholders to make
informed decisions.

Financial reporting prepared for this purpose meets the common needs of most users.
However, financial reporting does not provide all the information that users may need to make
decisions since they mainly portray the financial effects of past events.

Financial reporting also shows the results of the management's stewardship of
resources that have been entrusted to them. Individuals and groups who wish to assess the
stewardship or accountability of a specific NPO’s management do so in order to make sound
decisions. The financial reports of NPOs should compliment other, non-financial, performance
reports.

The financial reporting is the means by which the information accumulated and
presented in financial accounting is regularly communicated to those who use it.

3.4 Basis of Accounting

Description

The basis of accounting affects the timing of recognition of income and expenses. In
a cash basis, income is recognized when received while expense is recognized when paid. In
an accrual basis, on the other hand, income is recognized when earned, even when it has not
yet been received and expenses when incurred even when they have not yet actually been
paid.

Basis of Accounting Recognition of Income Recognition of Expense
Cash Basis When cash is actually | When cash is actually paid
received
Accrual Basis When income is earned | When an expense is incurred
pertaining to the period pertaining to the period even
when not yet actually paid

10



The basis of accounting used, as discussed above, affects the presentation of the
organization’s financial statements.

Issue 3.4.1  Simplicity of Cash Basis but may result in over- or understatement of Net
Assets

Except in China, where using the cash basis is prohibited for NPOs, the different
country presentations revealed that the cash basis is allowed for NPOs in their respective
countries because it is simple and easily adopted. However, this is not the standard set forth
by their respective standards-setting bodies.

In cash basis, the only time a transaction is recorded is when cash has been received
or expended. Under this basis of accounting, funds are only recognized as receipts for the
period if these are actually received within the current year. Expenses actually paid for in the
current year are also recognized for that period. This is regardless of whether the receipts or
expenses pertain only to the current year, prior to, or beyond it. This may result in an
over/understatement of the net asset accruing to a specific period.

The following issues also arose out of the discussion on whether or not use of the
cash basis should be permitted for certain NPOs:

a. How to define the small NPOs which are permitted to use cash basis;

b. How to account for the commercial activities undertaken by the NPOs, which should not
possess substantial differences from those requirements for business enterprises under
accrual basis;

c. Does/how using the cash basis show/s the real financial position and performance of the
NPOs and does/how it provide/s for informed decision-making.

d. How to reach the qualitative characteristics of accounting information which is based on
accrual basis.

e. As a result, another set of frameworks and recognition, measurement and disclosure
requirements may need to be introduced.

Issue 3.4.2 Relative complexity but more accurate accounting in Accrual Basis

In accrual basis, revenues and related assets are recognized when earned rather than
when received while expenses are recognized when incurred rather than when paid. There is
a recognition of receivables and payables amassed in a particular period.

The accrual basis is perceived by a majority as more complex and difficult method
than the cash basis, especially for small NPOs.

However, a comprehensive investigation on this issue was done in China, which
concluded that there was not much of a burden added to small NPOs who chose to use the
accrual basis to account for transactions and events, because the differences between the two
bases are not very significant for small NPOs. The benefit, however, is essential, as using the
accrual basis for all the NPOs can improve the usefulness of accounting information and the
comparability of this information between small and big NPOs.

11



A similar study was done in the Philippines, which found out that while the difference
between cash basis and accrual basis are not very significant in small NPOs, the cash basis
becomes less appropriate as the size and volume of transactions undergo significant
increases.

In the case of India, the majority of professional accountants expressed belief that the
accrual basis of accounting is the more scientific of the two methods, and therefore should be
one followed by NPOs. However, there was a general feeling among NPO representatives and
some professional accountants that the method should be weighed against practical
considerations such as reporting needs of the NPO sector, capacity of NPO accountants and
implications for accountability (diversion of funds using accrual method). They raised the
following reasons against using the Accrual Basis:

a. Most of the existing regulations governing NPOs in India do not require the use of the
accrual basis of accounting. On the other hand, financial reporting requirements under
existing regulations may be met simply by using the cash basis.

b. The major stakeholders i.e., the donors, also require reports on utilization of grants given,
thereby favoring the cash basis of accounting.

c. As a contract of grants is an agreement without consideration and normally not enforceable
under the law, the question of how an NPO could recognize a grant yet to be received (as
would be the case under the accrual basis) also arose.

d. The accrual basis of accounting may also encourage the malpractice of booking expenses
at the end of a reporting period, which may be reversed later on. It may also encourage
cross booking of the same expenses in multiple donor accounts, as many NPOs maintain a
separate set of books for each donor.

Issue 3.4.3 Other Issues

Similar to possible abuse of the Accrual Basis as raised in 3.4.2 d above, in the case
of cash basis, pre-payments treated as expenses may also lead to a fraudulent recording of
transactions. However, these issues may easily be addressed by proper accounting
recognition and measurement as well as a proper internal control system.

Recommendations

o All countries agreed that besides being prescribed by the respective national accounting
standards-setting bodies, the accrual basis is the more accurate method of accounting.
The use of the accrual basis helps present more fairly and accurately the financial status
of NPOs. It was also seen to be required if an organization wants to measure the cost of a
project or activity or when comparative statements are required. It was also pointed out
that the accrual basis of accounting facilitates the use of the budget as part of control
techniques.

Grants and donations can be accrued subject to the following conditions:

a. A completed contract
b. Fulfillment of conditions/agreements set forth beforehand

12



Donor-specific financial reports, as specific-purpose financial reports, may be presented
using the cash bas