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Webinar Introduction
• We are pleased to welcome you to today’s webcast. In order to
qualify for your CPE Certificate, you will need to:
– Remain logged on for at least 50 minutes
– Respond to all 3 polling questions that will be presented

• We would appreciate if you would complete the evaluation
survey following the event. A link to the survey will be emailed
to you automatically within the hour following the webinar.
• You may submit questions and we will try to address them
during the program. However, if time does not permit us to
answer a question posed during the webcast, it will be
answered offline after the event.
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CPE Certificate Information
• For those who meet the criteria, a CPE certificate will be deposited into your
Checkpoint Learning account. Our activity history and CPE certificates are
now managed using Checkpoint Learning. In order to receive your CPE
certificate for this program, you must register for a Checkpoint Learning
account through our Executive College before the webinar begins.
• To apply for a complimentary account visit the Executive College page at
www.eisneramper.com. CPE certificates will be distributed into your
Checkpoint Learning account 10-14 business days AFTER the webinar.
• Disclaimer: We may be unable to offer CPE certificates to people who log in
to the webinar using:
– Google Chrome
– GoToWebinar Instant Join
– iPads or mobile devices
These login methods may prevent you from being registered on the final attendee report. To ensure that you
show up on the final attendee report, please log in using a different method than the ones listed above.
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Join Us For Our Next Webinar!
On Thursday, September 22, 2016, please join us for our webinar entitled:
Guidance on FASB’s Upcoming Changes to Financial Reporting Impacting Not-forProfit Entities and Health Care Entities
Register here: http://bit.ly/28Vb664
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Partner

Candice Meth
Partner

Not-for-Profit Services Group
EisnerAmper LLP
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Agenda
•
•
•
•

Alternative Investments Background
Internal Controls
Financial Statement Disclosures
Unrelated Business Income Tax and Other Tax
Filings
• Other Considerations
• Summary
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What is an Alternative Investment?
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What is an Alternative Investment?
Definition:
Alternative investments are those investments that are NOT one of the
three traditional asset types: stocks, bonds, or cash.
– Alternative investments may involve more risk for the investor
and may be harder to value
– Examples include:
• Offshore hedge funds
• Fund of funds
• Private equity and venture capital limited partnerships
• Real estate investment trusts (“REIT”)
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Alternative Investments Background
Advantages:
• Low correlation with those of standard asset classes (stocks and bonds) – This
affords the investor the ability to diversify their portfolio and reduce risk. Most
alternatives are not traded on a national stock exchange or an over-thecounter market, which means that when stock prices fall it is possible for
alternatives to experience an increase in value. This reduces the volatility of
the overall investment portfolio and reduces the exposure to systematic
market risk factors without reducing the potential for return. Diversification is
possibly the most important reason for investing in alternatives.
• New market exposure – Due to the diversity of alternative investments, there
is an opportunity to find new exposures that would not be available through
traditional investments creating a more diversified investment portfolio.
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Alternative Investments Background
Disadvantages:
• Less liquidity – Many alternative investments require advance notice to
withdrawal funds and have lock-up periods that can prevent a not-for-profit
from having necessary available cash flow. This can result in substantial losses,
especially during a market correction.
• Difficulty in pricing and bench marking – It can be difficult to determine the true
market value of an alternative investment as there is no secondary market
available and alternative investment benchmarks can suffer from various
weaknesses and biases. This ties directly to the costly due diligence discussed
below.
• Costly due diligence – There is a large amount of time and work that is required
in the selection, monitoring, and financial reporting of alternative investments.
• Remember Madoff!
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Polling Question #1
Which best describes your role?
A.
B.
C.
D.
E.

Finance staff of a not-for-profit
Board member of a not-for-profit
Public accountant serving the not-for-profit sector
Chief Executive Officer of a not-for-profit
Other
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Internal Controls

Alternative Investments: Internal Control Structure
In regards to the internal controls surrounding alternative
investments, what is a not-for-profit’s responsibility?
• The not-for-profit’s management is responsible for the valuation
assertions in its financial statements. Controls used to evaluate
the processes of the fund managers include the following:
– Initial due diligence: procedures performed by the not-forprofit before the initial investment
– Ongoing monitoring: procedures performed by the not-forprofit after the initial investment
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Internal Control Structure with Respect to Investments
Initial Due Diligence
A not-for-profit should consider the following prior to investing in alternative
investments:
• Establishing an investment policy that sets forth asset allocation and policy guidelines
• Reviewing the alternative investment’s strategy to ensure alignment of interests
between the not-for-profit and the investment’s management team:
– What is the investment strategy?
– What is the management team's size, composition, and experience?
– How unique is the investment strategy?

•

Reviewing the investment management’s track record:
– How many funds have they managed in the past?
– What is the fund manager’s historical performance?
– What has been the strategy’s risk profile?

•

Reviewing the investments valuation/accounting/internal controls:
– Does the fund use formal valuation policies and methodologies?
– How frequently is valuation of the underlying investments performed?
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Internal Control Structure with Respect to Investments
Ongoing Due Diligence
A not-for-profit should consider the following after investing in alternative
investments:
•

•
•

•
•

Maintaining a formal investment policy annually approved by the board of directors (or
similar designated sub-committee that governs overall strategy, risks, authorized
transactions, etc.)
Having an investment committee of the board that is responsible for oversight of all
investments and compliance with a formal investment policy
Reviewing the most recent audited financial statement of each fund, noting basis of
accounting, summary of significant accounting policies and procedures pertaining to the
valuation of the underlying investments, name of audit firm and type of opinion
Performing and documenting an assessment of the risk of material misstatement of the
financial statements related to the valuation of the investments
Conducting regular in person or telephonic meetings with the investment managers
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Polling Question #2
Does your not-for-profit currently invest in
alternative investments?
A.
B.
C.
D.
E.

Yes
No
Unsure
Will invest in the future
I am not at a not-for-profit.
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Applicable Financial
Statement Disclosures

Preparing for Financial Statement Disclosures
For proper disclosure to the not-for-profit’s financial statement
readers, the organization should obtain the following pieces of
information for documentation for EACH alternative investment:
– Subscription agreement
– The investment’s audited financial statements (may not match the
not-for-profit’s year-end)
– Detail of underlying holdings
– K-1 (if applicable)
– SOC 1 Report (if applicable)
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Subscription Agreement for the Alternative Investment
What information does the subscription agreement provide?
• Description of the investment – fund of funds, offshore hedge fund,
etc.
• Where the investment is domiciled – important to know in terms of
how the activity will be recorded and UBIT implications, as well as
possible responsibility for foreign filings
• Unfunded commitments – schedule of capital calls
• Side pockets
• Redemption terms – holdbacks, notification rules, lockups
• Blocker Corporations
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Audited Financial Statements of the Alternative Investment
What information does the audited financial statements provide?
– Auditor’s opinion on the information reported
– Description of the fund, where it is domiciled, and detail of the
underlying investments
– Summary of significant accounting policies and procedures pertaining
to the validation of the underlying investments
– The fair value hierarchy of the underlying assets and liabilities.
– The partnership capital
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Calendar vs. Fiscal Year-End
A not-for-profit and its alternative investment may have different
year-ends therefore a roll forward should be prepared between
the investment’s year-end (based on audited values) and the notfor-profit's year-end.
• Gather the following information to prepare a roll forward:
– Listing of redemptions summarized from monthly/quarterly
investment statements and cash receipt support
– Listing of purchases summarized from monthly/quarterly
investment statements and banking documents

• Enables the not-for-profit to properly track the cost basis and
fair market value of the investment as of its fiscal-year end
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Financial Statement Disclosures for the Not-for-Profit
Including alternative investments in an organization’s
investment portfolio triggers additional financial
statement disclosures. Two such disclosures include:
– Accounting Standards Update (“ASU”) 2015-07,
“Fair Value Measurement (Topic 820): Disclosures
for Investments in Certain Entities that Calculate Net
Asset Value per Share (or its Equivalent)”
– Funding commitments and redemption information
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Financial Statement Disclosures
Accounting Standards Update (“ASU”) 2015-07, "Fair Value Measurement
(Topic 820): Disclosures for Investments in Certain Entities that Calculate Net
Asset Value per Share (or its Equivalent)":

• The amendments in this ASU remove the requirement to categorize within the
fair value hierarchy all investments for which fair value is measured using the
net asset value per share practical expedient. It is effective for not-for-profits
with fiscal years beginning after December 15, 2016, but early adoption is
permissible.
• Currently, without early adopting ASU 2015-07, investments valued using the
practical expedient are categorized within the fair value hierarchy on the basis
of whether the investment is redeemable with the investee at net asset value
on the measurement date, never redeemable with the investee at net asset
value, or redeemable with the investee at net asset value at a future date.
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Financial Statement Disclosures
Accounting Standards Update (“ASU”) 2015-07, "Fair
Value Measurement (Topic 820): Disclosures for Investments in
Certain Entities that Calculate Net Asset Value per Share (or its
Equivalent)“:

• There has been diversity in practice related to how certain
investments measured at net asset value with redemption
dates in the future (including periodic redemption dates) are
categorized within the fair value hierarchy. The objective of
this ASU is to address that diversity in practice and eliminate
the differences among reporting entities.
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Financial Statement Disclosures
ASU 2015-07 Disclosure Example:
In May 2015, the FASB issued Accounting Standards Update ("ASU") 201507, "Fair Value Measurement (Topic 820): Disclosures for Investments in
Certain Entities that Calculate Net Asset Value per Share (or its Equivalent)."
ASU 2015-07 removes the requirement to categorize within the fair-value
hierarchy all investments for which fair value is measured using net asset
value ("NAV") per share as a practical expedient. The Foundation elected to
adopt ASU 2015-07 for the 2015 year.
Accordingly, investments for which fair value is measured using NAV per
share as a practical expedient have not been categorized within the fairvalue hierarchy, and certain related tables have been properly excluded
from the financial statements. The amendment has been applied
retrospectively to all periods presented.
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Financial Statement Disclosures
Sample Disclosure
Provided by FASB:
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Financial Statement Disclosures
Redemption Information Example:
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Financial Statement Disclosures
Redemptions:
•

When a not-for-profit invests in illiquid assets such as hedge funds, private real estate,
or venture capital funds it is important the not-for-profit reviews the following:
– Lockup period – The investors’ monies cannot be withdrawn for a certain period of
time, until the amount of time that is stipulated as the lockup period has passed.
– Redemption frequency – After the lockup period, investors in alternative
investments can redeem their shares; however, investors may only redeem their
shares at certain points in time. The periods where investors are allowed to
withdraw funds is controlled by the redemption frequency, such as quarterly,
monthly, annually, etc.
– Redemption notice period - Investors are generally required to give notice in
advance before any redemption. This minimum notice period is known as
redemption notice, but not all managers impose a minimum redemption notice
period.

Question: Where can a not-for-profit find the alternative investment’s redemption info?
Hint: We discussed it on an earlier slide!
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Financial Statement Disclosures
Unfunded Commitments:
• Investors in private equity funds commit to invest an
agreed upon amount in the fund known as the
investor’s capital commitment. The sponsor has the
ability to call for capital contributions from its
investors is limited at any time to the extent of each
investor’s unfunded commitments (the investor’s total
commitment less contributions already made).
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Unrelated Business Income
Tax and Other Tax Filings

Unrelated Business Taxable Income (“UBTI”)
UBTI generally means the gross income derived from any
unrelated trade or business regularly conducted by the exempt
organization, less the deductions directly connected with carrying
on the trade or business.
• Unrelated – activities that generate income but do not
contribute importantly to accomplishing the not-for-profit’s
exempt purposes. The fact that a not-for-profit uses the
proceeds from the activity to pay for its charitable programs
does not make it a charitable activity.
• This type of income is subject to tax known as Unrelated
Business Income Tax (“UBIT”)
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Unrelated Business Income Tax and Corresponding Tax Filings
UBIT Ramifications:
• Investment income is generally not subject to UBIT; however, when a
partnership or LLC generates income from an activity that is unrelated to a
not-for-profit’s purpose, the income is then treated as if they had conducted
the activity themselves. As a result, the not-for-profit may be subject to tax.
Typically, when a not-for-profit invests in alternatives they will receive a
Schedule K-1 which reports their share of the income. The K-1 will typically
specify the amount (if any) of UBIT that must be reported by the not-forprofit.
• An exempt organization that has $1,000 or more of gross income from UBIT
must file a Form 990-T. In addition to the 990-T, they must pay estimated tax
if the tax is expected to be $500 or more. Failure to file the correct tax forms
may result in costly penalties for the not-for-profit. There are also other tax
filings that may be required depending on the nature of the alternatives,
including state filings.
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Schedule K-1
What information does the K-1 provide?
– The information is typically based on audited values for year end
reporting. Prepared on a tax basis or GAAP basis.
– Unless it is a private foundation, not-for-profits are not subject to tax
on passive investment income and therefore may not be recording
each piece of the K-1 in the exact category. The K-1 may not match
the not-for-profit’s fiscal year-end. Therefore do not assume the
ending value is fair market value.
– HOWEVER, if the K-1 shows UBIT then the not-for-profit may now
have tax liabilities to consider
– Double check that the K-1 shows the entity as an “Exempt
organization” otherwise it may not be properly displaying crucial
information (Box I 1 of the K-1)
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Schedule K-1
What information does the K-1 provide?
– Ownership percentage: depending on ownership there could
be partnership or consolidation implications
– THE ATTACHMENTS TO THE K-1 ARE IMPORTANT: they could
mean additional foreign filings required (to be attached to a
990-T, EVEN if the not-for-profit doesn’t have UBIT, it would
create a “shell” 990-T to keep the foreign filings out of the
public domain)
– Penalties for missing these additional filings are significant
so it is crucial to maintain ALL pages of the K-1
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Schedule K-1: Unrelated Business Income Tax
Where would UBIT appear on
the K-1?
• Part II I1 – Exempt Organization?
• Part II Box K Qualified
nonrecourse financing
• Part III Box 1
• Box 20 (if code “V” is listed)
• In the attachments to the K-1
there may be UBIT information
OR a statement saying there is
no UBIT
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State Unrelated Business Income Tax
State UBIT:
• If the activity triggering UBIT is performed in a particular state
the not-for-profit may need to file a return in that state. This
information is typically noted in the attachments to the K-1.
**State UBIT is NOT based on the mailing address of the not-forprofit OR the investment manager.**
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Schedule F: Foreign Filings
• The Schedule F attachment to the federal Form 990 includes questions
about possible foreign filings that can be triggered by alternative
investments. Ask the investment managers regarding any notices pertaining
to these:
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Polling Question #3
How often do you talk with your investment
advisor?
A.
B.
C.
D.

Weekly
Monthly
Quarterly
I don’t have an investment advisor.
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Other Considerations

Other Considerations: Concentrations
• It is important for a not-for-profit to not put all of their
alternative investment eggs in one basket in order to avoid
substantial loss all at one time
• What happens if the fund goes under or turns out to be a
Ponzi scheme?
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Other Considerations
There may be additional reporting/legislative
considerations when a not-for-profit includes
alternative investments in:
• Employee benefit plans (valuation, liquidity,
Form 5500 reporting)
• Endowment (UPMIFA considerations)
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Summary
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Takeaways
• An alternative investment is often a hard to value asset
• Additional internal controls are necessary when investing in
these types of vehicles
• Regularly consult with investment managers for necessary
documentation and insight into hard to value investments
• Consider the impact of having such investment as part of an
employee benefit plan or an endowment
• Pay attention to significant concentrations and credit risk!
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Questions?
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Any tax advice contained in this memorandum (including any attachments) is not intended for and
cannot be used, for the purpose of (i) avoiding penalties imposed by the Internal Revenue Code or (ii)
promoting, marketing, or recommending any transaction or matter addressed herein.

