Audit Guidance: Things that nonprofit CDFI Loan Funds should

ask from their auditors
Eric Hangen, I Squared Community Development Consulting, Inc.

Many audits of nonprofit CDFI Loan Funds provide information in a way that is of
limited usefulness to management, board members, or external analysts - but if you
ask your auditor to provide just a little more detail, you will have a powerful source
of information to understand the financial sustainability of your organization and
build accurate financial models. Below we identify information that auditors often
leave out and that you should request they provide. When possible, we provide
examples of audits that did provide this type of information. If your auditor is, for
some reason, unwilling to provide this detail in the actual Statement of Financial
Position, Statement of Activities, or Statement of Cash Flows, insist that they at least
provide the information in the Notes.

1. Clear differentiation, preferably on the balance sheet itself, of gross loans
receivable, loan loss reserve (a.k.a. allowance for loan loss or allowance for
uncollectible loans), and net loans receivable.

Loan Loss Reserve should be carried as a contra-asset on the balance sheet, and the
amount of the Loan Loss Reserve should be clearly shown so that stakeholders can
see the difference between gross loans and net loans receivable, as well as the size
of the Loan Loss Reserve relative to the loan portfolio.

Example:
Loans receivable, current (Mote 3) 108,970
Prepaid expenses and deposits — 46,138
Tokal current assefs L 4,666,819

LOANS RECEIVABLE

Loans racsivahle (Moles 1, 3 and 7) 13,263,084
Less: discount on loans reczivable {56,251)
Less: zliowance for loan losses (663,154)
Less: current porion . ) {108,970}
Man-current loans rgcaivable, net o 12,434,708

Notes from example above:



Allowance for Loan Losses

The allowance for doublful accounts represents management's estimate of probable
Insses inherant in the Ioan portfolios as of the balance sheet date. The estimate of the
gllowance iz bazed on a variely of factors, including past loan loss experiance, advarse
situations that have occurred but are not yet known that may affect the borrower's ability
to repay, the estimated value of the underlying collaieral, lender requirements, and
general economic condiions. The ultimate recovery of all loans is suscaptible to future
market factors beyond the Organization's control.

2. A breakdown of the loans receivable indicating delinquent status, number
of loans, and loan principal outstanding.

Most CDFI audits do not discuss the performance of the loans outstanding. Since
loans receivable is one of the largest assets of a CDFI, an audit that fails to discuss
the quality of the assets loses most of its value for serious analysis of the
creditworthiness of the organization. Your audit should provide a discussion of loan
portfolio performance in the notes.

Example (forgiving the misspelling of loan principal as “principle”):



NOTE 4 - HOUSING LOANS RECEIVABLE (Continued)

The following schedules represents the principle balances of outstanding loans at December
31, 2009 and 2008, respectively:

Loan Percent MNumber

Loan Status Principle of Total of Loans
Current £ 2,221,838 024 216
30 Days 78,154 3.3 8
60 Days 41,407 1.7 6
90 Days a1.974 2.0 1]
Total § 2403373 100.0 236

Loan Percent MNumber

_Loan Status Principle of Tatal of Loans
Current $ 1,966,500 82.8 190
30 Days 55,234 2.3 10
60 Days 47,054 2.0 a
a0 Days 307613 12.9 42
Taotal § 2376401 100.0 248

Management reviews the loan receivable accounts and calculates an allowance by examining
loans receivable with no activity over 120 days. The loan receivable allowance was adjusted
if it was inconsistent with the estimated charge offs. Non-performing accounts are reviewed
by management and then sent to collections if no additional progress can be made by the
Organization. Balances that ave still outstanding afier management has used reasonable
collection efforts are written off through a charge to the valuation allowance and a credit to
accounts receivable. The Organization has established an allowance for uncollectible
accounts receivable or pledges receivable in the amount of 3120,080 and $282,516 in 2009
and 2008, respectively.

3. Information about when loan principal is expected to be repaid. Also, clear
statement of how much mortgage principal was repaid last year.

You and your board will have a much better sense of future cash levels in the
organization if your audit provides a projection of expected principal repayments on
loans. Your loan servicing / portfolio management software should be able to
generate these numbers for you, or you can create a simple Excel model using the
CUMPRINC function and loan-level data on your portfolio to estimate these
repayments.

Example of audit notes providing information about principal repayments on Loans
Receivable:



Maturities of loans receivable for the next five years are as follows:

Year Ended Loans
September 30, Receivable

2010 2 100,011

2011 90,076
2012 29,189
2013 87,6349
2013 B4 583
Thereafter 8,089 105

$ 8,540,603

For large Notes Receivable (for example, a $1 million loan to a developer), some
audit notes also provide more specifics: “Anytown CDFI has a note receivable from
Acme Development Corporation for construction financing for the Eagle Manor
residential project in Anytown. The note receivable is due on June 2, 2012 with no

principal payments required before that time. Interest is due annually at a rate of
6%. The note is secured by land.”

Your audit should also distinguish whether your balance sheet includes deferred
loans, and the amount of the portfolio that is deferred, since deferred loans are
worth (in terms of market realities) considerably less than the book value carried
on the balance sheet. Example, from the notes of an audit:

2008
Amortizing leans & 4,762,630
Deferred [oans __B.500434
Total loans receivable 13,263,084

A very common practice among auditors is to provide the “net change in loans
receivable” in the Statement of Cash Flows, rather than to identify the two
components thereof: volume of loans made, and principal payments received on
existing loans. For most CDFIs, these are two of the largest cash flows, and their
management is critical to the survival of the organization. Ask your auditor to break
these items out (into “loans originated” and “payments received on loans”). An
example of how to do it, from an audited Statement of Cash Flows:



Caszh flows from investing activities

Equipneent and land acquisitions (11,082)
Proceeds from sale of land 44,556
Loans enzgmated (8,023,062)
Payments racerved cn loans 5,330,903
Orher (5.507)

Mat cash used for mvestmz activities (2,165,497)

Finally, while it would be very uncommon for an auditor to provide this type of
information, at least internally your organization should try to study the
prepayment and charge-off trends for different loan products. What percentage of
your first mortgage product borrowers are pre-paying their mortgage and how
many years after origination are prepayments occurring? What percentage of these
borrowers are defaulting, how many years after origination, and what is the loss
severity (how much of the loan amount are you unable to recover) when they do go
into default?

4. Clear information about the interest rate, remaining term, payment amount,
source, and purpose (why it was borrowed) of debt.

Examples of notes in an audit describing a loan payable:

° “XYZ Foundation, loan of $500,000 for development of the West End
Affordable Homes development project, interest rate of 1% payable quarterly,
principal due in 2015.”

o “ABC Bank, Equity Equivalent Investment of $250,000 for Revolving Loan
Fund Capital, interest at 2% per annum paid semi annually, unsecured and
subordinate to other debt, matures June 30 2015, however lender may extend the
loan term for periods of 1 year indefinitely after the maturity date.”

Your audit should also provide a schedule indicating the total expected principal
repayments on existing debt, as seen in the example below:

Future maturities of total debt sre as follows:

2009 & 6,367
2010 B 250,084
2011 3,907,240
2012 7,736
2013 B5B,255
Therzafter 3 144,847
Total debt 515,224 438




6. Differentiate between restricted and unrestricted cash.

The balance sheet should not lump together restricted and unrestricted cash into
one item called “cash,” since the allowable uses of these types of cash are radically
different. Furthermore, the notes to the audit should discuss the allowable uses of
restricted cash - is it for lending? For investment in real estate projects? For an
endowment? For expenditures on a specific program?

Example:

CURREMT ASSETS

Cash
Cash and cash eguivalents (Note 1} 5 2,799,157
Temporarily restricted cash (Motz 2) 343,004
_Permanently restricied cash (MNois Z) e a 822 857
Total cash 3,865,018

7. Provide a sense of the use of restricted cash for lending - what is the $
volume of loans funded with restricted cash and what restricted cash remains
available for lending.

In the notes to the financials, it is helpful to know how much of an organization’s
loans receivable are funded with restricted cash (such that when they are repaid,
the “bank” of restricted funds will increase), and how fully deployed any restricted
funds are for lending. The notes could simply provide a breakout of the cash and
loans receivable supported by restricted funds. Example:

ABC Foundation Capital Fund

Cash $45,000

Gross Loans Receivable $700,000
Allowance for Loan Loss $(50,000)
Total Assets $695,000

8. Break down operational expenses by business line. (Even better is to break
down the revenues, too). This breakdown will help you get a better sense of
where your organization is making (or losing) money. An example follows of a
Statement of Functional Expenses that is organized by business line.
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