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What GAO Found

Although LSC has stronger federal accountability requirements than many
nonprofit corporations, it is subject to governance and accountability
requirements that are weaker than those of independent federal agencies
and U.S. government corporations. Congress issued LSC’s federal charter
over 30 years ago. Established with governance and accountability
requirements as they existed at the time, LSC has not kept up with evolving
reforms aimed at strengthening internal control over an organization’s
financial reporting process and systems. Rigorous controls are important for
the heavily federally funded LSC. During fiscal year 2007, LSC is responsible
for the safeguarding and stewardship of $348.6 million of taxpayer dollars.
Although no single set of practices exists for both private and public entities,
current accepted practices of federal agencies, government corporations,
and nonprofit corporations offer models for strengthening LSC’s governance
and accountability, including effective board oversight of management; its
performance; and its use of federal funds and resources.

The board members demonstrated active involvement in LSC through their
regular board meeting attendance and participation in LSC oversight.
Although LSC’s Board of Directors was established with provisions in law
that may have supported effective operation over 30 years ago, its practices
fall short of modern board practices. The LSC board generally provides each
new member an informal orientation to LSC and the board, but it does not
have consistent, formal orientation and ongoing training with updates on
new developments in governance and accountability standards and practice.
The current board has four committees, but none are specifically targeted at
providing critical audit, ethics, or compensation functions, which are
important governance mechanisms commonly used in corporate governance
structures. Because it has not taken advantage of opportunities to
incorporate such practices, LSC’s Board of Directors is at risk of not being
able to fulfill its role of effective governance and oversight. A properly
implemented governance and accountability structure may have prevented
recent incidents of compensation rates in excess of statutory caps,
questionable expenditures, and potential conflicts of interest.

LSC also has not kept up with current management practices. Of particular
importance are key processes in risk assessment, internal control, and
financial reporting. Management has not formally assessed the risks to the
safeguarding of its assets and maintaining the effectiveness and efficiency of
its operation, nor has it implemented internal controls or other risk
mitigation policies. LSC is also at increased risk that conflicts of interest will
occur and not be identified because senior management has not established
comprehensive policies or procedures regarding ethical issues that are
aimed at identifying potential conflicts and taking appropriate actions to
prevent them. Finally, management has not performed its own assessment or
analysis of accounting standards to determine the most appropriate
standards for LSC to follow.
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The Legal Services Corporation’s (LSC) mission is to make federal funding
available to support the provision of legal assistance in civil matters to
low-income people throughout the United States on everyday legal
problems. LSC pursues this mission by making grants' to legal service
providers (grant recipients) who serve low-income members of the
community who would otherwise not be able to afford legal assistance
(clients). Established by a federal charter® in 1974’ as a federally funded,
private nonprofit corporation, LSC is highly dependent on federal
appropriations for its operations. LSC received $348.6 million in
appropriations for fiscal year 2007." For fiscal year 2006, LSC received 99
percent of its funding from federal appropriations and approximately 1
percent from grants through the Department of Veterans Affairs.

This report responds to your request that we review how LSC’s Board of
Directors has been carrying out its fiduciary duties’ in overseeing LSC’s
operations and use of appropriated funds and whether LSC has sufficient

'As used in this report, the term grant encompasses all of the agreements LSC uses to
distribute federal funding to providers of civil legal assistance to low-income persons, and
the term grant recipient refers to those who enter into such agreements. Although LSC
distributes most financial assistance through grants, it sometimes uses contracts.

®As used in this report, the term federal charter refers to a congressional act, or the written
instrument documenting this act as in a statute, that establishes or authorizes the
establishment of a corporation and includes requirements governing the corporation’s
operations.

3Legall Services Corporation Act of 1974, Pub. L. No. 93-355, 88 Stat. 378 (July 25, 1974),
codified, as amended, at 42 U.S.C. §§ 2996 — 29961 (LSC Act).

‘Revised Continuing Appropriations Resolution, Pub. L. No. 110-5, 121 Stat. 8, 44 (Feb. 15,
2007); see also the LSC appropriations act for fiscal year 2006, Pub. L. No. 109-108, 119 Stat.
2290, 2330 (Nov. 22, 2005).

The highest standard of duty implied by law, a fiduciary duty is a duty imposed by law on a
person in a position of trust to act for someone else’s benefit and not to further one’s
personal interests. As a corporate board member, this means a duty to use a high level of
care to manage the corporation to best promote the corporation’s interests. See, e.g.,
Friends of Tilden Park, Inc. v. District of Columbia, 806 A.2d 1201,1210 (App. D.C. 2002).
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Results in Brief

governance and accountability structures and practices in place. The
specific objectives of this report are to (1) compare LSC’s statutory
framework for corporate governance and accountability to those of other
organizations; (2) evaluate the governance practices that LSC has adopted,
including the board’s operations and responsibilities; and (3) evaluate
LSC’s internal control and financial reporting practices in comparison to
current practices of other organizations.

To address these objectives, we reviewed information from a variety of
sources, including the Legal Services Corporation Act of 1974 (LSC Act)
and LSC annual appropriations acts; the LSC Act’s legislative history,
relevant legislative and regulatory standards and requirements for
financial reporting and internal control, and research and studies on
corporate governance. We compared LSC’s governance, accountability,
and oversight requirements with those for independent federal agencies
headed by a board or commission, U.S. government corporations,’ and
D.C. nonprofit corporations, including the Corporation for Public
Broadcasting (CPB), which, like LSC, was established by Congress and
receives federal appropriations. To obtain information on the current
policies and practices of LSC and its Board of Directors, we interviewed
current members of LSC’s board, management, and staff, and staff in LSC’s
Office of the Inspector General (OIG) and the audit firm the OIG employs.
We also reviewed relevant documentation of the design and
implementation of LSC’s and the LSC board’s governance and
accountability practices and conducted a survey of all board members.

We conducted our work in Washington, D.C., from November 2006
through June 2007 in accordance with generally accepted government
auditing standards.

In recent years, governance and accountability processes have received
increased scrutiny and emphasis in the nonprofit, federal government, and
public company sectors as a result of governance and accountability
breakdowns, most notably in the public company financial scandals that

SUnless otherwise noted, we use the term U.S. government corporation to refer to those
corporations subject to Chapter 91 of the U.S. Code (commonly known as the Government
Corporation Control Act). See 31 U.S.C. § 9101 for the list, which includes both wholly
owned and mixed-ownership government corporations.
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led to the enactment of the Sarbanes-Oxley Act of 2002. Public companies’
now operate under strengthened governance and accountability standards,
including requirements for ethics policies and improved internal controls.
The federal government and nonprofit sectors have also strengthened
governance and internal control requirements and practices. As a result,
commonly accepted governance, accountability, and management
practices for federal entities and nonprofit corporations have significantly
evolved in recent years. LSC’s authorizing legislation was last
comprehensively reviewed and reauthorized in the Legal Services
Corporation Amendments Act of 1977, and LSC’s governing statutes have
undergone only limited changes since then.

Although LSC has stronger federal accountability requirements than many
nonprofit corporations, it is subject to governance and accountability
requirements that are weaker than those of independent federal agencies
headed by boards or commissions and those of U.S. government
corporations. The LSC Act includes provisions providing that LSC shall be
treated like a federal agency for purposes of specified statutes that existed
in the 1970s. In addition, as with federal agencies, virtually all of LSC’s
annual revenues come from its annual appropriations from Congress.
Further, with the creation of an OIG within LSC, it is subject to an OIG
governance structure comparable to those of federal agencies and U.S.
government corporations. LSC also submits its budget through the
congressional appropriations process and is subject to other congressional
oversight. In other respects, LSC is not subject to the standard governance
and accountability requirements for federal entities, including provisions
related to performance and financial reporting, internal controls, and
funds control.

The governance practices of LSC’s board fall short of the modern practices
employed by boards of nonprofit corporations and public companies. By
updating and strengthening its governance and accountability structures,
LSC can increase assurance that federal funds are spent properly and
effectively in order to meet the needs of grant recipients. The board
members have demonstrated active involvement in LSC through their
regular board meeting attendance and participation. There are several
areas, however, where LSC’s governance practices can be strengthened,

"Public company is a general term used to refer to a corporation owned by shareholders
whose securities are sold to the general public, typically through the stock exchange, and
governed by the requirements of the securities laws.
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including a more comprehensive orientation program for new board
members and an ongoing training program that enables board members to
stay current on governance practices, the regulatory environment, and key
management practices. Keeping current with governance practices is
especially important for the LSC board because the board composition
changes significantly with each new presidential administration, and thus
the board does not generally have the benefit of experienced board
members. Although the LSC board has four committees, including finance
and operations and regulations, it does not have audit, ethics, or
compensation committee, important governance mechanisms commonly
used in corporate governance structures. Finally, the board has not
assessed the performance, collectively or individually, of its board
members. Until it incorporates many practices currently considered
necessary for effective governance, LSC’s Board of Directors is at risk of
not fulfilling its role of effective governance and oversight in keeping with
its fiduciary duties. Recent incidents of compensation rates that exceed a
statutory limitation, questionable expenditures, and potential conflicts of
interest may have been prevented by a properly implemented governance
structure.

LSC’s management practices have not kept up with the current practices
for key processes in the areas of risk assessment, internal control, and
financial reporting. We found that management has not implemented a
systematic or formal risk assessment that evaluates the risks the
corporation faces from both external and internal sources. Such an
assessment provides a structure for implementing internal control and
other risk mitigation policies. Without an effective program of risk
assessment and internal control, LSC management does not have adequate
assurance that it is using organizational resources effectively and
efficiently, nor reasonable assurances that LSC’s assets and operations are
protected. In addition, senior management has not established
comprehensive policies or procedures regarding conflicts of interest or
other issues of ethical conduct. Without such policies and procedures, LSC
is at risk of not identifying potential conflicts of interest and taking
appropriate actions to avoid potentially improper transactions or actions
on the part of LSC personnel and the resulting loss of credibility to LSC as
an organization. Also, management has not conducted its own assessment
or analysis of accounting standards to determine the most appropriate
standards for LSC to follow. Consequently, it is not clear which standards
are most relevant for LSC to follow and which would provide the best
financial information to LSC’s management and financial statement users.
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Background

In this report we have included a matter for congressional consideration
concerning whether LSC should have additional legislatively mandated
governance and accountability requirements modeled after what has
worked successfully at federal agencies or U.S. government corporations.
These requirements could be established either by amending LSC’s current
governing statutes or by converting LSC to a federal entity, such as a U.S.
government corporation or an independent federal agency. We are also
making recommendations to LSC’s board for modernizing and
strengthening its governance and oversight, including action directed at
formalizing a comprehensive orientation program and an ongoing training
program, conducting a performance assessment, creating audit and
compensation committees, developing and implementing an approach to
evaluate certain key management processes periodically, and ensuring
that LSC’s audited financial statements are issued more promptly. We are
also making recommendations to LSC management directed at improving
its accountability by conducting a risk assessment and implementing a
corresponding risk management program as part of a comprehensive
evaluation of internal control, including establishing policies for handling
conflicts of interest (ethics) and evaluating accounting standards.

We received written comment letters from the Chairman on behalf of
LSC’s Board of Directors and the President on behalf of LSC’s
management. Both the Chairman and President expressed their
commitment to achieving strong governance and accountability and
outlined actions that LSC’s board and management plan to take in
response to our recommendations. Both LSC’s Chairman and President
commented on the matter that we presented for congressional
consideration and provided their views that LSC’s governing statutes are
appropriate and have worked well and stated that many of the governance
recommendations could be accomplished without changing the statutory
framework of LSC. We presented the options of amending LSC’s
governing statutes to improve governance and accountability requirements
or converting LSC to a federal entity, which would include compliance
with related governance and accountability requirements, since federal
agencies and government corporations have been subject to strengthened
governance and accountability requirements over recent years and LSC
has not kept up with evolving reforms.

LSC is a private, nonprofit corporation that is federally funded for the
purpose of making federal resources available to support local providers
of civil legal services for low-income people, with the goal of providing
equal access to the justice system “for individuals who seek redress of
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grievances” and “who would be otherwise unable to afford adequate legal
counsel.” Since LSC was federally chartered by statute over three decades
ago in the LSC Act, Congress has been making annual appropriations to
LSC to provide grants to eligible legal service providers to carry out the
purposes of the LSC Act’s requirement “to provide the most economical
and effective delivery of legal assistance.” Since 1996, LSC has been
required to select its grant recipients through a competitive award
process.’ Today, LSC funds grant recipients in all 50 states, as well as the
District of Columbia and all five U.S. territories. In fiscal year 2006, LSC
reported distributing a total of $313.9 million in grants.

Local legal service providers employ staff attorneys to assist eligible
clients in resolving their civil legal problems, often through advice and
referral. According to LSC, in a typical year the largest portion of total
cases (38 percent) concern family matters, followed by housing issues (24
percent), income maintenance (13 percent), and consumer finance (12
percent). LSC reported that most cases are resolved out of court. In 2007,
LSC reported that three out of four clients were women, most of them
mothers. Most clients were at or below 125 percent of the federal poverty
threshold, currently an income of approximately $25,000 a year for a
family of four. The type of legal assistance that LSC funding supports is
subject to certain legal restrictions. By law, for example, LSC cannot
provide funds for legal services for a proceeding related to a violation of
the Military Selective Service Act or participation in litigation related to
abortion or a criminal proceeding.

In 1974, Congress enacted the LSC Act to transfer the functions of the
Legal Services Program from the Executive Office of the President into a
private corporation.” Through the LSC Act, Congress chartered LSC in the
District of Columbia as a private, nonmembership," nonprofit corporation

8See, e.g., the LSC appropriations act for fiscal year 2006, Pub. L. No. 109-108, 119 Stat.
2290, 2330 (Nov. 22, 2005); see also the LSC Act, at 42 U.S.C. § 2996f(a)(3).

"The competitive award requirement was first enacted in administrative provisions
included in the LSC appropriations act for fiscal year 1996 and has been annually reenacted
since then. See, e.g., Department of State and Related Agencies Appropriations Act, 1996,
Pub. L. No. 104-134, tit. IV, § 503, 110 Stat. 1321, 1321-52 (Apr. 26, 1996). LSC has issued
implementing regulations at 45 C.F.R. pt. 1634.

“For more information about the origin and creation of LSC, see app. L.

'\ nonmembership corporation is a corporation without shares and shareholders, meaning
that nobody owns a property interest in the corporation.
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that would not be considered a department, agency, or instrumentality of
the federal government. Under its federal charter (the LSC Act), LSC may
only pursue activities consistent with the corporate purpose of “providing
financial support for legal assistance in noncriminal proceedings or
matters to persons financially unable to afford legal assistance.”

To direct the corporation, the LSC Act provides for a bipartisan Board of
Directors consisting of 11 voting members who are appointed by the
President of the United States with the advice and consent of the U.S.
Senate. Neither the President nor the Senate has the power to remove a
director. A director can only be removed for cause, such as a persistent
neglect of duties, by a vote of at least 7 directors. Although the LSC Act
does not require board members to possess management or financial
expertise, it does include some membership requirements: no director may
be a full-time U.S. government employee, a majority of the directors must
be attorneys belonging to the bar of the highest court of a U.S. state, and at
least one director must be from the legal service client community. The
LSC Act requires the board to meet at least four times each calendar year
and prohibits board members from participating in any decision, action, or
recommendation related to a matter that directly benefits the board
member or pertains specifically to any entity with which the board
member has been associated in the past 2 years.” The LSC Act prohibits
LSC personnel and grant recipients from engaging in certain prohibited
activities, such as legal assistance related to a criminal proceeding or
participation in litigation related to an abortion, and the LSC Board of
Directors, which is charged with managing the affairs of the corporation,
is responsible for ensuring compliance with these restrictions.

The LSC Act requires the Board of Directors to appoint the LSC President
and any other necessary officers,” and provides that the LSC President
may appoint any employees necessary to carry out LSC’s purposes. LSC
officers and employees can be fairly easily appointed and removed,

“The LSC Act provides no similar conflict-of-interest provision for its officers, employees,
or other agents, such as outside consultants.

Similarly, the D.C. Nonprofit Corporation Act calls for a nonprofit corporation’s board of
directors to appoint a president, secretary, treasurer, and any other necessary officers and
assistant officers, as provided in the corporation’s bylaws. D.C. Code § 29-301.24.
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creating essentially at-will employment" relationships. In addition to the
power to appoint and remove LSC employees and to serve as an ex-
officio,” nonvoting member of the Board of Directors, the LSC President,
who is the only officer specifically provided for in the LSC Act, is
authorized to make grants and enter into contracts that bind LSC.

As a D.C. nonprofit corporation, LSC generally possesses all the powers
conferred on such corporations under the D.C. Nonprofit Corporation Act,
which includes a number of general corporate powers,'® such as the power
to sue and be sued in its corporate name, exercise a number of rights
related to real and personal property, enter into contracts, and borrow
money and issue debt obligations. Other corporate powers include
investing and lending money, appointing officers and agents and defining
their duties and fixing their compensation, making bylaws to administer
and regulate corporate affairs, and “hav[ing] and exercis[ing] all powers
necessary or convenient to effect any or all of the purposes for which the
corporation is organized.” LSC’s exercise of such corporate powers,
however, is restricted where inconsistent with the LSC Act. For example,
the LSC board’s discretion in fixing its officers’ and employees’
compensation is limited by an LSC Act provision prohibiting LSC from
compensating its personnel at rates in excess of the rate of level V of the
Executive Schedule."”

Unlike most D.C. nonprofit corporations, LSC’s exercise of its corporate
powers has received additional oversight since 1988 when Congress
subjected LSC to the Inspector General Act of 1978, as amended (IG Act)."

MAt-will employment is a common term used in labor law to refer to the relationship
established when an employer hires an employee for an indefinite term without a written
employment contract that allows the employer to terminate the employee for any reason,
with or without cause, so long as it is not an illegal reason, such as racial discrimination
prohibited under a state’s wrongful termination laws or retaliation for whistleblowing
under state or federal whistleblower laws, state employer retaliation laws, or both.

An ex-officio board member is a member not by appointment but by virtue of holding a
certain corporate office, such as being the president of the corporation.

"D.C. Code § 29-301.05.

""The LSC Act, 42 U.S.C. § 2996d(d), incorporates by reference 5 U.S.C. § 5316, which
provides the pay cap provided for federal employees paid at level V of the Executive
Schedule. Each calendar year, the Office of Personnel Management publishes the new

amount of the pay cap for level V, such as $133,900 for calendar year 2006.

%5 U.S.C. appx.
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As an independent office within LSC, the LSC OIG is authorized to carry
out audits and investigations of LSC programs and operations, recommend
policies to improve program administration and operations, and keep the
LSC board and Congress fully and currently informed about problems in
program administration and operations and the need for and progress of
corrective action."” Also, unlike most D.C. nonprofit corporations, LSC is
subject to congressional oversight through the annual appropriations
process as well as responding to congressional inquiries and participating
in hearings. In its annual appropriation for LSC, Congress regularly
appropriates a specific amount for the OIG. For example, Congress
appropriated about $2.54 million for the LSC OIG in fiscal years 2006 and
2007.” Because in fiscal year 2007 LSC received an increase in its annual
appropriation of about $17.78 million that was not allocated for a specific
purpose, LSC officials told us that LSC, consistent with congressional
guidance,” used $430,000 of this amount to increase funding for the OIG
from about $2.54 million in fiscal year 2006 to $2.97 million in fiscal year
2007. (See fig. 1.)

It has been three decades since LSC was last comprehensively reviewed
and reauthorized in the Legal Services Corporation Amendments Act of
1977,* and LSC’s statutory framework has undergone only limited changes
since then. Today LSC is governed by the powers and restrictions in its
federal charter (the LSC Act) and, where not inconsistent, the D.C.
Nonprofit Corporation Act,” as well as the IG Act, the federal tax law
requirements for tax-exempt status for nonprofit corporations, and LSC’s
annual appropriations acts, which since 1996 have included a number of
administrative provisions imposing additional grants management duties.

5 U.S.C. appx. § 4(2).

“Revised Continuing Appropriations Resolution, Pub. L. No. 110-5, § 104, 121 Stat. 8, 9
(Feb. 15, 2007); see also the LSC appropriations act for fiscal year 2006, Pub. L. No. 109-108,
119 Stat. 2290, 2330 (Nov. 22, 2005).

Tn their reports associated with the fiscal year 2007 appropriations for LSC, the House and
Senate Committees on Appropriations both directed LSC to allocate $2.97 million for the
LSC OIG. See H.R. Rep. No. 109-520, at 136 (June 22, 2006); S. Rep. No. 109-280, at 137

(July 13, 2006).

22Legall Services Corporation Act Amendments of 1977, Pub. L. No. 95-222, 91 Stat. 1619
(Dec. 28, 1977).

®D.C. Code, tit. 29, ch. 3.
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Figure 1: Legal Services Corporation Federal Funding between Fiscal Years 1991 and 2006

Dollars (in millions)
450

400

350

300

250

200

150

100

50

0

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Year

Source: GAO based on LSC audited financial statements.

Unlike most private, nonprofit corporations, the vast majority of LSC’s
funding comes from annual federal appropriations, which originally were
authorized under the LSC Act. The LSC Act specifies that the appropriated
funds authorized under the act are available until expended and shall be
paid to LSC in one annual installment at the start of the fiscal year.
Although annual appropriations for LSC have not been authorized since
fiscal year 1980 under the LSC Act, Congress has continually enacted
annual appropriations to be paid to LSC to carry out the purposes of the
LSC Act. For fiscal year 2007, Congress appropriated almost $349 million
for LSC. The LSC Act permits LSC to receive and retain nonfederal funds,
but LSC’s recent audited financial statements show that for fiscal years
1991 through 2006, approximately 99 percent of LSC’s revenues came from
federal appropriations.* In addition to direct funding through annual
appropriations, the LSC Act makes certain indirect federal support

24See, e.g., Legal Services Corporation, Financial Statements and Independent Auditors’
Report, September 30, 2006 and 2005 (Washington, D.C.: June 6, 2007), which shows that
about 99 percent of LSC’s revenues in fiscal year 2006 came from federal appropriations.
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available to LSC by providing that the President of the United States may
make support functions of the federal government available to LSC.”

For both governmental and nonprofit entities, governance can be
described as the process of providing leadership, direction, and
accountability in fulfilling the organization’s mission, meeting objectives,
and providing stewardship of public resources, while establishing clear
lines of responsibility for results. Accountability represents the processes,
mechanisms, and other means—including financial reporting and internal
controls—by which an entity’s management carries out its stewardship
and responsibility for resources and performance. To provide
accountability to Congress, the LSC Act provides for Senate advice and
consent on the selection of board members, annual appropriations that
constitute virtually all of LSC’s annual revenues, and treatment of LSC as a
federal entity in limited situations either by directly subjecting LSC to
certain federal laws or indirectly by modeling provisions in the LSC Act
after provisions in laws existing in the 1970s. For example, the LSC Act
makes LSC subject to provisions in the Freedom of Information Act
(FOIA) and the Government in the Sunshine Act, compensation limits
imposed on officers and employees at level V of the Executive Schedule,
and employer contribution requirements for participation in certain
employee benefits programs, as well as requiring LSC to engage in notice-
and-comment rule making and to provide us with access to its records.

*The LSC Act also provides indirect federal support by providing that LSC personnel are
eligible to participate in federal employee benefits programs related to the Civil Service
Retirement System (CSRS), group life insurance, health insurance, and work-related
injuries. A later-enacted statute, however, eliminated eligibility for participation in the first
three programs for all LSC personnel except those hired before October 1, 1988. See Pub. L.
No. 100-238, § 108, 101 Stat. 1744, 1747-48 (Jan. 8, 1988), codified, at 5 U.S.C. §§ 8347(0)
[retirement], 8713 [life insurance], 8914 [health insurance]. LSC personnel eligible to
participate in CSRS are also eligible to make contributions to the Thrift Savings Plan, a
federal employee defined-contribution retirement plan. See 5 U.S.C. § 8351. According to an
LSC official, however, today all LSC personnel remain eligible for benefits for work-related
injuries under the Federal Employees’ Compensation Act, codified, as amended, at 5
U.S.C. ch. 81.
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LSC Is Subject to
Weaker Governance
and Accountability
Requirements Than
Federal Entities but
More Federal
Oversight Than
Nonprofit
Corporations

Although LSC is subject to more statutory governance and accountability
requirements than most private, nonprofit corporations, it is subject to
governance and accountability requirements that are weaker than those of
most independent federal agencies® headed by boards or commissions and
U.S. government corporations. In chartering a private, nonprofit
corporation to perform a public assistance role with federal funding,
Congress in the 1970s included certain provisions in the LSC Act to
provide for governance and accountability. The LSC Act includes
provisions providing that LSC shall be treated like a federal agency for
purposes of specified statutes that existed in the 1970s when the LSC Act
was first enacted and amended. In 1988, Congress created an OIG within
LSC. Therefore, LSC is subject to some governance and accountability
requirements that are comparable to those of federal entities, including the
presence of an OIG in the governance structure and submission of its
budget for the congressional appropriations process. Nonprofit
corporations typically are subject to limited federal requirements related
to governance and accountability; however, as discussed later, nonprofit
corporations have voluntarily chosen to incorporate many practices in
these areas. In other respects, LSC is not subject to standard governance
and accountability requirements for federal entities including provisions
related to performance and financial reporting, internal controls, and
funds control. Additional management areas are discussed in appendix III,
and an expanded table is in appendix IV.

Governance Structures

Similar to most independent federal agencies and U.S. government
corporations, LSC is headed by a multiperson body (i.e., commission or
board of directors) consisting of presidentially appointed and Senate-
confirmed members” and has an OIG. (See table 1.)

*Independent agencies are federal agencies separate from larger agencies or departments
and are labeled “independent” by law or are controlled by a multiperson body. Thus, the
Social Security Administration (SSA) is an independent agency, but the Food and Drug
Administration, which is part of the Department of Health and Human Services, is not an
independent agency. Unlike the Securities and Exchange Commission or the National
Science Foundation, however, SSA is not headed by a multiperson body, such as a
commission or a board.

27Independent federal agencies headed by a multiperson body have commissioners or
directors, while LSC and U.S. government corporations have only directors.
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Table 1: Key Statutory Governance Structures

Independent federal U.S. government D.C. nonprofit
LSC agencies corporations corporations
Inspector general IG Act IG Act IG Act Generally not applicable,

but IG Act applies to the
Corporation for Public
Broadcasting (CPB)

Committees D.C. Code § 29-301.22 Committees neither Committees neither prohibited D.C. Code § 29-301.22

authorized prohibited nor required nor required

Governing body Board of directors: Independent federal Board of directors: Mostly Board of directors: D.C.
presidential agencies headed by a presidential appointment with Code §§ 29-301.18, 29-
appointment with multiperson body: Senate approval, often silent  301.19; CPB Act,

on removal presidential appointment
with Senate approval,
silent on removal

Senate approval and for
cause removal by vote
of seven directors

Commission or board of
directors: Mostly
presidential appointment
with Senate approval,
often silent on removal

Source: GAO.

A common form of governance for independent federal agencies and U.S.
government corporations is a multiperson body consisting of either a
board of directors (agencies and corporations) or a commission (only
agencies), both of whose members are generally appointed by the
President of the United States and confirmed by the U.S. Senate. For
example, the President appoints and the Senate confirms the members of
the boards of directors for the Federal Deposit Insurance Corporation
(FDIC) and Pension Benefit Guaranty Corporation (PBGC) (both U.S.
government corporations),” the National Science Foundation (NSF) and
the Federal Housing Finance Board (both independent federal agencies),”
as well as the commissioners of the Securities and Exchange Commission
(SEC) and the Nuclear Regulatory Commission (NRC) (both independent
federal agencies).”

The directors of LSC may only be removed for cause by a vote of seven
other directors. This level of statutory removal protection is unique in two
ways. First, it restricts the reasons for removal to only those listed in the

®See 12 U.S.C. § 1812(a); 29 U.S.C. § 1302(d).
¥See 42 U.S.C. § 1863(a); 12 U.S.C. 1422a(b).

#See 15 U.S.C. § 78d(a); 42 U.S.C. § 5841(b).
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statute, and second, it precludes removal by the President of the United
States or Congress. In many cases, the board or commission members of a
federal entity have less tenure protection and serve at the will of the
President of the United States, such as the PBGC directors, who are the
Secretaries of Labor, the Treasury, and Commerce. Nonprofit corporations
incorporated in the District of Columbia are required to be managed by a
board of directors, consisting of at least three directors, who serve for the
terms specified in the articles of incorporation or bylaws. A director of a
D.C. nonprofit corporation may be removed by any procedure provided in
the articles of incorporation or bylaws. If not so provided, then removal
with or without cause is permitted upon a vote that would suffice for the
election of a director for the organization.”

No federal law specifically requires the board of directors of a U.S.
government corporation or a board of directors or commission of an
independent federal agency to designate audit or other committees, but
neither does any law prohibit the establishment of such committees. The
D.C. Nonprofit Corporation Act expressly authorizes, but does not require,
boards of nonprofit corporations to designate and delegate authority to
committees.” In certain instances, the statutes establishing federal entities
may authorize the designation and delegation of authority to committees,
such as the statute governing NSF (an independent federal agency).”

Since 1977, there has been only one governmentwide management law
that specifically included LSC as a covered entity and thus required a
change to LSC’s governance structure. In 1988, Congress amended the 1G
Act* to add OIGs to additional entities receiving significant federal
funding, including “designated federal entities” (DFE), which are
statutorily defined.” LSC was listed as a DFE, along with such other
entities as PBGC, SEC, and Amtrak, which are, respectively, a wholly
owned U.S. government corporation, an independent federal agency, and a

*ID.C. Code §§ 29-301.18, -301.19.

®D.C. Code § 29-301.22.
%42 U.S.C. § 1863(1).

#The Inspector General Act Amendments of 1988, Pub. L. No. 100-504, 102 Stat. 2515 (Oct.
18, 1988), which amended the Inspector General Act of 1978, Pub. L. No. 95-452, 92 Stat.
1101 (Oct. 12, 1978), which together are codified, as amended, at 5 U.S.C. appx.

5 U.S.C. appx. § 8G(a)(2).
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federally established private, for-profit corporation that receives some
federal funding.” The only other private, nonprofit corporation included as
a DFE was CPB. Like the other OIGs of DFEs that are independent federal
agencies and U.S. government corporations, the LSC OIG was created as
an “independent and objective” office to carry out audits and
investigations of LSC programs and operations, recommend policies to
improve program administration and operations, and keep the LSC board
and Congress fully and currently informed about problems in program
administration and operations and the need for and progress of corrective
action.” In its annual appropriation for LSC, Congress regularly
appropriates a specific amount for the OIG. For example, Congress
appropriated about $2.54 million for the LSC OIG in fiscal years 2006 and
2007.% Because in fiscal year 2007 LSC received an increase in its annual
appropriation of about $17.78 million that was not allocated for a specific
purpose, LSC officials told us that LSC, consistent with congressional
guidance,” used $430,000 of this amount to increase funding for the OIG
from about $2.54 million in fiscal year 2006 to $2.97 million in fiscal year
2007.

Funds Control and
Budgeting

Like other private, D.C. nonprofit corporations, LSC is not subject to
federal funds control laws that generally apply to independent federal
agencies and many U.S. government corporations, including the
Antideficiency Act, the Purpose Statute, and laws governing liability of
accountable officers for improper or illegal uses of funds; however, LSC is
required to submit an annual budget request to Congress. (See table 2.)

%49 U.S.C. § 24301. Also known as the National Railroad Passenger Corporation, Amtrak
was established by the Railroad Passenger Act of 1970, Pub. L. No. 91-518, § 301, 84 Stat.
1327, 1330 (Oct. 30, 1970). Amtrak depends on annual appropriations for some of its
funding. See, e.g., Department of Transportation Appropriations Act, 2006, Pub. L. No. 109-
115, 119 Stat. 2396, 2413-14, which appropriates $495 million to the Secretary of
Transportation to make quarterly operating subsidy grants to Amtrak (Nov. 30, 2005).

¥5U.S.C. appx. §§ 2, 6, 8G, 11.

®Revised Continuing Appropriations Resolution, Pub. L. No. 110-5, § 104, 121 Stat. 8, 9
(Feb. 15, 2007); see also the LSC appropriations act for fiscal year 2006, Pub. L. No. 109-108,
119 Stat. 2290, 2330 (Nov. 22, 2005).

In their reports associated with the fiscal year 2007 appropriations for LSC, the House and
Senate Committees on Appropriations both directed LSC to allocate $2.97 million for the
LSC OIG. See H.R. Rep. No. 109-520, at 136 (June 22, 2006); S. Rep. No. 109-280, at 137
(July 13, 2006).
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Table 2: Key Statutory Funds Control and Budgeting Requirements

Independent federal U.S. government D.C. nonprofit
LSC agencies corporations corporations
Limitation on amount of None Antideficiency Act Wholly owned U.S. None
funds available for use government corporations:
Antideficiency Act
Use of funds for None Purpose Statute (31 Purpose Statute (31 U.S.C.§ None
authorized purposes only U.S.C. § 1301(a)) 1301(a))
Annual budget LSC Act (request 31 U.S.C. §§ 1105, 1108 Wholly owned U.S. Generally not
made directly to (agency budget government corporations: 31 applicable; CPB
Congress): no content submitted to the U.S.C. § 1105 and 31 U.S.C. § prepares an annual

or form requirements; President for inclusion in 9103 (Government Corporation budget
Office of Management the Budget of the U.S. Control Act)

and Budget comment Government)

and review allowed)

Liability of accountable None
officers for improper or
illegal use of funds

31 U.S.C. §§ 3528, 3325 Some wholly owned U.S. None
government corporations: 31
U.S.C. §§ 3528, 3325

Source: GAO.

Like many independent federal agencies and wholly owned government
corporations, most of LSC’s annual revenues come from federal funds
made available through annual appropriations; however, LSC is not
required by law to control its use of those funds as are independent federal
agencies and wholly owned U.S. government corporations.” The
Antideficiency Act, among other things, prohibits officers and employees
of the government from obligating or expending funds in advance of or in
excess of appropriations.” This applies to the officers and employees of
independent federal agencies and wholly owned U.S. government
corporations, where personnel are officers and employees of the
government. The Purpose Statute requires federal agencies and all U.S.
government corporations, both mixed ownership and wholly owned, to
use appropriated funds only for the purposes provided in law.” Further,
for most federal agencies and some wholly owned U.S. government
corporations, such as the Tennessee Valley Authority and the Federal

“For a discussion of the application of funds control laws to U.S. government corporations,
see GAO, Principles of Federal Appropriations Law, vol. IV, 2d ed., GAO-01-179SP
(Washington, D.C.: March 2001), 17-130 to 17-152.

1131 U.S.C. § 1341.
31 U.S.C. § 1301(a).
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Prisons Industries Incorporated,” accountable officers* are financially
liable for improper or illegal payments.” None of these funds control
statutes apply to LSC or, in general, other nonprofit corporations that
receive federal funds.” The LSC Act does contain a number of provisions
that restrict the use of LSC’s appropriated funds for certain purposes, such
as an activity that would influence the passage or defeat of any legislation
at the local, state, or federal level or that would support any political party
or campaign of any candidate for public office."”

Unlike D.C. nonprofit corporations in general, and like independent
federal agencies and wholly owned U.S. government corporations, each
year LSC must prepare a new budget request as part of the annual
appropriations process. The LSC Act requires LSC to submit a budget
request to Congress, but provides no requirements related to the form and
content of the budget request. For federal agencies and wholly owned U.S.
government corporations, the Office of Management and Budget (OMB)
prescribes the form and content of budget requests, consistent with
specified statutory requirements, that are submitted through the President
to Congress.” Under the LSC Act, LSC submits that budget request directly
to Congress, with OMB’s role limited to submitting comments to Congress
if it chooses to review LSC’s budget. As a federally chartered, private
nonprofit D.C. corporation, CPB also must annually prepare a budget
request as part of the annual appropriations process. Unlike LSC, however,
CPB requests and receives funding for 2 years (i.e., funding for fiscal 2008

16 U.S.C. § 831h(c); 18 U.S.C § 1426(d).

“Accountable officers are government officials and employees who are subject to personal
pecuniary liability for the receipt, possession, or use of federal funds. Examples of
accountable officers include (1) disbursing officers, who draw federal funds from the U.S.
Treasury to make payments, usually based on certified payment vouchers, and account for
those funds, and (2) certifying officers, who review and certify payment vouchers for
legality, propriety, and accuracy for a disbursing officer. See GAO, Principles of Federal
Appropriations Law, vol. II, 3d ed, GAO-06-382SP (Washington, D.C.: February 2006), 9-11
to 9-20, for a discussion of who is an accountable officer.

31 U.S.C. §§ 3325, 3528.
“See B-308037, Sept. 14, 2006; B-241591, Mar. 1, 1991; B-204886, Oct. 21, 1981.

"LSC Act, at 42 U.S.C. §§ 2996e(c)(2), 2996e(d)(3).

See 31 U.S.C. §§ 1105, 1108, 9103.
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was provided in the fiscal year 2006 appropriations act.)” Once the level of
the annual appropriations act is enacted, CPB’s appropriation is paid into
the Public Broadcasting Fund, which is a fund established in the Treasury
and administered by the Secretary of the Treasury. In accordance with
CPB'’s federal charter, CPB determines how to allocate amounts in the
fund.”

Performance and Financial
Reporting

Unlike D.C. nonprofit corporations in general but like CPB, the LSC Act
requires LSC to have its accounts audited annually. By contrast,
independent federal agencies and U.S. government corporations are
subject to more detailed financial and performance planning and reporting
requirements. When the LSC Act was enacted in the 1970s, audited
financial statements were not prepared for federal agencies and LSC as a
private, nonprofit corporation was not subject to the financial audit
requirements imposed on public companies and U.S. government
corporations. The LSC Act requires LSC to have its accounts audited by an
independent public accountant annually in accordance with generally
accepted auditing standards (GAAS). The LSC Act does not detail what
must be included in the report or which accounting standards to use. The
LSC Act requires LSC to file this annual audit report with us and make the
audit report available for public inspection at LSC headquarters during
normal business hours. (See table 3.)

49See, e.g., Departments of Labor, Health and Human Services, and Education, and Related
Agencies Appropriations Act, 2006, Pub. L. No. 109-149, 1990 Stat. 2833, 2874 (Dec. 30,
2005). (“For payment to the Corporation for Public Broadcasting, as authorized by the
Communications Act of 1934, an amount which shall be available within limitations
specified by that Act, for the fiscal year 2008, $400,000,000....")

47 U.8.C. § 396(K).
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Table 3: Key Statutory Provisions for Performance and Financial Reporting

LSC

Independent federal
agencies

U.S. government
corporations

D.C. nonprofit
corporations

Financial
statements or report

Annual report on corporation
accounts: LSC Act (report of
annual audit of LSC’s
accounts)

Annual audited financial
statements: 31 U.S.C. §
3515

(Chief Financial Officers
Act of 1990, Government
Management Reform Act
of 1994, Accounta-bility
of Tax Dollars Act of
2002)

Annual audited financial
statements: 31 U.S.C. §§
9105, 9106 (Government
Corporation Control Act)

D.C. Code § 29-
301.26 (keep correct
and complete books
and records of
account); CPB
required to prepare
annual audit report on
CPB accounts

Accounting No generally accepted Federal Accounting Some FASAB GAAP; some FASB GAAP
standards applied in accounting principles Standards Advisory Financial Accounting
practice (GAAP) specified; LSC now Board (FASAB) GAAP Standards Board (FASB)
using Government GAAP
Accounting Standards
Board GAAP
Performance and None Strategic plans: 5 U.S.C. Strategic plans: 5 U.S.C. § D.C. Code § 29-

strategic plans and
reports

§ 306; performance plans
and reports: 31 U.S.C. §§
1115-1116 (Government

Performance and Results
Act of 1993)

306; performance plans and
reports: 31 U.S.C. §§ 1115-
1116 (Government

Performance and Results Act

of 1993)

301.26 (keep minutes
of board proceedings);
CPB required to
submit annual report
to President and
Congress

Source: GAO.

The LSC Act requirements for financial reporting are more rigorous than
the requirements for D.C. nonprofit corporations in general but less than
those for CPB. Most D.C. nonprofit corporations are only required to keep
correct and complete books and records of account and minutes of the
proceedings of their boards of directors. This information is not required
to be published or made available for public inspection.” Similar to LSC,
CPB is required to annually have its accounts audited by an independent

public accountant in accordance with GAAS.” CPB’s audit report must be
included in its annual report on its operations and activities, which it must
submit to the President for transmittal to Congress.” Like most D.C.

°'D.C. Code § 29-301.26.
247 U.8.C. § 396(D)(1)(B).

P47 U.8.C. § 396(1), (1)(1)(B).
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nonprofit corporations, LSC is not required to submit a similar annual
report on its operations and activities to the President or Congress.”

Independent federal agencies and U.S. government corporations have
stronger financial and performance reporting requirements than LSC. The
Chief Financial Officers Act of 1990 (CFO Act), as amended by the
Government Management Reform Act of 1994 (GMRA), requires the major
24 agencies” of the federal government, including some independent
federal agencies such as NSF and NRC, to submit annual audited financial
statements to OMB and Congress.” These financial statements must be
prepared in accordance with generally accepted accounting principles and
audited in accordance with applicable generally accepted government
auditing standards (GAGAS). The Accountability of Tax Dollars Act of
2002 (ATDA) expanded this requirement’ to include most other federal
executive agencies.” U.S. government corporations had been subject to
financial reporting requirements for many years under the Government

*Under the LSC Act, LSC had been required to publish an annual report to be filed with the
President and Congress. See 42 U.S.C. § 2996g(c). However, this reporting requirement was
terminated on May 12, 2000, under the Federal Reports Elimination and Sunset Act of 1995,
Pub. L. No. 104-66, § 3003, 109 Stat. 707, 734-36 (Dec. 21, 1995) (reprinted, as amended, in
31 U.S.C. § 1113 note).

®The current 24 CFO Act agencies are the Departments of Agriculture, Commerce,
Defense, Education, Energy, Health and Human Services, Homeland Security, Housing and
Urban Development, the Interior, Justice, Labor, State, Transportation, the Treasury, and
Veterans Affairs as well as the Environmental Protection Agency, National Aeronautics and
Space Administration, Agency for International Development, General Services
Administration, National Science Foundation, Nuclear Regulatory Commission, Office of
Personnel Management, Small Business Administration, and Social Security
Administration. 31 U.S.C. § 901(b).

%See 31 U.S.C. § 3515 (a). The Reports Consolidation Act of 2000, Pub. L. No. 106-5631, §
4(a), 114 Stat. 25637, 2539 (Nov. 22, 2000), added a requirement that the audited financial
statements shall also be submitted to Congress.

"The requirement for submitting annual audited financial statements to OMB and Congress
under the CFO Act, GMRA, and ATDA has been codified, as amended, at 31 U.S.C. § 3515.

%31 U.S.C. § 3515(f). OMB specifically identified 76 agencies to which ATDA expanded the
annual financial reporting requirement in Appendix A of M-04-22, a July 2004 memorandum
titled “Amendments to OMB Bulletin No. 01-02, Audit Requirements for Federal Financial
Statements.” This bulletin and related memorandum have been superseded by OMB
Bulletin No. 06-03, Audit Requirements for Federal Financtial Statements (Aug. 23, 20006),
which in Appendix C identifies 75 entities to which the ATDA expanded the annual
financial reporting requirement.
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Corporation Control Act.” Chapter 91 of Title 31 of the U.S. Code,
commonly known as the Government Corporation Control Act, requires
both mixed-ownership and wholly owned U.S. government corporations to
submit annual management reports to Congress (with copies to the
President, OMB, and GAO) no later than 180 days after the end of the
government corporation’s fiscal year. OMB has accelerated the submission
deadline to no later than 45 days after the end of the government
corporation’s fiscal year.” Annual management reports are required to
include a

» statement of financial position;

+ statement of operations;

+ statement of cash flows;

e reconciliation to the budget report of the corporation, if applicable;

« statement of internal accounting and administrative control systems by
the head of corporation management, consistent with the requirements
under amendments to the act made by 31 U.S.C. § 3512 (c), (d),
commonly referred to as the Federal Managers’ Financial Integrity Act
of 1982 (FMFIA);

« afinancial statement audit report prepared in accordance with GAGAS;
and

» any other information necessary to inform Congress about the
operations and financial condition of the corporation.”

Under OMB Circular No. A-136, Financial Reporting Requirements (rev.
July 24, 2006), annual performance and accountability reports (PAR)
issued by federal executive agencies consist of the annual performance
report required by the Government Performance and Results Act of 1993”
with audited financial statements and other disclosures, such as agencies’
(1) assurances on internal control, (2) accountability reports by agency
heads, and (3) inspectors general’s assessments of the agencies’ most

59Requirements for annual management reports for government corporations have been
codified, as amended, at 31 U.S.C. §§ 9105, 9106.

%OMB Circular No. A-136, Financial Reporting Requirements, pt. L5 (rev. July 24, 2006).
8131 U.S.C. § 9106(a)(2).

The annual program performance report, required by 31 U.S.C. § 1116, shall reflect,
among other things, the agency’s or corporation’s progress in achieving the performance
goals set out in its annual performance plan, required by 31 U.S.C. § 1115, which
implements a mandatory longer-term strategic plan, required by 5 U.S.C. § 306.
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serious management and performance challenges.” OMB Circular No. A-
136 states that PARs are intended to provide financial and performance
information to enable the President, Congress, and the public to assess the
performance of a federal agency relative to its mission and to demonstrate
the federal agency’s accountability.

LSC follows a fiscal year starting on October 1, and for the past 5 years has
issued its financial statements in March or later, which is 6 months after its
year-end. As noted, federal agencies are required to issue their financial
statements 45 days following their year-ends, which is mid-November.

Internal Control Systems
Requirements

LSC’s statutory requirements for internal control systems are less rigorous
than those for independent federal agencies or U.S. government
corporations; D.C. nonprofit corporations have no such statutory
requirements. (See table 4.) The LSC Act requires LSC to account for
federal funds separately from nonfederal funds, but otherwise includes no
specific requirements for the establishment of accounting and internal
control systems. The LSC Act imposes some program management duties
on the LSC directors to promote good stewardship of federal taxpayer
dollars by requiring that the directors manage LSC’s programs
economically, effectively, and efficiently. For example, the LSC Act
requires the LSC board to ensure that LSC makes grants “so as to provide
the most economical and effective delivery of legal assistance to persons
in both urban and rural areas.” The LSC Act also requires the board to
ensure that grant recipients adopt procedures for determining priorities on
how to allocate their assistance among eligible clients. Additionally, the
LSC Act imposes a program evaluation requirement on the board,
requiring it to monitor, evaluate, and provide for independent evaluations
of LSC-supported programs to ensure that the programs comply with the
LSC Act; bylaws; and implementing rules, regulations, and guidelines.

The Reports Consolidation Act of 2000 (Pub. L. No. 106-5631, 114 Stat. 25637 (Nov. 22, 2000)
(codified at 31 U.S.C. § 3516) permits agencies to submit combined reports in
implementing statutory requirements for financial and performance management reporting
to improve the efficiency of executive branch performance. These reports are combined in
the PAR. In its guidance on financial reporting in OMB Circular No. A-136, OMB converted
the PAR option into a mandatory requirement.
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Table 4: Key Statutory Internal Control Systems Requirements

D.C. nonprofit

LSC Independent federal agencies U.S. government corporations corporations
System of internal control None 31 U.S.C. § 3512(c), (d) (Federal 31 U.S.C. § 9106 (Government None
and assurances Managers’ Financial Integrity Act of  Corporation Control Act)
1982)
Information system None Federal Information Security Federal Information Security None
security Management Act of 2002 Management Act of 2002

Source: GAO.

Although the LSC Act includes program management requirements, these
are much less rigorous than requirements for systems of internal control,
to which federal entities are subject. Managers of federal entities depend
on sufficient internal control to achieve desired results through effective
stewardship of organizational resources. Internal control, which supports
performance-based management, involves the methods and procedures
management uses to have reasonable assurance that objectives, such as
the following, are being met: effectiveness and efficiency of operations,
reliability of financial reporting, and compliance with applicable laws and
regulations. Federal agencies are subject to the following legislative and
regulatory requirements that promote and support effective internal
control.

o« FMFIA, or 31 U.S.C. § 3512(c), (d), provides the statutory basis for
management’s responsibility for and assessment of internal control.
OMB Circular No. A-123, Management’s Responsibility for Internal
Control (rev. Dec. 21, 2004), sets out the guidance for implementing the
statute’s provisions, including agencies’ assessment of internal control
under the standards prescribed by the Comptroller General. Agencies
are required to annually provide a statement of assurance on the
effectiveness of internal control. U.S. government corporations are not
subject to FMFIA, but they are subject to similar requirements under
the Government Corporation Control Act, which incorporates by
reference the FMFIA standards in requiring U.S. government
corporations to include in their annual management reports a
statement on internal accounting and administrative control systems.

e The CFO Act requires the 24 CFO Act agencies’ chief financial officers
(CFO), including the CFOs of such independent federal agencies as
NSF and NRC, to maintain an integrated accounting and financial
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management system that includes financial reporting and internal
controls.”

» The Federal Financial Management Improvement Act of 1996, as
implemented by OMB Circular No. A-127, Financial Management
Systems (rev. Dec. 1, 2004), requires the 24 CFO Act agencies to
implement and maintain integrated financial management systems that
comply substantially with federal financial management system
requirements, applicable federal accounting standards, and the U.S.
Government Standard General Ledger at the transaction level.

Recent federal governmentwide initiatives have contributed to
improvements in financial management and placed greater emphasis on
implementing and maintaining effective internal control over financial
reporting. In December 2004, OMB issued a significant update to its
Circular No. A-123, which is the implementing guidance for FMFIA. The
update requires the 24 CFO Act agencies to include the FMFIA annual
report in their PARs, under the heading “Management Assurances.” The
FMFIA annual report must include a separate assurance on internal
control over financial reporting, along with a report on identified material
weaknesses and actions taken by management to correct those
weaknesses.

FMFIA and OMB Circular No. A-123 apply to each of the three objectives
of internal control outlined in GAO’s Standards for Internal Control in
the Federal Government®: effective and efficient operations, reliable
financial reporting, and compliance with applicable laws and regulations.
OMB Circular No. A-123 calls for internal control standards to be applied
consistently toward each of the objectives. The circular’s new Appendix A,
which is a requirement only for the 24 CFO Act agencies, requires
management to document the process and methodology for applying A-123
standards when assessing internal control over financial reporting.

One important area of internal control today for both independent federal
agencies and U.S. government corporations is the development and

#31 U.S.C. § 902(a).

%Federal Financial Management Improvement Act of 1996, Pub. L. No. 104-208, div. A., §
101(F), tit. VIIT, 110 Stat. 3009, 3009-389 (Sept. 30, 1996) (reprinted in 31 U.S.C. § 3512
note).

%GAO, Standards Jor Internal Control in the Federal Government, GAO/AIMD-00-21.3.1
(Washington, D.C.: November 1999).
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LSC’s Board Members
Are Actively Engaged,
but the Board’s
Governance Practices
Fall Short of Current
Practices of Nonprofit
Corporations

implementation of an entitywide information security program, as required
by the Federal Information Security Management Act of 2002 (FISMA).”
As part of that program, FISMA requires entity heads to periodically

(1) perform risk assessments of the harm that could result from
information security problems, such as the unauthorized disclosure or
destruction of information; (2) test and evaluate the effectiveness of
elements of the information security program; and (3) provide security
awareness training to personnel and contractors. FISMA also requires the
federal entity to annually have its OIG or an external auditor perform an
independent evaluation of the entity’s information security programs and
practices to determine their effectiveness and to annually submit a report
on the adequacy and effectiveness of information systems to OMB, GAO,
and Congress.” Because it is not a federal entity, LSC, like CPB and other
D.C. nonprofit corporations, is not subject to FISMA and has no special
information security requirements.*

LSC board members are actively engaged in the board meeting process as
they consistently attend and prepare for board and committee meetings.
Board meetings are generally attended by all board members. Board
members are provided with an agenda and related materials prior to each
board meeting. In addition, board members have interaction with both
management and the Inspector General (IG).

Nevertheless, the current board governance practices of LSC’s board fall
short of current accepted practices employed by boards of nonprofit
corporations and public companies. Although LSC has an informal
orientation program for its members, the board does not have a
comprehensive, formal orientation or an ongoing training program for
board members. Keeping up with current practice is especially important
for the LSC board because board composition changes significantly with
each new presidential administration, resulting in a board that generally
does not have the benefit of experienced members. Also, although the

"Pub. L. No. 107-347, tit. III, § 301(b)(1), 116 Stat. 2946, 2949 (Dec. 17, 2002), codified at 44
U.S.C. § 3544.

%44 U.S.C. §§ 3545 (a), (b), 3544(c).

%Certain federal contractors, including nonprofit corporations, can be required by statute
to implement information security programs consistent with FISMA standards in 44 U.S.C.
§ 3544. See, e.g., 42 U.S.C. § 1395kk-1(e), which imposes such requirements on Medicare
administrative contractors.
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board has four established committees, it has not updated its committee
structure to include an audit committee or other committees commonly
found in nonprofit corporations or public companies today. In addition,
the board’s current committees do not have charters that identify their
purposes and duties, which boards of similar organizations would typically
have. Finally, the board does not assess its own performance. Because it
has not incorporated many practices currently considered necessary for
effective governance, LSC’s Board of Directors is at risk of not fulfilling its
role in effective governance in keeping with its fiduciary duties. In fact,
recent incidents of compensation rates that exceed statutory limitations,
questionable expenditures, and potential conflicts of interest may have
been prevented by a properly implemented governance structure.

LSC’s Board Members
Have Actively Engaged
through Meeting
Attendance and
Participation

The current LSC board’s 10 members™ have attended most or all of the
board meetings in recent years. A few board members indicated that their
LSC board member role has been more time consuming than they had
expected or had experienced as board members with other organizations.
According to our survey, most board members are satisfied or very
satisfied with the frequency of the board meetings as well as the timeliness
and completeness of the information provided (in the board books) to the
board members to prepare for meetings. Board members are provided
with an agenda and a package of related materials to assist them in
preparing for each board meeting. During interviews with us, board
members indicated that they also receive information regularly through e-
mails and mailings in addition to the board books—primarily from the LSC
President. Board members were generally satisfied with their interaction
with management, according to our survey, while board members
interviewed indicated a range of interaction with the IG—some members
only receive information such as the IG reports while others directly
discuss issues with the IG. The LSC board has established a conflicts-of-
interest policy that requires board members to annually file financial,
ownership, and relationship disclosure reports.

LSC’s current board of directors carries out its activities primarily during
the quarterly meetings of the full board and individual committees.
Although the board has established committees with specific members,
the committee meetings are typically not held concurrently and most, if

"“The act provides for a board with 11 voting members, but currently LSC has a vacancy on
the board, leaving a current board of 10 members.
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not all, board members attend all of the committee meetings, which one
board member felt was redundant. The annual board meeting is typically
held in January in Washington, D.C., while the remaining three board
meetings take place during site visits, most recently at Little Rock,
Arkansas, in April 2007. As needed, the board and committees hold
additional meetings or teleconference calls to handle necessary business.
Semiannually, the board issues a report to Congress that discusses LSC’s
accomplishments. The board’s most recent activities have included the
finance committee reviewing financial results and discussing the budget,
the annual performance committee completing its performance appraisal
of the LSC President and IG, and the operations and regulations
committee reviewing the proposed employee handbook, approving the
handbook, and providing the handbook to the board for its review and
approval.

Board Orientation and
Training Do Not Provide
Key Information on
Oversight and Fiduciary
Responsibilities

The LSC board currently has an informal orientation program whereby its
members are introduced briefly to the LSC program and legal
requirements, but the orientation does not include key information on
oversight and fiduciary responsibilities. LSC’s orientation program also
does not provide specific information on Washington, D.C. law governing
nonprofits; the Internal Revenue Service (IRS) regulatory requirements for
nonprofit organizations; interpreting LSC’s financial statements; managing
sensitive documents; FOIA requirements; or travel expenditure limitations.
New director training is a basic tool used by well-functioning boards. It
takes time for board members to learn about the responsibilities of their
positions and the workings of the organization. If board members do not
receive a comprehensive orientation about their responsibilities and the
unique requirements of the organization they are responsible for directing,
then they must learn as they serve, potentially reducing their effectiveness
in fulfilling their governance roles and responsibilities as they learn.
Current practice for public companies and nonprofit corporations is to
provide board members with a broad-based orientation that encompasses
the organization’s mission, vision, and strategic plan; its history; the
members’ obligations and performance objectives, and board policies on
meetings and attendance; and board member job descriptions, including
their performance expectations and their fiduciary obligations. The
purpose of such a program is to prepare board members for effectively
fulfilling their oversight and governance role in the organization.

Most (7 out of 10) of the current board members, in responding to our

survey, indicated that they received orientation or training on their
responsibilities as a board member. During interviews, some board
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members who had attended orientation said it consisted of a day of
individual meetings, which was helpful. Our review of the orientation
materials provided to us by management indicated that topics covered
included the role of the IG and the General Counsel. During interviews,
board members who did and did not receive orientation indicated that LSC
could improve board member orientation. For instance, one board
member said that the 1-day orientation provided an understanding of what
LSC does, but did not necessarily provide general training on how to be a
board member.

The LSC board also does not have an ongoing (e.g., annual) training
program for its board members. A board needs to stay current with
information on changes in governance practices and in its regulatory
environment. Additionally, a board needs to be kept up-to-date on key
management practices and requirements in such areas as risk assessment
and mitigation, internal controls, and financial reporting so that the board
can oversee management’s key processes. As the environment that a board
operates in changes, new issues—whether regulatory, current practice, or
industry specific—emerge with the changes. For instance, although most
of the requirements of the Sarbanes-Oxley Act of 2002 do not apply to a
nonprofit corporation or its board, it has had a significant impact on the
operating environment, and many of its requirements have become current
practice for nonprofit corporations. An ongoing training program enables
a board to stay abreast of current governance practices and fiduciary
duties. When we interviewed board members, some noted that they stay
current on governance practices by reading materials provided by
professional associations, LSC management, or the IG, as well as through
seminars they may attend as part of their role on LSC or other boards.
While this individual initiative is valuable, board members’ experience and
knowledge varies, and without an ongoing training program that can equip
all members with the same knowledge, board members risk being unable
to work together as an efficient and effective body.

LSC’s Board Has Not
Updated Its Committee
Structure to Include
Important Committees

A board establishes committees to aid the board’s organization and
facilitate accomplishing the board’s work. Depending upon the board’s
needs, committees may be either standing (permanent) or ad hoc (for a
particular activity). Committees handle specific issues or topics and make
policy recommendations for the full board to consider. LSC’s board has
four standing committees. However, it does not have an audit committee,
compensation committee, or ethics/compliance (ethics) committee—all of
which are commonly found in public companies and nonprofit
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organizations. Table 5 lists LSC’s current board committees and the
responsibilities of each committee.

|
Table 5: Legal Services Corporation Committees and Their Functions

Committee Functions
Annual performance reviews «  Conduct annual performance reviews of the LSC President and IG.
Finance « Assist in the preparation and transmission of appropriations requests.

« Recommend an operating budget for LSC and advise on any adjustments.
« Provide information as necessary to Congress and the executive branch.

« Report to the board on status of appropriations bills or other legislative proposals that
may affect LSC.

» Recommend to the board procedures and mechanisms for internal audit of
expenditures.

Operations and regulations » Recommend proposed bylaws for the board’s consideration and adoption.
« Recommend proposed regulations.
« Receive reports from counsel on litigation and recommend action to the board.

»  Report to the board concerning how the board should carry out its future rule making
responsibilities.

» Address policy questions regarding the corporation’s organizational structure and the
internal operations of the corporation, including policies related to personnel.

Provision for the delivery of legal services *  Assist the board in implementing Section 1007(g) of the LSC Act, 42 U.S.C. §
2996f(g), by developing proposals for improvements in the provision of legal services
to the poor.

« Recommend methods for achieving the most efficient and effective delivery of legal
services, and assist the board in evaluating the performance of the delivery system.

» Address policy issues regarding grant recipient audits, including performance
evaluations and compliance monitoring.

«  Study the special legal needs faced by certain groups.

« Address other issues regarding the type, quality, and method of delivering legal
services.

Source: GAO based on LSC board resolutions.

Audit Committee LSC’s board does not have an audit committee, which is a key element in
effective corporate governance today. According to the National Council
on Nonprofits Association, an audit committee provides independent
oversight of the organization’s accounting and financial reporting and
oversees the organization’s annual audits. An audit committee is generally
responsible for the appointment, compensation, and oversight of the
external auditor; han