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Response to Senate Finance Committee Nonprofit Proposals
This paper explains the Alliance for Charitable Reform’s responses to the Senate Finance Committee staff discussion draft released June 21, 2004, outlining a series of possible changes in the law governing nonprofit and tax-exempt organizations.
The positions described in this paper implement the Alliance’s overarching goals of increasing philanthropy, expanding the resources available for charitable activities, improving financial transparency and accountability in the charitable sector, and promoting stricter penalties on wrongdoers without trapping inadvertent violators.
1.
The Alliance opposes the Finance Committee’s proposed imposition of one-size-fits-all governance mandates and private accreditation requirements on charities and foundations.
Section G of the Finance Committee staff discussion draft has a long list of specific new internal governance requirements, detailed rules on the size and composition of governing boards, and private accreditation requirements, all to be imposed on the charitable sector by federal law.
Some of the proposed governance reforms in the Finance Committee list, by themselves, seem sensible:  for example, assuring oversight and control of a charity’s budget, operations, and executive compensation by its governing board.  But many of the proposals make little sense, for example:

· arbitrary limits on the size of governing boards, with no consideration of the needs of particular organizations; and

· specific requirements as to the proportion of the board that must be “independent” and which board members can and cannot be compensated, again with no consideration of the needs of individual charities.
Overall, the Alliance strongly opposes imposition of any such internal governance rules, or private accreditation requirements, by federal law.  It is simply not the place of Congress or the IRS to police so intrusively the internal management and operation of charities.  These detailed mandates would limit charitable freedom and discretion, and over time would greatly weaken the charitable sector. Such proposals represent a departure from a long tradition in federal and state law of respecting the diversity of charities in terms of mission, philosophy, size, operating style, and division of staff and board responsibilities.  Good governance at charities and foundations is to be encouraged, but the rigid mandates in the Finance Committee discussion draft are not the way to go about it.
The Alliance opposes granting any private accrediting agency the power to approve or disapprove a charity’s or foundation’s continued tax exemption.  The Finance Committee staff suggests imposing private accreditation requirements (see section G, paragraph 5 of the report), and even funding private accrediting agencies with taxpayer dollars (section H).  Even though assurances have been given that philosophical positions and public-policy stances would not be taken into account in the accreditation process, these proposals still remain unacceptable, as they would place the coercive power to tax, and thus to determine the future of the whole array of tax-exempt organizations, in the hands of unelected individuals with no accountability to Congress.  The Alliance supports the basic goal of limited government in order to maximize the scope of private charitable and philanthropic endeavors, but the administration of federal tax exemption is a core government function that must not be handed over to private groups.  The power to approve or disapprove any charity’s or foundation's initial or continuing tax exemption must never be outsourced to private organizations.
2.
The Alliance supports the Finance Committee’s call for increased penalty taxes and other punishments for wrongdoers in the charitable sector, where appropriate.
The Alliance wants Congress and the IRS to reduce unnecessary legal and regulatory burdens on charitable organizations, in order to free up more resources for charitable and philanthropic activities.  An important corollary of our policy proposals is that when charities and their managers do not act charitably, penalties should be increased.

As a result, the Alliance supports the Finance Committee staff proposals to increase the first-tier excise taxes imposed on acts such as self-dealing and non-charitable expenditures by private foundations, which have well-understood “bright line” tests for wrongdoing.  (See section B, paragraph 3 of the Finance Committee report.)  We also support the proposal to penalize charities that accommodate abusive tax shelters (section A, paragraph 5).  However, the Alliance would not support increased penalty taxes in areas where liability is based on ill-defined subjective standards, such as “jeopardy investments.”  Any enhanced penalties in this area should be accompanied by the creation of bright line rules for liability.  Similarly, the Alliance opposes expanding the definition of “disqualified person” to include a corporation or partnership in which a disqualified person has “substantial influence” (section B, paragraph 2) – such a vague legal standard would be difficult to enforce and open to abuse.  In addition, the Alliance believes that all enhanced penalty taxes and other sanctions should be subject to abatement for inadvertent violations.

3.
The Alliance opposes arbitrary restrictions on compensation of foundation trustees and executives who perform valuable work for their institutions.  The Alliance also opposes arbitrary restrictions on foundations’ administrative expenses, and charities’ travel expenses.
As part of its discussion of increased penalty taxes on improper activities at private foundations, the Finance Committee report proposes restrictions on the ability of foundations to pay compensation to the individuals who serve them (section B, paragraphs 4 and 5 of the report):

· foundations would be forbidden to compensate the members of their governing boards at all;

· alternatively, governing board members could receive only de minimis compensation, regardless of the work they perform;
· compensation paid to foundation executives would be limited to federal government pay scales, or else would be subject to some ceiling that would trigger additional reporting requirements; and
· foundations would pay processing fees to the IRS to permit review of certain executive compensation decisions;  
· no more than one member of a board may be compensated, and that compensated member may not serve as the board’s chair or treasurer

· family members who are employed at their family foundation have a cap on their salaries (at government rates) and must make additional filings with the IRS.

The Alliance is deeply disturbed by the proposed discrimination against family member participation in their own family’s foundations.  It is counterintuitive to presume that qualified family members should be excluded from key roles on the boards of their family’s own foundations, particularly if that is what the donor intended.  It is both inappropriate and incorrect to assume that family members are either privately wealthy or automatic ne’er-do-wells; much of our best and most innovative philanthropy comes from family members dedicated to the donors beliefs and immune to the pressures of professional conformity.

Moreover, to cap the salary of a foundation’s leadership merely because a leader is a family member appears to be inappropriately punitive.  Making foundations/family-friendly where the donor so desires is one of the keys to a vibrant philanthropic sector.  Rather, a person who has created great wealth often seeks to endow a foundation administered by his family; either because he believes that those individuals, better than anyone else, will adhere to his intent, or because he sees his foundation as promoting an important family ethic while acting as a cohesive force.  The rules propounded by this draft minimize the capacity of a family to continue control over their foundation in the long haul, and will act as a disincentive to individuals to endow philanthropy. 

The Alliance opposes these restrictions.  Many foundation directors and trustees perform very substantial services for their institutions, including research and investigation of charitable programs and grantees.  There is no reason to forbid payment of reasonable compensation for services rendered by directors and trustees.  Moreover, artificial restrictions on executive compensation would simply drive competent managers out of the charitable sector.  Congress should maintain current law permitting the payment of reasonable compensation (but no more than reasonable compensation) to all persons who serve foundations and other charitable institutions.  Charitable freedom and diversity are ill-served by making it more and more burdensome for people to serve as charity and foundation executives and governing board members, particularly at a time when the liability risks of such positions are already increasing.
The Finance Committee report also proposes new restrictions on administrative expenses of grantmaking foundations (section C, paragraph 1), and on travel, meal and accommodation expenses of all charities (section C, paragraph 4).  Foundation administrative expenses – meaning all expenses other than actual charitable grants – that exceed 10% of total expenses would be subject to special scrutiny, and administrative expenses over 35% of total expenses would be disallowed in measuring a foundation’s charitable grantmaking activities.  Also, all charities would be subject to extra scrutiny and reporting if they paid more than U.S. government travel allowance rates for program-related travel, meals, and accommodations.
The Alliance strongly opposes any effort to restrict or disallow reasonable administrative and travel expenditures in support of charitable and philanthropic activities.  The Alliance also opposes eliminating the ability of private foundations to make grants to donor-advised funds (see section C, paragraph 3 of the Finance Committee report).  Some donor-advised funds, including a number of community foundations, are important charitable grantees for a variety of foundations.  Donor-advised funds serve an important role in, for example, anti-terrorism educational and charitable activity, where anonymity can be crucial.  The Alliance opposes a flat rule against foundation grants to all donor-advised funds.
With regard to the administrative costs of foundations, there is no “one size fits all” formula.  Geographic markets, size, volunteer resources, and the nature of grants made can all impact a foundation’s administrative expenses.  Grantmaking always involves administrative expenses to ensure that grants are used for their intended purposes.  Smaller foundations that make small grants may well spend a higher percentage of their assets on administrative costs than larger foundations that have achieved economies of scale, or have access to a larger volunteer base or internal technical expertise.  Restrictions like this will discourage foundations from providing technical or other support to grantees, when the costs of such support count as “administrative expenses.”   Foundations should continue to be held to the same standard as the for-profit community and public charities:  administrative expenses should be reasonable and necessary.

An especially ill-considered aspect of the Finance Committee’s report is that it would treat all expenses of private nonoperating foundations except for grants to public charities as “administrative expenses” subject to the restrictions described above.  In other words, expenses of in‑house charitable programs (i.e., direct charitable activities) maintained and supported by foundations themselves would not count as charitable expenditures of those foundations.  This proposal reflects a serious misunderstanding of how private foundations support their charitable missions.  The Alliance strongly opposes any such restriction on charitable program expenditures made by foundations.
Regarding travel expenses, no single reimbursement standard will fit all circumstances.  Nonprofit boards already have a fiduciary duty to guard against excessive expenses for directors, officers and staff.   U.S. government travel rates reflect the government’s tremendous purchasing power to negotiate lower rates for federal employees’ travel.  Charities do not qualify for these government discounts, nor do they have the same ability as the government to negotiate large-scale travel discounts.   Such a limit would significantly reduce the effectiveness of charities that operate in, and serve needy populations in, metropolitan areas and other high-cost communities.  It is patently unfair to require charities to operate under the government rate limitations.

4.
The Alliance believes that federal tax exemption enforcement authority should remain in the hands of the IRS, ultimately subject to the oversight and control of Congress.  The Alliance opposes giving federal tax enforcement authority – or federal funding – to state officials or private parties.
The Alliance believes that enforcement authority in the federal tax exemption area should remain in the hands of the Internal Revenue Service.  To be sure, IRS activity in this area over the years has had its difficulties – in particular, allegations of certain politically motivated audits of exempt organizations have been a steady complaint.  But, on balance, the Alliance believes that the expertise and “institutional memory” that the IRS has developed, and especially the fact that the IRS remains under the direct oversight and control of Congress, make the IRS the best choice as administrator and enforcer of federal tax exemption laws.
The Finance Committee discussion draft contains a variety of proposals to hand enforcement authority over to state officials and private parties – and to provide federal funding to do so.  Proposals include:

· giving state officials the authority to pursue federal tax law violations (section D, paragraph 2 of the report);
· giving private rights of action to charity governing board members and to private citizens to enforce federal tax exemption standards (section I, paragraphs 2 and 3); and
· federal funding of state officials’ enforcement activities (section H).
The Alliance opposes all these suggested diminutions of the core authority of the IRS to administer and enforce federal tax exemption laws.  There is no evidence that this “spreading around” of enforcement authority in a very complex area would have beneficial consequences.  It is more likely to generate distracting litigation, sow confusion, and limit the freedom of charitable organizations to accomplish their mission.  The Finance Committee report also discusses giving the United States Tax Court the power to order changes in charities and foundations including substitution of trustees, divestment of assets, and appointment of receivers (section I, paragraph 1).  The Alliance respects the expertise and good judgment historically displayed by judges of the Tax Court, but is concerned about such a wide-ranging expansion of power over charities.
5.
The Alliance opposes making every foundation and charity file a substantial package of information every five years to justify its tax-exempt status.  A better way to enhance financial transparency and accountability to the public and the IRS is through improvements to the annual Form 990.  The Alliance supports in concept the Finance Committee’s call for “accurate, complete, timely, consistent, and informative reporting” by foundations and charities.
The Senate Finance Committee discussion draft (section A, paragraph 1) suggests requiring every charity to submit a large package of information to the IRS every five years, describing its governance, operations, and finances, in order to justify its continued tax-exempt status.  The information would be available to the public.  Failure to submit the information, along with an unspecified filing fee, would result in automatic loss of tax-exempt status.

The Alliance opposes such a burdensome and redundant new filing requirement.  We believe that the proper basis for improved financial reporting and financial transparency by charities already exists:  the Form 990 information returns filed by every public charity with annual revenue over $25,000, and the Form 990‑PF returns filed by every private foundation.

A better approach than the proposed new 5-year filing would be for charities to include more informative and better organized information in the Form 990/990‑PF.  The 990 series of forms is the universal, well-understood vehicle for financial reporting by charities.  The Alliance joins the Finance Committee staff in urging revision of the 990 to make charities’ financial reporting more “accurate, complete, timely, consistent, and informative.”  (See section E of the Finance Committee report.)  Improved 990’s would keep relevant financial information all in the same place for public review, and avoid redundant reporting requirements, thereby maximizing the resources available for charitable and philanthropic work.

Some of the Finance Committee staff’s specific proposals in this area would be counterproductive, however.  For example, the Finance Committee report suggests that every charity CEO should have to verify the effectiveness of the organization’s internal control procedures.  This ignores the fact that many charity and foundation chief executives are not expected to have the financial expertise required of the CEO of a publicly traded corporation.  Such detailed verification requirements, backed by the threat of criminal liability, would simply drive capable, charitably minded executives from the charitable sector altogether.  As another example, requiring outside audits of the financial statements of nearly all charities, including many small social service organizations with tight budgets, would be a costly and redundant mandate with little assurance that true improved public accountability would result.

Instead of a web of new procedural hurdles and costly mandates, the Alliance urges true reform and improvement of the financial reporting aspects of Form 990/990‑PF, to give donors and the IRS a clearer picture of what funds are being received and how they are being expended by charities and foundations.  For example, recent proposals by some commentators for a better definition and breakout on Form 990‑PF of the types of expenses incurred by private foundations are a step in the right direction.  The Alliance also urges the IRS to expand and speed up the process of allowing Form 990/990‑PF to be filed online by all charities and foundations.

6.
The Alliance urges that foundation excise taxes and other taxes collected from charities and foundations be sequestered and devoted to funding of IRS exempt organization enforcement and guidance projects.

The Alliance believes that the best overall cure for weaknesses in enforcement of tax exemption standards is to fully fund the Internal Revenue Service’s exempt organization function.  This should be accomplished by sequestering foundation penalty taxes and other taxes collected from the charitable sector, and dedicating the revenues to IRS enforcement and taxpayer guidance activity in the exempt organization area.  This is what Congress intended when the foundation excise tax regime was first enacted in 1969.  Now is the time to implement that legislative intent.

7. The Alliance disagrees strongly with the proposed discrimination against family members, regardless of qualifications.
####


The Alliance for Charitable Reform is a project of the Philanthropy Roundtable, a 501(c)(3) tax-exempt organization.  The Alliance is proud to represent charitable organizations, including private foundations, and specifically family foundations, as well as public charities.
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