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TAX-EXEMPT CHARITABLE ORGANIZATIONS

TUESDAY, JULY 24, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:05 a.m., in
room 1100, Longworth House Office Building, Hon. John Lewis
(Chairman of the Subcommittee) presiding.

[The advisory of June 12, 2007 requesting written comments fol-
lows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON OVERSIGHT

FOR IMMEDIATE RELEASE CONTACT: (202) 225-5522
June 12, 2007
ov—+4

Lewis Announces Request for
Written Comments on Provisions Relating to
Tax-Exempt Organizations in the
Pension Protection Act of 2006

House Ways and Means Oversight Subcommittee Chairman John Lewis (D-GA)
announced today that the Subcommittee is requesting written comments for the
record on the provisions relating to tax-exempt organizations contained in the Pen-
sion Protection Act of 2006 (P.L. 109-280).

BACKGROUND:

On August 17, 2006, the Pension Protection Act of 2006 (Act) was enacted into
law. The Act contains over thirty provisions relating to tax-exempt organizations,
including charitable giving incentives and exempt organization reforms. Certain pro-
visions were intended to improve accountability among donor advised funds and
supporting organizations. Most of the provisions were never discussed on a bipar-
tisan basis, nor the subject of Committee hearings, during the 109th Congress.

The Subcommittee is interested in the tax-exempt community’s views on the im-
pact of these recently-enacted provisions on charities and foundations. The Sub-
committee is particularly interested in how these new rules affect, or will affect,
charitable efforts and the difficulties that have arisen in implementing these provi-
sions. Further, the Subcommittee requests comments on the provisions scheduled to
expire on December 31, 2007. The deadline to submit written comments is
Tuesday, July 31, 2007.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/lwaysandmeans.house.gov, select “110th Congress” from the menu entitled,
“Committee Hearings” (hitp://waysandmeans.house.gov/Hearings.asp?congress=18).
Select the request for written comments for which you would like to submit, and
click on the link entitled, “Click here to provide a submission for the record.” Once
you have followed the online instructions, completing all informational forms and
clicking “submit” on the final page, an email will be sent to the address which you
supply confirming your interest in providing a submission for the record. You MUST
REPLY to the email and ATTACH your submission as a Word or WordPerfect docu-
ment, in compliance with the formatting requirements listed below, by close of busi-
ness Tuesday, July 31, 2007. Finally, please note that due to the change in House
mail policy, the U.S. Capitol Police will refuse sealed-package deliveries to all House
Office Buildings. For questions, or if you encounter technical problems, please call
(202) 225-1721.



FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Submitters are ad-
vised that the Committee relies on electronic submissions for printing the official record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the submission is made.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

————

[The advisory of July 9, 2007 announcing the hearing follows:]

ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON OVERSIGHT

FOR IMMEDIATE RELEASE CONTACT: (202) 225-5522
July 09, 2007
ovV-5

Lewis Announces Overview Hearing on
Tax-Exempt Charitable Organizations

House Ways and Means Oversight Subcommittee Chairman John Lewis (D-GA)
announced today that the Subcommittee will hold an overview hearing on tax-ex-
empt organizations, which will focus on charities and foundations described in Inter-
nal Revenue Code section 501(c)(3). The hearing will take place on Tuesday,
July 24, 2007, in the main Committee hearing room, 1100 Longworth House
Office Building, beginning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. Invited witnesses will represent the In-
ternal Revenue Service, the U.S. Government Accounting Office, the Independent
Sector, and the Council on Foundations. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Subcommittee and for inclusion in the record of the hearing.



BACKGROUND:

There are approximately 1.6 million tax-exempt organizations described in the
twenty-eight categories listed in Internal Revenue Code section 501(c). Two-thirds,
or more than one million, of these organizations are described in Internal Revenue
Code section 501(c)(3). Currently, the assets of section 501(c)(3) organizations exceed
$2.5 trillion. They have annual revenues of nearly $1.2 trillion and spend approxi-
mately $900 billion on program services. Section 501(c)(3) organizations continue to
grow each year with more than 350,000 organizations granted tax-exempt status
since 1997.

Internal Revenue Code section 501(c)(3) describes organizations that are orga-
nized and operated exclusively for religious, charitable, scientific, educational, and
certain other specified exempt purposes. These organizations include, among others,
public charities and private foundations. They are eligible to receive tax-deductible
contributions and are subject to operating restrictions, including a prohibition on en-
gaging in political activities.

There have been a number of recent legislative and administrative developments
that relate to section 501(c)(3) organizations and may affect their operations. These
developments include the enactment of the Pension Protection Act of 2006 (P.L.
109-280), the release of the redesigned draft Form 990 (Return of Organization Ex-
empt from Income Tax), and the activities of the Exempt Organizations Office of the
IRS’s Tax Exempt and Government Entities Division.

In announcing the hearing, Chairman Lewis stated: “The volunteers and orga-
nizations that make up the charitable community work day after day pro-
viding services to our communities that are critical to all Americans and
essential to the well-being of our Country. The Congress and the public
must continue to support this community. I look forward to beginning a
dialogue about the important role charities play in American life. The Sub-
committee will continue its review of tax-exempt issues throughout the
110th Congress, including charities’ efforts to assist diverse communities
and other specific areas of concern.”

FOCUS OF THE HEARING:

The Subcommittee will undertake a broad overview of section 501(c)(3) charitable
organizations. The Subcommittee will review the overall state of this sector, includ-
ing activities and measures for ensuring public accountability and good governance.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Written statements submitted to the Subcommittee pursuant
to the June 12, 2007, Subcommittee Advisory, OV—4, soliciting comments on
tax-exempt provisions contained in the Pension Protection Act of 2006 will
be included in the submissions for the record on this hearing and do not
need to be submitted again. Accordingly, only one statement in total is nec-
essary for any individual or organization with respect to comments on the
Pension Protection Act of 2006. Any person(s) and/or organization(s) wishing
to submit for the record must follow the appropriate link on the hearing page
of the Committee website and complete the informational forms. From the Com-
mittee homepage, http://waysandmeans.house.gov, select “110th Congress” from the
menu entitled, “Committee Hearings” (hitp://waysandmeans.house.gov/Hearings.asp?
congress=18). Select the request for written comments for which you would like to
submit, and click on the link entitled, “Click here to provide a submission for the
record.” Once you have followed the online instructions, completing all informational
forms and clicking “submit” on the final page, an email will be sent to the address
which you supply confirming your interest in providing a submission for the record.
You MUST REPLY to the email and ATTACH your submission as a Word or Word-
Perfect document, in compliance with the formatting requirements listed below, by
close of business Tuesday, August 7, 2007. Finally, please note that due to the
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de-
liveries to all House Office Buildings. For questions, or if you encounter technical
problems, please call (202) 225-1721.



FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official record. As always, sub-
missions will be included in the record according to the discretion of the Committee. The Com-
mittee will not alter the content of your submission, but we reserve the right to format it accord-
ing to our guidelines. Any submission provided to the Committee by a witness, any supple-
mentary materials submitted for the printed record, and any written comments in response to
a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mittetli"s are advised that the Committee relies on electronic submissions for printing the official
record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at Attp://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226-
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman LEWIS. Good morning. The hearing is now called to
order. The Subcommittee on Oversight is holding its first hearing
on tax-exempt organizations. Today, we will take a broad look at
charities and foundations, and review the current state of the char-
itable sector.

These organizations play such an important role in our country.
Charities and foundations make up the very fiber of our commu-
nities. They know the deepest human needs of our friends and
neighbors. They know the solutions that work. Often, at critical
times, charities and foundations are the leaders that show the gov-
ernment the way to care for our citizens. We must listen and learn
from you.

Last year, these organizations spent over $1 trillion on directly
serving those in need. These services touch every corner of life in
our communities—education, the arts, and medical research. They
also serve those who need our help the most by feeding the hungry,
caring for the sick, and lifting up those who live in poverty, those
who have been left out and left behind.

The Government alone cannot address these important and
unmet needs. We count on charities and foundations to fill this
gap. The need for these programs creates a special tie between
charities and the Government. As we move forward in this Con-
gress, we must work together for the common good of our commu-
nities and our Nation.

The question today is whether we can do more. Can we really do
more with what we have? Can we touch more lives and uplift more
people? We must strengthen the nonprofit sector so that we can de-
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liver more service to more Americans. They are counting on us. We
must not fail them. We invite this sector to work with us toward
this goal.

I am pleased to recognize the distinguished Ranking Member, my
dear friend from Minnesota, Mr. Ramstad, for his opening state-
ment.

Mr. RAMSTAD. I thank my friend, the distinguished Chairman,
for yielding. He is both distinguished and a good friend. Thank you
for yielding and for holding this important hearing, Mr. Chairman,
to give our Members an overview of the tax-exempt charitable sec-
tor.

I think it is helpful to review present law as well as the crucial
work that charitable organizations are doing across America. This
will certainly help us evaluate proposed legislation in this Con-
gress.

I am truly fortunate to represent a State with such an active and
vibrant community of charitable organizations and foundations.
Minnesota’s charities and our volunteers are feeding the hungry at
record numbers; sheltering the homeless, also record numbers; and
providing protection, hope, and opportunity to the most vulnerable
Americans.

Over the last 25 years, I have served on the boards of no fewer
than 12 charitable organizations. I am proud to be a co-founder of
the Greater Lake Country Food Bank, which is one of Minnesota’s
largest independent food banks. My family and I still volunteer
regularly at Sharing and Caring Hands in Minneapolis, as well as
Interfaith Outreach and Community Partners in our home commu-
nity of Wayzata.

Recently, several of us helped launch a public/private partner-
ship to end homelessness in Minnesota called Heading Home Min-
nesota. The governor was the leader of our group, and another ex-
ample of good work being done by the charitable sector. I think
Minnesota’s charitable organizations are truly a model for the Na-
tion, and I am proud to be associated with them and grateful, cer-
tainly, for all they do.

As I look out at the witness table, Mr. Chairman, and I am sure
you have the same feeling, it is like old home week here in the
Committee on Ways and Means room. I know you join me, and he
will be introduced by our distinguished colleague Mr. Kind, but it
is great to see Steve Gunderson back, who is now president and
CEO of the Council on Foundations; also to see Steve Miller of the
Internal Revenue Service (IRS), who has joined us on previous oc-
casions, has always been responsive to our inquiries and helpful to
the Subcommittee.

It is just a good thing that these types of cases are more the ex-
ception than the norm, but where there are cases of fraud and
abuse, they should be rooted out so the reputations of 99.9 percent
of the charities in this country that do good work are not tarnished,
and Americans can be sure their donations are put to good use.

Finally, Mr. Chairman, it is also good to welcome Diana Aviv of
the Independent Sector. Most of us on the Committee are familiar
with the good work her organization does. I also want to welcome—
not to exclude anybody, certainly—Stan Czerwinski of the Govern-
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ment Accountability Office (GAO), who is testifying, I think, for the
first time in several years. Welcome back to the Subcommittee.

Mr. Chairman, just let me conclude by saying this. We know our
charities do extremely important work across the country, and Con-
gress should promote, should help facilitate, their good deeds. We
need a vibrant charitable community in our country, and also, at
the same time, must guard against those who would misuse their
tax-exempt status and abuse the public trust. There are few things
worse in the public arena then that type of abuse. So, we must pro-
tect the vast majority of charities that in good faith do work, per-
ilous work, for our communities and help so many in need.

I again, Mr. Chairman, thank you for holding this hearing today.
I know we can work together in a bipartisan way to continue pro-
tecting the hardworking, honorable charities and the public’s trust
in them because to do otherwise would fail the American people.

So, I thank the Chair, and I yield back.

[The prepared statement of Mr. Ramstad follows:]

Prepared Statement of The Honorable Jim Ramstad
Ranking Member, Subcommittee on Oversight

I thank my friend for yielding and for holding this hearing to provide our Mem-
bers with an overview of the tax exempt charitable sector.

It’s helpful to review present law, as well as some of the crucial work charitable
organizations do in our communities. This will help us evaluate proposed legislation
this Congress.

I am truly fortunate to represent a State with an active and vibrant community
of charities and foundations.

Minnesota’s charities and our volunteers are feeding the hungry, sheltering the
homeless and providing protection, hope and opportunity to the most vulnerable
Americans.

Over the years, I have served on the boards of 12 charities. I am proud to be a
co-founder of the Greater Lake Country Food Bank, Minnesota’s largest independent
food bank. My family and I still volunteer regularly at Sharing and Caring Hands
in Minneapolis, and I recently helped launch a public-private partnership to end
homelessness in my State, called Heading Home Minnesota.

Minnesota’s charitable organizations are truly a model for the Nation, and I'm
proud to be associated with them and grateful for all they do.

Mr. Chairman, as I look out at the witness table, it’s like old home week! I know
you join me in welcoming our former colleague from Wisconsin, Steve Gunderson,
who is now the President and CEO of the Council on Foundations. Steve, it’s great
to see you again.

I also welcome back Steve Miller of the IRS, who joined us on previous occasions
and has always been responsive to inquiries from us and our staff.

I also thank the Chairman for including Greg Kutz of GAO, who does great non-
partisan work for the Ways and Means Committee. Mr. Kutz will testify on an in-
vestigation GAO performed at my request on tax-exempt organizations that owe the
Government nearly $1 billion in payroll and other taxes.

For example, one entity owed more than $15 million in taxes, while its top official
received more than $1 million in annual compensation and benefits and made sev-
eral hundred thousand dollars in cash transactions at banks and casinos. Obviously
the organization did not fail to pay taxes due to a cash flow problem.

Fortunately, these types of cases are more the exception than the norm, but where
there are cases of fraud and abuse, they should be rooted out so the reputations of
countless charities that do good work are not tarnished and Americans can be sure
their donations will be put to good use.

Mr. Chairman, I also welcome Diana Aviv of the Independent Sector. Many of us
are already familiar with Ms. Aviv and the good work of her organization.

Finally, I would like to welcome Stan Czerwinski of GAO, who is testifying before
the Committee for the first time in several years—welcome back, Stan.

Mr. Chairman, we know our charities do extremely important work across Amer-
ica, and Congress should promote a vibrant charitable community.

On the other hand, we must always guard against those who would misuse their
tax-exempt status and abuse the public trust.
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We must protect the vast majority of charities that in good faith work so tirelessly
for our communities and help so many in need. That means we sometimes have to
ask tough questions and consider legislation to ensure the public’s trust in our char-
itable community remains unblemished.

This public trust in our charitable community has led to an estimated $295 billion
of charitable giving in 2006.

The American people deserve our thanks for their generosity, and charities de-
serve our gratitude for the countless acts of kindness they deliver every day.

We will continue to protect those hardworking charities and the public’s trust in
them. To do otherwise would fail the American people.

I thank the Chair and I yield back.

———

Chairman LEWIS. Let me thank you, Mr. Ranking Member, for
your fine opening statement.

Would any other Members like to make an opening statement or
have any opening remarks? At this time, Ms. Tubbs Jones is recog-
nized for her opening statement.

Ms. TUBBS JONES. Thank you, Mr. Chairman, Mr. Ramstad,
Ranking Member. Good morning and thank you for hosting these
hearings. My name is Stephanie Tubbs Jones, and I hail from the
great city of Cleveland, the home of some of the oldest charitable
foundations in the country, places like the Cleveland Foundation,
the oldest and second-largest community-based foundation, with
assets over $1.6 billion.

I also am the home of the Gunn Foundation, and the home of
several other, like Jewish Community Fund and Jewish Commu-
nity Federation. That is why I am so happy that you have chosen
today to host the hearings in and around tax-exempt organizations.
At a time last year during the 109th Congress, I was worried that
some people were moving to push tax-exempt organizations over or,
as the kids say, kicking them under the bus. So, I am so pleased
today that we have this opportunity.

Other nonprofits in my congressional district work toward mak-
ing sure that people have housing available, like the Cleveland
History Network, Mount Pleasant NOW, and the list goes on.

Finally, Mr. Chairman, I want to say that I am proud to have
begun or started a new caucus in the Congress. I am co-chairing
the Philanthropic Caucus with my colleague, Robin Hayes. As we
move through these next months and years here at the Congress,
we want to be able to focus in on issues that are important to phil-
anthropic organizations.

So, again, I would applaud you, Mr. Chairman, and you, Mr.
Ranking Member, for the work you are doing in this area, and
know that you have a stalwart Member ready to go to work on
these issues.

Thank you, Mr. Chairman. I yield back.

Chairman LEWIS. Thank you, Ms. Tubbs Jones, for your fine
statement.

Now I am pleased to recognize my friend from the great State
of Wisconsin, Mr. Kind, for a statement.

Mr. KIND. Thank you, Mr. Chairman. I want to thank you for
holding this important hearing. I would also like to thank our in-
vited guests for your testimony here today on such a timely topic.
I especially will be interested to get some feedback on the con-
sequences and unintended consequences of the pension format that
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I was heavily involved in just a couple years ago. I know some of
you have some thoughts to share on that.

Basically, I wanted to welcome a good friend of mine, my prede-
cessor in this congressional district, Steve Gunderson, who is the
current president and CEO of the Council on Foundations. Those
who knew Steve and worked with Steve had great respect and ad-
miration for the work that you did around here. That was equally
true for the people that you represented back home.

It is respect and admiration that you still garner, not only in this
place here on Capitol Hill but especially back home in the Third
Congressional District of western Wisconsin, and given the impor-
tant work that you are doing right now at the Council on Founda-
tions.

I am especially excited in previous conversations to hear of the
efforts now on what we can do with these organizations for rural
economic development opportunities. I know you are planning a
conference in August, coming up shortly, one that I have a sched-
uling conflict now about but I will get back to you on later, which
could be very helpful in introducing some new ideas and some new
concepts in a very underserved and underrepresented region of our
country.

So, Steve, I thank you. Welcome back to Capitol Hill. I look for-
ward to hearing your testimony.

Thank you, Mr. Chairman.

Chairman LEWIS. Thank you very much, Mr. Kind, for your
statement.

Mr. Pascrell, my friend, my wonderful and great friend from the
State of New Jersey.

Mr. PASCRELL. Mr. Chairman, just very briefly, I am looking
to see whether there is a balance between the private and public
philanthropic organizations—easy for me to say—and what experi-
ences the IRS is having.

Finally, Mr. Chairman, I am interested to know: Basically, the
Treasury Department asserted recently that nonprofits are a sig-
nificant source of financing to terrorists and terrorist organizations.
I think we need to take a look at this very carefully so that we do
not paint with a wide brush, which we are apt to do in the Con-
gress. I am very interested in that area.

We have got a distinguished panel, so let’s get on with it.

Chairman LEWIS. Thank you very much, Mr. Pascrell, for your
statement.

We are at that point now where we hear from our witnesses. I
ask that each of you limit your testimony to 5 minutes. Without ob-
jection, your entire statement will be included in the record. I will
have all of the witnesses give their statements and then the Mem-
bers will ask questions of the panel.

It is now my pleasure to introduce and present our first witness.
Steve Miller is the Commissioner of the IRS Tax Exempt and Gov-
ernment Entities Division. Mr. Miller, welcome.
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STATEMENT OF STEVEN T. MILLER, COMMISSIONER, TAX EX-
EMPT AND GOVERNMENT ENTITIES DIVISION, INTERNAL
REVENUE SERVICE

Mr. MILLER. Thank you, Mr. Chairman. Good morning, and
thank you for the opportunity to appear. As you mentioned, my of-
fice at the IRS is responsible for charities and other tax-exempt en-
tities. We cover a great deal of ground. We have more than one mil-
lion 501(c)(3) organizations we are aware of, and they hold assets
in excess of $2.5 trillion.

I will begin with two observations. First, I believe the charitable
sector deserves our respect and gratitude. It does wonderful things
for society. There is no question. Second, I believe the vast majority
of the charitable sector complies or attempts to comply with the tax
law.

While we have seen problems, and some are serious and some in-
volve major charitable institutions, the problems don’t appear to be
widespread. We are working to keep it that way. Our job at the
Service is to maintain a balanced program for regulating the chari-
table sector.

Such a program ensures that congressional intent is met. It helps
maintain public confidence in the integrity of the sector. It pre-
vents erosion of the tax base by ensuring that those who would
prey upon innocent contributors and misuse the privilege of tax-ex-
empt status are identified and are stopped from doing so.

Our compliance program has three components. First is our de-
termination letter program. We work individually with new organi-
zations to ensure that they understand and comply with their re-
sponsibilities. The second component is a strong education and out-
reach program. In person and online, we help existing charities
stay compliant and alert to their legal requirements.

Finally, we have an increasingly robust examination program to
follow up on how organizations are actually operating. We have
changed the way we examine organizations, adding staff and office
to allow us to react flexibly. Last year we examined more than
7,000 returns, up 23 percent from 2003 and the most we have ex-
amined since the year 2000.

Our determination and examination programs allow us to iden-
tify areas of concern. I have outlined those in detail in my written
testimony, but I will touch on a few here.

Our first concern is the overvaluation of charitable contributions,
especially noncash donations. We pursue these cases, but decisions
are difficult where the recovery is likely to be less than the signifi-
cant cost to audit, appraise, and litigate.

The second area of concern is with charities established to ben-
efit the donor rather than the public. In these cases, a donor claims
a deduction but maintains control over the contributed assets, and
often uses them for personal gain. Certain donor-advised fund ar-
rangements and certain supporting organizations may fall into this
category.

The third area involves the blurring of the line between the tax-
exempt and the commercial sectors. The line grows fainter as the
tax-exempt sector grows larger, wealthier, and structurally more
complex. Concerns in this area usually involve the movement of
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commercial enterprise into the charitable sector, and difficulties in
calculating and reporting the unrelated business income tax.

The fourth area is excessive compensation. High compensation
based on fair market value is fine. Excessive compensation is not.

Finally, we have a concern over political activity. Charities can-
not intervene in political campaigns, but in every election cycle we
see reports of charities supporting or opposing particular can-
didates.

How will we address needs and other problems into the future?
Well, first we need to continue to strengthen our compliance pro-
grams. We are improving front-end compliance by upgrading our
determination letter process. We continue to create innovative and
interactive educational opportunities on the web. We have in-
creased our enforcement presence in the community, with more ex-
aminations and taxpayer-to-IRS compliance contacts.

Our second priority is to enhance transparency of the nonprofit
sector by requiring better data and making that data more publicly
available. Transparency is the linchpin of compliance, but when the
structure and operations of charitable organizations are visible to
all, the possibility of misuse and abuse is reduced.

Our transparency initiatives include the wholesale redesign of
the Form 990 and expanded electronic filing. We are also working
with the sector to raise standards of governance and accountability,
and we salute the sector’s leadership in the area, including that of
the Council on Foundations and the Independent Sector.

We appreciate the support the Subcommittee has given to us,
and we appreciate your support of the 2008 budget, which contains
a nice increase for my function as well as enhanced electronic fil-
ing. Thank you, and I will be prepared to take questions at a later
time.

[The prepared statement of Mr. Miller follows:]
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TESTIMONY OF STEVEN T. MILLER
COMMISSIONER, TAX EXEMPT AND GOVERNMENT ENTITIES DIVISION
INTERNAL REVENUE SERVICE
BEFORE THE
OVERSIGHT SUBCOMMITTEE
HOUSE WAYS AND MEANS COMMITTEE
ON THE OVERSIGHT OF TAX-EXEMPT ORGANIZATIONS

JULY 24, 2007

Good morning Chairman Lewis, Ranking Bember Ramstad, and Members of the
Cwersight Subcommilles, Thank you for the opportunity o appear this morming.
Ay name is Steven Miller and | am the Commissioner of the Tas Exermpt and
Government Enliies (TE/GE) division of the Inarmal Revenue Service (IRS).

TE/GE i one of four operating divisions crealed afler the enactment of the IRS
Resiructuring and Reonganizabion Act of 1988 (RRA). Each division is dedicated
to @ specific group of texpayers. TE/GE's three major business units — Exemgt
Organizations (EQ), Employes Plans (EP), and Government Entities (GE) —
oversea a wide range of activilies affecting taxpayers from small volumeer
community organizations o lamge private foundations; from villages o sovereign
Indian tribes, from IRAS to large pension funds, as wel as an ever-increasing
wariaty of tax-eoempt bonds,

In accordance with the wishes of the Subcommitiee, my testimony this moming
will pifer an ovendew of the Bx-gxermpl community, specifically 501{cH3)
rganZAtions, our role in regulting thal community, and same of our initialives
and ehallengas.

1 am a lax admenistrator, and what | will say today may sesm 1o overslale the
of compliance problams within the charlable sector. Thede & no
quistion that such problems do exist, but let me star with two cbservations,
First, the charitable secior desanes 1o be commendad for the vital work it does.
theoughout America, and indeed throwghout the world, Second, on the whole, the
charitable secior is very compliant with the Tax Code, While wa have seen
problomes, soma of them sesous, and some of them involving major charitable
institutions, thay ane not widesproad., Wie ane working 1o keep it that way. We
balieve that through our efforts and those of the leadership of the charitable
Seclor, we are ensuring thal problems do nol overwhedm the good that charilies
da, Credil for this should be shared with this Commilted as well, and wilh the
Congress as a whole. We appreciale your inlerest, action, and oversight,
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Role of Charities in American Socioty

In General

Charithes and olher tax-axempt entities have alweys played an impostant role in
tha fabric of Amercan life. Tax-exempt organizations mest critical needs n
Amarican society. They fead the hungry, shelber the homelass, and cane for the
eidery. Thay oparate schools, universities, and hospitals. They are our
churches. Thay conduct research that saves lives and provides for a better
standard of living. Thay serve as the backbone of cur cultural and artistic life,
Thary preserve our history and our histonc bulldings: they operabe museums. and
thiry engage the desine of Armericans 1o give something back fo their
communities by offering a vasl aray of opportunities for volumteer work,  In
times of crisss, such as the afiermath of September 11 o Hurmicane Katrina, the
impartance of their work is visible for all 10 see.

Charities and volunteer organizations seem b represant something

aboul Americans. In our history books, we read the stony of the creation of such
Iconic charities as Clara Baron's American Red Cross and Jane Addams’ Hull
House. Just last year, contribubons gave more o charnity ihan ever befone.
Across the centurses, the chanable impulse has been strong within owr country.

Tha Congrass has mcognized charities’ important role by enacting and
prasanving section 501 of the Intormal Revenue Code, which croates the tae-
exemplion thal charities and other tax-exemp! organizations enjoy, The large
anrsal lax-gxpendune Tor t-gxempl organzalions represents a strang
endorsement by Congress of the work of the charitable community.

The lax-exampt secior, which includes mone than section 501{c}3) charites, has
been growing rapidly. Since 1947, the numbser of tax-exempl organzations on
the IRS mastar-file increased by more than 350,000, The total numbear now
approaches 1.6 milion, a figure that does not include most churchas. These
organizations hold assats in excess of 53 trilion,

Internal Revenue Code section 501(c)(2) describes a subset of the entina tax-
enempt sector, Section 501(c)(3) crganizations include those organized and
operated exclusively for religious, chartable, scientific, educational, and other
specified exempl purposes. They ane eligible 10 receive tax-deductible
contnbutions and are subject Io certain aperating resirictions.,

Currantly, mons than one millon Lax-exempl orgamzations are classiied as
section 501(c){3) crganizations. This includes private charities and privale
foundations, but not churches, which generally have no filing requiremant.
Section 501(c){3) organizatons hoid assels in excess of $2.5 trilkon (private
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charities hold $2 trillion; private foundations $500 billion). Public charities have
annual revenues of nearty 51,16 nllon, and spend approximately $900 billion per
WEAF 0N program sensces. Private foundations have annual revenees of $63
Iillican.

Current External Envirgnmant for Charities

Like any vibrani seclor of our econcemy, the charitable sector is changing., Wa
have witnessed continuad growth in this sector, both in terms of its sheer sioe
and in terms of its complaxity, Most 501{c){3) organizations are created and run
by voluniipers and typically have a stafl of fewer than len employees, Howewver,
incraasingly, many 501(c)(3) crganizations arg becoming large economic hubs.
(&9, haspitals, universities, and foundations), Some ané endrmous, conbhol
graal wealth, and operate on & global scale. With size may come complex
organizational siructures and the ability 1o paricipale in culling edge economic
transactions.

As the parents of the baby boom genaration begen 1o pass eway, and &5 the baly
boomers themselves near retiremant. we expect bo 586 a significant transfer of
wealth from one generation 1o another and the contribution of lange sums o
charities, With this transfer of wealth comes inensified financial and tax planning
rasulting in the creation of new, and somaetimes troubling, gift and planning
davicas,

The Internet alsa has an effect on this environment. Hs obvious influsnces

fundraising and virlual charibes. Moreover, the Inlamet may biur the concept and
impartance of siale and nalional borders, with implications for local jursdiction
over local charnties,

The Regulatory Envirenment for Charities

The tax-exempt sector has changed markedly over the past 40 years, but there
has bean much less changa in the laws goveming tax-exempd organizations. In
recent yoars, howevr, legislalive interest in this area has picked up. Congross
mthumﬁvmmmmmﬁdﬂmmPﬂm
and the Pension Protection Act of 2008 (PPA), two impartant pieces of legislation
that addness & host of issues in the lo-exempt Sector, Whils it is 100 sary to
easurg speciic results, the legisiation has given us addional 1ools,

In ihe early years of this decads, we began 10 be concemed with whethes wa

wara mamtaining a sufficient enforcement presence in this area. It is clear that
wa need o be "on the beal.” and 1o be percaived as such. Woluntary compliance
Is claarty influanced by the IRS' enforcement capacity and presance. As we will
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digcuss tater, under former Commissioner Everson’s leadership, we improved
our enforcament program.

The Presidant’s 2008 budget for the IRS will advance our eforts, and |
resgectully request your suppo for it This budget supports our contnued
emphasis on compliance in the tax-exempt area. For FY 2008, the
Administration has requested & 6.3 percant increasa in the IRS budgat. The
budget includes a larger increase for TE/GE (10.8 percent or $26.4 millon), with
a 12.3 porcant increasa for our oxamination program and a 12.6 parcent increase
for our doterminalions program.,

Raole of the Internal Revenue Service

Congress has established in the lax lvw certain Bmdations on what those granted
e privilege of Lax exemplion may do. Tax exemplion i granied only for cerain
dafined categories of activily. Those who wish exemption from tax must act
wilhin those Emiations. This is the cos! of 1ax exemption - the conditions thal
must be met io recelve the 1ax subsidies granted by Congress.

The Intarnal Revanue Service has a balanced program for reguiating the
charitable secior. Within tha IRS, TE/GE has the responsibility to adminisier and
anforce thesa limits. Doing so accomplishes a number of impoiant public
purposes. First, il msures thal Congressional intent is hanored. Second, # halps
maintain public confidence in the integrity of the charitable sector. And thind, it
prevants the arosion of the thx base by ensuing thal those who would prey upon
innocent contributors of misuse the privilege of lin exemp! status ane identified
and sloppad frem doing $o.

The Internal Revanue Serdice approaches this responsibility with a batanced
program that emphasizes bolh service and anforcemant.  The program s carmied
oul by the 860 members of TE/GE's Exampt Onganizatons functon. TEAGE's
affors in this area may be best described as falng into three cabegories:
dalarminations or rulings on prospective matiers, education and ogutreach, and &
wigilant examination program.

TE/GE's delermination program for applicants fior exempl stabus is particularly
impartant. In this program, prospective exempl organizations submit information
fo the IRS about thair purpese and structure, Delormination specialists raview
the: applications and, whene necessary, work individually with the applicant 1o
insure that the organization meels the requinements of the Code for tax
axamplion. Unless the organization is laler seleclad for examination, the
delermination process is oflen the only lime the IRS is in direct contact with the
OfganEation.

The determenation procass tharefore represents an important opportunity for the
IRS. Itis tha time whan tha IRS has the chanca o ensure that the charity is
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organized as requined, thal the onganization i operaling property, and that the
IRS has the information it needs about the organization. Thi determination letler
process also presents an imponan educational opportunity for the applicant Lo
earn of is responsibilites and filing obiigations as an exempt organizaton,

In recent years, wa have received an increasing nember of applications for tax-
axampl stalus white we have been losing staff. In 2000, our determinations unil
had 227 FTE and received 85,000 applications and other work items. In 2005,
tha unit had 171 FTE and recaived 87,000 determinations and othar items. This
led to the dovelopment of a backlog of delermination cases awailing roview,

‘We have sddressed this siluation, | am happy to report thal we have made good
progress in reducing the backlog and improving timediness,  We ane conlinuing
this effon,

TE/GE augments the determination process with an aclive education and
oulreach program for the charniltable sactor. In FY 20086, for example, this
program included presentations at the 12 IRS Natiorwide Tax Fonems of exempt
organization seminars to 8,120 panicipants; 18 one day-long workshops in six
cities with 2,153 participants, and three hour-long phone Tonsms with 1,100
participants. Since 2005, EOQ has publshed an electronic newslelter, "EQ
Update.” It has 20,360 curment subscribers and we have published 54 issues.
Tha IRS also maintains a TE/GE toll-free call site whare individual questions are
taken and answened.

That gwesarching purpose of the education and cutreach process i 1o keep
exisling exempl organizations compliant by keeping therm alen to the
requirernants of (he law and by giving them the opportunity to have teir
quistions answened. One particularly helpful tool s our exiensive web sile,
which incluges web-based indormation iools called "Life Cycles* Each Lile Cycle
provides practical information about each of five stages organizations typically go
through duning thesr existence: starting the ceganization; applying for tax-exempt
status; filng required retums and other documents; mainlaineng the organization;
and terménating the crganization. We provide Life Cycles for public charities,
privabe foundations. social welfare organizations, labor crganizations, agriculiural
and horticultural organizations such as farm bursaus, and trade associations and
othar business leagues. Anather tool we offer is StayExemplorg, a web-based
wergion of the day-long workshop for small and mid-size exempl organizations.

The: exempl organizations communily has enthusiastically embraced these tools,
W have recorded 324,226 visils (o the public chanty Me cycls sile since August
2004, 66,688 visis 1o the prvate foundation life cycle sila since November 2005,
and 78,116 visits 1o StayExempl.org snce January 17, 2007,

‘While we provide an wpfront evaluation of a chasity's exempt stabus and Suppor
exempd onganizations with customer education and outreach, we also must have
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& Process bo review thise organizations as they opérate. We therelone maintain
a robust examination program. We have made major changes in the wiy we

SXAMING OfganiZations in the last few years, adding stafl and offices thal allow ws
to respond flexibly 1o different types of non-compliance in differant areas. \We are
constantly noking for more afficlent and effective ways (o conduct examinations.

The examination program s aimed at detecting and deleming non-compliant
bahavior, We have strengthenad this program in a number of ways over the past
several years, including shifting resources into . In FY 2003, we had 354
axamination FTE and performed 5,754 oxaminations. By FY 2008, we increased
axamination FTE to 507 and examined 7,079 reburns. an incroase of 23 peroent
frorm 2003, and (he highest bevel since FY 2000, In addition, we have crealed
nenw offices and enginsenéd new busingss processes that broaden and
slrengihen our compliince predence. Thess include the Exempt Drganization
Compliance Unt (ECCU), the Data Analysis Unit (DALY, and the EQ Financial
Investigations Unit (FIL).

The EOCU contacts laxpayers by letier io conduct “compliance checks® or o
obtain information for studies. We conduct a compliance chack whan we
discoves an emor on & taxpayer's relum of wish 1o oblain further information or
clarification from a taxpayer. This is an efficient and effective way to maintain a
compliance (resance.

Thar DAL, a group of professional statisticians and economists, uses data mining,
trend resgarch and analysis, and other techniques 1o identify ancas of
nancompliancs and 1o devalop siratieges o Fnprove compliance throwgh
exarmnalions, compliance checks, educational programs, and other technigues
that may nol involve ihe examinalion of books and records. A project may
measure overall levels of compkance, or i may answer specific questions aboul
a8 markel segment.

The FIU Is staffed with fraud specialists, forenssc accountants, and agenis with
aapartiss in identifying fraud and tracking foreign grant actrvities. The FiU
conducts examinations of organizations identified as potentially invohed with
fraudulent transactions. Tha siaff also works jointly with law enforcement
agencies, such as the Joint Terrorism Task Force and the Criminal Invesbigation
Dirvision, by providing support on criminal investigations and expart lestimony al
trials irvalving EQ-related issues,

Areas of Concern within the Charitable Sector

As we have staled, when pecgle make conlribulions 1o chariies, ihey expest that
their contributions will be used 1o acoomplish a charitable purpose. I the charnty
usas the contribution for the personal benefil of execubives, of misuses it in somea
other way, the credibdty of the reciplent chaity and other charities ts called imo
question, and Congrassional intent in granting the tax exemplion ks thwarted.
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Theat is why # is imponant for IRS 1o act as the “cop on the beal™ 1o ingure that
eharibes behave in sccordance with their charler and the peivilege of tax
axamplion.

\Wie now turn to 8 description of some areas i which we have specific concarms
aboul compiance and possible abuse of the privilege of 1ax-axempt status. We
hawve grouped ihese concerms info five areas.

1. Charitable Contribution Owervaluation: Charitable contributions raise a
number of compliance concems.  One involves improper valuation of non-cash
donations, an issue thal occurs in many conlexts in the lax-ecempt arsa.
Addtional concems are whether a donor receives some form of consideralion in
exchangs bor a conlribution, and whather a donor bransfers only a partial inferes!
in the conlributed item.

Whila recent legisiation provided some much-needed assstance on he issue of
proper valuation of non-cash donations, we anticipate that overvaluation will
continua o be a significant probdem in charitable contributions of propearty.
These issuas ane oftan difficull. Overvaluations may arise from taxpayer or
appraiser eqor, from aggressive axpayer or apprases positions, o from frewd or
othar deliberate behavior. Vahsation problems ane greatest with non-cash
charitable contributions for which no ready market exists, and the Tailure 1o
substantiale proparly the value of such contributions axacerbales the issue.
Although the problom manifests itsell in varous conbaxds, the underdying issue is
the same, Cases ane often difficult, because of the need for experts and
because the costs 0 aud, appraise, and itigate generally are high and
Somielimes may axcisd ihe recovery. MNonetheléss, we continee 10 pursua this
Issue Ihrough & variely of complance programs.

2. Charities Established 1o Benefit the Donor: This group of comgliance
Issues shares a commaon feature: 8 donor claims a deduction for a charitable
contribution whila maintaining control ower the contributed asseds. and often uses
tham for parsanal benafil. The IRS is actively conducting examinations in all
these areas, including areas such as charitable trusts. Congress acted recantly
with respect to the two areas described bolow. The IRS s implameanting thasa
changes, b it is oo eardy to delerming with any specificity their full impact,

= Abusive Donor-Advised Fund Arrangements. A donor-advised fund is
a separale fund or Becount masntaned by & public charity to receive lax-
deductible contributions from a single donor or 8 growp of donors, with the
donos redaining the right to advise with respect 1o tha wse or inestmean of
tha Bocount. I owr examination program, we found that certain promobers
encourage individuals o establish purpoied donor-advised funds wsed for
a laxpayer's parsonad benaf. We also found that some of tha charities
that sponsor thase funds may be complicit in the abuse.
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Section 509{a)(3} Supporting Organizations Established to Provide Benaofits
to Founders. Supporing ofganizations ane public charities that, in canrying oul
Thveir exempl purposes, SUpPO one of more other exempl onganizations, usually
other public charities. Most probilems we find with supporting organizations are
in the so-called Type (Il organizations, where the relabonship babween the
supporting and the sepported organizations s leas! formalzed. We also have
found issues with Type | organizations, where a promoder may control the
supporied organization. Cther problems include quid pro quo issues wilh monay
aithar never actually being donated or, if donated, baing returned as loans or
othar forms of inuremant, and problams with the promation of these ransactions.

3. A blurring of the line between the tax-exempd and commercial sectors,
As the tix-gxempl seclor grows langer, weatihier, and struclurally more complex,
vt liroet beistweisen charities and the commercial Secior blurs as businesses try o
acd like chadities in order 1o reap the benefits of tax exemplion and as charities
engage in business-like activilies in order 1o ratse funds for their activibes. As
charities themselves begin 10 engage in complex deats, they run the rsk of
wiclating the limitatons that apply o them. Concems exist in this area in a
warnaty of contaxts:

* Commercial Operators Moving into the Charitable Sector. The
mdwement of commarcial anlerprise inlo i chariable Seclor remans an
isswe. Various factors encourage this movemant. including the absence af
Bright line standards in the Lax-exempd area, the promise of exemplion
froem consumar protection and similar Federal and slate regulaiony

npu'aﬂm‘smaybafurﬁmf blumad n cerain cases whane market forcas,
Indusiry practice, or the non-tax regulatory environmant has changed owver

o Credit Counseling, Credil counseling is a clear and disturbing
wmmmmmw upon tawlul tax-

Eeir claim o 12x-axemplion and toak Advaniage of ragulalory
exceplions Lo oparale without restriction in an otherwise highly
reguiated markel. We conducied & ViGorous axaminaton program
of the entire credit counseling industry and thus far have
revocaton or revoked the tax-exempd siatus of 41 parcent of the
indusiry, as measured by gross receipts. Approvals of applications
hmmhﬂmhmmum nizations
have come virually 1o a halt. Thlﬂmwmdmadid and wo
baliree that this aclion has significantly reduced the abuse and the
mpeirment of commercial operators inko this anga,
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o Down Payment Assistance Organizations. Down payment
Bssistance organzations can perform & valuable role in halping
low-income individuals becoma home ownars. However, promolers
hawve el up “charites” thal allegedly aid pecple who need help to
make & down paymeant for 8 homa. In the abusive cases, thesa
organizations operate for the benafit of the seller and the mongage
lender, often ai the expense of the buyer who assumes
responsibiity for morigage paymants beyond hés or har means.
Again, these organizations took advaniage of favorable non-lax
reguiations infended 1o be available only to true charities, and
insbead provided an impermissible privabe benefil, We issued
Revenue Ruling 2006-27 in 2006 to provide clear guidance on the
subject of down payment assistance. Although we are working
vigorously in this area, il remains a curment compliance challenge.

. wuny-ndmmmmmmtyurmumam
Taxable Income Determinations (WBTI), A problem exists with UBT] in

situations where driwing lines between “retated” and “unrilaled” aclivities
and uncertainty about allecating expenses (including ndirect expenses)
and income betwesn relaled and unrelated economic actiily aliows
excess flexibility. This problern is becoming mone crilical as ax-exempl
enlities provide goods or services thal ane similar to, of in Some cases
wirtually indestinguishable from thosa offered by the laxpaying commerncial
secior. This movemeant raises a number ol concems, including the
erosion of the nation’s tax basa, uniss compediton with the commerncial
sacior, and potential damage to the pubks's support of the charnitable
secior,

This is not to say thal an organization that engages in activities that have
commancial cannol be tax-auempt, or that the income
generated is nocossarnly LBTIL, However, wi cannot overiook the
compliance ssues thal these and similar activities rise, or ignone the
difficull administrative problernds they creale for the IRS, As commerncial
and investment aclivity proffierales, we must deberming how much activily
o funding exempl organizations ane dedicating 1o charilable puposes,

Another isswe involves the number of onganizations reporting ksses on the Form
9907, Accosding o recent dala, approximately 50 percent of Form 990T filers
repoi Zero noome of & loss in the conduct of thelr unrelated business activities.
Baginning in 2008, we will axplora the treatment and allocation of income and

|apanses in university systems.

4. Executive Compensation and Inurement. The media has reported high
salaries and genenous allwances al some charities and foundations. High
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compengaton based on ihe fair value of Sérvices an executive perlorms for tha
exampl organizabion is consislent wilth curent law, The key question is whether
the compensalion s comparable to whal similar organizatons pay for similar
waork. The organizations used for companson may inchude for-profit &5 well as
nonprofit organizations. The law permts reasonable compansation, aven i high.
It does nod, however, penmil excessive compeansation.

In March 2007, in a report on executive compensation, wa noted that the axsmgt

exgcutivies, and olher examination work.

We expect 10 sertinize executive comgensation in vinually every new exempt
organization compliance inftiative we conducl. As we conlinue 10 gain
exparience, we will review the use of comparabdity data 1o suppor the
Ccompensation amounts and assess the methods used o establish and approve
the compenaation. We will also be alert to increasing sophistication in the types
of compensation exampt onganizatons use 1o pay their executives and other key
parsonnal. such as revenue sharing or equity-based amangements. The new
Form 550 wa have proposed will strengthen our ability to monitor this area.

5. Roegulation and Reporting of Political Activities. We also have the
responsibility 1o monitor political activity by sxempt organizations. By law,
charitis cannol intervens in palilical campaigns, bul every dlection Season
brirngs repons of charilies supporting o opposing parlicular candidates. The
number of alegations of improper aclivity, logether with increased campasgn
spanding, has raised concems about whelher prohibited funding and activity are
g:muirq in 501{c)(3) erganizations. To address these Esues, the IRS began the
itical Activities Compliance initiative in 2004,

In Fabruary 2006, we relaased a repor on our examination of political campaign
activity by tax-axempt organizations during the 2004 election campaign. The
rapor concluded that nearly threa-quariers of the 82 examinations we complated
uncovered some keved of prohibsed political camgpaign activity,

We recently released Revenue Ruling 2007-41 which provides guidelings for

exdrmpl organizations on the scope of the prohibition of campaign aclivities by
mmi{:p{&}mw W aso have released a repaort on our efforts
related bo the 2006 campaign. In the report we dreéw comparisons 1o the 2004
cycle, but for the maost part il & oo early draw meaningful conclusions aboud the
2006 campalgn.

Folitical Action Commettees (PACS) and other politcal organizations must file
certain reports with us conceming their status, receipls and expenditures,
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pursuant to Codi section S27(i) and (). Failure o meel these reporting
requiterments may resull in laxes of penalties. We have begun an initintive to
determing whather organizations that claim they are Quakfied Stale or Local
Fuolitical Organizations, as defined in Code section S27{j). are making this claim
propedy. Such organizatons ane exempt from the requiremeant under Code
section 527 io repoa expenditures and conlributions.

Future Direction of the IRS in Regulating the Charitable Community

In this part of the testimony, we gutling fulure prionties and our work with respect
o mach priceity; enhancing our comgliance impact; enhancing transparency in the
operations of charities; and keveraging efforts to improve stewandship of the
seclor,

Continue to Enhance our Compliance impact

Increased efficiency of the determination letter process. We contnue
o emphasize and iImprove our determination lether process. Wa have revised
the application and the manmar in which it is processed. As discussed, this has.
allowed us io reversa a froubling trend in which the time requined o process an
application had reached unacceptable lavels. Wa will shoetly praview an
alectronic program o assist the taxpayer in filling out the form. The program, the
so-called “cyber assistant,” will both educale the applicant and efiminate many
orrors in the applications. 'Wa have also put in place processes by which we can
isolate and investigate applications for lax-woempt status in roublesome aneas.

Increased presence in enforcement. Since 2005 we have conlinued 1o
shifl resources imo compliance and enforcement. We have increased
examinations by 5.6 percent since 2005, and last year examsned aver 7,000
retums — thi highes! number since 2000. These numbers oo nod include
contacts which, though shon of examinations, nonatheless establish dinect
compliance communication betwaen the IRS and the iaxpayer. In 2006, we
contacted owar 5300 tax-exempt organizations this way. For example, we sani
a nina-paga, &1 item quastionnaire to a sample of 1ax-exempt hospaals on the
raporing of potential community benaefit expenditures and oxeculive
compansation.

As discussed above, wa have instituted processes thal have broadened
and sirengthensed our compliance préesence. To cile two axamples, we have
undenaken studies of non-profit hospitals and the compensation of executives of
charibes. These sludses would nol have been possibla wilhoul the design and
staffing of the Exempl Organizations Comgpliance Unit, one ol the new offices
wilhin TE/GE. And we continue o focus on key areas, including the above-
descrbed axecutive compeansation area, hospitals, non-cash contributions, and
political acthvty.
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Transparency is important in a8 aspects of tax admentsiration, but il = the Enchpin
of compliance within the tax-exempd seclor,  Whean the structure and cperations
of charitable organizations ane visible to all, the possibility of misuse or abuse of
charitable assets is reduced. Equally important, public confidance in the
organization and in the charitable secior as a whole is presanied.  With that in
mind, wa have underaken a number of initiatives that are designed to Improve
transparancy with respect to the activities, fundraising, finances, and governance
of charities.

Redesign of the Form 990, Transparency beging wilh adequale
repoting. On June 14, 2007, we released fod public comment a discussion drafl
of Ihe new Form 990 and instructions. This redesign is intended 1o enhance
ransparency, promole compliance and minimize taxpayer burden. It is the firs?
overhaul of the form since 1978, We are working with our stakeholders
throughout the sector 1o make the regesigned Form 50 the moded for
transparency. Our goal I8 10 have the new Form S8 ready for use for the 2008

filing season.

Eloctronic Filing of Form 990. One of cur key transparency initiatives is
0 prowidi charities and others with the ability to file the Forms 580 and 990PF
alectronically. Electronic filing allows a clear, relatively emor-free presentation of
the informiation requined on the Form 980, In addition, it allows for all the data o
be readity available 1o the IRS, the states, and the public. We already requing
electronic filing lor large exempl organizalions. While this will markedly improwve
ther ability of the IRS, stabe chanty officials, and the public 1o acoess Form 900
dala in real imea, statulony restrictions limil our ability 10 requine e-filing for any
organization that files fewer than 250 relurns. The Administration’s FY 2008
Budget proposal echoes this concern, and Includes a legisiative progosal that
wodild lower the curment 250-returm minimum for required electronic fling but
maintain the minimum at & high encugh level to avoid imposing unduwe burden on
smaller exempl organzations,

Implementation of the E-Postcard for Small Exempt Organizations.
Whan charities ane nol requined to file any retum, tey become difficull for us o
manitor, and we are unabli 10 ingure that they coninue 10 act in a wary consistent
with tx-gxgmplion. Congress has recently réquired small organizations (those
with less than 525,000 in annual gross receipts) to submit a very limited amount
of data with the IRS. This will asaist the IRS in maintaining conact, educationsl
and olherwise, with these small organizations. Moneover, B8 we revise the Form
990, we will kook 81 the curment Ming threshaolds for the "e-posteand” and for the
Forrm BG0-EZ in an elfod to attain the rght balance batween getling tha
Infiormation we need and not overburdening filers,
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Transparency means nothing wilthout ensuring appropriale stewandship of assets
hald in charitable trust. Thus, govemance and accountabdity are parsmount in
any meaningful stewardship afforts. The IRS is supporting this work and taking
action to ensure that charities ane aware of all availabde fools and practces o
succeed in thair vital mission,

‘Whila we regularty encounler lax govemance practices on the part of lax-exempt
enlities in our gxaminalions, we also see some positive signs that the secior is
awarg and concermed about such praclices. | relerred earfier o the impressive
efforts of some within the lax-exempt community to establish and gain general
accepiance of high standards for governance. We salule this eforl. We remain
cenvinced ihat the presence of an ndependent, empowered, and engaged board
of direciors is the key 1o ensuning thal a lax-exempt olganization does not misuse
of sguander the charitable resources in ils irust. Such & boand helps insune thal

a lax-exempl organizalion serves pubss purposes.

W have also acted 1o complament the affors of some in the charitable secior o
promote good governance.  As we review applications for tax-axempt status, we
arg HWWIDMEWM of good-govemnance policies.
Wi arg also programming education aboul good-govemance principles indo tha
“cyber-assistant” thal woe ane developing as part of our program o implement an
electronic application for ax-gxempt status. In addition, the new drafl Fonm 980
includes reporing regarding certain governance practices the charity undertakes,
This important work will continuee.

Conclusion

‘While we hava found some tax comphance prodlems in the chantable sector, we
remain quite optimestic that through our effons and the efforts of others, these
probéems have not reached and will not reach the core of the charilable sector.
‘W remain awara of the need for a balanced program in regulating this sector, 8
secior that does vital work for our sociaty,

Wi appreciate the suppod the Subcommitbes has given us in the past. and thank
you for your consideration of the FY 2008 IRS Budget. That budgel supporls our
continued amphasis on compliince in the lc-exempl anéa, N réquests a 8.3
percant increase for the IRS as a whole, and a 10.8 percent increase (526.4
mallion) for TE/GE. It will provide a 12.3 percent increase Tor our examinathon
program and & 12,6 percent ncreasa for our delenminalions program.

‘W look forward bo continuing our work with all pans of the chanitable sector and
its progressive eaders. Wa intend o keep pace with this vibranl seclor as it
continues 10 evolve and change.  We will work to ensure thal the public remains
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confident thal its contributions of lime, effort and money, and the tax subsidies
ﬁmgmmwym' 1o the charilable sector, e used well for the benefit of the
pubh

Thank you agaén for the opportunity 1o be hera this morning. | will be happy o
ANEWEr YOur questions.
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Chairman LEWIS. Thank you very much, Mr. Commissioner, for
your statement.

Our next witness is from the Government Accountability Office,
so, I am pleased to welcome the Director of the Strategic Issues,
Mr. Stan Czerwinski. Welcome.

STATEMENT OF STANLEY J. CZERWINSKI, DIRECTOR, INTER-
GOVERNMENTAL RELATIONS, STRATEGIC ISSUES, GOVERN-
MENT ACCOUNTABILITY OFFICE

Mr. CZERWINSKI. Thank you, Mr. Chairman and Members of
the Subcommittee. We appreciate your holding this hearing, which
as many of you noted in your opening statements, is on a very im-
portant topic.

GAO has done a lot of work looking at nonprofits over the years.
Typically, our work has been specialized, focusing on specific topics,
programs, events, and issues, especially tax-related issues. For ex-
ample, Greg Kutz, our Managing Director for Forensic Audits and
Special Investigations, will be speaking next about a review that he
and his team have just completed.

Late last year our Comptroller General spoke at the independent
sector conference. When he returned from that conference, he
asked me and my team to do some background work to determine
if the sector as a whole merited GAQO’s attention. We have just
completed our initial background review, and our answer to the
Comptroller General is a resounding yes.

We are pleased to share with you the initial results of our review
today. Specifically, I would like to address three topics: one, the
sector’s role in the economy; two, its partnership with the Federal
Government to provide key services; and three, some issues that
we believe need further scrutiny.

As you know, the nonprofit sector is defined by its tax-exempt
status. To qualify, organizations must not distribute the profits to
the members, but instead must plow it back into the organization’s
charitable purposes. Also, those purposes themselves are dictated
by what is governed in law.

My statement today will primarily focus on public charities
known as 501(c)(3)s for the section of the code that governs them.
Public charities make up about 60 percent of the 1.8 million organi-
zations in the nonprofit sector as a whole. Also, as a whole, the
nonprofit sector plays a key role in the U.S. economy. It represents
about 11 to 12 percent of GDP. Nine percent of the nation’s civilian
workforce is employed by nonprofits. The sector is growing also.
The number of organizations has tripled in the last two decades.

The data tell us a similar story about nonprofits’ role in deliv-
ering Federal services. However, it is important to note that the
data are quite limited. What we have today is a result of a hercu-
lean effort from a small band of dedicated researchers. Elizabeth
Boris, Marian Fremont-Smith, Alan Abramson, Lester Salamon,
and Gene Steurle are the most noteworthy, and all provided input
to our work.

About $200 to $300 billion in Federal funds flow each year into
nonprofits. That number is growing. For example, the researchers
estimate that the dollars going into nonprofits has increased over
200 percent for the last two decades.
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If anything, we see this trend continuing as the Federal Govern-
ment is increasingly faced with fiscal constraints and looks for
partners to help them shoulder that burden. Nonprofits offer key
advantages in doing so. They exist for the sole purpose of providing
the service they were created for and dedicated to. They are typi-
cally very expert in the needs of their clientele, the geographic re-
gion, and they offer greater flexibility than their Government coun-
terparts.

In times of constrained Government resources, we increasingly
look for ways to reform the way we do business and to look for ad-
ditional partners. A good example of this is welfare reform. As you
know, AFDC used to be a checkwriting service. It was an entitle-
ment, and dollars were unlimited. AFDC underwent reform and
was replaced by TANF, which is service-based and the funding lev-
els limited. TANF provides such services as job training, job search,
and child care. These services are pretty much provided by the
nonprofit sector.

As we increasingly rely on nonprofits, it is important to know
about them, both to know how to help them and also which ones
need further scrutiny. The primary source of information in the
nonprofit sector and for oversight of it comes from IRS through its
tax-exempt status. However, IRS lacks the capacity to do this job
the way that we would need from a full policy perspective, and to
be fair, it is not IRS’ central mission. As we know, their job is to
collect taxes.

As I pointed out, the definition of nonprofits hinges on the tax-
exempt status, but that hardly defines them. The role of the sector
is far greater than that. They are important to the economy. They
are key partners in the Federal Government.

It is in our interest to ensure their vitality, their capacity, and
their integrity. That begins with the attention provided today, the
support that they need, and oversight. What the Subcommittee is
doing today is a first step in the right direction. We look forward
to helping you as you continue your agenda and your approach.

That concludes my statement, Mr. Chairman. I will be glad to re-
spond to questions you may have.

[The prepared statement of Mr. Czerwinski follows:]
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T
NOMPROFIT SECTOR

Increasing Numbers and Key Role in
Delivering Federal Services

What GAD Found

IN5 mespieolil cagaikeations have a sigiificam robe bath in the econdimy s 8
while and s prosiders of services. While the majoray of sonpeofit
organtatbons kave relatively small operiling Badgets, together (Bl ot
is largr. For example, rescanchers estisnate that the sector’s spenidisg s
recend yeurs ws roaghly 1 o 12 percesd of ihe nabon's gross domesgic
prombct anl, in 2002, the sictor hail over &6 million emjloyecs, slass
0 geereent of Ehe onvillian workfonce. Fanber, e sector lus grown; ik
ﬂruﬂdmm-mmuum Eripledd ovver the ast iwo
b

The fedlerald gorernine e incressingly paiiers with posgooals ofganiztbons
o ey beimg many strengibs (o these: such s exdbility to
resporsd 1o peeeds ared scvess o those nesding senvdoes, These

Foretve significasi Purids Trom goveriimeng sodnoes b pedde servicm.
Bescanchers hanve mitempied toe quantily ihese funds. For examgle, one
astimade is Ehal the Tederal governenend speend abani £E17 billkon on nosgrroli
organizations in Nscal yoas S04 Bowever, e lack of datn makes perasuring
Federal fads b0 nosgirols organimbions dilficult. May funds come throagh
et roanes, sach ds hrongh state aed bocal governmsent, sdding 1o the
dliffeulty of determining funiding e i}
is generally mﬂﬁcfwmﬂeﬂwihmmtﬂmﬁ1h
arganizations, there B less focus al the federal level on the comprebensive
role of sonpendits in providing senvices wsing federnl Damds.

har preliminary ook ol bow the Tedeml grvemment Eormets with il
nopgirol sector micsies thet seyverad policy e hae cmergel exangiles
Teallarw,

= Coonlinstbon amd collsboratlan—ite ervasieg imygurtarsce of
collabomison between all evels of the government and nonprofit
organigtions

& 1 1 governance lssues—ikhe peeil o strengthen intemal
Eanverrance of nonpralil orgasiealbons,

*  Capackty—ihe nesd 1o mprove smaller nosgroll orgenitions”
wagucity fo sl weakessses i fnancis, sdinlidsiration, sl hisnan

& Nomprofit seetor data—ibe peed for imjiesod dals o the seclors
st financial status, and funds from fedem] soorces.
& Administrative amd reporiing requirements—ibe masy
wmhmmﬁrwh&hwh&mnﬂm
fisd i iMFerend I are] with iscrensiog comgilexity,
- Mmmm“mu—mmmdmm
Teruascial position.

Al thee revpaesd of the Congress, we are begimning work 16 examine these
s Panber,

Uratedd States Cfice
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Ay, Chadrman snid Mensbers of the Subeommittee:

1 appreciate the opporiunity to panicipate in today’s hearng (o discuss our
prelinsinary work ard observations on the fole the nonprofit secior jlays
Im partnering with federl, state, and local govermments Bo dellver
progrumes and services. Althaugh ibhe sector is an Emportant means
through which many key national goals are sddressed, (s role can be
meesafly invisible 1o fedeml policy-setting decision makens wihen desigming
nnd implementing progrms. Broadly staied, the federal govermmest
Imereasingly relies on large and conglex networks of ponfedend actors iy
carry oul inigiakives. In recenl yemwrs, mosd oversight of the secior has
focused on its tnx-exemgl staius. However, because ihe nonprolil sector
s i ke mole bn deliverkng servdors Runcled by ihe lederal goverament,
there i also a need fo heiter anderstand the sector as & partner on which
the Federnl gevemment relles.

The mongirodit sector s defined primarily by its tnx-exempt stalus, a
tbesigration that peciers at hoth the Tfedoral and state bevels of govemnuenl.
I bdition, nonprali ongankzstions share cortain otber chamclerstios.
Firsl, they work to serve pablic purposes or tbhe common goals of their
members. Furiber, they can beewlla from volantary Inbar and sre self-
governing. In adhdigion, they are fol prermibed bo distribute profits (o iheir
members but mast instesd use them i furtber the organieation’s
chastinbilo parpose, Beyond thse comnsonalitees, thiy have o Giverse sl
vl pissdomns, sl many of those missions are related (o (hose of Tedenal
ngenches. As a resali, il ks imporian to beiter endersiand the composition
ol e sictisr, (s mpertance, sl s serengths and chialleoges,

An estimsted 1.8 million orgapimtions were recogniecd as federnl-tnx-
exempd organiEations as of Seplember 2006 OF thise, about () peroent
{mee fig. 1) are pubilic charities or foundations that benefit the brose] pablic
imterest, sl are referred to s 5000c)i3) organizstions. Car focus todiy is
lamgedy on chusrities, as thy ropeesent the majarity of the sector, (See
further clarification of key terms in app. L)

T axenerrgd sevtior is often refeered 1o i U songrofil secior.
"GADE, T Compliginee. Thouminas af Crginidioss e from Pkl T Tar

Chiw Newiify B8 Bfion in Payroll vl Other Tees, G 07 5600 | Wanhingsin, 10 Jaiw
=, 20 e B

Pags 1 GADAT. 08T
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R ] granyses. o7 B9 ety o o apemna W P
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As yoia kisow, e Entormal Bevenus Servioe (TRS) serves as the agency that
grnerally oversees the ponprofit sector al the federal level RS focuses on
whwther organizations meel nx-rxempl requinements and comply with
feahernl kaws, such as thise goversing the wse of fisds mbended fora
charitable pampose. I approves onganizations for fedeml ax-exempt status
ansl i i reciphent of annasd peponting of financisl dats o Formes (940,
wilich mire pevuired from onganietions with gross receipis cver $250000° In
addition, a few other federal organiztions, sach as the Federal Trade
Conmission apd the Departmen of Justicn, provide ovemsight of rongimdic
organicatios in certain specialioed arcas. Slates also play ai inporan
rode in the: oversight of nomprofits, & they have mierests and
responsdhiEtbes In sress such as the legitinacy of charitable hisdrabsing
o] whether & charity is mesting the charfable parpose for which il was
erented. In addition, the public plays o role in oversighi thoowgh its abdlity
e peview key information on individaal organizagions, 1o b exioni usefsl
imfrsrmaticn is available.

"Ulnarhwrn are s regpairml g Ale for Exa e stafos, nes 4o repeord annually
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My tesibmeny boday will polit out scmie of the Shersity and the mnge of
charmcteristks presemd widliin the sector, alg with sonee of the ssues
that arise ps nonprofit organkeations inferact with the federl government.
wosthit Bk to (1) provide s pletuse of tie ponprofil sector—is size,
codnpsition, arsl fole in the ecomosny; (2] discuss how aml why ihe
Ertlernl govemment partners so extensively with the sector, and

ik} iedentify bssues that olbers have taised related o the seetor asa Federl
partreer il peed (o betler underst ool

My statemmiend s hased langely on samse preliminsny work we recently
coampheted that focuased broadly on the infersection of songmfits amd the
Frdlernl govemment. Wee focused on iremds in the ase of fedeml fumding
anel o idertifying emening issies o e nopralil secon. We interviewed
representalives fom several lnrge nonprofil memsber psociations,
research and sdvocssy organizations, neademic reseanchers, foundstban
represendatives, and ronprofit practitioners. We bosted tao roamitabde
iiscussiors with key reseanchers amd practigioners in the ponprofit area.
We alst peviewed litermiure on the sector from acndemic conters, research
Irvsgitutios, Fraandations, sl olbers b better lerstam seclor inends and
imsmes, el o identify additional experis for inteniews. Cur work
Imcliuded A review ol our previows work related to noepeofies on o wide
wariety of lopios, such as lax policy, hainan serdoe progrms, aml
executive compensation. Car work was performssd in sccordaroe with
penerally acovpbod govermment sl standans,

Role of Nonprofit
Organizations in the
Economy and as
FProviders of Services
Is Significant

While the magority of nonprofits isdividially have relatively ssall
operaling bandgets, as a whale, the nomprolil sector has a significand
presenae i the LS, economy, scconiing o reseanchers of the nonprofi
secdinf, For examjle,

+  Im 3004, nosgrofit organiztions that submisted Fooms 5550 1o RS held
an estimaied £ irfllion im ioial sssets anid recebved $1.4 inllion in
eveTnes.

“The Ut Institssi e, “The: Nongeulle Seciof in Briel,” The Nonpmiil Seoler im Hrkel! Facts
mml Figuires from 15e Nomprafil Almiwac 2007 (1 ban boslifine, 3000},
e verbam gy U ok HFCE | LFT £ A (il rrmdaated Uit 50, 300
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»  Dharing the period 19665 thmoogh 2002, speniling reported by teeexenipt
emiithes was roaghly 11 to 12 pereent of the natkon's gross donestic
-

+  The lax-exempt sector had cver 5086 million employees, about @ percent
of the civilian workforee in e

= Wogges and salagies pid o ponprofit sector emphoyees comprised 821
prervent of those paid i the U5 in 2004,

In addition 1o ey a significant portion of the U3 economy, the
kummMMmemeMh!quk
wislier of registened pablic charities s grown cver 30 pepeent frony
bk (b0 o ot 550000, although organieations that have gome ont
of extstence may be included in those numbens.” (nber dats sl sggest
ronwth in thee soctor, As shaw in fgure I, the mimsber of S (el
organizations conpleting the Form S0 bos almosd trigled over the last two
thevades (feom LISG 1o 2006) from showt FS,000 to absout 427,000,

"GALL, i ey Sortoe: ffoersance, Ton ey, dol Overmighl Are Cediosd for
Maiwdadiing Pabitic Tt 0 Al.lﬂ‘.—'ﬂﬂ'll'm DL g 20, 3008), B
“EADORSGIT, o Dl

"mtiomal Cermen Bor Daritabile Siatistics, “NUCS bl Fiarts™ (Ui lrstiete_ Magy 2000),
Pyl et i o O U T bl Pt Do clormmbosaind e 105, 290600

qumulﬂ-ulumhn-ummm
s et o VX Pt g (drseninacesd D, 1, 2061

Pags | GADAT. 08T



34

e e T
f‘g'.nt Geowih in B Nusber of Reporiing $01ic 1) Drganizations— 1988 through

Ll

[ v st
] poame rwrmea

v L [t o i S i I
e e L

ot Fublie charies and Drivite ieurdatond sre bolh 50100 erites. Organatons. Pl Rave
vl groas. seosgt nol 1w of $35,000, chuschas, snd certsn oifer sssmgl
RN Are SO e I S W Sl SACTRRON et

Experts have identifled severl possibl shutimg for ihis
Imwrase

= @shift in recent decades away from govemment pronviding moss
services directly;

= b exparsion of serdee-related mibastries in the U5, of which many
nonpealits ane a part;

= deinstitutioralization during the 19805 and 1970 that elindnated lange,
public care Escilities in Gnvor of smaller,
arganizmti often o | by monprodit entities: aml

= b treved im devobution in certain policy areas such as weltare, which
conkribaed o n lessening role of the federml govermment. amd more
boealized controd in the hails of state, bocal, ard nonprofit
arganketiones.
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Noepirofls crganiestions am foisd in s whie varbety of polley areas ssch as

etk e, elucalion, and hisman services, snd nelsde many praminent

nned highly visible oo ity instifuti snch ns hospiial

tralngng conters, anid churches. [See o st of categories i app, 2. These

organizations also represent o diverse fnge of siges. Acconling (o ihe
Sector, T percent hsd annual budgets of less tha 2500, 000

I 2004 aaud cnly 4 peercent had Budgets exeeeding 810 million.”

Bluch of ibe daim on the secior come Trom the [0S Form 660, but ihose
ikadn have Bmiftatiors For example, retirmsed Forms 500 are somilimes
imcomplete or maccurate and are nod comsistently followed apoon, and
e nonproli organizstions requined 1o sabmit Forms 00 do nol do so.
I pulelition, for cortain types of fanding, thee Form 566 does nol distinguish
between government and private sources of sapport. 18 also does ol
bawalk et the: sources of govemnent granis by fedeml, state, or Jocal lvel,
Wi haave pudmiliend onat in (he past the importance of requiring informeation in
o more By amd user-friendly way on IRS Formes 000,

Federal Government
Inereasingly
Partnering with
Nonprofit
Organizations

Noogrofit crganizations bring mary strengths (o their partnerships with
the Fedderal govement. Thelr bresdih and diversity allow the sector bo
miledress e specific tevds of compniniibes and of individhinls. Researchens
e ing cn the mik e off nomparolits point ol the provision of
Eseniarfits i thee pubslic inesest, ofton wilh greates Dexibility s access than
can b schleved by the pablic sector, Nongirodits offen Bring an indepth
umilersianding of n particular geographic area or special populstion aed
P access b uiilerse roed popalations

Noeprofit crgenizstions play o large amd increasing role in delivering
serviees trlBtienally provided by ihe govermnent, acootding to
researchers. Their research indicabes that nonprofil organkstions recefve
significant furds from govemment sources and that over tee these fueds
have bncreased, hs we previously noted, dats sre limited bt peseanchers
larve atbempded 1o amalyee data from varkous sources and kdentify trends in
Fralernl fumiling to nonprofits. Thelr work affers s glingise inbo the

“Thee Mawbepertubemsl Sevtiof deseilees Hacl is & Sotpredl, songarisan coalition of sl 60
el e bt (R, anal it i o
¥ s of charitshile grougs o svery stalr

R FUTRTER T
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magnitude of fedors] mmu-mmwmnmu
commprehensivee analysis of e various D Fur &

»  Researchirs have repomed that the fedeml gevemnsent provided abioa
S0 biillson direetly 1o nenpaofiis in fisceal year 2001, ihe magority of
which hospéiaks received through ibe Medicare program. Indirect
Tederal fands through stste and local govenments (o nosprodits were
am estimated £84 hiltion, totaling about §196 billion, or about 15 pereest
ol fedderal jayTesents and grants”

+ [ata from other ressarchers indicate that the fedeml govermment spemt
an estimated £517 billion on nonprofit coganizations in fiscal year
v

»  Reseanchers estimate that federal support to noaprofit onganissions
inervased nsore than ZE0 geecent frons fiscal year 1980 1o Gscal year
2004 En st clollrs"

Fraleral funids reach sonprodit onganizations throwgh many paths (see fig.
H). Some Mow directly from federal agenoies o sonprofit organimeions,
sl s ressarch grants i universities, Some Nonds Oow o siales &
grants, whose funds may fow o nospeodlt crganizations, or may low o
lneal govermments (hal compensste ponprofit organimtions for services
weilhy Hhnse fumibs, Also, somwe federal funds move o songmofits on the basis
of imdividuals’ decisions, that is, from fedeml programs (o noaprofits
selected by e consamer, such & for bealih care. In addition to direct snd
imdimect federal furds, nonproli organizstions besefit from being o
exempl and also from other tax polickes, such as donors” abiliy b dedoct
comiribations om thedr taes.

"Mh—-ﬂhlwhmdhdhﬂ
ml, Zred Eilition, e, I floris and € Saeurle
[ Washirgmam, 112 mllmmhnmuw LRI LS

Al Nlwrasvwon, Lester Salamon, and O, H-wm Mmﬂh
P e

Poillcies Thaeir
Ealithon, e, . Pestis sl 0 xmmﬂumwmlmmhm;
p 1R

" Al Klsrarrrsstt, Lster Salaimen, and O Ma“wwﬂ‘fﬂ
Pl Tty Buaplicatticons for the Nongeofie Secior

Page T GADAT. 08T
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Figure X Examples of Paths Federal Funds Take to Monprods Qvgandrations

B
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Emerging Policy
Issues and Challenges
Facing the Nonprofit
Sector

The curront federal oversight of pongrofits B focused on coganizstions’
s -exenipl stalus and on specilic progirams. Hoswever, thene is bess Toous
om unlerstamding the overall role of nonprofits as imgplemsenters of
reional arsl Fedleral nitiatives, and how 1o best eesan thal sonprofics
b Ehe supspont they meed, As we spoke with researchers aml
practitioners, severl issoes emerged as needing aiteption in order 1o
v U strength of this imponam panser 0 he Tederal government,
W havve booked al speciflc issues invalyving nosgprolil ciganications over
the years, but oar pasi work was langely relaied (o specifie progmms. We
o] seeveral coimanion lssises wiiile taking this mose compichemsive ook
al nonprofil organizations’ interaction with ihe fedeml govemment (see
fig. 4).
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Figura 4 Emarging Policy Issues srd Challenges Facing B Rorgeolit Secior

Coondination of Iremal
nongeolits and OVErnAnce Capaosy
govemEments s
Flanciers’
Fiscsl
Drata on becicr TR Al sl
fu—— .

Coordinatbon amd collabarathon—ne theme il surfieed bn o
prediminary research was the impostance and vilse of coondination and
bt nonprafit org ansl goverament at all
lewels, As we painbed oot in our work on 2188 century challenges, the
govermment relies increasingly om new networks and partnerships io
achdevn enitbeal pesuldis and develop pulidie policy, often inchuiling multiphe
Feslernl agercies, pob- or qusisl-govemment onganizations, for-proli and
monprofit contmctors, and state aed lorsl governmenss.” A complex
medwork of govemsenial and nongovernmental eetities shape the sctual
oailoomses pchbeved], whether B b through Tormeal partnerships n grang
programs or ibiragh independent actioes of each sddressing comman
problems. For example, our research on iisaster reliel efforts following
Septembeer 11 amid Burricanes Rita amd Katrina highlighted the role of
manprofits in providing assistunee and the imporiance of commambcation
an] coomlination of services with govermmet entithes, We poinied cul (ke
the seope amd complexity of the September 1] aftacies presested
challenges to charities in thelr attempts 1o provide seambess socisl
srvices for surviving Eamily members and others in peed of alild ™ With

"TALL 2Ur Cenfary Challengen: Rerem ining the Base of the Friers! Geerrmmenl,
A (Wishinghon, U0 Pelwuary 20051

ALY, Sepirvmber |1 Maer Effertioe Collabsrntion Cowhf Kniesce (o skl

e i " Cumitril in A2 (W L D, 8, S002),

3
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regars Lo e pesporse b Hrricanes Batrina asd Bin, we poted that
charilbes could Inprove coonlmation amosy charities and tbe Fedeml
Emergency Management Agency.™

We Isedieve thal many of the Koy practices that help enbance and suastain
endlnboration among ledeml agencies can e helphel between govemment
] penprafil organkeations, suehoas when both paries callabsseate o

define and articulate a COMTMON oaloome,

® Iy L --pwjnhl.m'.-rﬂu:
= fidentidy nnd sdifress nesds by leverging resources;

agree upon rodes ard resporsibilities;
establish compatible policies, procedures, and other means (o operate
marross boupsdaries;

= develop mechanisms o monior, evaluate, and report the results of
collabommEve efons;

+ reinf Idlity foor collak v efforns through plans and
repoais; and

» Pl dini biligy for collal —
poerfs T IEATAEETeT 5y N

Internal governanee ssues—A second theme (b sunineed bn oar
prelinsnary research was (he need Lo strengthen governases of nosginali
onganizations, a point made by the sector iself as well 2 by others. AL the
caganizstion bevel, & sound governanos structuse cam establish the set of
checks arml balsnces that help steer an entily towarnd resull-orented
vailcanees comsisbent with their purposes while also gurding agaimss
abuses, Concems about sconusability and transpareney of ponpeofip
organizaions have grown in reoent yesrs, b 2004 aned 20005, (ke Senate
Fimance Commiites el hearings 1o look more closely ot pmctices thast
are [Begal of pot in keepleg with standands typical of the chariable secior,
and relegsed a discussbon drafl of possibde solutions. In Octobsss 2004, (e
Independent Sectar i @ panel, whose report made several

STALL Nurrioases Ketring Al Kt Cosrlination hehoers FEALL awd the el Cmes
Shyivaiel e T priveiorsl for fhe NG M privans Sesmie, AT T1D (Washigon, [0 Jise
B, 2, .

AL, Rrwmlts-Orienivd Gerermment: Procricoes That Cin Moy Enhaies and Sudain
Cndfalsriiion ameng Frabeml Agrncion, 8080 15 [Waskingiom, (k" Ol 21, 2041
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sl abiomn as o wagy bkl Ehaessr onerrrms, allbougth there are
mixed opinions on the potentinl suceess of self-pegulation. In adidition,
several efforts are under way within the seetor i raise awareness of ways
b fmprove ingermal governanoe of nonprolits, incholing aesockations
Focusing on providing trmining or consubting, and nationsl cenifleation
e

Capaelty—Another area (o which reseanchers suggest attention shouk] be
] Is improving the capacity thal smaller songolil ongimizstions have o
mibclress wenknesses in finarces, ndmindstration, and Fuman capétal. Many
manprofits siruggling 1o secomglish thelr mission on Bmited budgets Inck
Ehie pessisroes Uit oot allow (hens 1o Betler manage thedr Nrcnees aml
stremgihen their mfrastructure. In addition, paticalarly in sosaller
nanprofit organdentions, the sipengihs of board members may be in
aflressing thir ongurisition's mission, aid they may bk legal and
financial knowledge or the skills neorssary (o oversee & nonpeofit entity.
O specific arvn identiled as nomding sitention 8 ibe developient of
Baurigin capital, as ibise [FE1T el B kil a comples sl ol
im=es, such as competition for service workens, leadership succession,
] SLalT fusnover, One mmchuvhwwmmmr

ir offering a oo i mompredlE nsanagement froim 17 in
Lmumrmml*mhmn-mm-mmmmmw
mmwmwwmwaruqmm
mﬂil‘rdﬂil,_\,.. provide cagaci Erand fi

o moepirnfits. Providing assisianee 1o ing

capaiy moy be one ares wheee the frderal govemeent coull eenpliay s
e srabegic approach.

Nanprafit sector data - As | memtioned cardier, there s s lack of
suffkcient knowledge on a key lederal governmend pasper amnd its role.

Mmuwwwww&ulamw

aff Chasri Errpanimblons | Washinglon

1L, baree 200
"ﬂ.rr:#" S , Ml U B i sl the Allsmaw

mﬂwﬂmtl--mnmm-wm
dmmuww Tl O b d by the

fist' Exivilenny linstiids

"Nl . Alswrvison, i Rachel mw—uww bﬂll}iﬂ'ﬂ.
Balamwh, The Stide of Nomprafil Amerioa, 16 ol (Wl
Proses, 30008y, . 7T,
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Hesearchers pobnt ot that withoul betles data on the pongirolil sector as 8

Lag-exempl organkeationg. Hegianing in 2008, small inx-rxenapt
organizations thal proviously were nod respained b file Fosm 6 rebuares,
with seme excepiions (such as churches) will be required 1o fie a shorter
mealileation form electmsdeally,” In July 2007, RS began ndling
educational betters 1o over 65,86 small tx-exempl organizations that
may be requined to submit the notice. Fartber, TS is seelking comments on
a pedesigivnd Foren (0, ingeficded to provide & malistic pdeture of

[ it andl s op I and 1o securmlely reflecd an
urganizstion’s opermtions and e of peseis™ In addition 1o the Form 6560,
vllbser sourees of dals have alsa been used 1o better anderstand the sector,
such as. Eurean of Labor Statistics employment data, bal continasd access
to that data has been a probbem. In addition, the funds b perform the
analysis generally comse from the rongirodit sector, aml ame ol consisgemly
mvmitabile.

Adminkstrative and reporting requirements—Praciitionens and
researchers alike addressed the difficulty thal noogrofin crganmizations,
panticularly smaller entities, have in responiding o the sdmingstrative snd
reporting repairenisnls of thelr diverse funders, While fandens need
nceountability, the diverse requirensents of differenst furders make
Feprling a tise-cotsuming il resoaree-imensive task, Expons repan

vapeclations, given e siee of grass and the evaluation capabélities of the
=tall, can be difficull. O researcher said thad practigioners report
performance evaluntion s cne of the bggest challenges they fsor, given
Hieis capuacity Bsies.

Fiseal ehallenges for nanprofits—>Nonpraolil organieations, panicularly
smalber entithes, often operabe with lenited bandgees and bhave limited
eapiial As one reseancher noted, the logie of the business world is
“upended” with nosprolld onganiestions ™ Reseaschers anid practitioners

“Tiae form s enatithea] “Fowrn B0 Elevtrosde: Katiew (e-Posteand]) for Tao:Excmp
Cwganisaibrms Mot Rovpeed Lo File Furm 9050 or 002"

i tany s v shual nl e perbesgnend Form @0

“hliller, Clars. “Thee Lesshing Glass World of Sosprolil Money: Marsging in For-Profis’
Shanclirer inirverse,” The Noografil Quarferly, voll |12, b 1 {Saring 3000
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herve poderted wanl that nenprofit argankesiioes olten ke naibeguate finds
Fax bervest i managiement infrastrsctare and thal govemment and privale
fomnidations hove not provided them sdequate overbesd funding o, for
exampe, pay salaries b attrsct cenployees with needed sidlls oF wpgrake
sysbems thal woull] maximize elficiercy. Pandes—fsdeal, stabe and local
Bovermmenis, founilations, and private dosors—ane willing (o pay varying
amoumis lowarnd overbead, resulting in nonprolt organientions nesding o
somsdianis urm o olbser sources Bo cover their overheal costs. Wie Believe
this is mn area in which mone data sre needed (o fally endenstanil the
Immplicatinns of reimbsmsement for overbesd chanies.

Concluding
Observations

Virtually svery Ameriean inemcts with the nosipral# sector i bis or her
daily lifie through n broad mnge of concems amd activities such @ bealih
care, ciacaibon, human services, job traiming, religion, sni ealiural
prsnits, U addition, federal, state, and local govements rely on
profit organdzations i kiy pariners in inplementing progeems and
providing services b the pubslie, Given the way the sector s woven i
thee basic Ealiche ol diir society, it s essenlial we nadntain amd colivte j1s
imherent stremgih and vilakity and have sccarte and reliashle datn on the
cwverall siee and funding Aows to the sectar. Keys (o s healihy nonpeofit
secior inchide stremgithening govermance, enbancing capacily, efsaring
finamcial viability, and improving data quality without overly burdening the
seciod with imiecessary of dugilicative reprting and sdeninstrative
resparemends. AL the requesd of the Congness, we are beginming work io
examine these issoes further.

Mir. Chadrman, ikis conclades my prepured ststement | would be happy o
respromnl b iy questiens you or other Membaers of the Commiites may
harve.

Contacts and
Acknowledgments

Fowr furibser infi jom o Ehis i plense contact Stanley
Crerwiresdd mt (30F) 512650 Contnct podnts for our Offkoes of
Congressinnal Relations and Public AT may be Gl on the last page
of this testimony. Individuals making key contribaiions to this festimony
Imclude Dhavid Bobind, Tom Jnnses, Beddi Nieowsma, Carol Patey, snd
Tosen St
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Appendix I: Key Terms Related to Nonprofit
Status

+ Tax-cxempt organleatbon: An entity determined o be exemgl from
Tiedberad dneame Laxes.

= Nonprofit status: A state-bow eoneep, i which apgroved entites
wnay bsr eligilde Tor cxengiion Mrom sales, progasmy, and state jicoms
LHLLLH

= Hection 501{c ] 3) arganieation An jsticn that las an cxempld
pruirpaese sisch as servieg (e oo advancing religious, edocatbonal. anid
sciemilic erlenyors, prolecting hisnan rights; aned siddrssiig varbois
ather social probdems,

= IRS Form 85k An 1185 information returm el many Las-exempl
enlithes, maeeting cerain regquirements, must fle ansually.

Page 14 GADET. 1 BRAT
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Appendix II: Types of Programs and Services
in the Nonprofit Sector

Thee THS uses thir Natbonal Taxomongy of Exemp Entities system lo classify
Eax-exenpl organizalions by ndusiny subsectorn, When an ongasization is
imitially apgroved as tacexemgd, i s clossified mto one of these 10 broad
calegories of lax-oxempl entitivs:

+  Aris, colture, and hamanlibes
Museums, performing arts cenlers, media and communications,
historienl societies

+ Edscation
Elenseniary anil secopdary sehoobs, colleges snil univessitios, Bhmres
anil educaiinnal services.

»  Environment and animals
Botankeal gardens, naturml pesources conservatbon amsd protection

= Health
Hempritals, peental health serdees, medical fossanch, home beadth cane,
sultance abnise ireatment

= Human services
Homeless shelers, voulh divelogrment, jobs Erniniing, crime prevention,
moaify Kilchens, recreatkon ail spaors

= Imtermational, foreign affairs
Hiamam rights, mbemational culfieral exchange, inbermational
divelogumeni, pesce amnld security, Foreign alfairs

s  Puhlic, secletal benefli
Foundations, civil rights, credits unions, economic development, pubdic
trapsportation, veterns’ organientions

+  Relighon-related
Religiom-relsted organizations, mterfaith coalitions, religions media aml
conumumicnbioes

= Mutmal membershipTsenefic
|psigrmnee proncidens, peesion asd retirensent eds, e socieibs,
CEIEETICS

» Unkmown, anclassified

A Fage 15 GADAT. JRAT
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Thia i i work of T LS. posamemesnt mndd i nol SUbeot 10 oopyTighl prolecion in the

mm . Hemirn, bt Bl wisry, falry £ofiain Sopyrighieg miges o
ratgrial, peemipaion from the copight holder may be necesiary i you wish o
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GALYs Mission

The Gowvernment Acooustabiling OfMee, the asdic, evaluation and
Ievestigntive srm ol Congress, exists (o suppaort Cosgess in mecting (ks
codstitutional Fesponsibilities and 1o help imgrove e perfomsance and
necountalility af the federad government for the American peogile, GAD
eammiees the we of public fanids; evaliztes federsd programs snid policies;
anel proviides analyses, fecor LT and ather assisiance 1o help
Congress make informsed oversight, policy, and fanding dectslons, GALCYs
cramnmiiment b good govemment s reflected in iis cone values of
necouneability, ntegnity, and relishilsy,

Obtaining Copies of
GAD Reports and
Testimony

The fnstesd and easbest way 1o obinin copies of GAD documents ol no oot
Is thromgh GAO's Web site (www oo gov). Esch weekilay, GAC pusds
mewly released reports, lestimony, ard comespondence on ils Web site. To
Farve GACH e-madl you a list of newly posted products every aftemoon, go
By v g gov apdl seleol “Bubscribe fo Upudates™

Ordder by Mail or Phone

Thae Fist ey oof by it pegont bs free, Addilithonal copbes ane 82 each,
A etk or money order showhil b made oul (o he Seperisteadent of
Dociaments, GAC also mocepds VISA and Mastercard, Onlers for 100 oF
v coples malked 1o single address are dEscoinbsd B peroenl. Ovdors
shasild By seml L

LS Gowermmeni Accoustability Oce
A1 G Serect N, Room LA
Washimgion, [LC, 200648

To order by Phome: Voice: (2027 512-0000

TOE  (202) 5122537
Fan:: (2002 ) 5120051

To Report Fraud,
Waste, and Abuse in
Federal Programs

Cankat;

Web alte: woww, g gov Traidne U Tisles. hlm
Fo-arundl: Trviiss st b8 g oy
Ambomatod arswering system: (S0 4245004 ar (202) 512-74050

Congressional
Relations

Gloria Jurmon, Maroging Director, Janmon (8 goo goy {2025 512-0400
LA Govermmenl Accouniability Cffice, 441 G Strest XW, Room T125
Washingion, [1.C. 20548

Public Affairs

Paiil Andersaon, Managing Disectos, Aobetsomn 10 goo go (202 512-8500
UA Government Accousdability Office, 41 G Stredt NW, Room 7148
Washington, [LC, 20648

mno—@ RECYCLID PAFER
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Chairman LEWIS. Thank you very much, Mr. Director, for your
statement.

Our next witness is from the Government Accountability Office.
So, I am pleased to welcome Greg Kutz, Director of Forensic Audit
and Special Investigations. Welcome.

STATEMENT OF GREGORY D. KUTZ, MANAGING DIRECTOR, FO-
RENSIC AUDITS AND SPECIAL INVESTIGATIONS, GOVERN-
MENT ACCOUNTABILITY OFFICE

Mr. KUTZ. Mr. Chairman and Members of the Subcommittee,
thank you for the opportunity to discuss exempt organizations with
tax problems.

Over the last several years, I have testified that government con-
tractors, Medicare physicians, and Combined Federal Campaign
charities were abusing the Federal tax system. At the request of
Ranking Member Ramstad, we have expanded our investigation of
tax abuse to exempt organizations. My testimony has two parts:
first, the magnitude of unpaid taxes, and second, examples of fraud
and abuse.

First, we found that 55,000 exempt organizations had $1 billion
of unpaid Federal taxes. Charitable organizations accounted for 85
percent of this amount. Most of the unpaid taxes relate to 1,500 or-
ganizations that each owed over $100,000.

The amount of unpaid taxes I reported here is substantially un-
derstated because it encloses things such as nonfiling and under-
reporting of tax liability. We also found that more than 1,200 of
those with unpaid Federal taxes received $14 billion of direct Fed-
eral grants. One thousand one hundred fifty of those were chari-
table organizations.

To put a face on this issue, we investigated 25 of the exempt or-
ganizations with the most significant amount of unpaid taxes, in-
cluding 23 charities. For all 25 cases, we found abusive and crimi-
nal activity related to the Federal tax system. All 25 cases had un-
paid payroll taxes. Willful failure to remit payroll taxes to the IRS
is a felony.

The 25 case studies had $105 million of unpaid taxes, ranging
from $300,000 to $30 million. The executives of these organizations
have made careers out of failing to pay their Federal taxes. For ex-
ample, rather than fulfill their role as trustees of payroll tax money
and forward it to the IRS, these executives diverted the money for
other expenses, including their own salaries.

Based on our investigation of the lifestyles of the executives of
these 25 cases, we found that many were doing very well. The
posterboard which is on my right shows examples of the assets we
identified, including multi-million-dollar homes and luxury vehi-
cles. As you can also see on the board, the executive director of this
nursing home was paid $1 million.

These cases in our past investigations have shown that failure to
pay Federal taxes isn’t the only problem that these individuals
have. For the most part, we found that the individuals behind
these case studies are fraudsters. This point is further supported
by five investigative themes, which are shown on the second
posterboard on my right.
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First, we found substantial Federal payments. By not paying
their payroll and other Federal taxes, our case studies benefited
from tens of millions of dollars of Medicare and other Federal pay-
ments.

Second, substantial other debt, including State and local taxes
and individual income taxes for executives.

Third, suspicious cash transactions, including cash withdrawals
and gambling by executives.

Fourth, numerous related party transactions, including millions
of dollars of management fees paid by charities to entities affiliated
with the executives or their relatives.

Fifth, prior convictions, including assault, attempted bribery of
an IRS official, and running an illegal gambling operation.

In conclusion, the good news is that the vast majority of exempt
organizations pay their Federal taxes. However, our work has
shown that individuals behind thousands of these organizations
have taken advantage of the opportunity to avoid paying at least
$1 billion of Federal taxes. Case studies show the enrichment of a
select few being bankrolled by the Federal Government and donors.
Charities are supposed to be helping the poor rather than lining
the pockets of these select few.

I believe that the IRS should take more aggressive criminal and
collection action against those that are abusing the current system.

Mr. Chairman, this ends my statement. I look forward to your
questions.

[The prepared statement of Mr. Kutz follows:]
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TAX COMPLIANCE

Thousands of Organizations Exempt from
Federal Income Tax Owe Nearly $1 Billion
in Payroll and Other Taxes

What GAD Found

Nivarly 5500 exemgl organkztions had alenost 81 billion i impaid federal
tnxes as of September 30, 2008, with chasitable organimisons being
resporsible for more than 85 percend of the #1 Billion b debi. Aboud 1,50 of
s eratities ety banad oo 1000000 b Bodoraad R clodits, with somee awing.
mlti-million dollars in fedeml moes. The majorisy of this debs pepresented
payrull taxes ard associnted perallies and interest dating s lor back s e
vanly 11808 WLl Fahipe to proinilt paprol] taes s & felony ider 175t
law. The £1 billion figure ks imderstated because scme eoemgil organizations
larve mmdenstated tax labilities or did nod file Gax etums.

GAD selected 25 exempt izaki gt ion baesed primarily on
mdmlmﬁamﬁwﬂﬂml i all 25 cases, we
Tl alwesive and potentially exviminal setivity, incheling repeated alluee 1o
remit gl Eaxes witlibel] from employess, (fficials diverted ibe maoney B0
Pestial (ks eprrations, Ewludling paying (sl salafes ranging Trom
humsdreds of thomsands of dollers to over $1 milllos. Masy of ihe offcials
sccumulatied substaniial pssets, soch s multimilion-dollsr bomes aml
liwiary velich- Koy olficisds sid cinplogers al 4 enlities were evgaged in
enminal setivithes, includisg atiempied bribery of an IRS official and illegal
Fasnliling. Desgrite repeatilly alnising the Tederal tax spstein, hise endithes
anntined b0 retsin hehr exempl staie. [HS dors not heve e authonty 1o
reveke am crgnnication’s exempl siabos becasse of wpaid federnl laxes.

m““-~'ﬂ'¢_“b!mw
Tian et

Cwguinirates sclivity
& Cefcasiy s rebated b sewaral ofwr or-profs enttes, o wi

ety
¥ malon urgan] bedersl lases.
o P proirss in it bood T & relitee] arasy
el Viarenc rralliors e Rl payrenty.
G & Pl v 10 hary oficialy makaris i ssceas of 5100000
o ) ] of Gayire] [yl Lines
s O oficial Bl & Solar Feors
sty wibacied ] T ieTed 1ot Wl et SO TIBFRERBER
ladet o pay payrrd Liasa
el R T e
8 el sancutve salees, insisad of payrg lases.

& g ELn o] S GO RN fh R 1

T s e clca
TR —

Wrver 1,200 of these exempt ongandestions with unpaid fedeml Booes received
awer BUd hilliom in federal gramts b fscal yoans 2000 asd 206, Six of (ke 256
Exempl organientions GALD iInvestigated reeeived grants; of ikose § entities, 5
g o havve violsted the False Stabement Act by mesl disclosing their tax
Al s gepuienl For example, o omigy that peevived millioss of dollars in
gramts il nok diselose anpaid o on musltiple appications. Taxpayer
privacy stnttes prevenl @ranting agencies from verifying s applics’s tax
station with [R5 unless ihe taamaver suilwirioes such discbesurn.
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Ay, Chadrman snid Mensbers of the Subeommittee:

‘Thank you for the ogporunity (o discuss sues relabed 1o exempt
rganizstions and tseir slbserence o ihe lederal b systom. This
bestimong builds on your concern abaa e $200 billion anmial federal tax
gnp. This testimory also bailids on & large body of work, condscted over
e st T e, i which we investigatod entitbes that have alsed i
fedderal tax system’ while benefiting from doing business with the federal
governmenl. (har iestimony, and the sccomnpanying report that we are
relasiigg boday, adibiess whether organtestions exenpt from federal
Imcnme taxes wene delinguent in remitting payroll amd other federal taxes
o the Internal Bevene Service ([RSL All employers, regandless of tax
exempd satus, soe teaqiined To withBald Trom thelr emplyees” wages.
pagToll tnxes for Social Secarily, Medicare, and other federal toxes. Willful
Eailisre i remit pagroll teoes s & felony under LS. law,

Exemgi organk i o fronn federal neome taxes
hmuw umwmrm{mn st putably
LE.C. § BLCe ) Income tax exemplion s a significant benefi anavailable
o the vast majority of taxpayers. To qualify, an crganization's purpose and
operatines mist meel e crienia explicitly contaleed otk LEC, While
the range ol types of exXemp onganizdions varies greatly, from largs
maticnal charities to kocal aihletic leagoes and socisl cluls, the majority of
vasmpd organizstions s charities, chisches, and pducaibonal nsinisions

S 31, Tirr Complimmcr Fhiousmds of Federad Comtractors Abus the Fadrmd Tar
Syatewm, GALST.TET (Washinglon, 100 Apr. 18, 2007 Matirarr Mioasamsts of i
Part [T Proeddlers Absisr U Pradernd T Spstess, G007 78TT {Waslusgisn, 1107 Mar 31,
0T L Thir Fletsd: Sovne Carmbdmnd Frobernl Campuii Cbivils Owd Pagrod s Oty
mr-..nuwmrﬁrﬂr-u-m,n A7 My 20, 2005, Finseciel Minagessl:
Phoramimils o 724 Conlrirtors Abuse S Frders! T Siofem, umu.-hu'r:uu-_
L0 Blar, u.mkh.-mr.lﬁ-—u Thassamats af Cirifkam

Abvisw e Fesleral Tar Syatvm aith Fisdle ( ¢l %, i BT W gl l“':
i P, D00, i vl Wi nagemiear. Some DU Cossti o i the Fderad
Tar Syarrm with Litke Consgwrser, (ATRNE T (Winthingon, [0 Febe 12, 30045

"W pomabered setivity o be alwsive when 8 () bl s eubona (r.2 STk
il pagyrll L Barwis ) of inactlosie (e, Bailire Lo fom e sl fofm 080 eeturm, which is
i Rswsts. wfl review o ki e an, s et e

"GADL, T Cosmpelissnce: Thousimals of Crganibadivns Ko firom Federal Inovme
Chwt Newtrty B8 Filtdon (m Payel aved Other Tiorm, (AT (Wasbinglon, 10, 02 Jutw
=0, 30T, wvbemarndl fickay, July 20, 307
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that qualify For thels exemgibon ander LRC, § 500{e) Masy exemgit
vrganizations also receive the aded bene of Being abile 1o pronide o tax
beduction (o their contribaiors, meaning the donors can deduct the
ansoumt af the dosutkon on tuds indnddusl income tay retums. This

¥ privibege, sub A by Ehe Fisderal goverment, encournges
ﬂmﬂhulnlhururdﬂhu.ﬂllﬁlhm i rmising revenoe.

Dur previosas work on asmall postion of the ration's exempl
organizations, specifically those that participated i the federal
povermmanls Combaned Federsl Campaign,’ indicated that some of thise
exempd organizations were ignoring their payroll and other federal g
oliligations. Pased on this previous work and st the reguest of
Heprisentative Ramstad, Ranking Membser of ibis subcommitites, we
oar audil 1o inchade all organizstions conssdered actively
exempd by RS, We also investigated whether te delingaent exemgit
crganizations were receivieg stitional feberad sigpon in (e Form of
grunts. Today's testimony covers whether amd to what extest (1) exempt
crganizstbons have unpald Tedoral taes, nehading payroll s
() selected case sty organizstbons and their executives are involved in
nbasive or potentially criminal activity; and (1) exempt onganizations with
uenpakd] fedderal taes reocived direct grasds from corinin federal agenches,

To determine the exteni 1o which exemgt organimtions have ungaid
Fesloral baxes, inebuding payroll taces, we mateled TS anpakd s idatn as
of Seplembser 50, 2006 to IRSS datalose of exemgl ongnizabions as of
Segrbeamberer 30, 20060 " To sdentify specific insianees of abusive and
protenitially crimimal sotivithes by selectod oxempl ofgardtions aml their
execulives, we perfommed investigative work on o onrepreseniative
sedection of 2 rvempt organizaiions. We sebected these 25 ongandations
il primarily the amant of tax deb aod nambser of deleniquent

rirviewe] 1he stabulary nhany preadded in LR.C, § GO and interdeaesd
IRS afficials on their process for revoking lax exempl siates.

AL TR, el (2400, T Flefid Somse Comsbdast Frodernd Cmystigm Clsaridtion Chor
Payrll amal D Fdiersd T, (0HGR8T [ Wshingron, 10 Saly 25, 5000,

T v rodiabiliey of dats i 11067 npaid Assossments ke srd Formpt Orgenization
ihatabugs, we coisiderer] e resslts of (e mrl RS Neieia) sidis, mievesed (15
mdﬂm*mdﬂmmu;mu&n
For s sl buskongty i st uof st rriialality, v
m:-!_-.-nmmq.mw L
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T determnine the extent 1o which exengit orgundentions with tax debd
received ledens] granes,” we matched the data sel of tx delinguent exempt
organizations we ideniifed from oor first objective to selecied agencies’
grant disbuirsement data for Ascal years 2006 and 2000 We rovdewed six
grand npplications of selected exempt organizations with tax debis that
recelved Tedemd grant payments in feenl yenrs 2005 anid 2000 o determine
wibitbor they roportied Tiedersl fax debd as regquised, We sl intervieed
frand aifficinls al selectsd federal agencies on whether ey considensd tax
ibeliis im grant sward decision making. For further details on our scope and
et bidobogy, see appEendix | of the scoompanying repon.”

We conidurted our suidlt work from Asgust 2006 through March 2007 in
sevordlance with 1LS, generally acceped government auditing stamlards.
W performed our investigative work, condacted during the same period,
In seeordance with siasdarnds prescribsed by the Presidest’s Coancil an
Integrity and Efficiency.

While the vast magority of exemid onganizations pay thelr Gilr share of
frderal tnxes, tems of thousands absased the fedeml tax system. Our
analysis of [R5 detn shows that nearly 55,000 exempt organizstions owed
meraady 81 billion in wnpald pagroll amd ofher foderal Laxes as of
Segembeer 50, 2006 Nearty 40,000 of the 55,000 delinquest exempt
caganiestbons woere chasitalde, or (e (), organieabonmes. Thss
crgganizatbons owed almost 850 million of the nearty $1 billions in
delingpaent tnxes. Seveniy-one pereent of the neardy $1 billkon in uspaid
taxes o ey T exemnpl ongasdzations consists of payroll (ages anmd

W garpeoeses oof vhis ssdin, gramts il fomls grams, (eojecn g, s diec
il fof spunifend v o oo flerl By Ui el Serviors Adimdnrastio in
Calalsgus af Frderad Domsalic Adstoscr. We cochubed Sledicald from Srmula grants asi
MSirary froam direct pagmienis for sysriflerd e,

" Cirnemi dlais we armbyned rame from e Deporinend of Eberstion's Grani Adsinst i
] Paymaeyd Systom, i Dieyartmen of the Tressury's Ponsncial Managenen Senice's
Adptrsated Searsiaan] Appdacation e System, and the Dvgarvest of |eakd sl
Fhunah Serviors’ Paymeri Manageriei Syaesi Thise tire syl ploomsed e
wgporiy of Toderal grants vachisng Sobcae o Moicss) durbig Seal yeams 2005 el
e,

AALHIT R
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relaeil penalties sl mierest dating as far back os 19507 Crer SR neillion
Mﬂrmllmhm"whﬂmﬂlmmml

i Ut indnidually owed over S0, Some of these entities
e psore U B0 millios in enpabl federal s, Alsa, the neasty $1
Bl im el Eaxies i o A Bescnimse wo il nol inchode [RS

ilatn om tmx debis for current periods and disputed debis bevause they sy
bsr pmitlrly feselvind oF not pepresend o filly valil tas debit. Char ostinste
s sy e rstabod Bretause Ghe THS data usesd im ouwr aonlysis did maol
include, smong ofher Hems, debis owed by organkentioes that did not file
Fedderal Lax retims of isderreportod their tax BabiBity, or far which [R5
e oot ek ssesse] the amount of ibe tax debd.

Foir all 25 carses (bt we nvestigatid, we Fand abiisive aid potentially
criminal activity refaded to the federad tax system, including Gilure i
remit 10 1S payroll tes withhebd from emplipees. Rather than fullill
their role as “tnestess” of this money, e case study ertithes amd iheir
executives diveried the money for odber purposes. Willful Sailore 10 remi
these payroll taxes, which inclisded amounis withheld from employes
e Tor income Lasies, Social Secarily, sl Medicane, & a feloiag. The
Exilure 1o progerly segregate pagmoll taxes can be o criminal mdsdemeanor
aalfense.”

We found mubtigle instances in our case siudes in which ihe payrol] axes
were diveried to fund operations o to pay hunireds of thousanils of
dallams in compensation bo the organization’s top afficials. In one case,
over &1 million in compensation was paid 1o the organization's top ofTkcial
AL by s ke that the exerspt organdation awed millions of dollars in
ielinrgaent taxes. Many of the top ofMicials of selectod case siudy eodities
o sigaficant personal assets, inchoding maltimillion-dollar hoenes aed
lasisry vehleles, Deher togrodTicials of the exemgl angnkeilions in oar cese
stulies neglected to remil millions of dollars in delinguent txes while =
the same tinse paying millioes of dollars in mapsgement fees o relsted
erdighes, We alsn fonine] several instances in which the same individuals

“Gentwrrally, Hwre b6 n 10year statutory oolleceion prrs] leyond whick [R5 s peokiliied

vt o dine [ancess appeal, Iigaseun o & pendag offer in Compronine f isstalinen
gl

SLRC, TR TINR il TR (b, Ovgarsasrisn lficials deemsed by [R5 b b presonally
lialse fiof (e wihberle] armscsiiia rod Borwanled ate sl o ot sty grnally ke
i o] ey el LILE | 60TL
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by e b ofThetals of the Ly exempl erditbes o ous casi studies abso
ogreraled other tax exempl or tacable (for-proli ) estities with significaus
ibelinapaent tnx debts. For instancr, one of owr case study exemp
organizstions, with over 810 million in ta debit, was affillated with several
olbser for-prolit emtities, providing a variety of services from health care 1o
managemseit services, thal were also delinguent in paying their federnl
tases, The relabid For-grofit eniitis owaed psore thans 815 million in
mublitioeal tax debits, primarily payroll toces. Desgite repentedly nbusing
the federnl thx systens, all the exempt organimtions in our crse siuides
comilinised 1o fetsin thelr exenipl staties, We Fouml that oxisting federal
stabubes do nol authorize IR 1o use tax debi as o coese for resvocation of
nn organkention’s exempl status. However, TS is allowed 1o revoke
exempd satus when il determines the organizatbon has ceased to operale
im & marmer corsistent with the purpose for which it was granted the tax
exempt siatus of for cther extraordinany circumstances, sisch as when on
organization ergages in mone Than inconsequential Dlegal activites,

We alsi fruand that meore than 1,500 of the evempd organizstbons with over
872 mwdllicon in tax alebd recelved aver $14 billicn in direct federal grns in
Fiscal years 2000 and 2006 OF the more than 1200 exemp organizstions
that recoivisd grams, iver |.imwmrmmmm

izt ivwied gy FT0 millicn im tox debt and received
mﬂilzhﬂbnnuﬂhrillhlmhmi'mhﬂ- e & 14 biliom in gt
lisbuirsements golag to exemgl organietions s subsiantially eidersiated
Becanse ouir madit did ned inclhide all federl agencies that provided grants
ansd did net cover federal granes dishursed by stale or lorald govermments,
the Federnl Assistarce Awand Dnta 3ysdem, pass-through granis acoounted
For nbsout 80 percen of ital federml grants. OF our 25 tax cxempt cose
sty entities, § peosived Tederal grasts, Our lenived adic of grant
applications submitted by these 6 cnse siody endities found that 5 of ike &
appearei o have violated the False Stnement Act” by mol disclosing their
iy abellils im Whedr applications even thaugh thiy were teguined 1o o so,
mmmnmusuurpm.wwmmmm

g agencies in determi H‘wwﬂ'lqn{rwﬂmumlﬂnhy

VIR LS, ) 100 provides rrimmissl et for (s who keowisgly snd willfolly
(1) Pty roneral, er covey up by sy trick, scheme, mmumﬂlm#h‘r
iy maerially [alse, Boumion, of st [} maake o
hﬂf*h_dwm"lmhmm#“
T, firtiticnss, oo framhlomd stalvmsend or rairy,
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werily an applicant’s tax status wilh TS wnless e taxpager specilcally
s bsrtoes such dischosure,

Exempt Organizations
Had Nearly $1 Billion
in Unpaid Federal
Taxes

As o Seplembeer 2006, peaady 55,000 exemgl onginkeations bad nearky

#1 billien im unpaid payroll and other federnl taxes. Almaosa 40,000 of the
Tl (MM alielima sl el organizalions were charitable, or GO0(cRE),
vrgamizatbons thal owed abmost 850 million of (e neacly §1 Billion in
umpabd payroll and other federml taxes, The amoant of s owed by
vl onganiestions ranged from S1EL o 816 msillion, amd the wambser of
edinapaent tax periods mnged from asingle period" 1o more than 80 tax
periods. " However, the dollar smount of federnl tixes owed by exempt
oranizsinns is undemstated becaimse sonee ogankeations unilemmeportod
their tax lability or fadled to file o retum aliogether.

Characteristics of Unpaid
Taxes by Exempt
Organizations

As showm in figare 1, aboul 71 percent of the nearly $1 billion in uspaid
Foalernl tnxes s compuesed of payroll tes and relaied pershibes and
Imterest. Aot 19 percent, of over 8180 milllion, is related 1o anmal
reporting penaltics. [RS inposes reporting penalties on entities that did
ot Ml sl returnes, fadled o file oo timely manner, o Oled inaccarste
et The remaining [ percen of the nearly 81 billion in delinguent
taxes consists of unrelated asiness income, excise, amd other typses of
Laxes

Fevberal tanpayers oan peiest o oonser b e s of et infonmeion, |
D EIDNrR

A wan e v b nan oy, P e, e tan peereond fod jugrodl sl excee laves
s griwtally e saarier of o year The Mgy 18 popared o file quant ety reoanms with [R5
Tuer Ihar e of L, sl regh oy marnl of e fazrs covers hroughosd the quartrr In
PrenEret, S o, sty and gy A, @ b § s 1 s,

" A darrid wrad Labwr i ihos drsl imeany | 8 e st n s coses ool mtipls
rebaind ewiities, sove o sll of whick b s The saarsbser of tax periosds snd ihe

sorumaksed A debin citer] heve geriain solely b (e e organisstion. The susber of
1k geiinds el e sevumtilanend Lax dedas cited Laber in ks iestimony (=lais 1o Lhe
vt Lo grtiosds el Rax debs of D evrmgs organkotion sl s redssed ralities.

PCarterrally, K [ax cvsde Propiitrs rootopd of Eaniealions wil EEU000 of mee of e
ur Bk vl reimrre (e, Foom v 00nEz |
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Figure 1: Unpaid Federal Tax Debt of Exsmpd Qvgascrabions by Tax Typs
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A significant amount of the drpald federal taves owel by exemgil
organizations had been outstanding for severnl years. As reflected in figare
2, wibsile the magority of the nearly $1 billion in wnpbd federal Exes W
From tax periods 2001 ihrough 2005, aboul & thand of the anpaid faxes wen
froen inx periods prior to 2001, While there is a ioyear ststisiony collection
i boyorm] wivdch RS s probdbited from attesmjting o oollect (ax debd,
the 1ikyear e may e suspended for a variety of reasons, including for
peeridds during which ihe tpayer is invalved in 8 collection due process
apgueal, litigation, or a pending offer in comp s cof iniestallnsent
agreement. As a nesull, figure 2 inchedes tnxes thal ane for tax periods from
moer tham 10 yeams ago.
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T o TS
$E0 silery

1H08 8o 2000
E5SE millon

2001 s 2008
BEA7 millon

oo ok prwepes, of SO o Dby W SXE

Chur nmalysis of IRS dein foand bt seardy 1,500 of the simoss 55,000
ibelingaent el orgikiations owed n tolal over SHEF million of the
ey £1 billion unpaid federl taoes of exempt onganizations we
ichentified. ALl of these nearly 1,50 exenpt organieations owed over
BN each, with some owing more than $10 million. Anctber 5400
owes] Proon & 10,000 o 100,000 each. Although the lungest group—nearly
A5, —vared less than S0 in delinquent taoes, the majarity of the
idelil in this growap of exempd crganizations relited 1o payroll axes
withheld from employess and not remitted (o the fedeml govermment and
nnmial repusting peoaliies.

Albough the nearly $1 billion in unpaid federal iaces we identified as
oo by exoemipd organizatbons as of Septembor 30, 2006, is o signkfcas
A, i ainderstates the fall extest of anpaid taxes. This amount does
mol inclode amsounis doe RS from exemapt organdemtions that did not file
payroll taxes (nonfilers) and that anderreported their payroll o Habiliny
{amderregorters . Also, we did mot inchade exempd organization tax delil



59

Eroen 2006 tnx perrkois, b dels ﬁ;rmmummllmnrlv_n of 1 dlebs

For certain entities listed in TS datal ol exiemp

For all 25 cases involving ol i fzartis with deli i 1 diekds
Selected Exempt that we mudited and investigated, we found netivity, potentially
Organizations Were  crieinad sctivity, or both related 16 the lederal tae systom, The amoant of

E: L k] Taooes pssowialed with Ehese comes ranged Trom oves 8500, 000 po

Inwvolved m‘Ahusu.re ety $30 million, Table 1 hghisghs B of the 26 0rp gt
and Potentially Ivestigated with unpadl taes. Appenidix | provides s sumsany of the
Criminal ﬁfﬁ"l‘iﬁ" oibser 20 cases we examinesd. We ane referring the 25 casies detailed in this

testimuny fs 105 for further codleciion sctivity and eriminal fmvestigation,
Related to the Federal s warsied.
Tax System

SR ks '] 25 mmillasn rolities. BRES dhows el

ressltend s ahesart, |8 oo, cimities. For sddditional isfommstion om oir soope sl

treriluhodogy aneld bsts of dats relisbility, see mgp. | of inr sovomparyiog repo.
VGALLIT L
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e e ——————_
Tabdn 1: Evemgd Qvganirations wish Unpasd Federsl Taves
Unpaid federal
Coss  Mature of work” tax ampunt” [~
1 Healih cop-relaled Nearly 530 million  + 1Tl Gk CORMES O G Gaismgl CQAnCRation and g lof-peoi related
lacklay ity Wit L ot
= The entes cws Moty payrol Ikoes datng Back 10 e laie 15508
s Wiue Raling 10 pary it lanes

= Tha seneyd crganieation pasd miions. of doflars in manasgement Sses i
B oontrRcicy Bt m Eaded i pubkc recoeds as B aSEsie ol e soempl
CHpAnEaBon

s Thi charty nscoived millons of dollar of i undieg bom lederal
EFETITENT RIOGRaTS.
« While the oniies cwed danes. B op sioial wned an olishor ety snd o
redicence vakad m over §500,000.
+  Fodera, state, and iocal lax bens were iled againit the charty lor aver $10
mlon

2 InSSiny RSSO v 55 gy - Tas ara moaly Lawes i Fa e
= oo acknowlesiged T tax debt and the decision o dund
e aaires b0 e 10 offosn i escsss of 5100 000, ramhar e pay
thee Lie Balubty.
+  Dusing e e B oeganuhiton Rourmsd payol s Gebl, @ ki oo
e @ martamalion-colar Paorra and purchasad oy yphaiey
= IRS msssasad a Teust Fund Recovery Penaky (TRAP) agaieal oo offcal
i Pl i L ) 0 Wl AR
Bl Heakh care-relaind CwerStomiion =  Tas cebis are mosiy parproll s daing back 10 Pe sarky 2000s.
Fmcdites s A1 the A TeTe P erpaeieason Laled 1o pay 5 loes, B lop official
= recaived morw than §1 eslion in anmal compensation snd Senelis and
= e severnl hondesd housand dollan i cash ransscsong ol banks
[re ey
s Millcns in Sederal bas bend huve tsen plsced sgmnil e crganieabion and
A5 i i b process of sssessing a TERP
Y Socal cub Covar 51 millom = Vs biew Gbe, ostly peryrol Bsea, cirias bac 1o Ba e | 9008,
= This ormaninaton snd lomma: officisis pied gulty 1o conducting an Ssgal
gRETehing bDusness.
o Dhieifiti W (il pliid el Srgihtihin’s (ot el 1 ML 4 B dnirmp
wrgancraton

= The organiralion was sisn iveolved in cash rarscions nob repored 1o IRS.

s i oo Saptermbet 30, 2006, & TRRP ks nol bees aisatsed beciise RS
conichathid Tl i cofell ] b P Bibie

s Fademl tan keny wem Wed agairat e snify,
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Unpaid federal
Cass  Muturs of weak” baE mmounT
5 Barvicen 1o chiden. | Ohvar $500,000  + s organiration s [ Gote dabas back i e s 10008

. gmﬂmuwmmumnmm

& This same oficisl retsned o potfon in B organization, which conirue 1o
R L ]

P B &0 T
. O Mty abenody o that soeres gy 1 i b made
in cash,

+ IS sssossad TEAP aganet Ba crgarisaion's kap oficialy.
= Foder i ke wers Wsd againal e enbity.

e ] sy o S ey ag o e  —

Ul DM e ) e BRSO B iR Bty COSESIN 1 B0 [8864 OF P relste]
ek, rrsh G of whach Fuinm Lo et Thes runtone of b priod ee) T accurradted s
CHOES DRa S 1 P MM [l ROAY X1 - SSTO) DRATRIGN TTep M Of W
faieiccs, el M crurtte i St i Fies parla 10 B Aotursclaton Lin asesds ard lis
S0nt o P @SBRI (AJASTINON BT R SR (R

The abwve cnses ihstrmte how some officials of debinguent exempt
organizations alised the Tederal tax system lor their own benefil, These
officials startesd] multiphe exeogpt organiztions ard Gailed fo remit axes,
il Lrge sanagemment fevs 10 elated engities, paid high salaries and
accimmdated sigwificant sssets, or were involved in criminal activity all the
wihile failimg 1o remit payToll amd oilser taxes o the federnl govermmeent.

wwmlumwmumuﬂulm:ﬁm:m
o metnined thelr tax exemgl siates, Existing
hhrﬂﬂmmmmmlhﬂmmmmmmhﬂmm

oi's Rax dheli . However, IRS can revoke an crganization’s
exempl sintus when it delermines that ithe organimtion has ceased (o
ouerale i i naanier consistend ﬂhlhmm{wmuwumd
thee bax exempd sdoatus or for olber vs, sisch s
Mmmmqwsmmlhmmmmw
netivities or pays ofTicials sxoessive compemsalion,
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Exempt Organizations
with Unpaid Federal
Taxes Received
Billions in Federal

Grant Paymenis

Basinil om cur snsdysis, wee determaned that of the neagly 55000 eoempl
vrganizatbons with Federal tax debi, mare than 1200 receivsd over

£14 billion im federal grants from the Deparemesd of Health and Bluman
Serviees (HEHES),” the Departmseni IJIHIH#M the Departmsnt of Energy,
the Mational Aer ics amid Space A ioa, and other federl
ngenches in fseal years 20005 and 2000, The more than 1,550 exempi
crganiesthons owed aver $72 million in tax debd yet reoeivid sulbstaniial
amnmnis in federal grants, O the more than 1200 exempt onganizsions
that were definguent in taxes yet recelved grants, over 1,150 were
chasitabhe organistions kel owed approcinastely §70 million in mpa]
Feslernl taxes. These charitable crganizstions recelbved over $12 bllion of
the $14 billion im granis disbursed (o o delingeent exemgl organieniions.
Ackliticnally, our esthmate of the over 814 billicn i federal grants
isbursed o cxempt organizations with fedeml tax debt is likely
umilersiated becaise our gudit did mot inclode all fedeml sgencies Dbt
providke] grangs and did gl cover pass-throagh grants

Exempt Organizations
with Tax Debt

Misrepresented Their Tax
Status to Granting

Agencies

Dirganktations that appldy Tor federal grnts ame reuilred to cofglete s
Saandlard Form (SF) 424, “Application for Fedeml Assisiance,” to provide
granting agencies with entity information, siach s nams, cenployer
dentifcation mimber, address, and & deseripiive dilde of the praject Tor
whdch the gromt willl be used. The SF424 also requines that the grant
applicas provide information s o wibtlber ihe applicant has sny
ibelinagment federal debis. The irstnictions that accompany the SFEE24
idefine fedeml debt to inchsde taces owed. The apiplicant is reguired to
cortily thst the infarmstion provided on (e SFEE s troe snd cormect,

We cxmmined information provided om tlse SEE2 for six of oar case stody
EaE woemp ofganizations thal mecetved granes, all of which had sishstnntial
b dhelbsls cutstanding. We fouml that fvve aof the six that recebved federal
grursts fuded o dsclose thelr federal tax debts on the SPE2Ms led with the
Eranding sgencies, The six entities sgplied For and received over

S 13 million in 1ot gramt paymenis in Gseal yenrs 2005 and 2060 Ina
rece (yvar time span, one of the gt inms we padited
mdwmmm*mmmhmmwm Exven thenigh
the endity had am cutsianding balance of unpaid federal taces, the entity

"Tee HS st exclistes Medionre and Mk ] Fuor mleienrial irile
q-wm—lmmﬂmdhnm-r“lururhm
g, AL Sl
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Bl o dischise iis lax labiliny on the 5P The organization
subseqiently ecenved several millioa dollars in g peamends during 2
recend fiscal years. Figure 3 provides excerpts of an SF424 for this
vrganizstbon whero (hi applicant ppgaesrs bo have violated the False
Statements Act™ by ol disclosing igs delinguent tax debl

SR LA | 1000,
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Figura 1 Excarpl of SFLH Showing Failues fo Declam Delisgpant Tan Debt

APPLICATRON PO
PRl ASSATANCE

Al prowes
appicaton rioonaion

Apphca shet o
]
bedmenl ot

Appicursl sissty B mormstion

o s | oo by
igrang Mopiciton

W Fonanil thad while granting agencies can ask prospective grandecs for
comsrni i verily fedeml tnx debt information with [R5, granting agencks
] s oy i @ Tew cisds wihere (e grant appdicant disclosed having
Fesdernl debis. Agencies did not confirm with 1S ihe sccumcy of applicand
imformaticn relatod to federal i debiis becsse of sUrict Rpayer (aveey
laws, Officiaks al ibres granting agencies informmsed s thal procedurally, i
tax debi were declared on the SFAZA, the agencies would requesd furiber
Imformation, iscluding conseat 1o venily my debt with RS, o detenmine
the Anamcial resgpromsibility of the applicam arl whsetber any action necds
bix ke inboem, inchuding withbolding grumi paymenis untild & paymsent gilan
i b emitemed] el with TRS. Witk aocurste delil informaiion
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gramting sgencies se ledied in ther ahility o fdly evaliate whether the
Erandes b5 a responsible party and should receive the grnd, whetber
nifelitional actbon necds (o be taken, or o combinatkon of these.™

Concluding
Observations

“The vasi majornity of exempl organizations pay thedr falr share of fedemsd
tases. However, our work has shown that tens of ibousands of exemp
wﬂdﬂhﬂmﬂllbﬂruﬂnﬂhﬂrhﬁrﬂn}mﬂmuﬂhﬁmmﬁwmm
vl paying their federml taxes, in part beeause [ES does pot have

bRy To ek axengl statias for faibare 0 pay Eies. '|I'lem
officers of tlse delinquent onganizations ane responsilde for diversion off
payroll tnx money—a felony offense—io pay iheir substantinl sslarics sl
scvismidate substantial personal wealth 1t is Bkely that mesy of (hise
exempd crganizations have provided significant and positive servioes o
these i need. Nevertheless, 18 is also imporinm that ihey comply wilk
Feabernl tax bvw in order For the Federal gevemment Lo colledd the fusds 1o
which it is entithed to firanee critical governmient priomities, and (o help
lenpenve: the asernll beveld of compliance with the pethon’s s laws,

My, Chadrman snd Memshers of the Suboommttor, (his concludes my
statenienl. | would be peased fo answier any questions thal vou or other
members of the commitiee may have al this time.

Contacts and
Acknowledgments

For fumibeer indi whoat this i ¥, please contact Gregony [
Ktz il (202) H12-T455 o koleg@gao gov, Conlect points for oar (ffices of
Congressdonal Relatiors and Pubdic AfTakrs: sy be fousul on the lnst page
of this testimony.

FFulier sthons granting agencies o ke inchede placing resirciom on the Barsling.
ivpuisting Ul L prorsgerr tive granlee rmded sl 8 pagyment agreersnnl with B, or demying
b grmant,
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Appendix I: Exempt Organizations with
Unpaid Federal Taxes

Talde 1, kn thee madn portios of ihe testimony, provides dats on 5 detailed
case shudies, Tabde 2 provides detadls of the remaining 200 exempd
organizaiions wo sehecied as cnse sbodies. As with the § cases discussed in
thiae by il Chis lesthmiiy, woe s fonined aliase, potedlial criminal
activity, or Both related to the Federal Bax system during osir audil amd
Irvestigntions of these 20 case studies. The cose stsdies primarily invodved
varmpd ergsnbestions with enpaid payroll taxes, ane for as nany o 14
IS

Tebie T Evemgd Qvganirations with Unpasd Federsl Tares

Linpaicd hedersl
Case’  Maiure of work an amount” (=
] Communty sertes Psarty 53 milleon, ¢ Ta Gebin seve moally payTol Sy datng Dack 1o e e 19008
v T sine fned e organiesiion lor smployng cormecied felons in
i ol puble irusl.

+  An enily imgicrps sngaged in crimingl acivity whils smpioyid by e
=iy,

AR the el e o Tl b
s Peplaced i opatting cul of T S ity

i gancutven. Pl vhan francial and ciher coerabonal ek

»  Combingd these relsted anites ows mosTy payrol Waess abng back
o e e VE0s.

+  Combingd B st received cvar 530 milkon anmuslly bom
gevemmmand-hrsied rograTa

»  Several of Pa smempl g WPDEAT 1D Py lets
T Aosid i e s 10 & relaled peiiy

+  Foral tax i wors ot sgunt the anites. .
B Communiy senices Over 51 milon |+ Enfily oA cham iy wie Lsarmars Dy had ol pad pariol [ees
lor pveinl yoass.
»  [Entty oficials recendy choms 10 close the ety mitar than pay fa tax
w Enbty reCesvid nisirty 51 mdiion i bedensl granis duning i recen 3
s Pt
+ A op offcal recived companaation of raasy 100000

= Deapie owing bxes, s ety S nok declens ledeil ta debi in is
g agplcation

+  Fedorsl G ivd wies e sganil e anSty
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Chairman LEWIS. Thank you very much, Mr. Director, for your
statement. I am sure there will be a lot of questions.

I am pleased to welcome the President and the Chief Executive
Officer of the Independent Sector, Diana Aviv. Welcome.

STATEMENT OF DIANA AVIV, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, INDEPENDENT SECTOR

Ms. AVIV. Thank you, Chairman Lewis and Ranking Member
Ramstad and Members of the Committee. Thank you for inviting
me to testify.

Independent Sector is a national nonpartisan organization with
approximately 600 members who represent tens of thousands of
public charities, private foundations, and corporate giving pro-
grams. America’s nonprofit community includes more than 1.5 mil-
lion organizations, large and small, committed to improving lives.
Its impact is a result of the talent and dedication of millions of vol-
unteers, and a workforce of 11.7 million paid employees, 9 percent
of the entire national workforce.

Twenty percent of the sector’s funds are from voluntary contribu-
tions, 31 percent from government grants and contracts, and 38
percent from fees for service. Together, charitable organizations
s%enddnearly $1 trillion annually to serve communities here and
abroad.

These vital organizations face tremendous challenges. Corporate
giving has declined, and Americans of modest means are finding it
more difficult to give because of rising prices and difficult economic
conditions in many regions. Additionally, organizations that rely on
government grants and contracts, particularly those that serve the
most vulnerable members of our society, have been hurt by funding
cuts and changes in priorities.

To provide some relief, Congress acted last year to allow older
Americans to make charitable contributions from their Individual
Retirement Arrangement (IRA) funds without suffering adverse tax
consequences. This new incentive has already resulted in small and
large contributions totaling millions of dollars to support counsel-
ing for at-risk youth, housing for homeless families, and much more.

Many of you are cosponsoring legislation to expand and extend
this provision, which is set to expire at the end of this year, and
we are committed to working with you to ensure that legislation is
enacted.

Nonprofits are also facing human resource challenges. Many
leaders are baby boomers who will be retiring, and there is a much
smaller pool to replace them. There have also been some declines
in the number of Americans who are able to volunteer.

On another front, there have been a number of stories in recent
years concerning troubling practices at some nonprofits. Many in
our community were concerned about these stories, and we brought
together leaders of charities and foundations to explore needed
changes.

At the urging of key leaders in Congress, we formalized our ef-
forts in the national Panel on the Nonprofit Sector. The result con-
stituted the most comprehensive review of governance, regulations,
and operations of the charitable community in more than three
decades.
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The panel offered a strong, carefully integrated package of over
130 recommendations for action that lawmakers, the IRS, and the
sector itself could take to improve governance and accountability.
We worked closely with congressional leaders, and are pleased that
much of the panel’s work was reflected in the reforms passed last
year with the Pension Protection Act (PPA) (P.L. 109-280).

The panel has continued its work and this fall will release a set
of 33 principles for good governance and effective practice to guide
charitable organizations. The IRS has also drawn on the panel’s
recommendations in implementing the Pension Act reforms and de-
veloping the draft Form 990 that was released last month.

Our field is now providing feedback to improve that draft. The
revised form will increase transparency and facilitate compliance,
but its implementation will require significant educational efforts
and adjustments in nonprofit accounting and recordkeeping prac-
tices.

We have asked Congress to increase funding to the IRS. We also
believe that the best way to improve enforcement and transparency
is to require mandatory electronic filing of nonprofits’ information
returns.

There is another way Congress can help strengthen the oper-
ations of our charitable community. Many individuals create or
come to work for charitable organizations with passion and com-
mitment, but insufficient knowledge of the legal requirements and
skills necessary for success.

Like their counterparts in the small for-profit community, these
leaders could benefit substantially from the planning services, fi-
nancial and legal advice, and management training provided by the
Small Business Administration. We stand ready to work with Con-
gress to create a Small Nonprofit Administration to nurture and
train leaders of charities in the skills necessary to ensure that we
can all benefit from the vital services their organizations provide.

Thank you, and I am pleased to answer any questions.

[The prepared statement of Ms. Aviv follows:]
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Testimony of Diana Aviv
President, and CEOQ
Independent Sector

United States House of Representatives
Ways and Means Subcommittee on Oversight
Hearing on Tax-Exempt Charitable Organizations

July 24, 2007

Chairman Lewis, Ranking Member Ramstad, and Membets of the Committee:

Thank you for this opportunity to appear before you today. It’s an honor to help provide 2n
overview of our nation’s charitable community, and to comment upon recent legislation and
pending regulatory activities that will have a significant impact on the futute of the nonprofit sectot.

Tam Diana Aviv, president and CEO of Independent Sector, a national, nonpartisan charitable
organization with approximately 600 members, including public chatides, private foundations, and
corporate giving programs, collectively tepresenting tens of thousands of charitable groups in every
state across the nation. Our coalition leads, strengthens, and mobilizes the charitable community to
Bulfill our vision of a just and inclusive society and a healthy democracy of active citizens, effective
institutions, and vibrant communities. IS members represent 2 broad cross-section of our nation’s
nonprofit community, which cxists to meet society’s needs, frequently in partnership with
government, in diverse areas such as the arts, education, human services, community development,
and health cate.

My remarks today will focus on four topics. I will begin by giving you an overview of the chatitable
community, including a discussion of its health. Next, T will examine the essential partnership
between government and the charitable community in improving lives. Third, I will describe the
tecent challenges and inspiting response of the sector and the government in strengthening
accountability and transparency. Finally, I will discuss two significant challenges facing the
community and propose solutions for the Committee’s consideration.

State of the Sector

More than 170 yeats ago, Alexis De Tocqueville marveled in Democracy in America at how Americans
came together to solve problems through voluntary associations. He came to see these efforts as
one of America’s most distinctive featutes. Today, America’s charitable community plays an cven
mote indispensable role in improving lives across the country and around the world. It has grown
to encompass mote than 1.5 million organizations, large and small, that engage people in securing
basic necds, creating opportunities, offering hope, fostering creative expression, and nurtuting our
spitits.

We are religious and sccular relief organizations that serve people in need. We ate therapy centers
for disabled children, inner city free clinics, and after-school programs. We are large and small
foundations that fund services for the most vulnerable in our society, creative arts programs, and
economic development. We are also small neighborhood groups, cleaning the roadsides, protecting
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our children, and fighting for the causes we believe in. No matter who you are, or where you are in
this country, your lifc is touched and enhanced by the work of nonprofit organizations.

America’s chatitable community produces its results because of the talent and dedication of caring
people. Part of that service comes from volunteers, who collectively provide the equivalent of 9
million Aull-time staff members. Our organizations’ results are also supported by its 11.7 million
paid employees, 9 percent of the entire national workforce and 2 number preater than the finance,
insurance, and real estate industries combined'.

To do this important work also requires financial resoutces. The voluntary contributions of millions
of Americans provide 20 petcent of the revenues that suppozt the programs our community offers.
We rely on government funding for approximately 31 percent of our support, and fees for scrvices —
generally calibrated based on the client’s ability to pay—provides 38 percent of the needed revenues.
The remaining 11 percent of the support is derived from investment earnings, income from
unrelated business activities, and other sources. Charitable organizations collectively spend nearly §1
trillion annually to provide programs and services that improve lives and strengthen communities
throughout the United States and the world. Add to that the value of countless hours of volunteet
effort cach year, and it is clear that the nonprofit community is a major and essential force for good
in out society.

Partnership with Government

Throughout our history, the Ametican people have relied on voluntary organizations to address the
needs of many of our most vulnerable neighbors. In the colonial period, some groups who found
themselves in the minotity — Scotstmen and women in Massachusetts, for example, the Jewish
community in South Carolina, and Aftican-Americans in the South — had the opportunity to cteate
their own organizations to help theit members. The number of voluntary associations expanded
significantly in the 19* century, leading to thousands of new organizations such as Jane Addams’
Hull House and the African Meeting House in Boston. The fitst part of the 20" century witnessed
further expansion in the number and variety of charitable organizations, from private universities to
community centers, from foundations to health care providess.

As our pation grew and the problems facing our communities became mote complex, we
increasingly turned to goverment to help meet our collective responsibilities for ensuring the
quality of life we want all people to enjoy. Some progtams started by nonprofits—including
libraries, local schools, fire stations , and parks—have been expanded by government, enabling the
broader community to enjoy theit benefits. At the same time, philanthtopic institutions incubated
new ideas—such as rocket science and the 9-1-1 emergency response system——that are now an
integral part of the services government provides. In addition, charitable organizations are the
partners through which government effectively and efficiently delivers services such as early
childhood education, health clinics, drug counseling, and after-school programs. Without this vital
collaboration between government and the charitable community, onr nation would not address
such needs neatly as well.

Congress and state legislatures have long recognized the critical role of nonprofit organizations
dedicated to advancing the common good by granting them exemption from income taxes. This
enables those otganizations to devote their funds to fulfilling their missions. To encourage the

! Lester M. Salamon, editor. The Siate of Nonprofit America (Washington, D.C.: Brookings Institution Press, 2002).
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American people to contribute, federal and state governments also have allowed taxpayers to deduct
charitable contributions when calculating their income taxes.

Several government agencies arc charged with monitoring and regulating charitable organizations to
ensure that they mect the conditions under which they were granted this special tax status, The
Inteznal Revenue Service’s Tax Exempt and Government Entities Division bears the primary
responsibility for approving applications for tax-exempt status, and monitoring and enforcing
compliance with the rules for tax-exempt organizations. In most states, attorneys genetal bear the
primary responsibility for enforcing state laws governing the creation, operation, and dissolution of
charitable organizations.

Although the system of oversight has ptoven effective in identifying and deterring some individuals
or organizations that violate these laws, a serious shortage of resoutces has made it difficult for
government officials to identify and punish many violatots.

Accountability and Transparency

Starting in 2002, news outlets that had been following corporate scandals began to examine
charitable organizations mote carcfully. They subsequently identified 2 number of cases involving
practices that were illegal or not in kecping with standards typical of the charitable community.
Some stories described individuals who received inappropriate personal economic benefits, others
focused on unethical fundraising practices, inattentive boards of directors, and individuals claiming
excessive contributions. Many leaders in the charitable community were troubled by these stores
and wanted to explore ways we could strengthen oversight and improve the governance and
accountability of our otganizations. To begin a dialogue for change, I invited two dozen leaders
among charities and foundatons o come together.

The leaders of the Senate Finance Committee were also taking a closer look at charities and
foundations, and in 2004 convened several hearings and a roundtable discussion, to examine
oversight and needed reforms. That year, the House Ways and Means Committee launched its own
examination of the charitable community, efforts by the IRS to improve compliance, and the need
for further congressional oversiglit.

Many in the nonprofit community urged caution when considering new legislative options,
particulatly given the diverse ways in which charitable organizations operate. ‘They noted that while
a4 particular remedy might solve the targeted problem, it might also have unintended adverse
consequences for a great many other organizations. The leadership of the Senate Finance
Committee agreed that more thorough study was needed, and with their encouragement,
Independent Sector expanded our initial analysis. The national Panel on the Noriprofit Sector was
botn. The result constituted the most comprehensive review of the governance, regulations, and
operations of the charitable community in more than three decades.

? The Internal Revenue Code defines more than 25 categories of organizations that are exempt from federal income
taxes, including private country clubs, business associations such as Chambers of Commerce or the National
Association of Manufacturers, labor unions, fraternal organizations, and many others. Because charitable
organizations — those defined under section 501(c)(3) of the tax code--must benefit the broad public interest by
addressing specific types of programs, Congress has provided, with very limited exceptions, that they are the only
tax-exempt organizations eligible to receive tax-deductible contributions.
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The Pancl consists of 24 distinguished leaders from public charities and private foundations from
around the country. It was supported by five Work Groups that included a total of more than 100
experienced representatives of the nonptofit sector that examined key issues in govetnance and
accountability. Also making major contributions were twa advisory groups: one made up of
technical experts, the other of leaders of America’s business, educational, media, political, cultural,
and religious institutions, who provided a broad petspective on how these issues affected the public
at large. Two additional groups were later added to examine specifically how the annual information
returns filed by charitable organizations, the IRS Forms 990 and 990-PF, might be improved.

The Panel adopted an inclusive and transparent process for its work, conducting 15 ficld hearings
around the country, including in Atlanta, Minneapolis, and New York City, hosted several national
conference calls, and posted all of its draft recommendations for comment on its website.
Altogether, the Panel received comments from more than 15,000 people who improved the final
product and lent their support to this massive effort.

In June 2005, the Panel presented its Final Report to Congress and in April 2006, it released a
Supplemental Repott, Together these reports contain a strong, carefully integrated package of over
130 recommendations for action that lawmakers, the IRS, and the sector itself could take to improve
the governance and accountability of charitable organizations. The Panel identified areas of
misconduct that were not covered by existing law, which was not surprising given that there had
been no significant change in federal laws governing the nonprofit community in more than 30 years
despite significant growth in the sector duting that period. The Panel also recommended methods
for strengthening existing law enforcement systems to facilitate a more stteamlined use of resources.

In the Panel’s view, the recommendations balance the need for meaningful oversight with the need
to protect the independence that has been a hallmark of the charitable community’s effectiveness.
They also recognize the diverse range of needs and inrerests of charitable organizations,
understanding that while one solution might be appropriate for larger organizations it could
devastate smaller ot new nonprofits. The Panel paid special attention to smaller organizadons by
creating a work group whose goal was to ensure that they were not adversely impacted by its
recommendations.

The Panel’s report was formally endorsed by 460 large and small organizations throughout the
nation, from the American Cancer Society to the Boys and Girls Club of Catlsbad, California, from
the Boston Foundation to the Georgia Center for Nonprofits. Many organizations have adopted
govermance policies and practices recommended by the Panel, and the Internal Revenue Service
incorporated many of the Panel’s reccommendations in its recently released draft of a revised Form
990.

Legislative Developments
In the year following the release of the two reports, Independent Sector and many other nonprofit

organizations consulted with Members of Congress and with tax staff of the Senate Finance
Committee and the House Ways and Means Committee, encouraging them to enact legislation
following the Panel’s tecommendations. The result was the package of legislative refotms passed by
Congtess with the Pension Protection Act of 2006 and enacted into law last August. Those reforms
included increased fines and penalties for violatons of prohibitions on excessive private benefits,
cleater rules for appraisals required to substantate tax deductions for charitable contributions, and
new rules to ensure that assets held in donor-advised funds and supporting organizations are used to
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benefit the intended charitable purposes. These teforms represcnt the most comprehensive change
to the laws governing charitable organizations since the 1969 Tax Act and have significantly
strengthencd the legal framework that enables our charitable community to be a vital resource for
our nation.

The inclusion in the Pension Protection Act of several new incentives to encourage charitable giving
is also helping to generate new resources needed to support the work of charitable organizations.
These incentives include the IRA Chatitable Rollover, which allows older Ameticans to make
charitable conttibutions from accumulated refirement funds without additional tax burdens; an
enhanced tax deduction for gifts of property for conservation purposes; and enhanced deductions
for corporate conttibutions of food and book inventory. Unfortunately, these incentives will expire
at the end of this year unless Congress takes action to extend them,

Since its enactment, the IRA Charitable Rollover provision has encouraged tens of millions of
dollats of new or increased contributions to help build cancer centers, develop programs for
counseling at-risk youth, provide college scholarships, support housing for homeless families,
consctve wilderness areas, and provide art therapy for people with developmental disabilities.
Beginning at age 70 ¥, all IRA owners are requited to take annual minimum distributions, even if
they do not need the income. While there are some large gifts that have been received by
organizations, we atc seeing around the country that smaller donations of $4,000 to $5,000 are being
given by persons who might not otherwise have donated in the past. This new provision allows
those who have accumulated more assets than they need to use that required distribution and other
funds in their IRAs to give back to society by supporting their cherished causes on a tax-free basis.
"This is particularly helpful for older Americans who do not itemize their tax deductions and would
not otherwise receive any tax benefit for their charitable contributions.

We thank Chairman Lewis, Ranking Member Ramstad, and the other committee members who are
co-sponsors of legislation introduced by Representatives Earl Pomeroy and Wally Herger to extend
the IRA Charitable Rollover. This legislation would also expand the reach of this important
provision by making all chatitable organizations cligible to reccive IRA Rollover donations, and
provide IRA owners with the opportunity, starting at age 59 V% to secure their own retitement
income while giving to chatity by using several planned giving options currently in the tax code. I
would think this Jatter component would be of particular interest to all membets of the Ways and
Means Committee because it encourages Americans to give to charities and receive annuities in
return, thus marrying the Committee’s concerns for efficient giving and retitement secutity in the
form of annuities. Extending and expanding the IRA Charitable Rollover would likely generate
millions of additional charitable donations that would help improve lives and strengthen
communities, and we urge that it be enacted before the current giving incentive expires at the end of
the yeat.. .

Independent Sector also believes that some changes are needed to a few of the reform provisions in
the Pension Protection Act. Private foundations and donor-advised funds should be permitted to
make grants to suppotting otganizations, other than Type III supporting otganizations that are not
functionally integrated. Funds established by public charities and government entities should not be
defined a5, and subject to, many of the restrictions on donor-advised funds. We appreciate this
Subcommittee’s Advisory requesting comments on the Pension Protection Act and will be
submitting mote detailed responses.
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In anticipation of a study on donos advised funds called for as a result of the legislation that will be
completed and made public next month by the Treasury Department, we ask for the opportunity to
work with the Committee to construct approptiate additional reforms.

One pressing issue that did not find its way into the Pension Protection Act that would go along way
to cnhance transparency and accurate reporting by charitable organizations, is the Panel’s
recommendation to rcquite all charitable organizations to file their tax returns electronically.
Accordingly, Independent Scctor urges the Ways and Means Committee to cxtend mandatory
electronic filing of Form 990 retutns to virtually all charitable organizations.

Regulatoty Developments
As I noted catliet, the Panel on the Nonptofit Sector also tecommended changes in Treasury

regulations, particularly in the annual information retusns filed by chatitable organizations, to
improve accountability and transparency. The Treasury Department and the Internal Revenue
Service consulted with Independent Sector and many other charitable organizations to develop
quickly the regulations and advisory notices needed to implement and facilitate compliance with the
Pension Protection Act reforms. We particulatly appreciate their continuing efforts to help
organizations clarify and correct their misclassification as supporting organizations and to assist
grantmakers in obtaining information they need to comply with new restrictions.

Last month, the Internal Revenue Service published a draft of a significantly revised Form 990
retarn, the document that many nonprofit organtzations must file with the Service. By separating
information that applies only to a limited number of organizations into distinct schedules,
standardizing the extensive number of attachments requited on the current form, and clarifying the
information organizations are expected to provide, the draft is a vast improvement for both filers
and readers of the current form. Steve Miller and his team at the IRS are to be commended for an
outstanding job in reaching out to the regulated community and for listening to out concerns. Their
open and straightforward approach is another facet of the continuing pattnership between the
government and the nonprofit community.

Due to competing priotitics within the Service, Steve and his team are operating under an
extraordinarily tight deadline for implementing these changes. Independent Sector has been
working with our members to provide feedback to the IRS on areas where the draft nceds to be
refined and cortected. For example, we believe that the “efficiency indicators”—that is, the
percentage of funds and employee compensation devoted to patticular activitics—that the Service
has included on the opening page of the Form are misleading and will not provide useful
information to regulators o the public. We further have serious concerns about the dangers that
new disclosures called for in the draft will create for individuals and groups working outside the
United States that are part of or funded by American organizations. We are committed to ensuring
that our charitable resources are not diverted to those who mean harm to our nation, but we also
must ensure the safety of those who are working to improve the lives of peoplc in parts of the world
that are hazardous for wotkers or hostile to American otganizations and interests.

We also recognize that the extent of the changes on the new form will requite time to educate
otganizations about new definitions and requitements and to enable them to adjust their accounting
and other record-keeping systems requited for accurate reporting. We look forward to wotking with
the IRS to develop an implementation schedule for the revised Form 990 that will allow rapid
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implementation of positive changes without imposing untealistic compliance demands on charitable
organizations.

Challenges Facing the Charitahle Community

Concerns about ethics and accountability should not overshadow the other significant challenges
facing our nation’s charitable organizations. Despite the welcome news of substantial donations by
generous individuals like Warren Buffet and Bill Gates, growth in overall charitable giving has been
very modest. According to a report in the July 21, 2007, issue of the Chronicle of Philantbropy,
cotporate giving declined by 10.5% in 2006, and giving by individuals increased only 1 percent after
inflation, The article reports that Americans of modest means are finding it more difficult to give in
the face of rising prices for fucl and other necessities and difficult economic conditions in many
regions of the country,

At the same time, organizations that rely on grants and contracts from federal, state, and local
governments to provide services have been affected by cuts and changes in funding priotitics. In
recent years, we have witnessed a decrease in the absolute dollar amounts (not just inflation-adjusted
dollars) in the federal budget for non-defense domestic discretionaty programs vital to the sector.
Indeed, spending on non-defense discretionary setvices outside of homeland security has declined
both as a share of the total federal budget and of the nation’s economy. There have also been
changes in the dollars allocated for and funding formulas for mandatoty ptogtams that affcct
services for needy individuals and families, raising the demand for services provided by chatitable
organizations.

Like other businesses and families, charitable otganizations are facing rising fuel and operating costs,
making the need for increascd capital even greater. Some organizations have been forced to reduce
services or abandon certain programs altogether. Some have increased fees while struggling to
preserve access to services, while othets have turned to developing business caterprises, which often
require capital investments and business expertise that may be out of reach.

Chatitable organizations ate also facing declines in human resources. Financial and time demands
have led to a decrease in the number of Americans who are able to volunteer time to charitable
programs. In addition, the current generation of leaders of charities and foundations, like the rest of
the baby boom generation, are expected to retite from these leadership positions over the next
decade. Itis estimated that the nonprofit sector will need 640,000 new senior managers (almost 2 %2
times the number cutrently employed) to replace those retiring. Thete is no institution, mechanism,
or program currently in place for identifying the next generation of nonptofit leaders and providing
them the skills needed to make it thrive.

Many individuals create or come to work for chaitable organizations with a wealth of passion and
commitment for the causes they address, but with little knowledge or experience of the legal
requircments and business skills necessary for success. While a number of consultants and
management support organizations provide some training and assistance to help managets and
boards of charitable organizations address these needs, the quality of these services and access to
them vaties greatly across the country. These outside resoutces are also not affordable to many
smaller nonprofits. Like their counterparts in the small for-ptofit business community, nonptofit
leaders could benefit substantially from the business planning services, financial and legal advice, and
management training provided by the Small Business Administration.
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We call upon this Committee and your congressional colleagues to give setious consideration to the
creation of a Small Nonprofit Administration that would work to nurture and train leadets of
charitable organizations in the administrative, governance, fundraising, and planning skills necessary
to ensure that the people of our nation will continue to benefit from the vital setvices these
organizations provide. While some federal agencies have developed programs to assist organizations
they fund or contract with to provide services, it is time to pull these efforts together to ensure
broad access to high-quality training and suppott for the thousands of organizations that wotk to
ensure the health and vitality of people and communities throughout our nation. Independent
Sector and our members stand ready to assist you in this important effort.

We appreciate the opportunity to testify before the Subcommittee and I amn pleased to answer any
questions you may have,
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Chairman LEWIS. Madam President, I thank you for your state-
ment. I am sure there will be some questions.

I am pleased to welcome the next witness, our friend, our former
colleague. It is good to see you, the Honorable Mr. President, in
your new role as head of the Council on Foundations. To Ron Kind,
I am not so sure, Steve, whether Ron really introduced you when
he made his opening statement, but you can get a second introduc-
tion. You haven’t forgot how we act here in the Congress on this
Committee when a good, a dear friend returns. It is really good to
see you. You are looking good. There is life after Congress.

Mr. GUNDERSON. There is life after Congress.

Chairman LEWIS. I believe it. Thank you.

Mr. KIND. Thank you, Mr. Chairman. I did introduce and wel-
come Steve to the Committee before. It is a delight to have him
back up here. I don’t know if I ever shared this with Steve, but as
a new Member in my first term, getting to meet my colleagues
around here, inevitably they asked, “What district are you rep-
resenting? Who are you replacing?” When I told them it was Steve
Gunderson’s seat, they had nothing but high praise for you. I can’t
tell you how good that made me feel as a new Member of Congress,
to hear the type of work you were doing.

So, welcome back. Glad to have you today.

STATEMENT OF STEVE GUNDERSON, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, COUNCIL ON FOUNDATIONS

Mr. GUNDERSON. Well, thank you very much to you, Mr.
Chairman; to my colleague, friend, and successor, Mr. Kind; to my
friend on Northwest Airlines back and forth, Mr. Ramstad, way too
many times; to Mr. Becerra, where we toiled on the old Education
and Labor Committee; and to our distinguished co-chair of the
Philanthropic Caucus. Thank you very much, Ms. Tubbs Jones, for
doing that. I do feel like I am coming home, and I really appreciate
the opportunity.

The Council on Foundations is a membership organization of
more than 2,000 grantmaking foundations and corporate giving
programs worldwide. We promote responsible and effective philan-
thropy. We gather today at a unique time in American history.
Thanks to the combination of demographics and personal resources,
we are looking at the most significant generational transfer of
wealth at any time in history.

Whether we can use this moment to create new philanthropic re-
sources committed to enhancing the public good depends on how
well we—you the Congress and those of us in philanthropy—can
partner to create the tools for a new generation of service.

More than 71,000 grantmaking institutions contributed over $40
billion in 2006. Collectively, these institutions hold approximately
$550 billion in assets. That is a lot of money, but a word of caution:
Philanthropy can never replace government’s role.

However, foundations can and do play a vital role in strength-
ening and sustaining our communities. For example, in your home
city, Atlanta, Mr. Chairman, the Arthur Blank Family Foundation
holds that promise for every child ought to be the mantra of that
city. The foundation awarded $23 million last year for students
who attend Atlanta’s new schools at Carver, the Southeast’s first
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small high school campus, and is helping children in some of Atlan-
ta’s toughest neighborhoods get a fair start in life by funding early
learning and family support programs.

As much as philanthropy does, we can and should do more. The
council is partnering with our members to act as a program leader
for a coalition funding workforce investment; to conduct a national
study to determine how we can better respond to national disas-
ters; to hold a conference next month, creating an agenda for phi-
lanthropy in rural America; to grow philanthropy’s role in address-
ing the social challenges facing our neighbors in Latin America and
the Caribbean region.

Our growth depends upon our ability to earn and maintain the
public trust. Our growth and our service also depend upon policy-
makers becoming our partners in creating the environment and en-
couraging that growth. There are times when legislation and regu-
lation are appropriate and necessary, but we must be partners in
this effort in ways that achieve the proper balance, both in the en-
vironment we create and in the regulations we impose.

The council will continue steps toward effective, credible self-reg-
ulation. We have established standards for every sector of our
membership. We have significantly enhanced our ethical review
process. We take self-regulation seriously.

Last year’s Pension Protection Act includes the first-ever regula-
tion of donor-advised funds, and substantially increases regulations
of supporting organizations. The council supported many of those
provisions. However, in a couple of those areas, we believe the leg-
islation might have gone too far or it might have had unintended
consequences.

We were disappointed by the last-minute exclusion of donor-ad-
vised funds, supporting organizations, and private foundations as
eligible recipients of charitable distribution from IRAs. We ask the
Congress to extend the IRA rollover benefit, but we also ask that
you allow donors to freely choose where they will direct those
funds.

This morning I want to underscore that donor-advised funds de-
mocratize philanthropy, giving ordinary citizens the chance to be-
come philanthropists. Six donors from Mr. Ramstad’s area, the
Minneapolis Foundation, recently recommended grants of $16,000
from their donor-advised fund to support ending homelessness.

We at the council want to fix certain provisions of the Pension
Protection Act, but we also want a positive agenda, not only ex-
panding the IRA rollover with appropriate fixes, but we want to
provide program-related investments by private foundations to fa-
cilitate urban and rural economic development, to extend the PPA’s
incentives for gifts of qualified conservation property, and to make
tribal governments qualified recipients of charitable contributions
of food by businesses.

Mr. Chairman, this is all about partnerships. We seek your help
to create the environment encouraging the growth of philanthropy
in order that we might all better partner in serving the common
good.

Thank you very much.

[The prepared statement of Mr. Gunderson follows:]
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COUNCILon FOUNDATIONS

Subcommines on Oversight
Commatiec on Ways and Means
Hearing on Tax-Exempt Charitable Cryanizsicns
July 24, 2007

Stalement for the Record by the Honomable Sieve Ganderson
President and CED, Couneil on Foendations

Thank you for the oppartunity 1o appear this moming.

The Council cm F fais PCOHF) 1= a it jom of more than 2,000

foumdations and giving programs worldwide, meﬁn!imﬂufmlmwh
pablic good by promaling and enhancing responsitile and effective philanthropy. The Council's
memhership mcludes private foundations, commundty foumsdations, company Foundatsons, corporsie
giving departments and public charsties that are privarily grastmakers. The world of philantbropy is
growing and changing and the Coancil is changang with (L

Wcuh:rwdquumwukwh.&mhhm andl phalsnthropy, Thasks 1o the combisation

and personal resources, we ane looking a1 the most significant generational transfer
ufmhhnumlﬂmuw’.dhﬂu}' Wmumwmumummwlmm
respurces commitied o enbancing the public good depends upon how well we - you, the Congress,
and those of us in philasthropy — can pariner 1o creale e tools for a new gonerathon of service 1
society. One of the most distinguished leaders in our sector, Bamy Gal of the: Ford Foundati
defines philanibropy as the “volustary rassler of personal resounces b the public good ™ This s our
FTHHTIENE

Today, the Foundatios Center {one of our sector's best research orgamizations) esiimaies ibat the
mation’s mare tham 71000 grantmaking instiutions contributed over $40 billion 2006 80 the
betterment of commmnities in America and sroand the world. Collectively, these philanthropic
nslatutions kol approaimately S350 hillion in assets. Consider these commamenta. bn 2005,
philantbrogy rescurces were allocated as follows:

4% w education

® 1% w health care

®  26% 4o the combination of hunsan services and public alTaindsocicty benel, a cabegary
which includes the premotion of civil society, ewvil rights, and community smprovement.

o the remainder o ans and ouliure, environment snd snimals, international ailsirs, sclence and
technology, sociad sciendes, religion, and other

Half a trilliom dollars im asscts is a vast sum of money, bl a word of caution i in order. Even with
these pensrous resources, philasthropy can never take oa government”s role bn providing services
and resouroes 1o Amevicans.  Fost as an example, foumdation assets in 2006 - that's infal assets, not
grants — equaled juss 21 percent of' & singhe vear's federal budget. If gramimakers spent all the naomey

1828 L STREET, NW, SUTTE 300, WASHINGTON, DC 20036-3168 + MIMB6-6512 + www.colorg
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they have, they could cover one year of Social Security payments or three years of interest oo the
rational debt. But then ihe money would be gone.

mmﬂmmmmWwmemwmmmmu
vital role im g g aml [ itkex. |m doing =0 there are times when foundations
muﬁmmmmmmmmwmluﬁm AL by thmes,
philantbropy's rale may be 1o challenge government 1o do betier. Let me cite several examples.

Adlanin

The Comemunity Foundation for Greater Atlania recently led a sucoesafisl throe-year pilod program,
the Metro Ailanta ¥ outh Opportunivies Initiative (MAYOIL 30 help young people make suceessful
ransitions from foster care 1o adulthood. The pilol ennalled 240 youth and made use of mushiple
sirategies 1 pasast youuth through ihis mansstion period, One of these - a prograsn 1o encournge
savings by combiming imstruction in fimancial lieracy with a 1:1 masch of participants” deposils
resulted in 82 young people saving 353,000 tawand asset purchases.

= Two participants became homeowners and two others opened successfal small

Two participanis wsed the maich funds iowand investments
T pasticipants wsed the match funds lor educational expenses (the stae offers taithon
waivers for foster youth)

ased on the bewsons kearned from e pilin effon, the comsmunity Foundatson is now working with ns
pablic and private pariners on a second three-yvear effort to institmiomalize componems of the pilo
effion atatewhde and to provide reliable financing for the program, includeng maximizing federal and
state fianding. making existing fonding sireams more flexible, and creating public-privaie
partmerships with local banks.

The Aribear M, Blank Family Foundation has o vision for Atlsms of g y that holds
rbtwduhtnh city with a sense of place and potential; of vial rdwmmhm wihrant
itses fior nll. In suppeat of this visson, the fousdation awanded 523 nuallson in grants

st year, pl'l'n.ml;rm Adlanta.
®  The foundation”s Pathways 1o Success parnership peovidad over 54 mallon, payable over
four years, o sapport progmms for studenis who atiend Atlasia’s New Schools at Carver
-t Sioutheast's first “small bigh school™ campes,

= [Early grants firom the Blask Family Fousdations Inspiring Spaces program led 1o the
development of the plan for The Atlania Beliline, a proposed 22-mile loop of irails,
eransat, and parks, whach promises nol caly 10 connect communitics, spur develnpment,
mohiliize residents, and increase green space, bat 1o redefine and trassform the City of’
Atlsmia, The Foundation has contmued 10 provade suppon for Lind scquésition, il
development, park advocacy and park improvement.

*  Theough the Betier Beginnangs mitiative the Blank Family Foundation is helping more
children in Ailants’s toughest neighbothodds and poorest circunasiances get a lir st in
life, by Fundimg carly kearning and family support services. For example, S430, (04} in
mini-granis will suppon sonprofit cngankrations and child care centers thas implemen
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practices designed 1o redace child abose and neglect, promote child development and
family well-being, and lead s improved Josg-seem ouigomses for children.

Ohver thee kst 1en years. TAM, whose Corporite O hi g e Corponate Affairs Departinent is

Beadquariered in Allani, bas been one of the langest coup ibaiors of cash, equipment, and
mumfumhm-ﬂmnummmmua-d.n-:dmdwuml.
The comgaey’s efforts focus on helping people use inft gy o imgreve the quality of

life for themnsclves and othors. As one example, the 1EM KidSmar El.rlyLmnln;l"mp'm'l
ntegrates new inieractive ieaching snd leamang activitics usang the lanest iechnology inta the pre-
kanderganen curricula. The program is now being implemented in 60 coantrics indomationally,
servimg moee than 2 million children froen remole geographic sreas o underprivileged aneas of town
amd cities

Kalamazms, M1

For more than a cestury, the bocal economy of Kalamaseo Coanty, Michigan's population of 250,000
bad relied on the presence of “Hig Pharma™-namely, Upjohn Corp, - for its contmued robust health,
Whaen Lipgahn mrod with Pharmsacia snd then was acquired by Plirce, Ing, the rosulting ks off
jobs, people and philantuopic suppon was potentislly devastating 1o the srea. Moee than | 00 jobs
ware eliminated with the Pfizer purchase alon. Cormmuniry lcadrs banded ogether with Southwest
Michigan First (the area’s private, sonprofit develoy ganamtion ) i develop a far-
reschang, Borwand-thinkisg plan o help save Kal s An 1 cosmy af the
phnwamlmwmw:ww-dh&wwﬂmwmkm
Adter receivimg state, city and county funding. as well as private dun.l'lm Southwest Michigan First

was 52 millice short of s 1 ion Cemter budpet, The Kal L&
Foundation stepped in with a 52 millson program-related investmend 10 make up that shortfall.
Today, the South Michigan 1 jon Cemer is home 10 a8 dozen thriving star-ups, launched

and =talTed largely by ex-Plizer scicnimsts, croating hagh-skill hagh-wage pobs and contributimg 10 the
area’s continued ecemomic growth and development,

Rhnde Fsland
HemrsingWoeks Rl is o coalition of more than | 20 ceganieaiis e and i i by The Rhode
IMF&uﬂumwmthhmaﬂla affordable home. Coalition members
nclude hanks, b endleges, ry-hased ag: Euiih-based

mmﬂmmmemmwm Thnqhnm
activities and websiie; HousingWorks RI;

+  Dywws mention to housing issues in Rhode lsland

= Provides a one-siop, sethoritative source of information about afTondable bousing in Rhode
lsdand.

= Humis down new ideas aned besi practioes [rom acroas the nation.

+  Celebmies bousing progress in oor commusitics,

«  Advocates for solutsons that will end the housing crisis.

The coalition achieved its most ssgnificant victary 1o dale in Movember 20, when &6 porcent of
Rhode Island violers spproved a S50 mallion aifordable housing bend, the largest magonity given any
affordable housing referendem in the United States. Simce then, Rhode lsfand’s Housing Resources
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Commission (HRC) has received mone than 6 applacaisons secking fanding o consinact 9346
affordable bomeownership and rental enits.

Phitanthropy’s Growih in Siee

As | look at global phalantheopy in the 2191 contury, |am convinced that we wall be defined by the
three S5, We'll certainly grow im size. Projections are that we'll witmess no less than 541 erillion im
asset trasnler by the middle of this cenbary; ne kss than $6 mrillson of thts. for charizable givieg.

We don't know how much of that giving will be direcied to foundations, but whasever the amoan, it
s clear that we will wiiness growth 8 rates much fasicr amd misch larpes than previously ssticipated.

Philanibrepy™s Growth in Sorviee

We will grow im our servics o the comison good hm:ﬂamwmmmuhwﬁd
philantbropic leadership, which . 1! effective g ‘We ane booking af new ways in
widch phitanthropy flls e vald hﬂb}'mlllllm wheen political polaristian results in
palicy paralysis. [t is not philanthropy's mole 1o siep in where govemment has fxiled 1o do its proper
iy, Hut 1 i ehear that the vishon, lcthﬂhlp.lndmm Inﬂmﬂﬂ:ﬂhﬂm fascimg our
social sector will come more amd more from C10
innovate, take risks, be ereative, seenclimes even fail - lemgl‘wﬁuﬂummw
respond i the challenges of society.

As Wi oo im service, wie will -mm.wmmﬂmnwm Today,
the Council on Foundabions has just b the leader for
wm%wwmmmm puuk.ﬁm:-sdphmmmn
aiemed ai workforce invessmeni.

lememmunmlmthymmdumlmmmmmnpymm
| | disawiers in the furure. W tod leamed from car resposse to Katrina,
Tuﬁq“mmmmwlmﬂrmnlﬂwmudm
responss who would be prepared for isstant relocstion o 8 o o hovar pit
mmmmmhlmzﬂmmmW!mllmhlmgﬂmmmiur
wisether we showld capitalize & philanthropic disaser fund 1o more effectively coondinae our

New month, we are convening m Missoula, Montana & national goafenesce on Philasthropy and
Rural America. We hope to use these three days of mectings with naml fusders from all over the
ration o craft “A 217 Cennery Apenda for Philantbrogry and Rural Amensca.”

We are also presently engaged in an Initiative of the America’s o grow ph b ‘s rale in
adiressing the soctal challenges hﬁuuumuw Lunmmt‘uﬁ-nm
The Council has just committed 5100,000 10 } i chare and 1o

mmmﬂ;m@lmwmmmmm“mn ways thas will grow
philantbropy's service.

Arousd the globe, philanihropy is playing critical rodes 1o fight HIV/AIDS m Afnca, and o promose
uhlmlnmwmurww Biecause of our contimead inleret in

supporting snd g all i hropy, | wanied to share with you some comments
lmwmw-mrmth;&hHm Vaoluntary Best Practices for
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U5 -Based Chassties and thesr potential to harm our coflective work. The Guidefines based on
Teeasury s view that the LL5. charitable sector is & significant source of fimancieg for temorists,

Lzt me be chear, the Council om Foundations is sieadfastly opy i by thee e of charitable vehicles
for the sapport of termorist activitkes 4t any time in any place. Our work {5 peared towands suppaning
appeopriate safegusnds agaimst any use of the charimbde secior for this purpose.

I fiset, woe have sen mo evidence 1o inducate that LS, charithes ane a magor source of werrortss
support. Out of hundreds of thousands of LS, charities and billions of dollars gives oul in grants.
amd material asd cach year, only six LLS, chantics are alleged 1o have micnisonally

terrorists. Thus far, Treasry has not idestified o single case of imadverient diversion of funds from s
Regitimase ULS. charity s a tenmonst organization. In other wonds, boma fide charithes ane doing an
excellent gob of following IRS rubes conceming dae diligence and inking reascnable precautions wo
ensury that charitable assets are not diveriod for Sorrorism or any other unlan il purpose,

Thee prncapal difficulry with the Guidelmnes is that they call on charities 10 collect o prodigioes
amsouint of nformation abe their grantees — much moee than is legally roquired. 17 charities were 1o
fully comply, they would mowr substantial sdditional admini corts resulting n less funding
going directly 10 charitable activitics. Given that exisfing dee diligence has apparently boen
wulThcient 1o prevent the diversion of funds, the collection of this sdditonal infommation sbould mot be
meoessary. An even langer issue is that, by exagpenating the extent 1o whach ULS. chanises serve as a
source of termorist funding, Tressury is fuling an environmend in which wary donors may refimin
from making charitable contributions.

The Council-bed Treasury Guidelines Working Growp of 75 foundations, charites, associstions,
advocacy groups and legal experts has met with Treasary, ¢ | oo vasous wersions of the
Gisidelines, and developed o belplial sliemative for the charitable sector tided the Priwedples of
Itevmational Churiny. While acknowledging thal secoessive versions of the Treasary Guidelines
bave improved, the Working Group has contznued 10 feel that, o halsnce, they are not wseli and we
bave consestently urged that they be withdawn.

Phitanibrepy s Growth in Sorating

W will also grow in scrutiny 2 bath policymakers and the media seek 10 monitor, investigase, and
yes, regulate this field. And regulation of the philasthropic sector is pant of why we're all here today.
Hardly a maonih now goes by when 1°m sot spending tme with & new reporier just sssigeed 1o the
philantbropic beat of their news agency. And hardly a week goes by when we don”L hear from the
Washingion Post, the Mew York Times, the Los Anpeles Times, or the Wall Street Journal,

In defining our fleld, philanthropic organizations must be ethical, secountable, and effective.
As Council board chair, Max King, CEC of the Heine Endowments, said al our Arsual Conference

this viear:

For us, these matiers of good govermance, accountability, and stromg ethics ane, we
kemwirw, central b0 our mstasson and our suscoess, We mist all becomes expen in
mamaging these public-trust issues, and we mast become highly skilled in
collabaration and comsmunbcation in onder 1y ensan: that the goneral public and s
e ives fully unds | pezr work: and the requiterments for sucoess.
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Dhar o th mnd our servioe are depesdlent upon our abality 1o eam and maingain the public truss.
Char groth and our service are slso dependent upon policymakers becoening our pannees in creating
the environment that encourages the growth of philanihropy. There are times when legislaison and
regulation are appeopriale and necessary. Bub we must be parimers i this ffort i ways that achigve
the proper balance - both in the envinenmeni we oreale and in the impact these regulations kave on
philantsopy, Fuwm:hc(‘nmluﬂmmbmmllmmtmw we have taken

Boward effectve, credible sl laticm. Wi have bli i for every sector of our
mhwmmwchlwﬂﬂﬂwurrmhlmﬂwmwmwmmmmﬁm
i takes self-regulatson seriously and our members join ms in this commitment.

‘l'u-uhuuldhw !rlr Chairman, that the Council on Foudations has cmbarked upon a magor

iy ty withim our sector. Last year, our Board of Directars
-w-nwwmwm our Commitne: on Inchaivensis. The agenda
consists of six mitiatives:

1. Philasthropy Coms — To attract and retain diverse tabost in service 1o philanthropy,

1 Emerging Fhilanthropic Leaders Fellowships — To menior and highlight proenising imlent that is
mew b the sector,

3 Effectivencss Regaines Imtlasiveness: Educational Programs for Grassmakens

4. Comsmunicaie Philanibropy's Valoe and Knowledge on Societal soes

5. Research on the Valee of Inclusiveness

6. Connecting LS Experise with Insemationsl Outreach,

‘We have just completed a natsonal search and i August the Councils new Direcsor of Diversity and
Inclusive Practioes will lesd our efTorts to ensure thal owr field reflocts e face of those we seek ta
SETVE I EVETY WEY,

Building a Fartnership

M., Chairman, vour call For this hearing wiked sbout the Pamnership betwieen the piblic and noa-
profit sectors i serving society. We share this commitment. And we ask our pariners in the
Congress b help us erease the loglskative and realasory environment which enhances the growth al’
philanibropy - in order [ grow our service 1o sociely.

The comminies has abso askod for comments on the Pension Protection Act of 2006, The Council
will be filing detailed comments by the Jaly 31 dendline, but let me make jusi a few key points,
partscularly with respect 1o the A<t's negualation of danor advised funds.

The Council's bership includes 341 ity foundations, all of which have sssets held in
mmmﬁmamdwmm.ﬂwwwh‘m

The Council's membership al imchodes shout 130 other public charities that are primarily
prantmakers. Some ol these members also offer donor advised giving as an option 1o their donoes.
and some gluy bave sepponisg orgasizations. Soene public charniies i this laner group focus on
imlermational grantmaking. while olber suppon a community of intere) such as the environment or
women's lasues.
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Danor Advised Funds

Demiot adhvised Funds are a eriteal and § I soureat of fumbing for impaonta

community programs. |n o recent Coungil mr_'.l M-nllh: 125 hﬁmwrfmm
reported making more than $1.05 billkon in donor sdvised grants in 2005,

There are probably as many reascns For catablishing advesed fands as there ane dosars 1 them,
Hemvever, the most important is that donors ane generous and commitied people with a passion for
their causes and their comminitees. Through their donor sidvised funds, they provide support far
charities today and, in many cases, create a begacy for the future, To take jusi ose example, last year
six doson 10 the Minnscapolis Foundathon recommended grants notaling 516,500 from their sdvised
funds 1o the Skeep Out X6 Campaign, which suppons Interfaich Outreach & Commumity Parmners”
emergency housing services snd loag-term housing sohutions,  Durisg FY 200506, FKOCP responded
0 2,325 emergency howsing assists, provided temporary emergency shelter for 59 homeless
mﬂWIJHIMMMMmIWlMMwMTMH
Cities Habitat for H ty and ities, smong others, 1o begin constructon
om 54 iinats af kang-lemm aPloedable hosasing in Hyfmhmdw:rm

Increasing Participation in Philantbropy: Donor advised funds offer donons soveral advantages
over both privane found and Orgs i Chief among them is that they give a
mmn:nfmﬂuﬂnmm pmlmpm in philanth Many y founsdations
permil donors 1o masniain sdvised fands with uﬁ*uilﬂmmmmnﬁ'ﬂm‘rm
that allow donon lo create a fund with oven less, bringimg their funds s the minimmim bevel over a
wpevified period of time. This bow cost structure has allowed many middle-imcome families to
paricipate in philanthropy and their participation has beoughs major benefils 1o communitics.
Efficiency: Donor advised funds offer efficiencies that could not nommally be achieved in
comparably sized privaie foundations or supponing organdrations. Donors are stiracted 1o advised
Tunds bocause they are refatively sample and inexpemsive 10 creabe and maintain

The active oversight of a public chanty thal owrns the funds replaces the need to creale yet anotber
monprofit corpoestion or tust, seek IRS recognition of its chanity stanss, and file annual information
returns with the [R5 and the stales. Belying on the sponsoring charity 1o provide aversight. and 1o
serve i & single point of comtsct with regulators, not cnly reduces admingsirative costs, hut also
benefits both the stale and Federal government by redocing the total number of exempt enlitics each
enust eversee, For the ERS alone, the reduction in e meamber of exeregition applicatioes and
mformation nehems that would otherwise have 1o be filed cach year s significast.

Effectiveness: Donor advised fisds a1 Council members offer doncrs the benefit of access ta the
members’ professional expentise. By choosing 1o estabilish advised funds ar commusily foasndations
and similar public charities, donors brimg themseives within the organization’s web af knowledge
establish goaks for the donors’ philantheropy, then explore the widde mange of chanties workimg in the
communty o ldentsly those that gificiently snd effectively offer the services the donors want 1
s

Stewnrdship: Doners appreciste, as well, the prudent siewardship of their charimble gifts. Council

members cenploy professional evesiment managers amd investment consihianis s advise om the
mvesiment of the foundations” assets. These mamagers are overseen by valunieer hoands and
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B lly by commitices thal alwo possess investment expertise. Many small
mfwndmmunlbh 1o ccess similar expertise,

Festus om Missdon: Yl another benelil 1o donoes from choosing an advisad fland over & privase
foumdation or supporting organization & that they do not have i concemn themselves with the:
mdminisrative detsils of nusming o senall organizamion. [nstesd, they can focws their efTons on
supporting their charmable cavses, while relying on the sponsoring organization to ensure that fund
nvesiments and deviributions are fally compliant with 1RS and siate requinements,

Facilitnting Givimg: Dusar advised Funds are well-suited 1o the noods of dosom who are plasming o
well a substantial asset soch as a basiness or real property. The proceeds. from the sale will
mignificantly increase the donors” incomse, enabling them s make a penerois gifl, b they may not
knarw how their gifi can be employed most efficiently and effectively, Domor advised funds allow
these donors o make a substantia] gifl, pemanently dedicated 1o supponing chasity, yel il have the
opportunity o consider how those fands can be most effectively wsed 1o promote the public good.
Wighout such Nexiblity, many chartable gifs would be delayed and some ultinstely might never be
e

Fimally, advised funds benefit many small charitses. Many smaller orgamizations lack the experiise to
accepl and process even Tatly simple gifts of property such as publscly radad siock. Further, they
wosld imcur sabsianiial fees if donors, Ffor example, were o break op a gift of seoarmties mio odd lots,
m;mrlummmmwmhwlw-lmmuml

ithai idation 1o free wp axsets for charitable use. Donoes in these siuations
nrbmmwh:mﬁlm“mm ammru.ummmwaonu,mm

il 1o a sangle ch org jon and then g grants i other charites they wish o
Al

Supporting Organirations
Suppﬁﬂng#pnmﬂmuhlﬂﬁm(mﬂﬂmﬁnﬁhmdhhﬂﬁunrmm
Typically, donors establesh supporting sons when they have sabsianiizl essets to coniribuse -
mtmlm:frmroq,mphﬂumilmi&mlnlﬂnu}ulfyﬁumﬁmwl
supporting organization. Most supporting ioms it Council bers are Type 1, although

there are some Type [ls estahlishad 10 scoepl pﬂ;dmﬂmlﬂlmﬂ'ﬂpﬂm

Demors who establish sapporting organizations pescrally are also weighang the benefits ol setting up
a private foundation. The factors they consider aften include the more favorable income ax
MNHMWrmMWwmeMMrMKMUWU
compared with the conired they are p cise if they establish a privaie fi

Demars who chooss a uﬁmlu‘wmmaw advised find pemerally do so bocause
they wasd in play an active role in the organizaiion’s governance, even thosgh they are sot permined
wa cantrol i,

The Ponsion Probection Act has made the chotce of philasthropic vehicle nsone dafTicult. Thas s
particularly the case for the compariscn between supporting organizatioss asd privaie foundations.
Becamse the rules that apply 1 supposting organteations are now sricier than the comparable nales for
private foundations. This has led some supporting organizations io convert o privine foundation
status and i likely 1o bead b fewer supporting ctgankeations in the future.
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Like donor-advised funds. suppesting joms poovide wndd imporiant sappor to
communitics. For cuample, the F.T, Stent Family Fm;W]mmmurw
Community Foundation for CGreater Atlania made a 520,000 grasd 1o Actson Mmistrics, Inc. in 2005
o provide transitional housing and suppontive services 1o 23 indeviduals displaced by Hisricane
Katrima, most of whom will be making Georgia their home. In additson 1o providmg direct suppaort,
the grant from the Stem Family Fosndstion enabbed Actson Manistries 1o claim approximaiely
TS5, (MM in federal and state money for case g and p won. In 2005, Action
Minkstrics” Irsnsitional hoening and case managemen services supported 144 individuals, which
mcluded 57 adufts and &7 chaldren. Of the 13 families that gradwated from the program, 11 obtsined

permmnent bousing.
The Pemsion Protection Aot

The Council supported and comtinues b0 suppodt many of the reforms that Cospress eeacied last year

mn the Pemsion Profection Act of 2006, Council members nof only have not abused the public truss,

they have been a key sowrce of support foe their communities. However, there were some examples

of the use of donor advised funds and supporting ciganamiions for the personal gaim of the donor, o
proenoler, of hoth, Changes made by the PPA, and partculsely the instinstica of pemalties. for donoes
who misuse charitable contributsons for their private benefit, effectively address these outliers.
Hewever, the Council and its members were deoply disturbed by the last-manute decision 1 exclude gilts
mmmmmmmmwpmmnmmhwmsmmw
ncenlive o giving, the ct hle [RA provissn. Cur members have roponied 1o as the
extreme frostrmtion of their donces that the lew did not pesmit IRA rollover distributions so their donor
advised fands. (ar members are also reporting that masry doncrs are choosing a seoond-best optson by
creating funds for charitses designated i the time of gift. Because these designations carmol be changed
orxe ey are made, the resaltmg fund will kack fNexibality 10 address emerging commuanity needs. We
e o o extend the IRA chantable rallover before it expires o1 the end of this year, but we also urge
w10 alkow donors i choose how they wasi 1o dinect their gifls.

We wore also distarbed by the decision 1o subject donor advised lands to the private foundatson cuoess
barsingss holdmgs rule, We are sware of media repons in which dosons have ssed cenain Type 111
supportimg organizations in the same way pre- 1969 donors had used private foendations o seoune currest
dediscrions for gifts of business imerests that subsequenily genermiod no cormesponding suppon for
opcraling chantics. The FPA approprialely addresses this abuse by subpecting non-functicmally
nlegrated Type U1 supponing arganimisons to the section 4943 business boldisgs lmittions.
By contrast, nesther the media nor Congress identificd, and the Council on Foundaticns is not aware of,
any signifbeant cases im which dosor advised flands were making decissons about how lemg 1o reiain
brminess holdmgs based on the private interests of the donor (25 opposed to maximizing the long-term
wvalse of the assets 1o the fand).  Farther, there is no reason 10 believe that say such abuses would oecar
maore frequenily when the gift i made 10 a public charity o establish 3 donor sdvised fund than when
given 10 a pubilic chasity for asother type of fund.  We believe Cangress shoshd repeal the application of
the excess basiness holdmgs rule 1o donor advised fumds.

Fimally, we are concerned that Congress singled oul famibies who choose to creste Type | supporting
Wlmmmmhﬂﬂlhmwmmmmmmmﬁmﬂlm
pivade fi by permit iom for services provided 1o the supporimg
mﬂulmamuhnﬂhﬂcﬂmohﬁnﬂymﬂmnﬂﬁrpﬂkm eapenses, Wi belweve that
Type 1. 11 and functicmally & i1 wis, shomlid be able 1o provide
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¥ ion and exp ik P d the paymenis are approved in mlvance by the
caganiration's non-femily board membsers,
The Couneil Iuhoulllnlw(‘mwmdwlmuhdjmmumhMMPMMM

refiorms b0 address some sstuations im which the Acl i |
Thaese imclude:

o Clarifying the ability of spossoring cogankeations 1o purchase goods and services on the open
market wsing advised fand mssets

o Exchading funds creatod by public chamies and governmental enlities frem the definglion of
diomor advised fund

o Permining. with appropriane safepusnds, advised funds so make grams w individuals for the
reliel of poverty or disiress

o cmmummmmmpnmummmﬁmmm

Iy the dionor of persons holding those

p-ulm

o Providing for abaternent of firsi-ter axes for ihe new penalty provissons of the 'PA on the
same basis m«mmlwm

o T Ities for making grants o cenuin SEppOMing organiztions
ullw wnmhﬂh\*m Mlﬂlymmfyh::mlﬂhm
o g Ceviaim | within the definsion of

rmlrwmfmlllwu wmlmlml

W will outling s arcas n moee detail n the staement we subns s fespionse 10 the Comminee's
request for comenesits o the PPA.

Before lewving the PPA, let me underscore one other important point. That is the clear and pressing need
o gusdamoe from the Intemal Revesos Service on interpreting the new roquinmients and For the TRS 10

mount and maintmin an effective enlt im the exemnpt coganizaiion area, Otherwise, we
hﬂl!‘-ﬂmlmnalmdm‘hhqml|rlwhtll:mp1uk-p'4hMMnmmmnt rules that
seriously impede the shility of philanihropic ong b their work while the abuses

eontinue unchecked.

While the Counil seeks help from Congress in fixing comtain aspects of the Pension Protection Act, we
are als commitied 8o creating 8 positive legislaive apends wo foster ibe growih of responsible and
effective philantbropy. You will be heanng msone from us absoul this m the future, but we are looking #
such issses as:

+  Changes to the neles for pragram related mvestments by private fouesdations fo fscilitan these
mvestments, which are kiey fo both urban and rurad economic development activibies. Our
changes would sllow entities, such s the proposed bow-prall, limised liahility companies o
L3Cs, that waml 1o receive these grants 1o pre-qualefy as eligible recipients.

Legislation 1o create an Office of Rural Philanthropy in the Dy of Agrsculture that would
RESISL COMEMURSICS in cresting mew communaty foundations and other velicles for philanthrogy,

+  Flaienang the peivate foundation excise ax to 1 percent to pemove the s pervene disiscentive
b0 incretse giving and bo increase the flow of grant dollars
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E ding the PFPA @ T gifts of gualified conservation property

= Making Indian tribal governments qualified recipients of charitabde contributions of cortain gifts
oof fiod by businesses

Aimorwmml pwﬂmuw.dlwmmhm lam myphmdhihmwlm
waul the news about the li
nrmmmtmm&mnmm:WJH Mnﬁlm{ﬂ}hmm
this bipartisan cancs and serving as s Howse Co-chairs. The goals of the Congressaonal Fhilanthrogy
Caucas inchads nforming Members of Congress and congressional saff about foundatices snd the

e that found: play in or ¢ ities and around the globe, as well as idemtifying
mﬁmlmwﬁmhmwaﬂhﬁwﬁhmtdmwwu
circulated July 12 50 we encoamge you bo join.

Tuming back to the main topic of this momang”s hesring, we musd find a way 1o work together 1o
prm:hhhwmumhmnhma&lhmhﬂmmd‘mmm mlmmu.
decent howsing. and compassion for those who cannot inahility is the
mmuﬁh-ﬂpuﬁﬂyuhmﬁ—mmlrnﬂudlmtmt HI‘IIGIDMHII.‘;IJIH
opain. Healthy childeen and ifies mre pot “prog " mor are they meme ideals. They are
onslcomics that flow From hand snd soenctimes dangerous work, fesslts that ane camsad by sweat and

immes hlood, itses are nit chouds that drifi by or wishes bat go genily 1o sheep. they roar
wath trafTic and erymg children, ey grow with mvestsent asd a neaghbor”™s sturdy nature; they shrnk
and eollapse when poventy grinds them down, They bem when we ane s0 sngry we no loager have hope.
memmmmmmlrﬂlmwlhmmm
keener li 1. greser d o and g i o finer omcomes.  Together we mamt allow the
mwﬁﬂlmumﬁlmﬂw:mu-mm
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Chairman LEWIS. Thank you very much, Mr. Gunderson.

Mr. Miller, in your written statement, you discuss compliance in
iche ?sector. Is the charitable sector generally compliant with the tax
aw?

Mr. MILLER. I think that is a fair statement, Mr. Chairman.

1Cha%rman LEWIS. Will you go further to say that it is very com-
pliant?

Mr. MILLER. I believe that probably remains correct. As we try
to quantify the level of compliance, the only comment I would make
is we have not yet done a national research program to truly base-
line the level of compliance here, but in our view and in our find-
ings throughout our examination process, I would hazard that very
compliant remains correct.

Chairman LEWIS. Mr. Czerwinski, your testimony indicates that
the number of charities has grown 30 percent in the past 6 years.
Has there been a 30-percent increase in the number of employees
and volunteers?

Mr. CZERWINSKI. That is a very good question, Mr. Chairman,
because we don’t have precise data on these. What it points out is
the limitation of the understanding that we have of this sector. Ob-
viously, those numbers have grown, and that is one of the things
at GAO that we would like to be able to do, is to try to get a more
precise handle on that.

Chairman LEWIS. Why has Government been increasingly
partnering with nonprofit organizations? Do you think this trend
will continue in the future? If so, why?

Mr. CZERWINSKI. Oh, absolutely, Mr. Chairman.

Chairman LEWIS. This is local, county, State, and Federal; gov-
ernment at all levels.

Mr. CZERWINSKI. Yes, Mr. Chairman. What we see is a deliv-
ery mechanism that more and more involves all levels of Govern-
ment and other players such as nonprofits. As the Federal Govern-
ment is facing a fiscal condition of deficit, it looks for more part-
ners to help with that burden, and nonprofits have proven them-
selves to be very effective players in that.

So, this is a trend that we have seen going on for the last num-
ber of years, and it will probably increase and accelerate.

Chairman LEWIS. Ms. Aviv, your testimony states that it would
take nine million employees to replace the service performed by
volunteers. Has this been increasing over the past few years? What
challenges are charities facing in finding volunteers?

Ms. AVIV. Mr. Lewis, I think what I was trying to convey in my
testimony is that there are the equivalent of—the number of volun-
teers there are the equivalent of nine million professionals. I think
the charitable sector depends on both the work of full-time profes-
sionals, part-time professionals, and volunteers. It was just one
way to quantify what the value was and how many volunteers we
depend on.

What we have seen, though, in numbers that are of concern to
us is that the number of volunteers volunteering in charitable orga-
nizations is going down. In 2004, it was 64.5 million, in 2005, 65.4,
and 2006 61.2. While we see that from time to time the number
of volunteers may increase in response to a crisis, the overall num-
bers are going down. We are a little concerned about that.
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Chairman LEWIS. Mr. Gunderson, I applaud the work of founda-
tions. I have seen the good work in places all across America, but
especially in my city of Atlanta. I know the foundation you men-
tioned, the Arthur Blank Foundation. They help create unbeliev-
able opportunities for children, for young people, to get an edu-
cation.

How do your members determine the needs of a community?

Mr. GUNDERSON. Very carefully and very strategically. In most
cases, especially at our community foundations, they would have
boards. Their boards, first of all, are chosen from the community,
so they seek to represent and reflect the community that they
serve.

Many foundations, including our private foundations and even
many of our corporate giving programs, have created their own ad-
visory committees that will allow them to better hear from the
community, especially the areas in which they choose to serve.

For example, some foundations will fund just education. Some
will fund health care. Some will fund recreation or the environ-
ment. They try to specialize and bring in those kind of resources
in ways that best reflects the needs of the community they seek to
serve in conjunction with the mission of their foundation.

Chairman LEWIS. Mr. Kutz, let me ask you, do you have any
idea what is the best way to promote self-regulation? Is this a
question that they should be responding to in the private sector?

Mr. KUTZ. I wouldn’t have any opinion on that, no.

Chairman LEWIS. Thank you. Let me now yield to the Ranking
Member for questions.

Mr. RAMSTAD. Well, thank you, Mr. Chairman. I want to thank
all the witnesses again.

Mr. Kutz, I must say I was blown away when I first learned
about the 55,000 exempt organizations that are delinquent in taxes
and owe nearly $1 billion. Then you say in your testimony that
those numbers are understated. At the same time, you conclude,
which I think speaks well for the sector, for nonprofits generally,
that the vast majority of exempt organizations pay their taxes, to
quote you.

First of all, how many tax-exempt organizations are there in this
country?

Mr. KUTZ. I believe in the database of active ones for IRS, there
was 1.8 million.

Mr. RAMSTAD. 1.8 million. So, of the 1.8 million, 55,000 exempt
organizations are delinquent?

Mr. KUTZ. That’s correct.

Mr. RAMSTAD. Well, you also state that more aggressive action
is needed by the IRS. You alluded to the need for some criminal
investigations. Do you think any changes in law, in Federal law,
are also necessary?

Mr. KUTZ. No. I think the more aggressive criminal action is
necessary on the payroll tax cases. We have referred several hun-
dred of those over the last 5 years to the IRS related to government
contractors, Medicare providers, et cetera. We do believe some ag-
gressive action, making some examples of those people.

On the collections side, I also think that with these types of peo-
ple, who are real fraudsters—these aren’t your average American
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taxpayers—more aggressive seizures and levying of asset sources
should be done.

Mr. RAMSTAD. So, it is not different from any other problems.
A few bad apples, unfortunately. Well, I think it is important to
point out the vast majority of exempt organizations pay their taxes,
are contributing a great deal to this country, to the people in need
in this country, as has been pointed out, as we all know.

So, I just hope that the headlines coming out of this hearing
don’t just concentrate on the bad apples because that would dimin-
ish the good work that is being done, but at the same time, I also
think your recommendations that the IRS needs to take more ag-
gressive action against the bad apples is well taken.

Let me ask you, Mr. Miller, do you have a mechanism in place
to identify officials at exempt organizations who aren’t paying their
taxes? Are there some actions taken against them or for those ex-
ecutives otherwise abusing the Federal tax system? Why aren’t you
being more aggressive and taking action against these bad apples?

Mr. MILLER. Well, if I understand the question, Mr. Ramstad,
we generally don’t, as a part of our determination letter process up
front, do tax checks on key individuals. That would be fairly bur-
densome on the organization and fairly burdensome on the Service,
and would slow down an otherwise already pretty slow process of
pushing through determination letter requests.

On the enforcement side, when these organizations do get into
trouble, I think it is important to say that exempt organizations,
in terms of collection, in terms of most employment tax issues, are
remarkably similar to the balance of our taxpaying public. That is,
there are some bad apples out there. They go into the collection
queue, and they are treated like other taxpayers at that point.

So, some do sit in the queue too long, and that is a function of
resources.

Mr. RAMSTAD. But whatever percent 55,000 is of 1.8 million is
about proportionate to the broader:

Mr. MILLER. I don’t think I can say that. I think I could look
at—I have got to get back to you on that if I am correct on that,
but our sense is that the exempt organizations’ function, that those
organizations are roughly equivalent in terms of getting into prob-
lems as other small businesses, or large business, for that matter.

Mr. RAMSTAD. Well, let me conclude before my time runs out.
I want to get back to Mr. Kutz for one question.

In your written testimony, you indicated that 1,200 of the delin-
quent tax-exempt organizations received over $14 billion in Federal
grants. I would like to see this money going to those that pay their
taxes. That just doesn’t make sense.

Can’t the granting agencies—isn’t there some way to identify ap-
plicants that have a Federal tax debt before issuing the grants?

Mr. KUTZ. It is a self-reporting process. There is a form that is
filled out. It is SF-424. It has a box that says, “Do you have other
Federal debt?” Five of our 25 case studies said no on the box. Even
if they had said yes, I am not sure there is a mechanism for the
agency, such as the Department of Health and Human Services
(HHS), for example, to validate that. So, right now it is a trust but
do not verify system, and so people, grantees, who have significant
tax problems get Federal dollars.
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Mr. RAMSTAD. Again, I thank the panel. I yield back.

Chairman LEWIS. Thank you. Now turning to Mr. Pascrell for
questions.

Mr. PASCRELL. Thank you, Mr. Chairman. I would like to asso-
ciate myself with your questions and the Ranking Member. I think
they go to the heart of much of what we are going to be talking
about today.

Mr. Gunderson, if you would, the Treasury Department asserted
recently that nonprofits are a significant force of financing terror-
ists and their organizations. Do you agree with that assessment,
and what is the COF’s view of the Treasury Department’s vol-
untary anti-terrorist financing guidelines?

Mr. GUNDERSON. Thank you for the question because this is
an area of great concern for us, especially at a time in which inter-
national grantmaking is rising because of the concerns about peo-
ple all over the globe.

Out of hundreds of thousands of U.S. charities and billions of dol-
lars given in grants in material aid each year—listen to this—only
six U.S. charities are alleged to have intentionally supported ter-
rorists. Thus far, Treasury has not identified a single case of inad-
vertent diversion of funds from a legitimate U.S. charity to a ter-
rorist organization.

The principle difficulty that we and our sector has with the
Treasury guidelines is that they call on charities to collect a pro-
digious amount of information about their grantees, much more
than legally is required, and there is simply no evidence that legal
charities or legal foundations are in any way engaged in funding
terrorist actions.

As a result of that, we have asked as a part of a coalition that
Treasury withdraw those guidelines in order that we might sit
down and work together to try to resolve the concerns that they
may have and that we have about appropriate administration in
this area.

Mr. PASCRELL. So, we painted with a wide brush about certain
organizations, particularly in terms of international events. Yet
there has not been a single example? Why, then, does the Treasury
point to certain organizations if they are not willing to come for-
ward with specific examples?

Mr. GUNDERSON. That might be a question we have to ask
Treasury because it is one we are also trying to find out. The Coun-
cil on Foundations leads this coalition trying to work with Treas-
ury. We have had numerous meetings. They will admit we have
had meetings. We continue to offer them various suggestions for re-
medial action. Thus far, they haven’t responded to any of that.

As you may or may not know, and I will share for the record,
we have recently submitted a letter to the Senate, Senator
Lieberman’s Committee, asking that they take some action on our
behalf to try to stop what we believe has been the nonresponsive-
ness of Treasury on this whole area.

Mr. PASCRELL. What are the six organizations?

Mr. GUNDERSON. I would have to provide those for the record.
They were six domestic Muslim charity organizations.

Mr. PASCRELL. There is no examples or proof that you know of,
anyway, that any of these six are engaged in very specific activities



101

which are contrary to the constitution and contrary to this U.S.
Government?

Mr. GUNDERSON. No. If I understand, part of the issue has
been that when you make international grants in certain areas,
they automatically become suspect, certain regions of the country.

Mr. PASCRELL. Right.

Mr. GUNDERSON. Nobody supports the abuse if there is direct
funding. We don’t believe that is the case. Now, we are not saying
that there hasn’t been a violation. We are saying the American
charitable sector is not engaged in this.

Mr. PASCRELL. What are the key indicators, Mr. Gunderson, to
measure diversity in philanthropy, and how can we use these indi-
cators to hold foundations more accountable to all communities?

Mr. GUNDERSON. You should know, Congressman, that we
have made the increase in diversity a major focus of my leadership
of the Council on Foundations. I think I can speak for Diana. The
two of us jointly are making this a major initiative in the nonprofit
sector.

Our board has just approved a major initiative that will include
not only the hiring of a director of diversity and inclusive prac-
tices—the person has already been hired and will be on board as
of August—we have approved an agenda which includes a philan-
thropy corps, emerging philanthropic leaders fellowship program,
an education program, even an international area, and research in
this area.

What are the indicators? I would suggest that you need to look
at a series of them. You need to look at the diversity on our boards.
The diversity on our staffs. You need to look at diversity in
grantmaking, but of course, the metrics you use for that are not
easily defined. We are certainly working with Greenlining and
other organizations to try to determine what is the appropriate
metrics to use in this area.

Mr. PASCRELL. Thank you. Thank you, Mr. Chairman.

Chairman LEWIS. I thank Mr. Pascrell for his questioning.

Now, Ms. Tubbs Jones is recognized for her questioning.

Ms. TUBBS JONES. Thank you. Thank you, Mr. Chairman. We
only have a few minutes, so I am going to ask everybody that I ask
questions to be short, like when I was in court as a prosecutor.

I am going to start with Mr. Kutz. Mr. Kutz, I am a former dis-
trict attorney and a former judge. Looking at these numbers you
threw at us—55,000 exempt organizations—it would have made a
great TV ad for me as prosecutor until you told me that that’s only
55,000 out of 1.8 million organizations. I am not a good mathemati-
cian, but it comes up to about 3 percent.

So, don’t you think it would have been as good in your report and
summary to tell us that there are 1.8 million exempt organizations
before you threw out this 55,000 that you prosecuted? All due re-
spect to you doing that, but don’t you think that would have been
a good thing for you to do for Members of Congress?

Mr. KUTZ. We have done that in the past when we have done
government contractors. The problem here was that denominator of
1.8 million. A lot of those entities don’t have any tax responsibility.
So, we had a hard time determining whether it was 3 percent, 2
percent, or 5 percent, but I think that is a good point, and it is sev-
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eral percent, but it is very similar to government contractors, Medi-
care physicians, and other things that we have looked at.

Ms. TUBBS JONES. Right, but the point being that you are
Managing Director of Forensic Audits and Special Investigations.
As a forensic auditor, it is your job to be able to get the numbers
running. Right?

Mr. KUTZ. Correct.

Ms. TUBBS JONES. Thank you.

Let me go to you, Mr. Miller. Can you tell me it was the IRS’
recommendation that nonprofits not be able to receive tax exemp-
tion from donor-advised funds?

Mr. MILLER. I am not sure that is an IRS recommendation.

Ms. TUBBS JONES. It is the law. Maybe it wasn’t an IRS rec-
ommendation, but what do you think about it?

Mr. MILLER. I think, generally, donor-advised funds are per-
mitted to be 501(c)(3) organizations. I would agree

Ms. TUBBS JONES. It is not that they would not be permitted
to be 501(c)(3) organizations. It is the fact that the money that
comes from donor-advised funds is not permitted to be given as a
charitable contribution.

Mr. MILLER. Under the IRA rollover, you cannot give—they are
excluded from the IRA rollover rules. Is that——

Ms. TUBBS JONES. Yes. That is what I meant.

Mr. MILLER. Yes. I got you, ma’am. I can’t speak to why that
is. I would say that there probably was some concern on the Hill
and otherwise about what was happening in some of the areas with
supporting organizations and donor-advised funds.

I would also note that, actually, that particular delineation, the
difference between donor-advised funds and supporting organiza-
tions, existed pre-Pension Protection Act when we had a different
rule for the Katrina and New York victims as well, I believe.

So, I can’t speak—really, Congress spoke to that. It was not a
Treasury-inspired rule.

Ms. TUBBS JONES. You know Congress doesn’t speak to any-
thing until we have an opinion from the Treasury or the IRS, or
we have a hearing and we get all this background information, and
somebody says to us this is what we ought to do.

So, what I am asking you, Mr. Miller, is as we think about re-
thinking that decision, are you willing to try and take a look at
whatever you have oversight of and give us some good advice and
counsel as to how we can get additional dollars into charitable or-
ganizations in a much smoother process than currently exists with
the IRA rollovers, et cetera, et cetera?

Mr. MILLER. Absolutely.

Ms. TUBBS JONES. Thank you very much. I think I am—oh, I
got time. I got time. Okay.

How would you suggest, Ms. Aviv, that we work on increasing
philanthropy in the United States? The statistics say that back in
the day, people had lots of money and they gave to a lot of organi-
zations. That seems to be diminishing. I am almost out of time.
Give me some suggestions of what we could do.

Ms. AVIV. Well, one very quick way that we have been talking
about is to expand and extend the IRA rollover so as to enable peo-
ple not only to——
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Ms. TUBBS JONES. I already made that point. Come up with
something else.

Ms. AVIV. One of the other issues that I raised in my testimony
related to these and the Small Nonprofit Administration. One of
the reasons that we see that charities don’t fare well in response
to the GAO study is not only because there is bad intent but also
because there is ignorance or people simply don’t know or are un-
aware of what they are supposed to do.

So, to the extent to which we can educate people to understand
how to run their operations, how to fundraise, how to do all of the
things to make them more effective, I think that we will be able
to increase philanthropy and nonprofit organizations.

Ms. TUBBS JONES. Thank you. For the record, Mr. Chairman,
I just want to be clear that I think that we ought to prosecute
those who abuse the process. I don’t want anybody to think that
I am not supporting that. I just know that when we do that, it has
an impact on the other organizations that are doing a great job.

I thank you, Mr. Chairman, for the opportunity.

Chairman LEWIS. I thank the gentlelady for her questioning.

I now turn to Mr. Becerra for questioning.

Mr. BECERRA. Thank you, Mr. Chairman. Thank you all for
your testimony and getting to see many of you again.

Let me first say I think the work that many of our charitable or-
ganizations do is just phenomenal, and I hope that we do every-
thing here in the Congress to incent the establishment of other
charitable organizations that will continue to do that good work,
and that we continue to have organizations that will abide by the
tax rules and hopefully help make sure that they understand, and
especially the smaller organizations, which may not have the so-
phistication to get out there and make sure that they are on top
of every single change in the tax laws. I hope that you will help
us make sure that the Congress is constructive in that regard.

Having said all that, I would like to now focus on just a couple
of issues of concern I have with regard to the charitable work that
some of these organizations do. I would like to first find out, having
experienced some of this myself, and Ms. Aviv and I have gone
through this a bit with the Smithsonian Institution, if you can tell
me whether or not there is anything in current law that restricts
what a 501(c)(3) tax-exempt charitable organization can do with re-
gard to employee compensation.

Mr. MILLER. Perhaps I can start, sir.

Mr. BECERRA. Mr. Miller, also, as Ms. Tubbs Jones said, if you
could just try to be straight to the point. Otherwise I will run out
of time.

Mr. MILLER. That is difficult, but I will try.

Mr. BECERRA. I will probe. If I need more, I will probe.

Mr. MILLER. For public charities, there is Section 4958, which
states very specifically that compensation, high compensation, is
fine. Over fair market value compensation is not, and gives rise to
an excise tax and potential revocation.

Mr. BECERRA. Fair market value is some

Mr. MILLER. Similar compensation to other like compensations.

Mr. BECERRA. In similar organizations?
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Mr. MILLER. Similar organizations, for-profit or nonprofit, how-
ever.

Ms. AVIV. Congressman, what most large nonprofits do—smaller
ones, it is maybe harder for them to do—is to hire outside consult-
ants to take a look at similar organizations, like size, region, budg-
et, work, and so on, try and do it within the sector even though
they have the right to do it outside of the sector, and then compare
to see that it is reasonable.

Mr. BECERRA. Understood. What about for private foundations?
Is there any restriction?

Mr. MILLER. A similar rule would apply.

Mr. BECERRA. Would apply?

Mr. MILLER. A different statutory basis, but a similar rule.

Mr. BECERRA. So, in either case, public charities or private
foundations, there is this reasonableness test that is used?

Mr. MILLER. Yes.

Mr. BECERRA. Okay. Thank you. What about with regard to ex-
penditures by the organization?

Mr. MILLER. T am not sure where you are going with that one,
Congressman, so

Mr. BECERRA. I see a great-looking BMW in that photograph
down there.

Mr. MILLER. If it is being provided as compensation or it is
being provided to someone and would be treated as compensation,
it W(]):Hld go into the matrix of determining whether that was rea-
sonable.

Mr. BECERRA. But what if it is being used by the charity to
dole out food to the poor?

Mr. MILLER. That becomes a more difficult sort of test.

Mr. BECERRA. So, how do you decide if a BMW should be a ve-
hicle that is used to dole out food to the poor?

Ms. AVIV. Congressman, we think that the responsibility of
boards is immense. If boards aren’t minding the store, we have a
serious problem. In a case where a board is allowing for a BMW
or a car of that nature or a car that is very expensive to be used
when that money can be used in a different way, I don’t think that
that board is fulfilling fiduciary responsibility.

Mr. BECERRA. Other than the laws that require fiduciary re-
sponsibility to be assumed by the board members, is there anything
elsg: that can be done under law to try to prevent that type of activ-
ity?

Ms. AVIV. When it comes to the area of compensation, we have
argued and——

Mr. BECERRA. Not compensation, but just in the utilization of
tax-exempt dollars for carrying out the purpose of the charity in
terms of expenditures. How can we make sure we have got a grip
on that?

Mr. MILLER. If I could jump in, Congressman, two things. One,
I agree 100 percent with Diana in terms of we need to ensure that
the boards are managing appropriately and are accountable. Part
of that is making sure that sort of expenditure, which is an obnox-
ious type of expenditure, shows up somewhere for the public to
take a look at. So, that can be a reaction.

Mr. BECERRA. Some form of transparency.
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Mr. MILLER. Correct.

Mr. BECERRA. Maybe some type of audit team. Maybe a peri-
odic audit team might help.

Let me ask one last question. How do you decide what is chari-
table? Helping the poor? Helping children? Housing for disadvan-
taged people? Opera? Is there any way that we track what is being
given charitably to different types of entities?

Ms. AVIV. Congressman, there are a lot of stats—and I will be
happy to provide them to you—on the tracking of what is given to
charities. In fact, we have seen a change in individual donations
over the last few years in which, in the last year, the reports that
we have are that the funding going to low-income organizations
from individuals is much lower than the funding going to arts and
culture institutions and higher education institutions.

So, when we see even the money being flat or slightly going up,
that doesn’t tell the full story until we look beneath the surface to
see. One of the reasons why organizations serving low-income peo-
ple are so concerned is partly because of individual donations not
coming in their direction, and partly for concerns that other gov-
ernment priorities are not allowing public funds to flow to them so
that the needs of their constituents or their members are rising,
and there isn’t the funding to support them.

Mr. BECERRA. Thank you. Mr. Chairman, I will conclude by
saying I hope that as we continue to do hearings on this, we will
explore what Ms. Aviv has just pointed out a little bit further. I
do believe that while we want to support charitable giving, that we
want to make sure that it really is serving a public purpose. I
thank all of you for your testimony.

I yield back, Mr. Chairman.

Chairman LEWIS. I thank the gentleman for his questions.

I turn to Mr. Neal for questions.

Mr. NEAL. Thank you very much, Mr. Chairman.

I don’t know if you are familiar with the series that the Boston
Globe did a couple of years ago about what was happening with
some of these old-line families and what they were doing with the
money. In fact, they had given little if any of it away. Upon further
examination, they were paying themselves some pretty good sala-
ries.

What was striking about it is that frequently those are the peo-
ple that preach sacrifice and hard work for the rest of us. The se-
ries, as you know, highlighted not only the fact that they were pay-
ing themselves pretty good salaries, they were paying other family
members pretty good salaries. In fact, it gave new meaning to the
term “the leisure class.”

Mr. Miller, what is the overall compliance rate by tax-exempt en-
tities as being made comparable to taxpayers?

Mr. MILLER. We don’t have—as I mentioned in a discussion ear-
lier with the Chairman, we don’t at the current time have a base-
line, a compliance baseline. Part of the 2008 budget, in fact, is to
fund the beginning of exempt organizations research program to
try to get that baseline. So, it is a hard thing for me to give you
a precise answer to.
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Mr. NEAL. So, it is hard to suggest that we should create more
oversight without overburdening the majority of charities that do
the right thing?

Mr. MILLER. I think we need to be careful in those areas we
choose to act in.

Mr. NEAL. What type of feedback have you received on the Form
990?

Mr. MILLER. The new form has received a world of feedback,
and I expect that to continue, much of it positive. All of it, so far,
in my mind is constructive. Even though individuals have differing
ideas as to what we should put into the hospital schedule, for ex-
ample, or onto the summary first page they have been very con-
structive in their comments.

So, it is all positive to date, including a discussion we had late
last week with the Independent Sector. I expect those discussions
to continue with the Council on Foundations as well.

Mr. NEAL. How many of you read that Boston Globe series?
Would you like to comment on it, Ms. Aviv?

Ms. AVIV. Sure. I think that the Boston Globe series was a
wakeup call to the charitable sector of our responsibility to take a
look at existing law and see whether existing law covered those
kinds of practices, and whether this was an issue of inadequate
oversight and enforcement or whether in fact there were gaps in
the law that would allow unscrupulous individuals to come into our
sector and take advantage of the charitable sector’s tax-exempt sta-
tus to enrich themselves.

As a result of that work, Independent Sector convened a group
of 24 leaders, including the Council on Foundations, to come to-
gether to think about these issues. We worked closely with Con-
gress to take a look at what needed to be done. The leadership on
the Senate side invited us to—encouraged us to form a panel on
the nonpublic sector. We came up with over 130 recommendations
of how to engage in better oversight that both Congress, the IRS,
and the sector itself should do to deal with this.

We took those issues very seriously, and notwithstanding the fact
that it was only a small number of people, since we depend on the
public trust to do our work, if in fact the public believes that this
is the kind of thing that is allowed and going on, it undermines the
integrity of all organizations. For that reason, we saw this as we
are each other’s keepers, and we were quite public about it.

Mr. NEAL. A small number of people but a lot of money.

Ms. AVIV. A lot of money and a lot of concern because if that
is what the public is reading about the charitable sector and not
about our good works, that won’t help us raise the kinds of funds
we need to serve the needs we have.

Mr. NEAL. Mr. Gunderson, you seem very anxious to answer as
well.

Mr. GUNDERSON. It is probably my worst nightmare in this
job. There are 71,000 foundations in America. There are probably
ten that you and I can name that have been the focus of exposés
in the Boston Globe, the Washington Post, the L.A. Times, et
cetera. Those ten right now are defining the public trust, the credi-
bility, and frankly, the regulation of our sector.
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What we have to do, as I said in my testimony, is find that bal-
ance. The organizations that were exposed in the Boston Globe, it
would be easy for me to come here and tell you they are not mem-
bers of the Council of Foundations. They are not. That doesn’t solve
the problem.

The general public reading that says, they are a foundation.
They created the problems that led to not only the panel, they led
to the recommendations that you passed in the Pension Protection
Act. We need to find that balance to get at the intentional abuse
of the public trust while finding the balance that doesn’t thwart the
70,000-plus foundations who are engaged in what is a noble effort
of enhancing the common good.

How do we find that balance? It has to be a partnership on both
sides of this dais.

Mr. NEAL. Thank you, but Ms. Aviv, she mentioned—she said,
look. This has been unscrupulous behavior. Are you suggesting that
unscrupulous behavior could go on for decades?

Mr. GUNDERSON. That it has gone on for decades?

Mr. NEAL. Yes.

Mr. GUNDERSON. It has, and unfortunately, I think it will. The
reality is it is no different in the nonprofit sector than all of society.
There are always people who try to get around the law.

What we have at the Council on Foundations, in order to become
a member of the council, you have to sign a code of ethics state-
ment to become a member. That gives us a carte blanche ability
to go in and investigate. We have done so. We investigate any
charge, anybody—the press, an anonymous complaint, a Member of
Congress. Anybody can file a complaint against a member founda-
tion.

We will investigate that charge to see whether there is cause. If
there is cause, in our own internal ethics procedures, we will then
turn that over to a formal ethics process and sanctions process
within the council. So, we go beyond the law to deal with what we
call immoral, inappropriate conduct.

For example, the Getty. The Getty didn’t necessarily violate the
law, but by gosh, what they did was certainly inappropriate. We
put them on censure—excuse me, on probation—at the Council on
Foundations until they cleaned up their act. They cleaned up the
governance that Diana was talking about earlier.

So, we take this public trust very seriously.

Ms. AVIV. Congressman, can I just add one point on that? The
Panel on the Nonprofit Sector is about to come up with 33 rec-
ommendations of how we can better regulate ourselves. We had an
experience—Congressman Becerra knows this experience very
well—with the Smithsonian, where when the issues were raised
publicly about the Smithsonian, the governance committee took
those 33 draft principles and looked at their own practices relative
to the set of standards that we had.

At the same time, they had an independent review committee
looking at some of the practices. The governance committee, look-
ing at the 33 principles and the gaps between their own practices
and those principles, then came up with a series of recommenda-
tions of how they need to change.
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Those recommendations were virtually identical to what the
independent review committee did, which suggests to us that if or-
ganizations move forward and embrace a broad set of principles
supported by the sector as a whole, we may not need additional
legal oversight, Federal oversight, of the kind—or additional laws
to get there because we can get there ourselves. It is up to us,
though, to step up and do that.

Mr. NEAL. I thought the Globe series was most enlightening,
and I must tell you, it raised eyebrows across much of the North-
east.

Thank you, Mr. Chairman.

Chairman LEWIS. Thank you for your questioning.

It is my understanding that, Mr. Becerra, you may have a ques-
tion, and Mr. Pascrell. Okay. Mr. Pascrell?

Mr. PASCRELL. Thank you, Mr. Chairman.

Mr. Kutz, I don’t want you to get the opinion today from the
questions that any of us are not interested in examining not nec-
essarily lifestyles but certainly the records of chief executives who
draw down a tremendous amount of dollars to themselves. You
have investigated many areas, and knowing your other back-
grounds and other committees, I know you have done a great job.

None of us are minimizing what you are doing, although we
would all conclude, I think, that this is a very small reflection of
what is going on out there in philanthropy throughout the United
States. Would you agree with me?

Mr. KUTZ. Yes. I would agree with that.

Mr. PASCRELL. Mr. Gunderson, the current IRA rollover—and
you explained to us what that means in and of itself—but that in-
centive certainly does not prohibit donors from making distribu-
tions to community foundations. They just can’t make the distribu-
tions to donor-advised funds or supporting organizations.

How am I doing so far?

Mr. GUNDERSON. You are absolutely correct.

Mr. PASCRELL. What makes the donor-advised funds and sup-
porting organizations so essential that we should remove that par-
ticular limitation?

Mr. GUNDERSON. That is really a great question because the
initial question is, why wouldn’t they just give to the community
foundation?

Mr. PASCRELL. Right.

Mr. GUNDERSON. Every donor has an interest. They have a
passion—education, children, health care, the parks, recreation, et
cetera. Through a donor-advised fund, you are able to advise your
funds without setting up your own private foundation and having
all of the rules, regulations, legal work, and the costs of admin-
istering that foundation.

So, there is a real—it is that perfect blend. It is what I call de-
mocratizing philanthropy. It allows people with a little bit of
money—most community foundations in America will take a donor-
advised fund of $10,000. Some will go less than that. So, people can
give to this that don’t have super-wealth, but they can target the
direction of it.

They can’t have total control. Once it is given, they have lost that
control. That is why we have the charitable incentive at that point
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in time, but they can say, this is the focus, rather than just saying,
here is the money. Use however you wish.

Obviously, a donor has a passion. This is that vehicle to meet the
passion, but to also increase philanthropy.

Mr. PASCRELL. So, you would not remove the limitation?

Mr. GUNDERSON. Oh, I absolutely would.

Mr. PASCRELL. You would?

Mr. GUNDERSON. I plead with you to remove it. Let me tell you
why. We are at that unique moment in time where over the next
10 to 20 years, we are going to see a significant transfer of wealth.
There is a study by the Nebraska Community Foundation.

Mr. PASCRELL. Yes. You mentioned that in your presentation.
I want you to define what you mean by that transfer of wealth.

Mr. GUNDERSON. Transfer of wealth? It is literally the transfer
of whatever our assets are. We now have the World War II genera-
tion and the baby boom generation both beginning to transfer their
wealth. As Mr. Kind can tell you, we come from rural America. In
my home county, the average transfer of wealth is only $48,000.
That is what the projection is. It is not rich. It is not a lot.

That times every citizen in the 25- to 30,000 people living in that
county becomes real money. If we could just get them to say 5 per-
cent of that transfer of the value of my farm or my home when I
die will go to the community foundation, imagine the resources
that(:1 we could capture to use over and over again for the public
good.

That is what we are talking about here. The Nebraska Commu-
nity Foundation did a study in Nebraska that in 25 percent of the
counties in Nebraska, the maximum transfer of wealth will occur
in the next 6 years. That is because of the aging population in
rural America. We will either capture some of this transfer of
wealth today or we will lose it.

It is our only opportunity, that window of opportunity. That is
why I get so passionate and urgent about it. It is sort of like a now
or never kind of thing.

Mr. PASCRELL. I think—I am sorry.

Mr. GUNDERSON. Go ahead.

Mr. PASCRELL. I think we could have a panel and discussion
and a hearing just on the transfer of wealth—its ramifications, how
the tax structure over the past 30 years has changed in terms of
taxing income and assets. Certainly the poor and the middle class
are not in as good a position as they were 30 years ago percentage-
wise. A very dangerous situation, but interesting, and will have im-
plications on charitable organizations throughout the United States
of America.

Mr. GUNDERSON. I really want to work with you on this, Con-
gressman, because the experts—and I am not one—suggest that if
you are going to start a private foundation, you really ought to
have at least $5 million to make it efficient and all those kinds of
things. I don’t know if that is right or wrong. That is what other
people say.

A donor-advised fund, $10,000. Just look at the difference. If you
want ordinary people to have the chance to give something to phi-
lanthropy, you have got to open up the donor-advised fund as that
giving opportunity.
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Mr. PASCRELL. Thank you.

Chairman LEWIS. Thank you. Mr. Becerra?

Mr. BECERRA. Thank you, Mr. Chairman.

Mr. Miller, let me ask a few questions about the efforts of the
IRS to obtain compliance by the charitable organizations. I know
that your budget request submitted to the Congress by the Presi-
dent increased your funding, not just IRS’ funding the funding in
particular for purposes of compliance and enforcement on the chari-
table organizations side, by a pretty good amount, and that a good
portion of those dollars would be allocated to the examination pro-
gram and determinations program.

Can you give me a sense of how the determination program when
this entity is first applying for this tax-exempt status helps ensure
that we actually do have a not-for-profit that will be formed that
really will conduct a public purpose?

Mr. MILLER. Absolutely, Congressman. We receive about 55,000
new organizations into us annually, about 86,000 pieces of work
into the determination stream but 55,000. The vast majority are
501(c)(3) organizations.

Again, for the vast majority of those organizations, it is the only
time we will ever have a real one-on-one conversation with them.
That is our chance to educate and get them on the right path.
That

Mr. BECERRA. But if it is a family foundation, as my friend
from Massachusetts pointed out, where we have seen some prob-
lems, what are your folks looking for in assessing these family
foundations and at that determination stage?

Mr. MILLER. They would be looking to see how it was operated
or how it was proposed to be operated and how it was organized.

Mr. BECERRA. Do they have to state at that point what their
compensation package will look like for employees?

Mr. MILLER. In some detail, not in great detail. They have to
set forth their proposed budgets for 3 years, and they have to give
us enough information that we can see that there is not an imme-
diate problem.

Part of that is explaining to them what the rules are. With re-
spect to a family foundation, there is a wide array of rules. The pri-
vate foundation regime is much more restrictive in what you are
permitted to do than the public charity.

Mr. BECERRA. Now, under the examinations program, your tes-
timony says that in fiscal year 2006, you conducted 7,079 examina-
tions of returns by tax-exempt charitable organizations. That in-
cludes the public charities and the private foundations?

Mr. MILLER. That includes both—that includes our examination
program out of our Exempt Organizations function. It does not in-
clude, however, our new compliance contact program, which is
about 5,000 more organizations.

Mr. BECERRA. Let’s stick to this for just a second. I want to
make sure. Seven thousand seventy-nine tax returns of what uni-
verse? Is that the 71,000 foundations that Mr. Gunderson men-
tioned, or is it the 1.8 million tax-exempt organizations which I
think were identified?
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Mr. MILLER. It is of the 1.8, but quite frankly, it is actually of—
the Internal Revenue Service—and where you are going is cov-
erage, I suppose.

Mr. BECERRA. Yes.

Mr. MILLER. Our coverage rate is half a percent or something
like that. It is not enough.

Mr. BECERRA. So, one-half of 1 percent of all the tax-exempt
charitable organizations might find themselves examined, having
their tax returns examined?

Mr. MILLER. Right.

Mr. BECERRA. How does that compare to the taxpayer auditing
side?

Mr. MILLER. On the for-profit side, it will depend on the par-
ticular type of return. Individuals are higher, but not by much.
Large corporations much higher. It will really vary. It is on the low
end. Let’s put it that way.

Mr. BECERRA. Is the money you have and the resources you
have sufficient to provide the deterrence that we need to make sure
that more of these organizations are doing the good work that
would make Ms. Aviv and Mr. Gunderson proud?

Mr. MILLER. I think we are getting there, Congressman. You
mentioned at the beginning the 2008 budget. The 2008 budget
gives 6.3 percent to the IRS generally. My function, Tax Exempt
and Government Entities, gets a 7.3-percent increase. Actually, Ex-
empt Organizations gets 9.7 percent.

It would be hard for us to take much more than that in a given
year, but we are building up the number of people we have.

Mr. BECERRA. I hope you will continue to give us ideas on how
to make this work better because we are not interested in going
after or causing heartburn for those organizations that are doing
tremendous work out there. Obviously, when you do this in an ob-
jective manner and in a random manner, in some cases, you catch
the good folks and hopefully they are able to survive an audit with-
out too much hurt.

I think it is necessary for us to uphold the good name of chari-
table giving, and for us to be able to then do the best job of weed-
ing out the bad apples as quickly as possible.

Ms. AVIV. Congressman, that is one of the reasons why we are
recommending and the panel is recommending having mandatory
electronic filing. The IRS is able to do electronic filing of certain or-
ganizations, but need the legal authority to do it all.

Since we believe that with transparency and the fact that people
will be much clearer about how they have to fill out those forms,
in addition to reforming the 990 forms themselves, also having
mandatory electronic filing will go a long way to solving the prob-
lems.

Mr. BECERRA. Mr. Miller, do you know if the IRS takes a posi-
tion with regard to mandatory filing?

Mr. MILLER. We actually—another piece of the 2008 budget is
to increase our ability to require additional people to file electroni-
cally.

Mr. BECERRA. So, would IRS support that recommendation?

Mr. MILLER. Absolutely.
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Mr. BECERRA. Does GAO have any problems? Do they see the
value in that mandatory electronic filing?

Mr. IéUTZ. I think it would add to the wealth of knowledge that
we need.

Mr. BECERRA. Thank you, Mr. Chairman. Thank you all for
your testimony.

Chairman LEWIS. Thank you.

I will now yield to the Ranking Member, Mr. Ramstad.

Mr. RAMSTAD. Well, thank you, Mr. Chairman. I just want to
make three brief observations by way of concluding here.

First of all, we simply can’t overstate the monumental contribu-
tions of tax-exempt charitable organizations. As has been said re-
peatedly here today, the Government can’t take care of all the peo-
ple in need. The charitable sector is essential. I know I speak for
every Member of this Subcommittee, and the full Committee as
well, when we say we appreciate the incredibly important contribu-
tions that the tax-exempt charitable sector makes.

Second, I want to state categorically that I believe, as again has
been testified to here today, that the vast majority of exempt orga-
nizations are upstanding, are full of integrity.

Thirdly, I want to thank publicly the Council on Foundations,
certainly the Minnesota Council on Foundations as well as the
Council on Nonprofits, because those organizations really set the
tonﬁe for the philanthropic community and you do it exceedingly
well.

So, again, I thank all the witnesses. I think this has been a very
good hearing today. I yield back the balance of my time.

Chairman LEWIS. Thank you very much, Mr. Ramstad. I want
to join in also thanking each and every one of you for being here,
for your contribution.

Before we close, I want to ask Ms. Aviv and Mr. Gunderson
whether the foundation community and the Independent Sector
have they the ability to respond in a timely manner when many
of your boards of your different organizations and groups meet
quarterly?

When you have a crisis like Katrina or some other major crisis,
how do you get together and say, we have to do something in New
Orleans, we have to do something in Atlanta, or something in New
York or California. What happens?

Ms. AVIV. Congressman, Mr. Chairman, in addition to the three
or four board meetings that most nonprofit organizations have a
year, and some have less because they don’t need them because of
the nature of their business, most nonprofit organizations have
many, many more meetings.

In the case of Independent Sector, we have many committees
that convene all the time. When there is a crisis, we have the abil-
ity—and particularly with technology—to convene a large number
of people or a targeted group of people to come together to address
issues.

The big change that those groups have sometimes is that they
don’t have enough resources. They have plenty of ideas, but they
don’t necessarily have the capacity to implement all of the ideas.
That is where the concerns about government funding—since it is
easily over 30 percent of the sector’s funding—why the concerns
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about declining government funding or declining individual dona-
tions is of concern to the sector.

I don’t believe at this point the convening capacity and the re-
s%l)nsiveness is the problem. It is more the resources that are avail-
able.

Chairman LEWIS. Mr. Gunderson?

Mr. GUNDERSON. Mr. Chairman, we have looked very carefully
at philanthropy’s response to Katrina because to be honest with
you, while it was well-meaning, it was probably as chaotic as the
Government we all criticized. We want to figure out how we can
do that better. We have held some major forums at the council on
this issue. We are now doing, as I mentioned in my testimony, a
feasibility study to do one or two, probably two, things.

The first thing that we have learned is that what we really need
to do when a disaster like Katrina occurs, we need to be able to
get some of the best experts in our sector on the ground instantly
to do an assessment from philanthropy’s perspective to figure out
what is the Red Cross doing? What is the Salvation Army doing?
What is the Office of Emergency Preparedness doing? What does
philanthropy need to do that they are not doing? So, that they can
report back to our sector. So we are in the process of looking at
how we create that philanthropic team that comes in and does that
assessment and reports to us where and how that money should go.

The second thing we are looking at is that we have normally had
this mindset—and I am certainly guilty of this, being new to this
field—that we said, the charitable sector will do the immediate res-
cue and relief. They will go in and respond instantly. Philanthropy
comes in and does the long-term rebuilding.

You know what we learned in Katrina? There is a middle ground
that nobody was doing. For example, if you look into the Gulf area,
in many cases, in order to qualify for government funding, they
need funding in order to do the planning, the planning grants, to
submit the grant request to the Government.

They don’t have that. Nobody funds that. The Salvation Army
doesn’t fund that. The Red Cross doesn’t fund that. So, all of a sud-
den, we have learned through this that philanthropy needs to come
in up front much earlier than we thought we did in this process.

The third thing we are looking at is whether or not we ought to
capitalize a fund that would be a national disaster relief fund so
that if there is a tornado or a hurricane or a bombing or whatever
that disaster might be, there would be some money ready available
where this team of our experts who went in could then immediately
access some of that money rather than going back to a community
foundation or a family foundation or an independent foundation
aﬁld starting to raise that money. That money would already be
there.

We hope by October of this year to have done our feasibility
study on this so that we will be able to take recommendations to
our board to come up with some new strategies for philanthropy to
better respond.

Ms. AVIV. Mr. Chairman, there was one other issue in relation
to Katrina. I recall testifying a couple of years ago on lessons
learned immediately after Katrina in the Senate Finance Com-
mittee. There was an opportunity to look at earthquakes, Califor-
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nia’s earthquakes or similar disaster, floods, all different kinds, the
tsunami and this.

What was striking about the experience is that because of what
Steve was talking about, the lack of time and resources to fund les-
sons learned and translate them into how to prevent some of the
terrible aspects of what are natural disasters from occurring again,
we don’t do that.

The second part was that the relationships that need to be built
in advance of disasters—and we know where the disaster areas are
more or less likely to strike—there need to be much stronger rela-
tionships between local government officials, national charities and
local charities, and charities and these national organizations, so
that in planning, by the time it is chaotic when the disaster hits,
all of their thinking has already gone into the plan so that the lim-
ited resources can be more efficiently used.

Chairman LEWIS. Again, I want to thank each and every one of
you for being here. Your testimony has been very helpful to Mem-
bers of the Committee.

Is there any other business to come before the Committee?

[No response.]

Chairman LEWIS. There being no further business, the hearing
is adjourned. Thank you very much. I want to thank each member
of the staff and all who were involved.

[Whereupon, at 11:41 a.m., the hearing was adjourned.]

[Submissions for the Record follow:]

Statement of Alliance for Justice

Alliance for Justice (AFJ) is pleased to accept this opportunity to submit com-
ments on the affect of the Pension Protection Act of 2006 on the tax-exempt commu-
nity. We limit our comments specifically to the provisions of the Act concerning ex-
penditure responsibility requirements for Donor Advised Funds (“DAFs”).

About Alliance for Justice

Alliance for Justice is a national association of environmental, civil rights, mental
health, women’s, children’s and consumer advocacy organizations. These organiza-
tions and their members support legislative and regulatory measures that promote
political participation, judicial independence, and greater access to the justice sys-
tem.

AFJ’s Nonprofit Advocacy Project and Foundation Advocacy Initiative work to in-
crease nonprofit (including foundation) involvement in the policymaking process.
AFJ supports nonprofit advocacy through plain-language guides to the laws gov-
erning nonprofit advocacy, workshops for nonprofit organizations, and individualized
technical assistance. It also monitors legislative activity related to nonprofit advo-
cacy, provides information to the charitable community and lobbies to ensure non-
profits’ continued presence in the policymaking arena.

The Value of Donor Advised Funds

As Congress has recognized in its recent passage of the Pension Protection Act,
DAF's have become a valuable tool for donors and the charitable community. DAF's
are a means to devote the greatest possible portion of charitable resources to the
best possible charitable purposes. DAFs provide a way to contribute more freely to
charity, and they prevent unnecessary waste of the resources once donated. Accord-
ing to the Council on Foundations, DAFs made more than $1.05 billion in grants
in 2005 (COF comments submitted to the IRS on April 9, 2007 in response to IRS
Notice 2007-21). Many of these grants went to small organizations and programs
that otherwise would not have been funded.

While it was appropriate for Congress to establish legitimate safeguards to pre-
vent abuse of DAFs—or any other type—of tax-exempt organization, it is also impor-
tant to protect the important role that DAFs play in ensuring the most efficient use
of charitable resources. This is especially important since, as mentioned in the Advi-
sory soliciting these comments, “[m]ost of the provisions [in the PPA related to tax-
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exempt organizations] were never discussed on a bipartisan basis, nor the subject
of Committee hearings, during the 109th Congress.”

Expenditure Responsibility and DAFs

AFJ believes that the requirements of “expenditure responsibility” on certain dis-
tributions from DAFs imposed by the PPA are different from the restrictions that
apply only to private foundations. Making such a distinction does not impede Con-
gress’ goal (as stated in the Advisory) of improving accountability among DAF's.

Section 4966 of the IRC, added by section 1231 of the PPA, imposes a 20% tax
on certain distributions of DAFs. All distributions to individuals fall within the
scope of such “taxable distributions,” and most other distributions! from DAF's will
likewise be taxed unless the DAF restricts the use of the funds to charitable pur-
poseshand exercises “expenditure responsibility” in accordance with IRC section
4945(h).

Section 4945(h) states that: . . . expenditure responsibility . . . means that the
private foundation is responsible to exert all reasonable efforts and to establish ade-
quate procedures—

(1) to see that the grant is spent solely for the purposes for which made,

(2) to obtain full and complete reports from the grantee on how the funds are
spent, and

(3) to make full and detailed reports with respect to such expenditures to the Sec-
retary.

Prior to the PPA, only private foundations were required to make grants under
the expenditure responsibility requirements of section 4945(h). Due to concern over
the more limited control of private foundations, private foundations are subject to
greater restrictions than are public charities, including how their funds can be
spent. Federal tax law imposes a tax on certain private foundation expenditures, in-
cluding those for lobbying and carrying on, directly or indirectly, voter registration
drives. However, no such restrictions on grantmaking apply to public charities. In
contrast to private foundations, public charities may earmark funds for lobbying.
See, for example, IRC section 501(h) (permitting limited lobbying expenditures by
charities). Likewise, charities may conduct voter registration activities. See, for ex-
ample, IRC section 4945(f) (permitting grants to certain charities to conduct voter
registration activities).

The restrictions on private foundation expenditures were written into the expendi-
ture responsibility regulations to prevent the use of foundation funds for prohibited
purposes. Treasury Regulation §53.4945-5(b)(3) describes four criteria for private
foundations to exercise expenditure responsibility:

(i) To repay any portion of the amount granted which is not used for the purposes
of the grant,

(i1) To submit full and complete annual reports on the matter in which the funds
are spent and the progress made in accomplishing the purposes of the grant

(i11) To maintain records of receipts and expenditures and to make its books and
records available to the grantor at reasonable times, and

(iv) Not to use any of the funds—

a. To carry on propaganda, or otherwise to attempt, to influence legislation (with-
in the meaning of section 4945(d)(1)),

b. To influence the outcome of any specific public election, or to carry on, directly
or indirectly, any voter registration drive. . . .

The first three prongs correspond with the statutory definition, and the fourth
prong prohibits the use of funds for certain purposes, such as lobbying and voter
registration activity. When the Joint Committee on Taxation described expenditure
responsibility, it referred to the first three prongs only (see pages 348-349 of the
Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” as Passed
by the House on July 28, 2006, and as considered by the Senate on August 3, 2006,
JCX-38-06, Aug. 3, 2006 (“JCT Report”)). These prohibitions included in the fourth
prong should not be applied to DAF's, as they exceed the fundamental purpose of
expenditure responsibility. The expenditure responsibility requirements of section
4945(h) can be met without adding on the prohibitions in the fourth prong of the
regulatory requirements.

Appropriate Expenditure Responsibility Requirements for DAFs

The statute should be amended to clarify that while DAFs must exercise expendi-
ture responsibility, their grants need not prohibit use of the funds for legitimate lob-

1There are exceptions allowing tax-free distributions to the DAF’s sponsoring organization, to
other DAF's, or to charities other than certain types of supporting organizations or charities con-
trolled by the donor or the donor’s advisor.
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bying or voter registration activities. Based on the limited legislative history pro-
vided in the JCT report, we believe expenditure responsibility was imposed on DAF's
to make sure grants from DAFs were spent as intended, not to prohibit or restrict
how the funds can be spent.

In adding an expenditure responsibility requirement for certain DAF distribu-
tions, the PPA only referenced IRC section 4945(h)—the requirement that grant
funds must be spent solely for purposes for which the grant was made. The PPA
does not reference the restrictions of 4945(d) nor the Treasury regulations for ex-
penditure responsibility by private foundations that incorporated those restrictions.

Our fear is DAFs and their advisors who are familiar with (or who discover) the
requirements of expenditure responsibility in the private foundation context will
simply apply the private foundation version of the regulations without further guid-
ance. If so, DAFs would feel obliged to make grants that are subject to the terms
required by Treas. Reg. section 53.4945-5(b)(3)(iv), prohibiting use of the funds for
lobbying or voter registration activities. This would needlessly restrict the use of
funds for legitimate charitable purposes.

Already, there has been uncertainty on this point. At the January 2007 meeting
of the American Bar Association Tax section’s Committee on Exempt Organizations,
a panel including IRS EO Division Senior Tax Law Specialist Robert Fontenrose
and IRS Assistant Chief Counsel Catherine Livingston was asked “whether expendi-
ture responsibility for donor-advised funds will look any different than it does for
private foundations?” with the questioner noting “that the reglulations]s for private
foundations include a lot of prohibitions that may or may not apply in the donor-
advised fund context.” (from transcript in Exempt Organization Tax Journal, vol. 12,
no. 1, January/February 2007, at 35).

Similarly, an explanation of the PPA produced by the Council on Foundations of-
fers the following response to the question of what “expenditure responsibility” in
the context of the PPA:

While the Council will be seeking guidance as to what expenditure responsibility
means for public charities, the regulations for private foundations provide some
guidance. Charities that make grants from donor-advised funds to non-charities or
affected supporting organizations for lobbying, nonpartisan voter registration activ-
ity or for regranting should consult with counsel as to how expenditure responsi-
bility should be handled in those situations.

Council on Foundations, “Taxable Distributions from Donor-Advised Funds,”
available at www.cof.org.

For these reasons, we urge Congress to amend the PPA for purposes of clarifying
that the PPA-mandated expenditure responsibility as applied to DAFs does not re-
quire DAF's to impose the IRC 4945(d) restrictions on grantees.

Thank you for you consideration of this request. We would be happy to provide
any additional information or respond to any questions you may have about this
issue.

——

Statement of American Association of Museums

On behalf of the nation’s museum community, American Association of Museums
(AAM), representing more than 2,700 museums of every type and 16,900 individuals
and organizations professionally associated with museums, would like to thank you
for the charitable incentives in Pension Reform Act, particularly the IRA rollover
provision, and for some of the reforms in that legislation, such as the reforms of the
appraisal process.

With respect to the IRA rollover provision, we strongly encourage you to extend
and make permanent this provision, as noted in Independent Sector’s recent testi-
mony before the Committee and proposed in H.R. 1419. Along with the rest of the
charitable community, museums’ ability to maintain and expand their services to
the public has already benefited substantially from this provision due to expire in
December 2007. For example, an early AAM survey of museums, covering the period
from August 2006 enactment to the end of 2006, revealed that about half of survey
respondents had received rollover gifts, from $1,250 to several gifts of the maximum
of $100,000, and that museum staff expressed concern about the need for more time
for donor education and decisions about major gifts.

We must, however, raise some significant concerns on behalf of the museum com-
munity about the fractional interest provisions in the Act. We know you have re-
ceived a letter from the Association of Art Museum Directors (AAMD) noting prob-
lems in this area. AAM wants you to know that we completely share those concerns,
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not just on behalf of the nation’s art museums but on behalf of collecting museums
of all types.

In brief, here are some of our chief concerns, many of which relate to creating new
disincentives to donors to give, which is a key matter since about 80% of the collec-
tions of American museums that collect have come from donations:

1. The discouraging effect on donors of the growing disparity between market
value and their subsequent fractional deductions. As you know, the Act replaces full
market value deduction for each fractional gift with the lesser of full market or the
market value at the time of the original fractional gift. Since virtually all museum-
quality objects appreciate in value over time, the value of subsequent deductions
now decreases over time compared to market value, with each subsequent fractional
gift showing a greater disparity. This clearly discourages donors, especially those for
whom the value of the gift very greatly exceeds their income in a given year, who
are thus not good candidates for an outright gift of 100% interest.

2. The discouraging effect on donors of requiring that the gift be completed within
10 years. Under prior law, while museums had, and usually exercised, the right to
hold and exhibit the object, a donor could keep the object in his or her home for
a least part of a given year until death. The new law, especially where collectors
had recently acquired the object, or collection of objects, discourages donors from
making a commitment in the near term to a museum, thus eliminating both the
short-term access to the object(s) by the public and the likelihood of longer-term
100% possession by the museum.

3. The danger to certain kinds of objects of mandating movement without excep-
tions. There are valid reasons for making exceptions—for allowing the museum to
waive its right to take possession in some cases until it has 100% ownership—as
was already decided in a 1988 court case, Winocour v. Commissioner. For example,
if an object is extremely large and heavy, as is the case with much modern sculp-
ture, the costs and difficulty of transportation are very great, and where an object
is extremely fragile, as is the case with some art and other objects, it is not in the
public interest to move it any more than is absolutely necessary. Similarly, when
new collecting museums arise, or museums are renovated, they will, of course, fre-
quently seek to acquire or continue to acquire collection objects before the museum
building is built or renovated—before they can house or display the new objects,
since museum buildings frequently take quite a number of years to design and
build—so that when they open or reopen, they will have objects to show.

It is also important to bear in mind that while the above concerns most broadly
affect the art museum community, the new law, if not adjusted, creates problems
for other types of museums as well.

For example, museums that focus on history and culture, including the history
and culture of ethnically specific groups, frequently find that the key objects they
need for their collections belong to private collectors. Given the limited or non-
existent funding for collection acquisitions at most museums, donations are critical
in many cases, and when the objects are mostly acquired by the collector, and when
the museum itself is expanding or under construction, as is often the case with the
new ethnically specific museums, discouraging fractional gifts can be very dam-
aging.

And in the case of natural history museums, often the key educational as well
as scientific value of objects is in fact that they are part of a collection of related
objects. Where the law tends to discourage fractional gifts, modest-income donors
will be discouraged from donating an intact collection and have an incentive to
break it up, destroying its educational value.

Changes to the fractional interest provisions of the law as expressed in the Pen-
sion Protection Act could address areas of legitimate Congressional concern without
the unintended consequence of discouraging generous donors and endangering cul-
tural objects in the cases noted above. On behalf of the whole American museum
community, we join with AAMD in urging your consideration of such changes and
would be happy to meet with you and your staff to discuss them.

In closing, AAM sincerely thanks you and Ranking Member Ramstad for your
leadership as principal sponsor and co-sponsor of H.R. 1524, the artist’s deduction
bill, which would have a very positive effect on generating new donations of works
to museums, and looks forward to working with you on the fractional gift and IRA
rollover issues.
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Statement of American Bankers Association

The American Bankers Association appreciates having this opportunity to submit
written comments for the record of the Subcommittee on Oversight’s July 24, 2007,
hearing on tax-exempt organizations.

The American Bankers Association, on behalf of the more than two million men
and women who work in the nation’s banks, brings together all categories of bank-
ing institutions to best represent the interests of this rapidly changing industry. Its
membership—which includes community, regional, and money center banks and
holding companies, as well as savings associations, trust companies, and savings
banks—makes ABA the largest banking trade association in the country.

As the Subcommittee on Oversight (the “Subcommittee”) undertakes its examina-
tion of tax-exempt issues this year, the ABA would like to take this opportunity to
encourage the Subcommittee to review the Internal Revenue Service’s (“IRS”) regu-
lation of issues relating to tax-exempt credit unions. In particular, we urge the Sub-
committee to: focus on the IRS’s activities relating to the application of the unre-
lated business income tax (“UBIT”) to credit unions, and encourage the IRS to revise
%S tax-exempt group return regulations to require credit unions to file individual

orm 990s.

Application of UBIT to State-Chartered Credit Unions

State-chartered credit unions are subject to tax on income earned from trade or
business activities that are not substantially related to the functions constituting
the basis for their tax exemption. Credit unions are self-help financial cooperatives
established for the purpose of promoting thrift and providing low cost credit to their
members—especially to persons with low and moderate incomes—through mutual
and nonprofit operations. When these organizations offer services to non-members,
or undertake activities that stray beyond the exempt purposes for which they were
formed, the income from such activities should be subject to taxation. In such cases,
they are directly competing with other small businesses in the communities in
which they operate.

Over the past year, the IRS has issued a series of technical advice memorandums
(“TAMs”) which essentially hold that UBIT applies to various activities undertaken
by state-chartered credit unions including, among others, income from insurance
sales (e.g., credit life, disability life, health, group life, and accidental death and dis-
memberment), sale of car warranties, and ATM fees for non-member services.!

The ABA is pleased that the IRS has been focusing on this important issue, be-
cause we believe that the ability of credit unions to conduct business activities unre-
lated to their core purpose without paying taxes on the income from such activities
creates an overwhelming competitive disadvantage for the banks that operate in the
same communities. However, we believe that the application of UBIT to state-char-
tered credit unions is not an issue that should be determined on a piecemeal basis
through a series of TAMs alone. While TAMs help IRS personnel resolve complex
issues, they generally are not be relied upon as guidance or cited as precedent by
taxpayers other than the specific taxpayer for whom the TAM was issued.

The application of UBIT to credit unions is an issue that would be more properly
addressed in generally applicable binding IRS guidance, such as regulations or a
revenue ruling that provides clear notice to the credit union industry of the IRS’s
interpretation of the law. We urge the Subcommittee, as it continues to examine
issues relating to the IRS’s regulation of the tax-exempt sector, to encourage the
IRS to place a high priority on the issuance of binding guidance on the application
of UBIT to tax-exempt credit unions.

Equally important, under current interpretations federal credit unions have been
held to be exempt from UBIT.2 Although this exemption is based upon a broad read-
ing of the tax exemption provided under the Federal Credit Union Act (12 U.S.C.
sec. 1767),3 there is no tax (or other) policy reason for such a significant distinction
for federal credit unions. When Federal credit unions operate unrelated businesses,
the same detrimental competitive effects that result from state credit union unre-
lated activities apply—competing taxable banks and other businesses in their com-
munities are adversely affected by their operation of such businesses—and the Fed-

1See, e.g., Technical Advice Memorandum 200709072, March 2, 2007; Technical Advice Memo-
randum 20070903, March 2, 2007; and Technical Advice Memorandum 200717036, April 27,
2007.

21.R.C. sec. 511(a)(2)(A).

312 U.S.C. sec. 1767 provides that “Federal credit unions organized hereunder, their property,
their franchises, capital, reserves, surpluses, and other funds, and their income shall be exempt
from all taxation, now or hereafter imposed by the United States or by any State, Territorial,
or local taxing authority. . . .”
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eral revenue is diminished by applying this exemption to business activities beyond
the purpose of the credit union charter. We believe it is wrong for the broad tax
exemption provided to federal credit unions also to encompass all income earned
from businesses that are unrelated to their exempt purpose, and we encourage the
Ways and Means Committee to pursue legislation to amend Code section 511(a)(2)
to subject federal credit unions to UBIT.

Form 990 Filing Requirements for Credit Unions

Tax-exempt organizations generally are required to file annual information re-
turns (Form 990) with the IRS.4 The annual information return must contain the
organization’s gross income, receipts, disbursements, compensation, and other infor-
mation required by the IRS in order to review the organization’s activities and oper-
ations during the previous taxable year,> and to review whether the organization
continues to meet the statutory requirements for exemption. Only a very limited
number of organizations are statutorily exempted from this annual information fil-
ing requirement. These include churches,® religious orders, fraternal beneficiary so-
cieties, and small organizations with annual receipts less than $5,000.

Information returns filed by tax exempt organizations on Form 990 serve impor-
tant public purposes beyond simply enabling the IRS to enforce the tax laws. As the
Joint Committee on Taxation has noted:?

[tThe public has a legitimate interest in access to information of tax-exempt
organizations. This public interest derives from the tax benefits accorded
under Federal law to such organizations, as well as the nature and pur-
poses of such organizations. The public has an interest in ensuring that tax-
exempt organizations are complying with applicable laws and that the
funds of such organizations (whether or not solicited from the general pub-
lic) are being used for the exempt purposes of the organization.

Congress also recognized the importance of transparent financial records for all
companies by passing the Sarbanes-Oxley Act of 2002. Many credit unions are prof-
itable, retail financial service organizations whose activities are indistinguishable
from taxpaying banks. Vital information, such as their sources of income, expenses,
amounts of compensation paid to executives, and activities, should be subject to pub-
lic disclosure, both to ensure that they are operating effectively and with integrity
and for the efficient administration of the tax laws. Moreover, without adequate in-
formation, credit union members cannot understand their organization’s exposures
and risks and cannot exercise effective oversight and control over the board of direc-
tors and management.

Despite these recognized benefits from public disclosure requirements, a majority
of state-chartered credit unions do not file individual Form 9nineties. The IRS ruled
in 19608 that state credit unions were permitted to take advantage of the group re-
turn rules set forth in Treasury regulations.?® These rules permit central or parent
organizations to file one group return providing aggregated financial information for
the parent and any local organizations subject to its general supervision or control.
In the state credit union context, this means that the state regulatory authority that
supervises credit unions within a state may apply for a group exemption ruling and
file one group return that aggregates information from all of the state credit unions
under its control or supervision.

At a November 3, 2005, hearing of the House Ways and Means Committee, Steven
T. Miller, Commissioner, Tax-Exempt and government Entities Division, testified
that the IRS received 1360 individual Forms 990 from state chartered credit unions
in 2003, the last year for which data is available. Mr. Miller also testified that as
of 2003, 34 state credit union associations filed group returns, and that 21 of the
34 group returns covered more than two thousand organizations.

Millions of members of state credit unions do not have access to information on
how their organizations are being operated, because such information cannot be
accessed from group returns which contain only aggregate data. IRS officials have
acknowledged that this is a problem but have so far not corrected the problem.
Therefore, we urge the Subcommittee to look into this matter as part of its examina-

41.R.C. §6033.

51.R.C. §6033(a)(2).

SLR.C. §6033(a)(2)(C)(vi).

7Study of Present-Law Taxpayer Confidentiality and Disclosure Provisions as Required by
section 3802 of the Internal Revenue Service Restructuring and Reform Act 1998, Joint Com-
mittee on Taxation, JCS-1-00, January 28, 2000, p. 6.

8Rev. Rul. 60-364, 1960-2 C.B. 382.

9Treas. Reg. §1,6033—2(d)
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tion of tax-exempt organization issues and to request that the IRS amend its group
return regulations to prohibit state credit unions from filing group returns.

Again, we deeply appreciate you allowing us to comment on this issue and share
the concerns of our Members. If you have further questions, please do not hesitate
to contact me.

————

Statement of American Bar Association Section of Real Property

These comments (the “comments”) are submitted on behalf of the American Bar
Association section of Real Property, Probate and Trust Law. They have not been
approved by the House of Delegates or the Board of Governors of the American Bar
Association and should not be construed as representing the position of the Amer-
ican Bar Association.

The comments were prepared by members of the Charitable Planning and Organi-
zations Group (the “Group”) of the Probate and Trust Division of the Real Property,
Probate and Trust Law section of the American Bar Association. Principal responsi-
bility was exercised by Carol G. Kroch of Wilmington Trust Co., Group Chair-Elect,
Mary Lee Turk of McDermott Will & Emery, Group Vice Chair-Elect, Christopher
R. Hoyt of University of Missouri (Kansas City) School of Law, David J. Dietrich
of Dietrich & Associates, P.C., and Jarrett T. Bostwick of Handler, Thayer, &
Duggan, L.L.C. Linda B. Hirschson of Greenberg Traurig LLP reviewed the com-
ments on behalf of the section’s Committee on Governmental Submissions.

Although members of the Group who participated in preparing the comments
have clients who are affected by the Federal tax principles addressed, or have ad-
vised clients on the application of such principles, no such member or the firm or
organization to which such member belongs has been engaged by a client to make
a governmental submission with respect to, or otherwise influence the development
or outcome of, the specific subject matter of the comments.

EXECUTIVE SUMMARY

These comments respond to the June 12, 2007 Advisory of the Subcommittee on
Oversight of the Committee on Ways and Means of the United States House of Rep-
resentatives requesting written comments on the provisions of The Pension Protec-
tion Act of 2006, Pub. L. No. 109-280, 120 Stat. 780 (2006) (the “PPA”) relating to
tax-exempt organizations.

These comments make the following points: (1) the PPA provisions allowing chari-
table IRA rollovers for individuals over age 70%2 are valuable to the charitable sec-
tor and should be extended permanently and expanded to allow gifts to DAF's, SOs
and private foundations; (2) the PPA provisions requiring an S corporation share-
holder to reduce the basis of his or her stock only by the shareholder’s pro rata
share of the adjusted basis of the property donated by the S corporation appro-
priately treats S corporation shareholders the same as partners and should be ex-
tended permanently; and Congress should also clarify the permitted deduction when
the basis of an S corporation shareholder’s stock is less than the shareholder’s pro
rata share of the charitable contribution; (3) the PPA provisions increasing the per-
centage limitations for qualified conservation contributions should be made perma-
nent and the definition of gross income for purposes of determining whether a farm-
er or rancher qualifies for the 100% limitation should be clarified and broadened;
(4) an overly broad and unclear definition in the PPA of a donor advised fund
(“DAF”) should be clarified as it has caused significant administrative costs and con-
fusion for charities administering both DAFs and other charitable funds; (5) the
PPA provisions applying the excess business holdings rule to DAFs and supporting
organizations (“SOs”) have unnecessarily curtailed charitable gifts by owners of
closely held businesses; (6) section 1218 of the PPA has not only reduced the income
tax incentives to make gifts of fractional interests in tangible personal property, but
has also created estate and gift tax liability for fractional contributions of appre-
ciated property that should be eliminated; (7) the PPA provisions addressing con-
tributions to certain SOs may have a chilling effect on a charity’s access to funds;
(8) the PPA may go too far in its application of the excess benefit rules to DAFs
and SOs, resulting in an inconsistent application of such rules and a departure from
normal commercial practices; and (9) we welcome the PPA’s endorsement of min-
imum distribution rules for SOs and believe that minimum distribution rules simi-
lar to those currently in effect, when coupled with increased disclosure, may provide
a compromise between the Treasury Department’s need to monitor SOs with the
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charitable sector’s need for sources of support; however we suggest that Congress
reconsider the necessity for and effectiveness of minimum distribution rules based
on a percentage of an SO’s income or assets.

DISCUSSION

I. PROVISIONS SCHEDULED TO EXPIRE ON DECEMBER 31, 2007

As a preliminary comment, we note that it would provide stability and certainty
to the tax law to extend permanently all three provisions discussed below.

A. Charitable IRA Rollover. Section 1201 of the PPA permitted individuals over
age 70%%2 to make lifetime charitable gifts of up to $100,000 per year in 2006 and
2007 directly from an IRA to a public charity (other than a supporting organization
or a donor advised fund).

1. Importance to Charities. This provision was an important legislative change
sought by the nation’s charities and should be extended permanently. Further, we
suggest that Congress consider permitting donors to make gifts from their IRAs to
DAFs, SOs and private foundations. If the law is made permanent, IRA administra-
tors and charities will likely take steps to cure the technical problems they have
encountered in implementing the current legislation.

2. Problem In the Year That an IRA Owner Attains Age 70%. If the law is ex-
tended to future years, the age for eligibility should be more closely coordinated
with applicable retirement plan distribution rules. Currently the charitable IRA dis-
tribution rules discriminate against people born in the months of May and June.
For example, a person who was born on June 27 will attain age 70% on December
27. All distributions that are made at any time during that year can be applied to-
ward satisfying the minimum distribution requirement to avoid the 50% penalty tax
for insufficient distributions from an IRA, but only distributions made on or after
December 27 qualify for the charitable IRA exclusion. The legislation should be
changed for 2007 and for future years to conform the charitable exclusion with the
minimum distribution requirements. Thus, if the eligible age remains 70%2, then all
distributions should qualify for the charitable exclusion if made “within the calendar
year that the individual for whose benefit the plan is maintained has attained age
70%2.” This change would simplify the administration of this provision and ensure
that innocent parties are not caught in a tax trap. If, however, future legislation
lowers the eligible age to 59% (as is proposed for deferred gifts in H.R. 1419 and
S. 819, “The Public Good IRA Rollover Act of 2007”), then requiring qualifying IRA
distributions to be made on or after the date the donor turns 59% is appropriate
as it would mirror the 10% early distribution penalty provision of I.LR.C. Sec. 72(t).

B. Charitable Gifts of Appreciated Property by S Corps. Section 1203 of the
PPA permitted charitable gifts of appreciated property made by S corporations to
have similar tax consequences to comparable charitable gifts made by partnerships
and limited liability companies (“LLCs”), but only for gifts made in 2006 and 2007.
In the past, the shareholders of an S corporation had to reduce their basis in their
stock by the full deduction for the appreciated value of the property, whereas the
basis in the ownership interest of a partnership or an LLC was reduced by only the
cost basis, consistent with partnership tax theory. Partnership tax treatment for
both forms of enterprise is important. It is especially significant for an S corpora-
tion, since a shareholder’s basis in his or her stock is typically lower than that of
a comparable partnership or LLC ownership interest. Whereas partnership tax law
permits partners and LLC members to increase their tax basis by their share of the
business’ debts, S corporation shareholders cannot increase their basis by their
share of the corporation’s liabilities.

Many shareholders with a low basis in their stock are under the impression that
IL.R.C. Sec. 1366(d)(1) prohibits them from claiming a charitable income tax deduc-
tion that exceeds the basis of their stock, which discourages charitable gifts from
S corporations. In his letter of June 28, 2007 to Treasury Secretary Paulson, Sen-
ator Richard Lugar stated that “the intent was that the full benefit of the deduction
be conferred upon those shareholders.” We recommend that the PPA basis reduction
rule be made permanent and that Congress clarify the amount of the deduction per-
mitted S corporation shareholders whose basis in their stock is less than their pro
rata share of the amount of the charitable contribution otherwise deductible.

C. Charitable Gifts of Conservation Easements. The PPA and I.R.S. Notice
2007-50, “Guidance Regarding Deductions by Individuals with Qualified Conserva-
tion Contributions,” expand and clarify the availability of qualified conservation con-
tributions. However, several significant questions require clarification.

1. Make the Law Permanent. We believe the expanded deduction limitations of
50% under L.R.C. Sec. 170(b)(1)(E)(i) and 100% under I.R.C. Sec. 170(b)(1)(E)(iv) for
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qualified farmers and ranchers should be made permanent. The grant of a perpetual
conservation easement by a farmer or rancher is likely his or her most significant
financial transaction short of outright sale; yet the law “sunsets” on December 31,
2007. Many conservation easements take the form of perpetual “management plans”
for agricultural land owners and can take significant amounts of time to negotiate
because of their perpetual duration. Although the provision does not sunset until
December 31, 2007, as a practical matter, it will be difficult for donors who have
not already commenced negotiations even to donate a conservation easement in
2007.

2. The Definition of Gross Income Does Not Conform to the Calculation of Gross
Income From Farming Otherwise Used in the Tax Code The definition of gross in-
come under L.R.C. Sec. 170(b)(1)(E) remains ambiguous. I.R.C. Sec. 170(b)(1)(E)(v)
provides that an individual is a qualified farmer or rancher if the individual’s gross
income from the trade or business of farming (within the meaning of I.R.C. Sec.
2032A(e)(5)) in the taxable year of the contribution is greater than 50% of the indi-
vidual’s total gross income for the taxable year of contribution. I.LR.C. Sec.
2032A(e)(5), however, does not define gross income from the trade or business of
farming; rather it provides a definition of “farming purposes” for purposes of alter-
nate valuation under the estate tax. The agricultural activities listed in I.R.C. Sec.
2032A(e)(5) are significantly narrower than the broad definition of farming used
throughout the Internal Revenue Code to define income and deductions in calcu-
lating gross income from farming. See I.LR.C. Sec. 61 and the Farmer’s Tax Guide
(IRS Publication 225). We suggest that the taxpayer’s “gross income from the trade
or business of farming” for purposes of I.R.C. Sec. 170(b)(1)(E)(v) should be the same
as gross income from farming for income tax purposes generally, as shown on Form
1040, Schedule F, line 11 or line 51, with the addition of gross income (not gain)
from forestry and from sales of livestock and other farm products reported on Form
4797.

3. Other Traditional Agricultural Income Sources Should Comprise Gross In-
come.We recommend that rental income and income from caring for another’s live-
stock, farm program payments, the sale of livestock, conservation reserve program
payments, hunting and fishing and the sale of farm products not held primarily for
sale should constitute “gross income from the trade or business of farming” under
LR.C. Sec. 170(b)(1)E)(v). Many agricultural operations have established corpora-
tions or LLCs to hold real estate separate from the active operations conducted by
a distinct corporation or LLC that owns the livestock, equipment and machinery,
with a rental agreement between the two business organizations. Excluding such
rental income from the definition of gross income from farming under I.R.C. Sec.
170(b)(1XE)(v) effectively removes significant tracts of agricultural farming and
ranching real estate from qualification for the expanded 100% deduction limitation
even though the property is actually used for farming.

4. Reconsider Deduction Limitations for Easements Donated by Non-Publicly
Traded C Corporations. Although I.R.C. Sec. 170(b)(2)(A) limits a charitable con-
tribution deduction by a C corporation to 10% of taxable income, under new L.R.C.
Sec. 170(b)(2)(B)(i) the deduction limitation for a gift of a qualified conservation
easement is expanded to 100% of taxable income (reduced by other allowable chari-
table deductions) for certain C corporations. The higher limit is available to a non-
publicly traded corporation that is a qualified farmer or rancher, and which donates
an easement restricting the property to agricultural or livestock production. We note
that if the C corporation fails to meet the gross income test for a qualified farmer
or rancher, it loses the expanded limitation, whereas if an individual donor fails to
meet the definition of a farmer or rancher, an enhanced deduction limitation of 50%
of adjusted gross income (rather than 30%) is still available. If Congress wishes to
encourage contributions of conservation easements by nonpublicly traded C corpora-
tions, it could consider adopting a similar enhanced deduction limitation for gifts of
conservation easements by C corporations that do not qualify as farmers or ranch-
ers.

II. DONOR ADVISED FUNDS

A. Burdens on Charities that Administer DAFs and Also Engage in Other
Charitable Activities. The PPA generated substantial administrative and compli-
ance costs to charities that administer both DAFs and other charitable funds, espe-
cially geographic and religious community foundations. They, like virtually all non-
profit organizations, use “fund accounting.” They record each restricted gift in a sep-
arate fund. Many charities have gone through the extensive and arduous task of ex-
amining each and every fund agreement to determine whether it is a DAF or not.

Their problem has been exacerbated by the absence of guidance for ambiguous sit-
uations. The definition of a DAF is so broad that it could potentially include every
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restricted gift where there is any continuing donor involvement. For example, one
would normally not think that an endowed chair at a university foundation is a
DAF. If, however, the assets are invested by an investment firm where the donor’s
son is employed, is the endowed chair a DAF? A DAF exists when a donor or related
party advises either with respect to distributions or investments. L.R.C. Sec.
4966(d)(2)(A)(ii).

We suggest that Congress amend the PPA provisions to appropriately narrow the
definition of a DAF or clarify when certain common kinds of funds, such as those
with restricted charitable purposes, are excluded from the definition of a DAF. We
also urge Treasury to exempt from the definition of a DAF a fund that is advised
by a distribution Committee that is not directly or indirectly controlled by the donor
or the donor’s appointee, as is authorized by L.R.C. Sec. 4966(d)(2)(C). We further
suggest that funds established by local governments and publicly supported char-
ities at community foundations be excluded from the definition of a DAF. These en-
tities should be able to recommend charitable grants from such funds with the same
freedom as if they had directly made the disbursements themselves.

B. Repeal of Penalty if Additional Language Missing in Acknowledgment
to Donor. The PPA amended I.R.C. Sec. 170 to deny a charitable income tax deduc-
tion for a contribution to a DAF unless the charity’s acknowledgment to the donor
specifically states that the sponsoring organization “has exclusive legal control over
the assets contributed.” I.R.C. Sec. 170(f)(18). Until this provision was enacted, the
law governing every charity’s written acknowledgment to every donor had a uniform
standard. I.LR.C. Sec. 170(f)(8). The new DAF provision needlessly complicates the
law and the punishment is excessive. Every completed charitable gift requires a
transfer of legal control, including a gift to a DAF. Furthermore, the definition of
a DAF is so broad (see above) that both the donor and the charity might not realize
that a simple restricted gift agreement fell within the definition of a DAF. A donor
should not lose a tax deduction solely because the charity’s receipt did not contain
this statement. We recommend repeal of this provision, or in the alternative, the
imposition of a reasonable fine on the charity (the party responsible for issuing the
statement) similar to the penalty for a charity’s failure to send a donor a written
acknowledgment of any kind: $10 per contribution, capped at $5,000. I.R.C. Secs.
6115 and 6714.

C. The Excess Business Holdings Rules Have Curtailed Gifts of Closely
Held Business Interests to Both DAFs and SOs. This subject is addressed in
Par. IV C. below.

D. The Penalty for an Excess Benefit Transaction With a DAF Applies
Even to the Portion of the Reasonable Value of Services Rendered. The PPA
classified the entire amount of any grant, loan, compensation, or similar payment
from a DAF to a donor or related party as an “excess benefit payment”, whereas
normally only the excess over the value of services is subject to that tax. Compare
LR.C. Sec. 4958(c)(2) and (c)(1), and IL.R.C. Sec. 4941(d)(2)(E). We question why rea-
sonable compensation is not permitted when both public charities and private foun-
dations can make such payments to disqualified persons. If a financial institution
seeks to establish a DAF, or if a donor recommends an investment firm where a
family member is employed, an exemption seems appropriate if the investment
firm’s fees are reasonable and comparable to fees that it charges other customers.
This issue is addressed in greater detail in Par. IV D. below.

III. GIFTS OF FRACTIONAL INTERESTS IN TANGIBLE PERSONAL PROP-
ERTY

Section 1218 of the PPA made significant changes to the income, estate, and gift
tax consequences of donations of fractional interests in tangible personal property
to charitable institutions (“fractional contributions”).

A. Overview of Changes. Under prior law, a fractional contribution was deduct-
ible for Federal income tax purposes, if the donee 1) received an undivided portion
of the donor’s entire interest in the property gifted, I.R.C. Sec. 170(f)(3)(B)(11); and
2) had the right to possession, dominion, and control of the property proportionate
to its ownership interest. Treas. Reg. § 1.170A—7(b)(1)(i); Winokur v. Commissioner,
90 TC 733 (1988). Like other charitable gifts of tangible personal property, a frac-
tional contribution was valued for income, estate, and gift tax purposes at its full
fair market value at the time of the gift. For estate and gift tax purposes, fractional
contributions were deductible at the full fair market value, I.R.C. Secs. 2055 and
2522, and for income tax purposes they were deductible at the full fair market value
of the gift, if the use of the property by the donee charity was related to its chari-
table purpose, I.R.C. Sec. 170(e)(1)(B), subject to the applicable percentage of con-
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tribution base limitations. I.R.C. Sec. 170(b). We are aware that in some cir-
cumstances donors took advantage of these rules, but we are concerned that the
PPA has not only reduced the income tax incentives to make valid fractional con-
tributions, but has established estate and gift tax penalties on fractional contribu-
tions of appreciated property.

The PPA established a new regime for fractional contributions, providing: (i)
unique valuation rules for income, estate, and gift tax purposes; (i1) deadlines for
donating the remaining fractional interest in the property, enforced by recapture
and penalty provisions; (iii) a new requirement that the donee charity have substan-
tial possession of the donated property, also enforced by recapture and penalty pro-
visions; (iv) unrelated use recapture rules more onerous and punitive than those the
PPA introduced for non-fractional contributions; and (v) narrow ownership require-
ments for donors to obtain deductibility.

B. New Valuation Rules. In our view, the most serious change is caused by the
new valuation rules. New L.R.C. Secs. 170(0)(2), 2055(g), and 2522(e)(2) limit the
charitable deduction for subsequent fractional contributions to the lesser of the fair
market value of the property at the time of the initial fractional contribution or at
the time of the additional contribution. Thus, the donor is denied an income, estate,
or gift tax deduction for the value of any appreciation of the property since the time
of the initial fractional contribution. The denial of the income tax deduction in these
circumstances may be a disincentive to some taxpayers, and it is not clear why the
deduction should be limited if the gift otherwise meets the requirements for frac-
tional contributions. However, the most severe consequences arise under the estate
and gift tax, as shown by the following example:

In 2007, D contributes an undivided one-half interest in a painting with a fair
market value of $2 million to an art museum providing for the museum to have pos-
session of the painting for 6 months each year. D’s income tax deduction, based on
fair market value, is $1 million. A similar gift tax deduction applies, so that no gift
tax is due on the fractional contribution. In 2015, when the painting has appreciated
in value to $4 million, D makes the final fractional contribution of the painting to
the museum. Under the new PPA limitations, D’s income tax deduction is only $1
million, even though the value of the subsequent fractional contribution is double
that amount. More seriously, however, D has made a charitable gift of $2 million,
but is entitled to a gift tax deduction of only $1 million. Under the 2007 gift tax
rates of 45%, D has an actual cost (either a reduction of D’s applicable exclusion
amount, a gift tax liability or a combination of both) of approximately $450,000 for
making a gift to charity! Similarly, if D died in 2015 and made a testamentary frac-
tional contribution, the value of the appreciation since the initial fractional contribu-
tion would be includable in D’s estate.

Denying an income tax deduction for the appreciation in value of tangible per-
sonal property since the initial fractional contribution reduces an offset against tax-
able income. Denying a gift or estate tax deduction for the appreciation results in
a tax on a gift to a charity, which is not only punitive in nature but is an unprece-
dented departure from the general transfer tax approach to charitable gifts. If Con-
gress did not intend such a draconian result, we suggest it be eliminated by the re-
peal of new L.R.C. Secs. 2055(g) and 2522(e)(2).

C. Deadline for Contributions of Remaining Interest. The PPA requires a
donor to give the remaining fractional interest in the donated property before the
earlier of 10 years after the date of the initial fractional contribution (“the 10 year
period”) or the date of the donor’s death. If this requirement is not met, the income
and gift tax deductions for the initial fractional contribution will be recaptured and
subject to interest and a 10 percent penalty. L.LR.C. Sec. 170(0) and 2522(e). As a
technical matter, if a donor dies before the end of the 10 year period, and makes
a final fractional testamentary contribution, such gift will not have been made BE-
FORE the donor’s death. We suggest amending this provision to require the gift to
be made on or before the earlier of the end of the 10 year period or the donor’s
death. As a substantive matter, the 10 year requirement may cause some donors
not to make gifts, depriving charitable institutions and therefore the public of the
opportunity to use and enjoy works of art and other property. We suggest amending
the provisions to require that either a gift or a binding pledge be made within the
required time period.

Under the new PPA provisions, the consequences for missing the deadline are se-
vere. The full income and gift tax charitable deduction claimed for the initial frac-
tional contribution is recaptured with interest and the resulting income tax is in-
creased by a 10% penalty. We believe that the time when interest starts to run
should be clarified. In our view, interest should not start to run until the event that
triggers the recapture. Otherwise, the results can, at least in certain circumstances,
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seem unduly harsh. A gift made the day before the expiration of the 10 year period
does not result in any recapture of the initial deduction, but a gift made the day
after the expiration of the 10 year period results not only in recapture of the initial
deduction but also a charge of 10 years of interest on the amount of the deduction—
even though the charity ends up receiving 100% interest in the property. We com-
ment on the gift tax recapture rules in general in paragraph E below.

D. Substantial Physical Possession and Related Use Requirements. I.R.C.
Secs. 170(0)(3)(A)(ii) and 2522(e)(3)(A)(i), added by the PPA, require a charity to
have “substantial physical possession of the property” and to have “used the prop-
erty in a use which is related to [its] purpose or function” for 10 years after the
initial fractional contribution or the donor’s death, if earlier. If either of these re-
quirements is not met, the same recapture rule described above applies. It would
be helpful to clarify the meaning of “substantial physical possession,” particularly
in light of the severe consequences of noncompliance. In addition, we suggest that
there be exceptions, for example, if a painting has deteriorated and would be dam-
aged by transporting it between the donor and the donee, or if the museum tempo-
rarily does not have exhibit space for the painting. Again, we suggest that interest
should run only from the time of failure to meet the substantial use requirement,
not from the time of the original gift.

We question why the new related use rules for fractional contributions are more
rigid and punitive than the new related use rules, also imposed by the PPA, for gifts
of a donor’s entire interest in tangible personal property. The new rules in I.R.C.
Sec. 170(e)(7) provide that if a donee disposes of donated tangible personal property
within three years of the date of the donation, the donor must recapture the dif-
ference between the amount of the income tax deduction taken by the donor and
the donor’s cost basis in the property, unless the donee certifies that the use of the
property by the donee was related to the donee’s charitable purpose or that the in-
tended use of the property has become impossible or infeasible. IL.R.C. Sec.
170(e)(7)(D). The result of the different related use rules is that if a donor makes
a fractional contribution and 2 years later the donee disposes of the property, the
donor is subjected to a full recapture of the income and gift tax deduction, plus pen-
alty and interest, while the donor of a 100% interest in the same situation must
only recapture the amount of the deduction above cost basis but only if the donee
does not certify to the related use or impossibility of use.

If Congress wishes to reconcile the related use requirements applicable to full
gifts of tangible personal property and fractional contributions, the amount subject
to recapture for income tax purposes under I.R.C. Sec. 170(0) could be limited to the
difference between fair market value and cost basis at the time of the gift without
interest or penalties. If the interest charge is retained for recapture due to change
in use of fractional contributions, we recommend clarifying that interest runs only
from the time of the change in use.

E. Gift Tax Recapture. We suggest that the new recapture rules for fractional
contributions not be applied for gift tax purposes. We are concerned that the gift
tax recapture rules inappropriately penalize a donor for making a gift to charity.
Unlike the recapture of an income tax deduction which simply restores taxable in-
come to the donor, the recapture of the gift tax results in an out of pocket cost on
a transfer to charity. This harsh result is at variance with the gift tax regime, which
does not otherwise impose gift tax on charitable transfers.

F. Narrow Ownership Requirements. New ILR.C. Secs. 170(0)(1)(A) and
2522(e)(1)(A) generally deny income and gift tax deductions for fractional contribu-
tions unless all interests in the property are held by the donor or the donor and
the donee immediately before the contribution. This requirement may prohibit any
fractional gift of community property. We recommend clarifying the application of
this provision to gifts of community property. We also recommend, as allowed by
new LR.C. Secs. 170(0)(1)(B) and 2522(e)(1)(B), that the Secretary of the Treasury
adopt regulations that provide an exception to the new ownership requirements
where all persons who hold an interest in the property make proportional fractional
contributions.

IV. SUPPORTING ORGANIZATIONS

A. General Observations. Prior law provided Treasury the means to combat the
abuses intended to be addressed by the PPA with regard to SOs. The new legal re-
gime results in severe restrictions on a charity’s access to working capital and
sources of funding through the imposition of penalties and sanctions on private
foundations, SOs, and supported organizations. The following comments focus on
four key provisions of the PPA.
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B. Contributions to Supporting Organizations.

1. Prohibited Contributors. Section 1241(b) of the PPA places substantial limita-
tions on receipt of funds by Type I and Type III SOs from “prohibited contributors”
(i.e., individuals or entities who alone or with other specified persons maintain di-
rect or indirect control over an SO’s supported organization). Contributions from
such contributors will result in immediate disqualification of the SO’s tax-exempt
status and its reclassification as a private foundation.

This limitation negatively impacts the tax-exempt community because it arbi-
trarily prohibits donors and charities from using SOs in traditional planning situa-
tions. For example, donors and charities use SOs for creditor protection purposes,
particularly Type III SOs, the assets of which are considered separate and apart
from those of its supported organization(s) for legal and creditor purposes. Maintain-
ing the integrity of gifts separate and apart from the general assets and liabilities
of charities that have higher risk profiles, such as hospitals, universities, churches,
or other service-based organizations, continues to be a fundamental goal in pro-
viding for the longevity of such organizations.

Congress should consider instead addressing this issue through disclosure of the
relationship between the donor and the supported organization by the SO and a
demonstration on the part of the SO that it is in fact distributing its funds to or
for the benefit of the specific supported organization to meet the SO’s attentiveness
requirements. This can be done through disclosure on the SO’s Federal Form 990.
Further, Treasury has a means to police this issue via the attentiveness test provi-
sions of I.R.C. Sec. 509(a)(3) and the Treasury Regulations thereunder.

2. Private Foundations. Under section 1244 of the PPA, private foundations are
penalized for certain contributions made to Type III SOs and, in certain cir-
cumstances, to Type I and Type II SOs, due to the fact that such grants no longer
qualify toward a private foundation’s minimum distribution requirements under
LR.C. Sec. 4942. Such grants will not qualify if made to (a) non-functionally inte-
grated Type III SOs or (b) Type I, Type II or functionally integrated Type III SOs
if (i) a disqualified person of the private foundation directly or indirectly controls
the SO or a supported organization of the SO, or (ii) such grant is a distribution
determined by regulation to be “inappropriate.” Additionally, Section 1244(b) of the
PPA imposes expenditure responsibility requirements on any private foundation
that makes a grant to any of the above-referenced SOs. As a result, SOs and the
charities they support will likely see funds from private foundations substantially
reduced, since the “cost” of such a private foundation’s grant is increased by its not
counting toward the private foundation’s minimum distribution requirements under
LR.C. Sec. 4942 and because such grants will be subject to expenditure responsi-
bility. Further, private foundations may be reluctant to make grants to SOs until
Treasury issues regulations clarifying what distributions are “inappropriate.” In-
stead of penalizing private foundations, Congress should consider addressing this
issue by revising the minimum distribution requirements for SOs to provide that in
a year in which an SO receives a grant from a private foundation, a portion of that
grant should be included as part of the base amount against which the SO’s min-
imum distribution requirement is calculated.

C. Excess Business Holdings. Section 1243(a) of the PPA amends the excess
business holdings rules under I.LR.C. Sec. 4943 by adding a new subparagraph (f),
which requires certain SOs which receive gifts of closely held business interests to
comply with the excess business holdings rules normally applicable to private foun-
dations, unless Treasury has provided an exemption to an SO with business hold-
ings on the basis that such business holdings are consistent with the SO’s exempt
purposes. Non-functionally integrated Type III SOs and Type II SOs that receive
contributions from persons or entities which maintain direct or indirect control over
one or more of the SO’s supported organizations are subject to this new regime;
Type I SOs are not. Further, under this regime, a 2% de minimis holdings threshold
is allowed as a statutory safe harbor before the excess business holdings rules would
be triggered.

Under the PPA, private businessowners have lost an important way to protect the
family business from a forced sale on the owner’s death. Additionally, business-
owners are no longer able to use their closely held business interests as a means
to fund their lifetime charitable goals. Further, taxpayers cannot reasonably proceed
with charitable gifts with the hope that Treasury will provide an exemption based
on a determination that the SO’s ownership of the business interest is consistent
with the SO’s tax-exempt purpose, as there is insufficient guidance as to what
Treasury would consider to be “consistent” in this context to warrant an exemption
being granted.
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We suggest that Congress consider instead using the existing attentiveness test
and control test regulations to address this problem. Under such tests, Treasury can
assess whether an SO is attentive to its supported organizations or subject to the
indirect control of the donor. If Treasury concludes that the SO is not attentive or
is subject to too much donor control, Treasury can reclassify the SO as a private
foundation. As reclassified, the SO would be subject to the excess business holdings
provisions of Chapter 42. Lapham v. Commissioner, T.C. Memo 2002293, is a clear
example of Treasury using these rules effectively to combat an abusive situation.
Thus, Treasury could continue to use prior law to address the problem. It could also
require gifts of business interests to be more fully disclosed in the first and subse-
quent years, and then analyze such gifts on an ongoing basis under the “attentive-
ness test.”

D. Excess Benefit Transactions. Section 1242 of the PPA provided for sweeping
reforms to all three types of SOs with regard to any direct or indirect compensation
or other arrangement which violates the excess benefit transaction rules of I.R.C.
Sec. 4958. Thus, under new I.R.C. Sec. 4958(c)(3), any loan, grant, compensation,
financial arrangement, or other similar payment between an SO and a “specified
person” or any loan to a disqualified person will be deemed an excess benefit trans-
action and subject to the sanctions provided under I.R.C. Sec. 4958. A specified per-
son includes substantial contributors (individuals who have donated more than
$5,000 to the SO if the amount is more than 2% of the bequests received by the
SO through the close of the taxable year), a member of such person’s family, or a
35% controlled entity.

Compensatory arrangements in the non-profit sector must be “reasonable” in
order to be respected under state and Federal law. Indeed, even the strict self-deal-
ing rules applicable to private foundations exempt payment of reasonable compensa-
tion to disqualified persons. I.R.C. Sec. 4941(d)(2)(E). A strict ban on compensating
individuals performing services in official capacities for SOs appears to be an unrea-
sonable departure from normal industry compensation standards of the non-profit
sector, and the breadth of the provision may cause unintended results. For example,
an employee of a tax-exempt organization who is also a director of an SO that sup-
ports such tax-exempt organization would technically be considered a disqualified
person to both organizations, requiring the supported organization to carry out bur-
densome compliance and reporting to avoid the imposition of the excess benefit
transaction penalties. While combating abusive transactions in which SOs make
loans, grants, or other financial arrangements with “insiders” is appropriate, prohib-
iting even reasonable compensation for officers, directors, or employees of SOs, re-
gardless of their status, we believe is inappropriate.

E. Minimum Distribution Requirements. Section 1241(d) of the PPA requires
Treasury to promulgate regulations modifying the distribution requirements for
non-functionally integrated Type III SOs. Currently, non-functionally integrated
Type III SOs are required to distribute “substantially all” of their net income each
year, which typically has meant a distribution of 85% of an SO’s net income. Under
the regulations, Treasury is to establish a distribution regime under which SOs
would be required to make a distribution of a percentage of their income or assets,
so long as such distribution constitutes a “significant amount.”

The current law already requires non-functionally integrated SOs to distribute
substantially all of their net income each year to one or more of each such SO’s sup-
ported organizations. Therefore, a minimum distribution requirement currently ex-
ists. The current methodology also ensures that the SO’s distribution pattern clearly
reflects the market conditions in which the SO is operating. Consequently, donors
and charities can manage and maintain budgets and ensure that spending patterns
are in line with the current and future support expected from the SO.

In addition, there is no guarantee that requiring a distribution standard based on
a percentage of assets, like the requirement imposed on private foundations, would
result in greater distributions to supported organizations and increased attentive-
ness. For example, an SO which holds a closely held business interest worth
$1,000,000 that generates $200,000 in income would, under the current test, be re-
quired to distribute $175,000 (i.e., 85% of $200,000), versus $50,000 under the 5%
of assets test. We suggest that Congress consider using prior laws (i.e., the atten-
tiveness test) to address this issue. An increase in attentiveness test audits would
provide a significant deterrent to the manipulation of income and cash flow distribu-
tions from SOs. It would also present the opportunity for Treasury to analyze the
nature of the relationships between the various asset holdings of the SO in light
of the Lapham decision (discussed above) to determine if the SO’s public charity sta-
tus should be revoked and the entity reclassified as a private foundation, triggering
application of all of the excise tax provisions applicable to private foundations.
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The PPA provisions impose substantial excise taxes and penalties to address per-
ceived abuses involving SOs. However, Treasury already had the statutory means
to address the problems intended to be corrected by these new laws, and in fact did
so with success when the circumstances warranted action. The new legal regime re-
sults in unintended negative consequences on the non-profit community by restrict-
ing access to working capital, decreasing sources of funding, and penalizing private
foundations, SOs, and supported organizations with automatic sanctions, potential
reclassification of tax-exempt status, and increased compliance requirements.

CONCLUSION

We welcome the review by the Subcommittee on Oversight of the impact on char-
ities of the significant changes made by the PPA. We appreciate your consideration
of our comments.

———

Statement of the American Bar Association Section of Taxation

These comments (“Comments”) are submitted on behalf of the American Bar Asso-
ciation section of Taxation (“Tax section”) and have not been approved by the House
of Delegates or Board of Governors of the American Bar Association. Accordingly,
they should not be construed as representing the position of the American Bar Asso-
ciation.

Executive Summary

The Pension Protection Act of 20061 (the “PPA”) contained numerous provisions
affecting tax-exempt organizations described in section 501(c)(3).2 On June 12, 2007,
the Subcommittee on Oversight of the Ways and Means Committee of the United
States House of Representatives issued an Advisory, inviting comments on those
provisions of the PPA, including on how these provisions may affect charitable ef-
forts and the difficulties that have arisen in implementing these provisions. We wel-
come the Oversight Subcommittee’s consideration of these issues and their impact
on donor advised funds, supporting organizations, their donors and the organiza-
tions they support.

In reaction to reports of abuses by a few organizations, the PPA imposed a great
many new restrictions and penalties on donor advised funds and supporting organi-
zations. Most of those reported abuses violated pre-PPA Code provisions, which sug-
gests that at least certain of the PPA’s changes may not have been necessary. The
PPA places significant new compliance burdens on donor advised funds, supporting
organizations, their donors, and the organizations they support. These provisions
are discouraging many well-accepted and commendable charitable activities. The
PPA also places significant additional demands on the Service’s limited enforcement
resources. We welcome the Oversight Subcommittee’s consideration of the need for
balance between correcting abuses and placing additional burdens on legitimate,
nonabusive charitable activities, and commend the Oversight Subcommittee to do so
in a transparent manner through public hearings and open comments.

Our most significant Comments can be summarized as follows:

1. The PPA imposes new automatic excess benefit transaction rules on donor ad-
vised funds and supporting organizations that are more stringent than the self-
dealing rules applicable to private foundations, add undue complexity to the
tax laws, and are uncertain in their treatment of section 501(c)(3) organiza-
tions as disqualified persons.

2. The PPA makes it more difficult for charitable trusts to qualify as Type III
supporting organizations and may adversely affect a significant number of non-
abusive charitable trusts.

3. The PPA’s new rules distinguishing functionally integrated from non-function-
ally integrated Type III supporting organizations are a source of significant
complexity and should be reconsidered. At a minimum, the effective date of
these rules should be postponed until the Treasury Department issues final
regulations clarifying the scope of these rules.3

1The Pension Protection Act of 2006, Pub. L. No. 109-280, 120 Stat. 780 (2006).

2 References to a “section” are to a section of the Internal Revenue Code of 1986, as amended
%the “Code”), unless otherwise indicated, and references to regulations are to the Treasury Regu-
ations.

3 An Advance Notice of Proposed Rulemaking (REG 155929-06) issued on August 1, 2007 de-
tails several factors the Treasury Department and the Internal Revenue Service (the “Service”)
anticipate including in proposed regulations, and requests public comment by October 31, 2007.
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4. The PPA’s treatment of charitable contributions of undivided interests in tan-
gible personal property is punitive and affects a great many nonabusive situa-
tions.

5. The PPA’s change in the treatment of S corporation charitable deductions is
consistent with longstanding tax policy favoring charitable contributions of ap-
preciated property, promotes parity in the tax treatment of S corporations and
partnerships, and should be made permanent.

6. The goal of the PPA’s provision requiring the public disclosure of section
501(c)(3) organizations’ Forms 990-T could be achieved more simply by ex-
panding the disclosure of unrelated business activity on Form 990.

7. A technical correction appears necessary to ensure that the penalty abatement
provisions apply to new sections 4966 and 4967; and

8. The PPA’s changes to section 512(b)(13) should be made permanent in order
to put tax-exempt organizations on parity with taxable entities.

Comments

In light of the breadth of the PPA’s provisions affecting tax-exempt organizations,
these Comments focus on those areas that present the most significant concerns.
The Tax section’s views on the PPA also are reflected in comments* to the Service
dated June 4, 2007 in response to Notice 2006—109,5 and comments® to the Service
dated July 31, 2007 in response to Notice 2007-21.7 As requested by the Notices,
those submissions commented only on the provisions of the PPA that affect sup-
porting organizations and donor advised funds and include recommendations for
regulations and other guidance.

1. The Automatic Excess Benefit Transaction Rules Applicable to Sup-
porting Organizations and Donor Advised Funds

Background. Private foundations defined in section 509(a) have long been sub-
ject to an excise tax under section 4941 that penalizes “self-dealing” transactions
with “disqualified persons.” section 4941 generally prohibits financial transactions
between a private foundation and a disqualified person, but contains several excep-
tions, including one in section 4941(d)(2)(E) that allows a private foundation to pay
reasonable compensation to a disqualified person for services provided to the private
foundation.

Since September 14, 1995, transactions between public charities® and their dis-
qualified persons have been subject to an excise tax found in section 4958, often
called the “intermediate sanctions” excise tax. Prior to the PPA, section 4958 did
not prohibit financial transactions between a public charity and a disqualified per-
son, but instead subjected them to an arm’s length reasonableness standard. section
4958 penalized only “excess benefit transactions” in which a disqualified person re-
ceived an excessive economic benefit. Prior to the PPA, supporting organizations and
donor advised funds, which are classified as public charities, were subject to the in-
termediate sanctions restrictions of section 4958 rather than the private foundation
self-dealing restrictions of section 4941.

Comment on Automatic Excess Benefit Transactions. The PPA effectively
establishes a third excise tax on transactions between a charity and its disqualified
persons. It does so by creating a new type of automatic excess benefit transaction
in section 4958(c)(2) and (3) that applies exclusively to supporting organizations and
donor advised funds.? Section 4958(c)(2) applies to donor advised funds and imposes
the section 4958 excise tax automatically on any “grant, loan, compensation, or
other similar payments” by donor advised funds to donors, advisors, and certain re-
lated persons. The Joint Committee Report states that “other similar payments” in-

4Comm. on IRS Notice 2006-109, ABA Tax Sec. Comments in response to IRS Notice 2006—
109 on the application of the Pension Protection Act of 2006 to donor advised funds and sup-
porting organizations, (June 4, 2007).

5Notice 2006109, 2006-51 I.R.B. 1121

6 Comm. on IRS Notice 2007-21, ABA Tax Sec. Comments in response to IRS Notice 2007-
21 on Treasury Study on donor advised funds and supporting organizations, (August 1, 2007).

7Notice 2007-21, 2007-9 I.R.B. 611.

8The term “public charity” is not defined in the Code and is used here to mean those tax-
exempt organizations described in section 501(c)(3) other than private foundations. section 4958
also applies to organizations described in section 501(c)(4) and their disqualified persons.

9The PPA also adds new sections 4966 and 4967, which impose penalties on other donor ad-
vised fund activities.
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clude expense reimbursements but not sales or leases.10 Section 4958(c)(3)(A)G)(I)
creates comparable automatic excess benefit transaction rules for payments by sup-
porting organizations to their substantial contributors and certain related parties.
section 4958(c)(3)(A)(A)(II) creates a third, broader category of automatic excess ben-
efit transaction for a loan by a supporting organization to any “disqualified person,”
not just substantial contributors and related parties.

The PPA thus establishes new rules for supporting organizations and donor ad-
vised funds that are more stringent than those that apply under either the private
foundation self-dealing rules or the general section 4958 intermediate sanctions
rules (both of which allow the payment of reasonable compensation and expense re-
imbursements to disqualified persons). It is not clear why supporting organizations
and donor advised funds should be subject to a more stringent rule. Implicit in this
change must be the view that payments of compensation or expense reimburse-
ments to disqualified persons by supporting organizations or donor advised funds
are more likely to result in abuse than similar payments by private foundations.
However, we are not aware of any substantial evidence to that effect.

The PPA also reverses the priorities of section 4941 by prohibiting the payment
of compensation but allowing sales and leases. Congress previously had determined
in enacting section 4941 that sales and leases were more susceptible to abuse than
compensation for services, but the PPA takes a contradictory approach. The rules
under section 4941 already were subject to much criticism for their complexity, and
by prohibiting the payment of all compensation by supporting organizations and
donor advised funds the PPA effectively creates more traps for the unwary.

We encourage the Oversight Subcommittee to consider whether it would be more
appropriate to apply either the private foundation self-dealing model or the public
charity intermediate sanctions model, in lieu of these new restrictions which add
further complexity to the Code. If the Oversight Subcommittee concludes that a
more restrictive penalty tax regime on donor advised funds and supporting organi-
zations is appropriate, we respectfully submit that a less complex approach would
be to subject donor advised funds and supporting organizations to the self-dealing
rules of section 4941, much as the PPA has subjected them to other private founda-
tion provisions in sections 4943 and 4945.

Comment on Failure to Exclude All section 501(c)(3) Organizations. The
PPA also may establish more restrictive rules for transactions between section
501(c)(3) organizations. Prior to the PPA, transactions between section 501(c)(3) or-
ganizations were excluded from the scope of both the private foundation self-dealing
excise tax and the intermediate sanctions excise tax, regardless of whether they
were private foundations or public charities. This exclusion was accomplished in the
regulations by excepting all section 501(c)(3) organizations from the definition of
“disqualified person.”'! The PPA’s automatic excess benefit rule for loans by sup-
porting organizations to disqualified persons in section 4958(c)(3)(A)(1)(I1), however,
creates by statute a limited exclusion that applies only to public charities described
in section 509(a)(1), (2) and (4). This express statutory provision may foreclose the
Treasury Department from expanding that exclusion by regulation to allow a sup-
porting organization to make a loan to another supporting organization or to a pri-
vate foundation that is a disqualified person, even though the transaction is be-
tween two section 501(c)(3) organizations. If this result is what Congress intended,
it represents a material departure from the pre-PPA policy of excluding all trans-
actions between section 501(c)(3) organizations from the application of the self-deal-
ing and intermediate sanctions excise taxes.

The limited statutory exclusion in section 4958(c)(3)(A)(1)(II) also clouds the Treas-
ury Department’s regulatory authority with respect to the other automatic excess
benefit transaction rules in section 4958(c)(2) and (c)(3)(A)(i)(I). Although neither of
these latter provisions contains the same limited statutory exclusion, the language
in closely related section 4958(c)(3)(A)A)(II) may cast doubt on the Treasury Depart-
ment’s regulatory authority to extend the pre-PPA exclusion for all section 501(c)(3)
organizations to the new automatic excess benefit transaction rules. The Treasury
Department could view the limited statutory authority for loans to disqualified per-
sons as an indication of Congressional intent toward automatic excess benefit trans-
actions more generally.

The policy reflected in the private foundation self-dealing rules of excluding all
section 501(c)(3) organizations from self-dealing penalties has withstood the test of

10 Staff of the Joint Committee on Taxation, Technical Explanation of H.R. 4, The “Pension
Protection Act of 2006,” as Passed by the House on July 28, 2006, and as Considered by the
Senate on August 3, 2006, at 467 (2006) (the “Joint Committee Report”).

11Reg. §§53.4946-1(a)(8) and 53.4958-3(d)(1).
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time. A more restrictive approach under the automatic excess benefit transaction
rules creates further complexity and more traps for the unwary. Accordingly, we re-
spectfully suggest that the Oversight Subcommittee reconsider this aspect of the
PPA.

2. The Treatment of Perpetual Charitable Trusts as Supporting Organiza-
tions

Background. Prior to the PPA, a trust described in section 501(c)(3) could qualify
as a Type III supporting organization under section 509(a)(3) if it met the “respon-
siveness test” and the “integral part” test in Treasury Regulation section 1.509(a)-
4(i)(2) and (3). Under Treasury Regulation section 1.509(a)-4(i)(2)(ii) a trust could
meet the responsiveness test if it was a charitable trust under state law, named
each supported organization in its governing instrument, and was subject to a state
law that gave the beneficiary organization(s) the power to enforce the trust and
compel an accounting. PPA section 1241(c) overruled this regulation. The Joint
Committee Report states as follows:

In general, under [this] provision, a Type III supporting organization that is orga-
nized as a trust must, in addition to present law requirements, establish to the sat-
isfaction of the Secretary, that it has a close and continuous relationship with the
supported organization such that the trust is responsive to the needs or demands
of the supported organization.!2

We understand that the PPA included this provision in response to reported
abuses of donors’ “parking” assets in a charitable trust and retaining effective con-
trol of them due to a failure of oversight by the supported organization. Such abu-
sive “parking” of assets is designed to avoid dedicating the assets to charitable pur-
poses and use. However, this PPA provision is very broad in scope and affects a sig-
nificant number of charitable trusts where there is no hint of abuse. For example,
it is not uncommon for a donor to create a separate trust with a bank or other inde-
pendent trustee to serve as an external endowment for a named charity. Donors do
so for a number of reasons, including concerns that future officers of the charity will
not honor the donor’s intent, that the endowment should be protected from the
charity’s creditors, that the charity might otherwise make imprudent invasions of
principal, or that the charity lacks investment expertise. Having a trust serve as
an external endowment avoids these concerns and serves legitimate charitable pur-
poses. The establishment of such trusts stands in sharp contrast to the abuses at
which the provision is aimed; yet, the PPA provision applies to them as well.

Comment. We assume that Congress did not intend the PPA to have the effect
of revoking the supporting organization status of the significant number of nonabu-
sive charitable trusts described above. However, there is no assurance that the
Treasury Department’s regulations will adequately constrain the scope of PPA sec-
tion 1241(c) to avoid the unnecessary conversion of many nonabusive charitable
trusts into private foundations.13 Accordingly, we respectfully suggest that the Over-
sight Subcommittee reconsider the scope of PPA section 1241(c) to ensure that it
clearly reflects its intent and is not applied more broadly than intended.

3. Non-Functionally Integrated Type III Supporting Organizations

Background. The PPA imposes new restrictions directed at Type III supporting
organizations that do not qualify as “functionally integrated” under section
4939(f)(5)(B), including rules that (1) deny qualified distribution treatment for
grants to them by private foundations, (2) impose excess business holdings rules, (3)
require private foundations that make grants to them to exercise expenditure re-
sponsibility, (4) disqualify them from administering donor advised funds eligible to
receive deductible charitable contributions, and (5) impose new payout requirements
to be set by the Treasury Department.14

Under these new provisions, non-functionally integrated Type III supporting orga-
nizations are treated more harshly than private foundations. A grant from one pri-
vate foundation to another private foundation can be a qualifying distribution that

12 Joint Committee Report at 362. The Advance Notice of Proposed Rulemaking (REG 155929—
06) issued on August 1, 2007 addresses this charitable trust issue only preliminarily and re-
quests further comment.

13The breadth of PPA section 1241(c) is discussed at pages 62—66 of the Tax Section’s June
4, 2007, comments to the Service. Those comments recommend steps that the Service and the
Treasury can take to ameliorate the overbreadth of PPA section 1241(c).

14TR.C. §§4942(g)(4)(A){Q), 4943(N(3)(A), 4945(d)(4)(A)ii) & 170(f)(18)(A)ii); PPA §1241(d).
The Tax section’s June 4, 2007, comments to the Service, at 51-56, discuss these provisions and
make recommendations regarding the definitional issues the Service and the Treasury face with
respect to functionally integrated Type III supporting organizations.
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counts against the grantor’s minimum distribution requirement if the grantee serves
as a conduit for the grant under the “out of corpus” rules of section 4942(g)(3). How-
ever, no such flexibility is allowed for grants by private foundations to non-function-
ally integrated Type III supporting organizations.

Comment. The PPA’s rules creating the new categories of functionally integrated
and non-functionally integrated Type III supporting organizations are a source of
significant complexity and have resulted in significant confusion. The statutory defi-
nitions are ambiguous, and the Service has suspended issuing determination letters
on whether a Type III supporting organization is functionally integrated.'5 It has
been reported that many private foundations are simply refusing to make grants to
any Type III supporting organization as a result of these new rules. The punitive
denial of the “out of corpus” rules for grants to non-functionally integrated Type III
supporting organizations has added to private foundations’ concerns. The reaction
of private foundations is creating problems for all Type III supporting organizations.
Given the many unanswered questions, we encourage the Oversight Subcommittee
to reconsider these rules. If Congress decides to retain these rules, the Oversight
Subcommittee should monitor how the Treasury Department carries out its broad
regulatory authority to ensure that these provisions do in fact address the reported
abuses that led to their enactment. Finally, the effective date of these rules should
be postponed until the Treasury Department issues final guidance clarifying the
scope of these rules.16

4. Gifts of Partial Interests in Tangible Personal Property

Background. The PPA made several changes to the rules governing deductions
for charitable contributions of tangible personal property. The changes that have
caused the most concern involve new valuation and recapture rules for gifts of undi-
vided interests in tangible personal property under sections 170(o), 2055(g) and
2522(e). Where a donor contributes an undivided interest in tangible personal prop-
erty to charity, these new PPA rules: (1) limit the donor’s deduction for any subse-
quent gift of an undivided interest in the same property for income, gift and estate
tax purposes by basing the subsequent deduction on the lesser of the property’s fair
market value at the time of the initial gift or its fair market value at the time of
the subsequent gift; (2) require the recapture of both income tax and gift tax deduc-
tions, plus interest, if either (i) the donor does not contribute all of the remaining
interest in the property beforel? the earlier of the donor’s death or 10 years after
the initial contribution or (ii) the donee charity does not have substantial physical
possession of the property and does not use the property for a tax-exempt purpose
during the period it has partial ownership; and (3) impose a 10 percent addition to
both income and gift tax attributable to such recapture.

Comment. Gifts of undivided interests are a valuable and legitimate way that
many museums acquire works of art. We question whether the reported abuses of
such gifts justify the PPA’s attempts to discourage them. Moreover, the PPA’s valu-
ation and recapture rules do not simply discourage such gifts, but in fact punish
them harshly. For example, assume that a donor contributes a 50 percent undivided
interest in a painting worth $1 million to a museum on July 1, 2007, and gives the
remaining 50 percent to the same museum 10 years later on June 30, 2017, at a
time when the value of the painting has appreciated to $2 million. Under the PPA,
the donor’s income tax deduction for the second gift is limited to $500,000 instead
of $1 million. Limiting the donor’s gift tax deduction to $500,000 forces the donor
to pay out of pocket $200,000 of gift tax just to make the subsequent charitable con-
tribution within the timeframe prescribed by the PPA (assuming a 40 percent effec-
tive gift tax rate in 2017). The subsequent gift may well cost the donor more in gift
tax than the donor will save in income tax.

The recapture rules pile on yet more penalties. The first recapture rule, based on
a donor’s failure to contribute the remaining undivided interest within the time per-

15 Memorandum from Acting Director, EO Rulings and Agreements, Feb. 22, 2007.

16 The Advance Notice of Proposed Rulemaking (REG 155929-06) issued on August 1, 2007
(“ANPRM”) makes several constructive proposals regarding functionally and non-functionally in-
tegrated supporting organizations, but does not address all of the concerns with PPA’s new re-
strictions and leaves many questions unanswered. The ANPRM requests comments by October
31, 2007, and only after that date will proposed regulations be issued. The ANPRM states that
new rules will not be effective until temporary or final regulations are issued; in the interim,
exempt organizations will be forced to continue to grapple with the PPA’s statutory restrictions
and penalties without definitive guidance.

17Presumably the use of the word “before” in the statute does not require a donor to foresee
the date of his death, so that a bequest of the remaining interest would avoid recapture if the
donor dies within 10 years.
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mitted, would be triggered by a donor who forgets to amend his will and then dies
before making a subsequent gift. That donor would be penalized by recapture for
mere inadvertence. Recapture of the income tax, along with interest and an addition
to tax, is itself a penalty. Requiring gift tax recapture as well, plus interest and ad-
dition to tax, compounds the penalty. The second recapture rule, based on a donee
charity’s not having substantial physical possession of the property and not putting
the property to a related tax-exempt use, again is excessively punitive by requiring
recapture of the gift tax as well as the income tax.1® Because donors do not view
the gift tax charitable deduction as an affirmative benefit, any gift tax recapture is
particularly punitive and would discourage the making of such charitable gifts.

5. S Corporation Charitable Deductions

Background. Charitable deductions of an S corporation pass through to its
shareholders under section 1366(a)(1)(A). Prior to the PPA, when an S corporation
contributed appreciated long-term capital gain property to charity, the shareholders
were required to reduce the basis of their stock in the S corporation by their propor-
tionate share of the property’s fair market value under section 1367(a)(2)(B). This
pre-PPA rule contrasted with the partnership rule where partners are required to
reduce their basis in their partnership interests only by their proportionate share
of a contributed asset’s basis.1?

The partnership approach is consistent with the general policy of section 170 of
encouraging charitable contributions of appreciated property by allowing taxpayers
to claim a deduction for the property’s full fair market value. The prior S corpora-
tion rule had the effect of depriving shareholders of the advantage of a fair market
value charitable deduction afforded other kinds of assets because the larger basis
reduction increased the shareholders’ gain or reduced the shareholders’ loss upon
a later disposition of the S corporation stock. It also discouraged gifts of highly ap-
preciated property, such as conservation easements, because shareholders often had
insufficient basis to absorb the deduction. PPA section 1203(a), which expires at the
end of 2007, added flush language at the end of section 1367(a)(2) that effectively
establishes parity between S corporations and partnerships for this aspect of entity-
level charitable contributions of appreciated property.2° This temporary PPA change
allows S corporation shareholders the same advantage for entity-level charitable
contributions that individual donors have.

Comment. Because this PPA change (a) is consistent with the longstanding tax
policy of allowing charitable deductions for the full fair market value of appreciated
property and (b) establishes parity in the treatment of entity-level charitable con-
tributions by S corporations and partnerships, it should be made permanent.

6. Public Disclosure of Form 990-T

Background. Prior to the PPA, no taxpayer had been required to publicly dis-
close Federal income tax returns. Consistent with this policy, tax-exempt organiza-
tions were not required to publicly disclose their tax returns (Form 990-T), although
they were subject to public disclosure requirements with respect to their information
returns (Form 990). The PPA added section 6104(d)(1)(A)(ii) to require section
501(c)(3) organizations, but not other tax-exempt organizations, to disclose their
Forms 990-T in addition to their Forms 990.

Comment. The PPA’s provision requiring the public disclosure of Form 990-T
raises several concerns. It treats tax-exempt organizations less favorably than for-
profit businesses, which are not required to disclose their tax returns. It treats sec-
tion 501(c)(3) organizations less favorably than other tax-exempt organizations. It
forces churches, which do not file Form 990 but do file Form 990-T, to disclose infor-
mation about their operations for the first time, a mandated disclosure that impli-
cates First Amendment concerns. It has the potential for turning away private joint
venture partners and co-investors who prefer not to subject their activities to public
disclosure. Its effectiveness is open to question because it often can be readily avoid-
ed by transferring an unrelated business to a taxable subsidiary corporation. Fi-
nally, because the Form 990-T is also used for purposes other than reporting unre-
lated business activity, such as claiming refunds of withholding and excise taxes,

18The second recapture rule presents separate issues, including its inconsistency with the
PPA’s other related-use recapture rule for tangible personal property in section 170(e)(7).

19 See Rev. Rul. 1996-11, 1996-1 C.B. 140.

20 Differences in the computation of basis for S corporation stock and partnership interests
also affect the amount of the charitable contribution that an owner can deduct, but such dif-
ferences are beyond the scope of these Comments to the PPA.
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information with no bearing on unrelated business activity may be disclosed.2! An
alternative approach would largely avoid these concerns, while achieving the disclo-
sure Congress seeks. Instead of subjecting the Form 990-T to disclosure, additional
disclosure of unrelated business activity could be required on the Form 990. The
Form 990 already requires some disclosure of unrelated business activity, and that
disclosure could be expanded.

7. Extending Abatement Rules to sections 4966 and 4967

Background. Excise taxes imposed on private foundations and public charities
under Chapter 42 of the Code are generally subject to the Service’s authority to
abate them under sections 4961-4963, except for the first-tier excise tax on self-
dealing of section 4941(a) and the excise tax on tax-shelter transactions of section
4965. The PPA did not extend the Service’s abatement authority to the new excise
taxes imposed on donor advised funds under sections 4966 and 4967. This failure
may have been an oversight because the excise taxes under 4966 and 4967 are in-
cluded in the definition of “first tier taxes” in section 4963(a) but are omitted from
the list of “qualified first tier taxes” eligible for abatement in section 4962(b). More-
over, the Joint Committee Report states that the excise taxes under sections 4966
and 4967 “are subject to abatement under generally applicable present law rules.”22
The excise taxes under sections 4966 and 4967 are complementary to the excise tax
under section 4958, which is subject to abatement.

Comment. There appears to be no reason to exclude the excise taxes under sec-
tions 4966 and 4967 from the possibility of abatement. A technical amendment
should be enacted to ensure eligibility for abatement.

8. Payments to Controlling Exempt Organizations

Background. PPA section 1205(a) amended section 512(b)(13) to provide that, for
certain payments received or accrued in 2006 and 2007, tax-exempt organizations
would not be subject to unrelated business income tax on interest, rents, royalties
and annuities received from certain related organizations to the extent that such
payments reflected an arm’s-length, fair market value standard. This change con-
forms the treatment of tax-exempt organizations with the treatment of taxable en-
terprises, making both subject to an arm’s-length standard under section 482. The
earlier rule, which caused tax-exempt organizations to be subject to unrelated busi-
ness income tax automatically on such payments, encouraged tax-exempt organiza-
tions to favor transactions with unrelated parties instead of related entities.

Comment. Consistent with prior comments of the Tax section, the substantive
changes to section 512(b)(13) made by the PPA should be made permanent. Inflated
pricing in related-party transactions would remain taxable (with a penalty), while
arm’s-length dealings could continue. This approach would place tax-exempt organi-
zations on the same footing as taxable entities and would no longer penalize trans-
actions between tax-exempt organizations and their related organizations.

———

Statement of American Institute of Philanthropy

Thank you for holding hearings on the IRS’s proposal to improve the Form 990
and other ways to reform the nonprofit sector. Many of the changes, if put into ef-
fect, will greatly enhance the public’s access to important information that was pre-
viously not required to be broken-out or disclosed. We appreciate that the new
schedules are designed to increase the accounting and reporting burdens of only
those charities with more complex financial transactions, and do not force smaller
charities with simpler operations to complete additional forms.

With that said, we at the American Institute of Philanthropy (AIP) were shocked
by one glaring change to the Form 990 that will significantly reduce charities’ ac-
countability to the public, and deny donors of the information they need to under-
stand how their contributions to charity are being used. The current version of the
Form 990 requires charities that divide the expenses related to joint educational/
fundraising campaigns (Joint Costs) among program, management & general, and
fundraising expense, to provide a breakout of what dollar amounts are being allo-
cated to each function. The new Form 990, if adopted, would allow charities to con-
veniently disguise as program expense what many donors would consider fund-
raising activities. This would leave the public at a great disadvantage, taking away

21Interim guidance was provided in Notice 2007—45, 2007-22 I.R.B. 1320, which states that
a Form 990-T filed solely to claim a refund of telephone excise tax does not have to be made
available for public inspection, but otherwise a Form 990-T must be disclosed “in its entirety.”
22 Joint Committee Report at 349-50.
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the one reporting requirement that shows donors what portion of their contributions
are being used to fund more solicitations, rather than the bona-fide programs they
are intending to support.

The public is being bombarded with an ever-increasing amount of phone and mail
solicitations from charities. As a nationally prominent charity watchdog organiza-
tion, we are flooded with questions from both the public and the media, who want
to understand how charities are using donors’ hard-earned dollars. Many people are
outraged to learn that charities are allowed to claim large portions of solicitation
costs as program service expenses. Charities may claim that such activities are edu-
cating the public. You would not know this based on the complaints we frequently
receive from donors who are fed up with the constant barrage of phone calls and
mail they receive from charities requesting contributions. Based on AIP’s more than
fifteen years of experience reviewing such mail and phone appeals, we think it
would be obvious to almost anyone that the primary purpose of solicitations is to
raise funds, with the educational component being largely incidental in most cases.

Under current rules, a charity that includes an “action step” in their phone or
mail solicitations such as “don’t drink and drive,” or “buckle your seatbelt,” can
claim that they are “educating” the public, and can therefore report much of the ex-
pense of these appeals as a program. Such “action steps,” often relayed to potential
donors through professional fundraisers hired by charities to broadly solicit the pub-
lic for money, are typically messages of information that is common knowledge. Pro-
fessional telemarketers, on average, keep two-thirds of the money they raise before
the charity receives anything. What this means is that someone donating $50 to
charity through a professional fund raiser may have just paid $30 to be solicited
and “learn” that they should buckle their seatbelt. This is not what most donors
would consider to be a charitable program, and the public should not be excluded
from knowing how much of a charity’s reported program expense is part of its solici-
tation activities.

The reporting requirements for joint costs should be expanded not eliminated, so
donors know what they are really paying for. Even when following the joint cost re-
porting requirements of AICPA SOP 98-2, charities are given wide latitude in how
they account for and allocate these expenses. In considering changes to Form 990,
the IRS should consider adding an additional requirement in which charities would
disclose their five most expensive solicitation campaigns, including a breakout of
each campaign’s program, management & general and fundraising expenses, includ-
ing the method used for allocation. The nonprofit should also provide a good descrip-
tion of the program being conducted in conjunction with each solicitation that cites
specifically what is being accomplished and why the recipient of the solicitation has
a use or need for the information.

At the very least, the current disclosure requirements for joint cost reporting on
the Form 990 should remain intact. While a break-out of Joint Costs may continue
to be required in a charity’s audit under AICPA standards, this is not enough. There
are numerous examples of charities incorrectly reporting or omitting important in-
formation from their tax forms, audits, and other reports. The Joint Cost reporting
on Form 990 serves to provide information that may be cross-checked with a
charity’s audit, state filings, and other data, for consistency and correctness. Such
reporting can prevent a charity from claiming that failing to attach a required
schedule or omitting important information from their reports was simply an over-
sight.

In summary, AIP encourages all donors to charity to ask what percentage of their
donation is being spent on programs that are not a part of a group’s solicitation ef-
forts. If the new IRS form eliminates the disclosure of Joint Cost solicitation alloca-
tions, the public will no longer be able to have this very basic question answered
by referring to the Form 990. It will also open the floodgates for unscrupulous fund
raisers to aggressively solicit, knowing that most of the donating public will not be
able to determine that they are only funding fundraising.

I thank you for taking the time to review our concerns, and encourage you to con-
tact me if I can be helpful in providing additional insight into how Form 990 infor-
mation may improve the oversight of nonprofit organizations and better assist do-
nors and recipients of charity services. These proposed Form 990 changes, if adopt-
ed, will have sweeping and long-lasting effects within the nonprofit sector, and it
is important that they result in more accountability to the public, not less.

Sincerely, ]
Daniel Borochoff
President
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Statement of American Society of Appraisers

The undersigned professional appraisal organizations, representing more than
30,000 professional appraisers in the U.S., greatly appreciate the Committee’s invi-
tation to comment on provisions in the Pension Protection Act (PPA or Act) relating
to tax-exempt organizations. Our comments are limited to those sections of the Act
which make far-reaching changes to the manner in which tax-related valuations are
performed, including those involving appraisals of non-cash charitable contribu-
tions.1

Hundreds of provisions of the Tax Code require Individual and Business tax-
payers to report the fair market value of tangible and intangible property for a vari-
ety of Income, Estate and Gift tax purposes. One of those purposes involves the
valuation of noncash donations to tax-exempt organizations. Each year, eligible
charities receive about $36 billion in non-cash property whose fair market value
must be determined and reported to IRS to substantiate taxpayers’ claims to chari-
table deductions.2 The reliability and integrity of tax-related appraisals in general,
and valuations of non-cash contributions in particular, have long been a source of
concern to IRS, to the tax writing Committees and to the public.

Our organizations have been active participants for a number of years in the Con-
gressional debate over how to address these concerns, culminating in the valuation
reforms of the Pension Protection Act. With one important exception, we strongly
support these reform provisions as appropriate, necessary and cost-effective rem-
edies for discredited IRS valuation policies which permitted anyone to appraise the
value of tangible and intangible property for tax purposes—whether or not they had
any valuation education, skills or training; and which allowed the use of any ap-
proaches to determining fair market value whether or not they were generally ac-
cepted by valuation professionals.

The exception to our strong support involves the fact that the new law’s most im-
portant appraisal reform provisions—requiring meaningful definitions of the terms
“Qualified Appraiser” and “Qualified Appraisal”—are limited to valuations of non-
cash charitable contributions and do not apply to the many other Tax Code sections
which require taxpayers to report the fair market value of property. These narrowly
applied provisions involve (1) redefining the term “Qualified Appraiser” by requiring
individuals performing tax-related valuations to have demonstrable and meaningful
valuation-specific education, training and experience; and (2) redefining the term
“Qualified Appraisal” by requiring adherence to generally accepted valuation stand-
ards in reaching determinations of fair market value. Although the other key fea-
tures of the reforms (i.e., tightening the tolerances giving rise to findings of substan-
tial and gross valuation misstatements and the addition of new sanctions that can
be applied against appraisers) are significant and appropriately apply to all tax-re-
lated appraisals, we believe the provisions requiring appraiser competency and ad-
herence to generally accepted valuation standards are the lynchpin of the Act’s rem-
edies and should apply, as well, to all Tax Code valuations.

Unless this imbalance is remedied, the otherwise excellent tax-related appraisal
reforms established by Congress in the Pension Act will have the unintended effect
of creating two separate and unequal systems for taxpayer valuations—a fully re-
formed system which applies only to section 170 appraisals relating to charitable
contributions; and, a continuation of two of the most ineffective aspects of the old
system, for all other tax purposes.

We are writing, therefore, to respectfully urge the Oversight Subcommittee to cor-
rect this major imbalance by applying the Act’s appraiser competency and generally
accepted appraisal standards requirements to all valuations required by the Tax
Code, not just those involving noncash contributions.

We would be very pleased to work with the Subcommittee to address this issue.
If you have any questions or would like to contact our organizations, please call or
contact the government relations representative of the American Society of Apprais-
er%, (I;:etke)r Barash, or the Appraisal Institute’s government affairs representative,
Bill Garber.

1Title XII, Subtitle B, Part 1, sections 1213, 1214, 1216, 1218 and 1219 of H.R. 4 (P.L. 109-
80).

2 According to a recent IRS study covering tax year 2003 returns, six million individual tax-
payers reported 14.3 million noncash donations valued at $36.9 billion on Form 8283. These
noncash contributions included public and closely held stock; real estate; land and fade ease-
ments; intellectual property; art and collectibles; cars; household items; other investments; and
so forth.
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Statement of American Society of Association Executives

I am President and chief executive officer of the American Society of Association
Executives (“ASAE”), a tax-exempt organization that is recognized as exempt from
Federal income tax under section 501(c)(6) of the Internal Revenue Code 1986 (the
“Code”) and that represents roughly 22,000 members, the majority of whom are the
chief executive officers or senior staff professionals of trade, professional or philan-
thropic organizations.

I am writing to you about a couple of relatively minor provisions in the recently
enacted Pension Protection Act of 2006 (P.L. 109-280, the “Act”), that, if left un-
changed, could have a major unintended impact on many associations’ ability to sup-
port and be supported by their related foundations. A close review of new Code sec-
tion 4958(c)(3) indicates that a technical correction may be necessary to clarify an
area of ambiguity. Likewise, a change made to Code section 509(f)(2)(A) might have
the same effect.

First: new Code section 4958(c)(3) provides in two separate subsections (sections
4958(c)(3)(A)I)II) and 4958(c)(3)(C)(i1)) an exception to the general rule imposing
automatic excess benefit treatment of loans paid by supporting organizations to dis-
qualified persons and of grants, loans, compensation, or other similar payment paid
by supporting organizations to substantial contributors. The exception in each of
those subsections is for “an organization described in paragraph (1), (2), or (4) of
section 509(a).”

The exception language could be interpreted as not including section 501(c)(4), (5),
and (6) organizations that are considered to be section 509(a)(2) organizations by
virtue of the flush language of section 509(a). This clearly was not the intent of Con-
gress and such an interpretation would present a nonsensical result in practical ap-
plication. Specifically, a publicly supported section 501(c)(6) organization, for exam-
ple, could qualify as a supported organization under section 509(a), and yet could
be effectively prohibited from receiving a loan, grant, compensation or other similar
payment from a section 501(c)(3) supporting organization even though that sup-
porting organization is obligated by its very charter to act in support of the sup-
ported organization’s charitable, educational and other qualifying purposes.

Second: IRC section 509(f)(2)(A), added by the PPA, prohibits an organization
from qualifying for section 509(a)(3) “Type I” or “Type III” status if it accepts a gift
from a person who directly or indirectly controls the organization being supported.

Section 509()(2)(B)(i), like section 4958(c)(3), provides an exception to the “con-
trolling person” restriction for “an organization described in paragraph (1), (2), or
(4) of section 509(a).” And, as with section 4958(c)(3), a credible and logical interpre-
tation of the language would be that all organizations that are treated as section
509(a)(2) organizations by virtue of the flush language of section 509(a) are included
as part of the exception provided.

But, given the lack of total clarity with regard to these changes, we believe it
would be advisable to approve a technical correction to revise the language of the
affected subsections slightly. A draft of such slight revisions (in “blackline” format)
is set forth on the attached pages, with the proposed new language italicized and
bolded. This proposed revision takes language directly from section 509(a) and gives
effect to the clear intent of Congress with regard to the affected subsections.

For a more detailed review of this issue, please see the attached analysis docu-
ments.

Proposed Technical Correction #1

(b) Certain Transactions Treated as Excess Benefit Transactions.—Section
4958(c), as amended by this Act, is amended by redesignating paragraph (3) as
paragraph (4) and by inserting after paragraph (2) the following new paragraph:

“(8) Special rules for supporting organizations.—

“(A) In General.—In the case of any organization described in section
509(a)(3)—

“(i) the term ‘excess benefit transaction’ includes—

“(I) any grant, loan, compensation, or other similar payment provided by
such organization to a person described in subparagraph (B), and

“(II) any loan provided by such organization to a disqualified person
(other than an organization described in paragraph (1), (2), or (4) of section 509(a),
including an organization described in section 501(c)(4), (5), or (6) which



138

would be described in paragraph (2) if it were an organization described in
section 501(c)(3)), and
“(i1) the term ‘excess benefit’ includes, with respect to any transaction de-
scribed in clause (i), the amount of any such grant loan, compensation, or other
similar payment.
“(B) Person described.—A person is described in this subparagraph if such
person is—

“(i) a substantial contributor to such organization,

“(ii) a member of the family (determined under section 4958(f)(4)) of an in-
dividual described in clause (i), or

“(iii) a 35-percent controlled entity (as defined in section 4958(f)(3) by sub-
stituting ‘persons described in clause (i) or (ii) of section 4958(c)(3)(B) for ‘persons
dfe;)scribed in subparagraph (A) or (B) of paragraph (1) in subparagraph (A)(i) there-
of).

“(C) Substantial contributor.—For purposes of this paragraph—

“{d) In general.—The term ‘substantial contributor’ means any person who
contributed or bequeathed an aggregate amount of more than $5,000 to the organi-
zation, if such amount is more than 2 percent of the total contributions and be-
quests received by the organization before the close of the taxable year of the orga-
nization in which the contribution or bequest is received by the organization from
such person. In the case of a trust, such term also means the creator of the trust.
Rules similar to the rules of subparagraphs (B) and (c) of section 507(d)(2) shall
apply for purposes of this subparagraph.

“(i1) Exception.—Such term shall not include any organization described in
paragraph (1), (2), or (4) of section 509(a), and such term shall not include any
organization described in section 501(c)(4), (5), or (6) which would be de-
scribed in paragraph (2) if it were an organization described in section
501(c)(3)),.”

Proposed Technical Correction #2
Internal Revenue Code
SUBTITLE A—INCOME TAXES (Sections 1 to 1564)
CHAPTER 1—Normal taxes and surtaxes (Sections 1 to 1400 . . .
SUBCHAPTER F—Exempt Organizations (Sections 501t . . .
PART II—Private Foundations (Sections 507 t . . .
Sec. 509. Private Foundation Defined
509(f) Requirements For Suppo . . .
509(1)(2) Organizations Cont . . .
Sec. 509(£)509(f)(2) Organizations Controlled By Donors
509(f)(2)(A) In General
For purposes of subsection (a)(3)(B), an organization shall not be considered to be—

509(f)(2)(A)(1) operated, supervised, or controlled by any organization described in
paragraph (1) or (2) of subsection (a), or

509(f)(2)(A)(ii1) operated in connection with any organization described in paragraph
(1) or (2) of subsection (a), if such organization accepts any gift or contribution from
any person described in subparagraph (B).

509(f)(2)(B) Person Described

A person is described in this subparagraph if, with respect to a supported organiza-
tion of an organization described in subparagraph (A), such person is—

509(f)(2)(B)(i) a person (other than an organization described in paragraph (1), (2),
or (4) of section 509(a), including an organization described in section
501(c)(4), (5), or (6) which would be desribed in paragraph 2 if it were an
organization described in section 501(c)(3),) who directly or indirectly controls,
either alone or together with persons described in clauses (ii) and (iii), the governing
body of such supported organization,

509(f)(2)(B)(i1)) a member of the family (determined under section 4958(f)(4)) of an
individual described in clause (i), or
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509(f)(2)(B)(iii) a 35-percent controlled entity (as defined in section 4958(f)(3) by sub-
stituting “persons described in clause (i) or (ii) of section 509(f)(2)(B)” for “persons
described in subparagraph (A) or (B) of paragraph (1)” in subparagraph (A)(i) there-
of).

————

Statement of Association for Healthcare Philanthropy

The Association for Healthcare Philanthropy (AHP) is pleased to present its com-
ments for the written record for the hearing on tax-exempt charitable organizations.

AHP is an association of professional development executives who are responsible
for the management of foundations and development departments of nonprofit
health care providers throughout the United States. A critical part of their mission
is supporting local health care programs through philanthropic fundraising that di-
rectly benefits the institution in which they work. These nonprofit medical facilities
approach and have come to rely on the generosity of grateful patients who they have
served to help underwrite wellness programs, mobile health vans, mammography
screenings, hearing and eye exams, hospital facility improvements, essential equip-
ment upgrades and health care services for the uninsured.

Established in 1967, AHP is a not-for-profit organization whose 4,500+ members
manage philanthropic programs of foundations and development departments in
2,200 of the nation’s not-for-profit, charitable health care providers. In 2006, this
philanthropic support reached $7.9 billion according to AHP’s most recent giving
survey report. As a practical matter, most, if not all, of health care providers rou-
tinely factor into their budgets an expected level of philanthropic support.

AHP represents highly skilled fund raisers in health care philanthropy. Many
hold the Certified Fund Raising Executive (CFRE) or the Fellow Association for
Healthcare Philanthropy (FAHP) designation, which recognize professionalism in
the field by documenting experience and testing knowledge in health care resource
development. More than 60% of AHP members have been in the field of fundraising
for 11 or more years, with 39% having been in the field for 16+ years. Our members
believe in transparency and accountability in their work and follow the AHP State-
ment of Professional Standards and Conduct and its companion Donor Bill of
Rights, copies of which are included with the letter. In addition, in 2006 AHP
launched the AHP Performance Benchmarking Service. One of the goals of this pro-
gram is to provide consistent reporting of fundraising dollars that AHP member or-
ganizations generate.

AHP members are an integral part of their health care institutions and are a crit-
ical component in attracting needed dollars to support community benefit programs.
With that in mind, AHP is a supporting organization of the Catholic Health Associa-
tion’s Guide for Planning and Reporting Community Benefit.

As the Oversight Subcommittee reviews 501(c)(3) tax-exempt health care organi-
zations, AHP would like to share with you a number of critically important chal-
lenges facing the not-for-profit health care community and some steps AHP is tak-
ing to meet these challenges. It is important to understand the environment that
health care fund raisers are currently working within to fully grasp the importance
of their tax-exempt status and the need for transparency and accountability.

These challenges are fairly complex, but they fall into three main categories: long-
term cultural trends, financial challenges, and regulatory concerns.

First, the long-term trend that permeates a whole range of issues confronting the
health care community is the sense of entitlement that has developed over the years
with regard to health care delivery. This development in our society creates many
stumbling blocks for health care philanthropy—particularly for hospitals, medicals
centers, long-term care facilities and hospices.

Patients believe that they have a right to the highest quality of care; that the US
has the best health care in the world; that it is far too expensive; and that third
parties such as insurance companies are making decisions about health care unre-
lated to the delivery of good care—decisions that should be made by physicians and
nurses. For philanthropy, it raises the question— why donate to such a system?

In addition, few Americans are aware of the differences between for-profit and
not-for-profit health care providers or the fact that only 12 to 14 percent of providers
are in a for-profit delivery system. Fewer still know that only about one-third of hos-
pitals in the United States have a positive bottom line, while another third are bare-
ly keeping their heads above water and the rest are deep in red ink and financially
in trouble.

Second, the financial challenges to nonprofit health care providers are many.
Some are linked to the fact that many hospitals have postponed capital spending
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and underinvested in their infrastructure. They need to address deteriorating facili-
ties, but fully 85 percent of hospital chief financial officers say it is going to be more
difficult for their organizations to fund capital expenditures in future years.

At the same time, technology’s promise, particularly in health care delivery, has
created enormous stresses on finances relative to providing quality health care and
using cutting-edge technology in providing that care. Expensive technological initia-
tives need to be undertaken to maintain effectiveness, while operating margins that
already are thin threaten to become thinner, placing more responsibility on philan-
thropy to fill in the gap.

Similarly, the burden of meeting the health care needs of the uninsured, including
non-citizens, weighs heaviest on the nonprofit sector, even as revenues from Medi-
care and Medicaid decline.

Third, on the regulatory scene, the Health Insurance Portability and Account-
ability Act, or HIPAA, is severely impacting efforts of fundraisers. It is making phil-
anthropic activities more costly and less efficient while increasing the cost of compli-
ance because hospitals, nursing homes, clinics and hospices must upgrade computer
systems, train staff and pay for legal advice. AHP fully supports HIPAA. Unfortu-
nately, a lack of understanding on the role of institutionally related development of-
fices in a health care organization has led the Federal government to enact that por-
tion of the rule that restricts philanthropic efforts.

In fact, 4 years after HIPAA went into effect, the Federal government in a recent
letter to AHP, conceded there were practically no examples of any violations “in the
context of fundraising efforts.” Complaints of violations of the HIPAA rule have
been received by the agency’s Office of Civil Rights with practically none involving
fundraising.

Yet in a 2007 AHP survey, 56% of respondents who contact past patients report
that HIPAA has had a negative effect in their ability to run a successful grateful
patient program.

AHP has a lot of educating to do. Health care providers need more information
about HIPAA compliance. government officials and legislators need a better under-
standing of philanthropy.

With that in mind, AHP wants to take the opportunity to educate legislators, the
media and the public with regard to nonprofit health care providers and their tax-
exempt status. AHP fully supports legislation that stems tax-avoidance scams and
that shines more light on compensation packages of nonprofit executives. However,
there is a real danger that an all too common problem will arise: unintended con-
sequences. With the challenges facing health care delivery and the definite need for
philanthropic support, it is crucial that the role of the development office and its
operation is understood fully so as not to thwart fundraising efforts and erode the
pubic trust of nonprofit health care providers.

As I mentioned earlier, AHP supports clearly defined terms for data reporting
across the board for fundraising entities. Evidence of this is our successful launch
of the AHP Performance Benchmarking Service. At its launch, 41 of our AHP mem-
bers in 18 states and two Canadian provinces have become part of this new fund-
raising system designed to better meet corporate compliance and transparency re-
quirements, and to ensure that dollars donated by grateful patients or their families
are accounted for and spent effectively.

The AHP Performance Benchmarking Service, is a unique, integrated database of
business practices and performance metrics for raising philanthropic health care
fundraising to new levels of performance. Participating organizations are in Ala-
bama, Arizona, California, Florida, Georgia, Illinois, Maryland, Michigan, Min-
nesota, Nebraska, New Jersey, New York, Oklahoma, Pennsylvania, Tennessee, Vir-
ginia, Washington, Wisconsin, Ontario and Saskatchewan. Philanthropic fund-
raising, now more than ever, is vital to sustain and grow the nonprofit health care
sector’s ability to deliver first class services to patients and communities. AHP’s Per-
formance Benchmarking Service advances this effort by transforming basic financial
and program data into useful information that enables hospital chief executive offi-
cers and boards of directors to integrate philanthropy into their overall strategic
planning for their health care organizations.

AHP members have as their missions to serve their communities. According to
AHP’s Report on Giving 2006, health care institutions in the U.S. raised $7.9 billion
through philanthropy, a 11.5% increase over 2005. Those dollars are being used for
health care construction and renovation, equipment purchases, community benefit
programs, charitable care, research and training, general operation, among others.
In 2005, the largest expense item for institutions was construction and renovation,
accounting for 23.9%. In 2006, that expense rose to 31.8%. Each year AHP members
provide data that demonstrate where their philanthropic dollars are being used by



141

their health care organization in order to support their missions—to serve their
communities.

In summary Mr. Chairman and Members of the Subcommittee, AHP members
feel that every dollar donated is critical, and we are taking all necessary steps to
ensure we achieve the most efficient return on the philanthropic investments of
grateful donors and their families.

Enc.: AHP Statement of Professional Standards and Conduct
Donor Bill of Rights
Association for Healthcare Philanthropy

Statement of Professional Standards and Conduct

All members shall comply with the Association’s Statement of Professional Stand-
ards and Conduct:

Association for Healthcare Philanthropy members represent to the public, by per-
sonal

example and conduct, both their employer and their profession. They have, there-
fore, a

duty to faithfully adhere to the highest standards and conduct in:

I. Their promotion of the merits of their institutions and of excellence in health
care generally, providing community leadership in cooperation with health, edu-
cational,

cultural, and other organizations;

II. Their words and actions, embodying respect for truth, honesty, fairness, free
inquiry, and the opinions of others, treating all withequality and dignity;

III. Their respect for all individuals without regard to race, color, sex, creed, eth-
nic or national identity, handicap, or age;

IV. Their commitment to strive to increase professional and personal skills for im-
proved service to their donors and institutions, to encourage and actively participate
in career development for themselves and others whose roles include support for re-
source development functions, and to share freely their knowledge and experience
with others as appropriate;

V. Their continuing effort and energy to pursue new ideas and modifications to
improve conditions for, and benefits to, donors and their institution;

VI. Their avoidance of activities that might damage the reputation of any donor,
their institution, any other resource development professional or the profession as
a whole, or themselves, and to give full credit for the ideas, words, or images origi-
nated by others;

VII. Their respect for the rights of privacy of others and the confidentiality of
informationgained in the pursuit of their professionalduties;

VIII. Their acceptance of a compensation method freely agreed upon and based
on their institution’s usual and customary compensation guidelines which have been
established and approved for general institutional use while always remembering
that:

a. any compensation agreement should fully reflect the standards ofprofessional
conduct; and,

b. antitrust laws in the United Statesprohibit limitation on compensation meth-
ods.

IX. Their respect for the law and professional ethics as a standard of personal con-
duct, with full adherence to the policies and procedures of their institution;

X. Their pledge to adhere to this Statement of Professional Standards and Con-
duct, and to encourage others to join them in observance of its guidelines.

A Donor Bill of Rights

Philanthropy is based on voluntary action for the common good. It is a tradition
of giving and sharing that is primary to the quality of life. To assure that philan-
thropy merits the respect and trust of the general public, and that donors and pro-
spective donors can have full confidence in the not-for-profit organizations and
causes they are asked to support, we declare that all donors have these rights:
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I.  To be informed of the VI. To be assured that information
organization’s mission, of the way about their donations is handled
the organization intends to use with respect and with
donated resources, and of its confidentiality to the extent
capacity to use donations provided by law.
effectively for their intended
purposes.

II. To be informed of the identity of VII. To expect that all relationships
those serving on the with individuals representing
organization’s governing board, organizations of interest to the
and to expect the board to donor will be professional in
exercise prudent judgment in its nature.
stewardship responsibilities.

III.  To have access to the VIII. To be informed whether those
organization’s most recent seeking donations are
financial statements. volunteers, employees of the
organization or hired solicitors.
IV.  To be assured their gifts will be IX.  To have the opportunity for their
used for the purposes for which names to be deleted from
they were given. mailing lists that an
organization may intend to
share.

V. To receive appropriate X. To feel free to ask questions

acknowledgment and recognition. when making a donation and to

receive prompt, truthful and
forthright answers.

DEVELOPED BY

American Association of Fund Raising Counsel (AAFRC)
Association for Healthcare Philanthropy (AHP)

Council for Advancement and Support of Education (CASE)
National Society of Fund Raising Executives (NSFRE)
ENDORSED BY

(in formation)

Independent Sector

National Catholic Development Conference (NCDC)
National Committee on Planned Giving (NCPG)
National Council for Resource Development (NCRD)
United Way of America

———

Association of Art Museum Directors
New York, New York 10022
July 27, 2007

House Ways and Means Oversight Subcommittee
Congressman John Lewis, Chairman

1136 Longworth House Office Building
Washington, DC 20515

Dear Chairman Lewis:

We would like to thank you for the opportunity to comment on the charitable pro-
visions that were contained in the Pension Protection Act of 2006 (“PPA”). The Asso-
ciation of Art Museum Directors, founded in 1916, represents over 170 art museums
in the US. We address our comments to you on behalf of our members, most of
whom receive fractional gifts and view the ability to do so as an important tool to
make the best art available to the American public.
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As you may be aware, many of the provisions included in the PPA have had a
significant impact on charitable donations to the nation’s art museums. In par-
ticular, the new restrictions imposed on fractional gifts have resulted in a pro-
nounced reduction in donations of artwork to museums across the country. The loss
of important works represented by most fractional gifts will have a lasting negative
impact on the public’s ability to view and appreciate invaluable works of art, most
of which museums could not afford to purchase.

Section 1218 of the PPA tightened the requirements necessary for a taxpayer to
receive an income tax deduction for the donation of qualified fractional gifts of tan-
gible personal property to a museum. In most cases, these new rules also limited
or reduced the available deduction for the donation of a fractional gift. These
changes were made to address perceived abuses surrounding the deductions, par-
ticularly in cases where the donated artwork was not in the possession of the ac-
quiring museums. While the changes were drafted to allow fractional gifts to con-
tinue to be made, they have effectively ended donations of fractional gifts to muse-
ums for several reasons.

First, the reduction in the available income tax deductions received during the life
gf a fractional gift has made the donation of appreciating artwork financially impru-

ent.

Second, the necessity to complete the gift in a 10-year period is a serious impedi-
ment to donors making substantial gifts. Third, the imposition of these changes on
fractional gifts entered in to before passage of the PPA has impacted existing con-
tracts for gifts raising questions of both fairness and the imposition of retroactive
taxes. Fourth, the potentially unusual results created by modifying estate and gift
tax rules applicable to fractional gifts has made planning for these donations prac-
tically impossible. While some of the above problems could be corrected through
technical corrections, such as the estate and gift tax area, other changes will need
substantive changes in law.

Already, museums are experiencing a cessation in fractional gift donations. The
following are just a few examples that illustrate the problem:

e A West Coast contemporary art museum that was negotiating with a donor for
his collection of 40 contemporary works has been informed by the donor that
he would not be making the fractional gifts as a result of the law changes.

e An East Coast museum had a donor withdraw his offer for 13 contemporary
drawings by well-known artists because of the new restrictions.

e A Santa Fe museum had a potential donor of a Tribal Folk Art collection worth
approximately $2 million withdraw an offer to give the collection to the museum

e A Washington, DC museum had an offer to donate a 30% fraction on a collec-
tion of 20 prints and drawings withdrawn after the legislation was passed. A
Kentucky museum had received five important works as fractional gifts from
a collection of 60 pieces of 20th century American Art. Since the passage of the
new law the remaining works have not been offered to the museum as had been
promised before passage of the PPA.

We look forward to working with you and your Subcommittee to ensure that the
overwhelming benefits that the American public derives from their museums’ di-
verse and growing collections are enhanced by administrable and rational tax policy.
While there may have been a need to correct potential abuses, we believe that the
changes made in PPA went far beyond addressing these concerns and have had an
unnecessary detrimental impact on our Nation’s art museums.

Sincerely,
Gail Andrews
President

———

Statement of Association of Blind Citizens, Holbrook, Massachusetts

As you review how the Internal Revenue Code affects charitable giving, I am writ-
ing to provide the Committee with some information regarding the impact of
changes made in 2004 as part of the American Jobs Creation Act to the Federal Tax
Code regarding deductible vehicle donations. These changes have significantly re-
duced the number and value of vehicles being donated to the Association of Blind
Citizens (ABC). For years before the law changed, ABC found vehicle donations to
be an important and stable revenue stream. The moneys we received were used to
provide critical services to the blind and visually impaired community. As unre-
stricted funds, these donations were utilized to support direct services and general
operating expenses.
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The 2004 changes have seriously impacted our work and, I am sure, the services
provided by many other charities across the United States. In 2004, ABC received
3,823 vehicle donations. In 2006, ABC received 1,302 vehicle donations—a 65% de-
crease in volume following the change in the Tax Code. ABC’s agent, Helping Hands
of America, does not accept cars that are not running, which has enabled ABC to
receive higher quality donations. The practice of not accepting vehicles that do not
run, a practice we continue today, helps to curtail abuse of the Tax Code because
a car that cannot be on the road could not represent an accurate fair market value
tax deduction.

As you know, before tax year 2005, a taxpayer could deduct the fair market value
(FMV) of vehicles donated to charity. Under what was then section 170 of Title 26
of the US Code, a donor could claim the FMV as determined by well-established
used car pricing guides up to $5,000. I believe that donors who donated cars in
working order were more likely to follow the law and claim the appropriate FMV.
The donor was able to use a standard published guide such as the Kelly Blue Book
to help them to compare options regarding their vehicle disposition.

Under the new section 170, deductions over $500 are limited to the actual pro-
ceeds from the sale of the vehicle, regardless of its appraised value. This means that
a taxpayer with a newer-model car in good condition has no real idea what deduc-
tion will be allowed until the vehicle is sold. So donors must risk getting far less
credit for the donation than it is actually worth. And they must wait days, weeks
or months—sometimes into the next tax year—to learn the result. In our experience,
donors with late model cars are not willing to take this risk.

Clearly, these changes that took effect in 2005 has caused a significant drop in
the volume of donations. We did not make any changes in our marketing program
from 2004 to 2006. In 2004, the average age of ABC’s vehicle donation was 10-12
years; in 2006, the average age of vehicle donations was 12—-14 years old.

I believe that potential donors are deterred from making a vehicle donation be-
cause they do not have a standard guide to obtain approximate tax deduction infor-
mation. If the donor is not able to determine approximate FMV, he/she is not able
to compare the tax deduction value to the options of privately selling the vehicle
or trade value which is being offered by an automobile dealer. I have spoken to
many donors who told me that the dealer was giving them a bad trade deal and
they were happy that they could make the donation knowing proceeds were going
to a good cause 1n addition to receiving a tax deduction.

The change in the tax law has resulted in fewer donations, especially of higher-
value cars which are also the transactions least subject to abuse. This lost revenue
has been difficult to replace, so we have had to reduce staff and the direct services
we provide to the blind and visually impaired. It’s hard to believe that’s really what
Congress really intended.

Please consider the issues that I have briefly discussed above as the Sub-
committee reviews policy toward tax-exempt organizations. I fully respect and un-
derstand the need to curb abuse of the Tax Code. However, I believe that changes
aimed at reducing abuses must be carefully balanced against the benefits to char-
ities that Congress meant to encourage when it originally approved tax deductions
for vehicle donations.

Thank you for your time and consideration of this vital matter. I look forward to
working with you and am available to provide any additional information that you
may need.

———

Statement of Association of Fundraising Professionals

On behalf of the Association of Fundraising Professionals (AFP), I am writing to
provide comments regarding the provisions relating to tax-exempt organizations in
the Pension Protection Act of 2006. As an organization that represents individuals
responsible for generating philanthropic resources, AFP has first-hand knowledge
and understanding of charitable giving. We hope that our thoughts and perspective
will prove helpful to you as you review this legislation.

Background

AFP represents nearly 28,000 members in more than 190 chapters throughout the
world, working to advance philanthropy through advocacy, research, education and
certification programs. AFP members work for a wide variety of charities, from large
multi-national institutions to small, grassroots organizations, engaged in countless
missions and causes including education, healthcare, research, the environment and
social services, to name a few. In 1960, four forward-thinking and prominent fund
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raisers met with the goal of creating an association, now AFP, that would promote
good stewardship, donor trust, and ethical and effective fundraising.

AFP members are required annually to sign our Code of Ethical Principles and
Standards of Professional Practice, which were first developed in 1964. A copy of
the Code is attached. AFP instituted a credentialing process in 1981—the CFRE, or
Certified Fund Raising Executive designation—to aid in identifying for the giving
public fund raisers who possess the demonstrated knowledge and skills necessary
to perform their duties in an effective, conscientious, ethical, and professional man-
ner. This was followed in 1990 by the ACFRE for advanced fund raisers. We also
have a strong ethics enforcement policy that can result in the revocation of creden-
tials and expulsion of members who engage in prohibited behavior.

This background is cited to emphasize the importance that AFP and its members
place on ethical fundraising. Much of our work is spent educating and training our
members and the public in ethical fundraising practices while working with Federal
and state regulators to improve regulation and to identify wrongdoers who don’t be-
long in the charitable sector.

In addition, since its founding, AFP has championed donor rights. AFP was the
driving force behind the creation of the Donor Bill of Rights and provides informa-
tion to potential donors about how to select, evaluate, and give wisely to charities.
AFP encourages all donors and nonprofit volunteers to investigate and become en-
gaged with charities of their choice before making financial commitments. A copy
of the Donor Bill of Rights is attached.

The IRA Rollover

The charitable giving provisions in the Pension Protection Act are helping our Na-
tion’s charities to thrive. In particular, the IRA Rollover provision is a powerful in-
centive, allowing donors to transfer funds directly and tax-free from an IRA to a
charitable organization. This provision encourages potential donors to draw upon a
new source of assets in support of charitable organizations that serve the public
good.

Under the current provision, a donor who has reached the age of 70%% is allowed
to exclude from his or her income any IRA funds up to $100,000 that are withdrawn
and transferred to a charity when filing a tax return for the year of the transfer.

Tax incentives such as the IRA Rollover provision play a vital role in encouraging
donors to make gifts, especially as the contribution amounts become larger. In fact,
in just the past 10 months, the IRA Rollover provision has brought in over $69 mil-
lion in new gifts for the charitable sector according to a recent National Committee
on Planned Giving survey. It is worth noting that the survey, while instructive, is
not comprehensive and does not cover the entire charitable sector. It merely rep-
resents a fraction of the positive impacts of the IRA Rollover provision.

In fact, it is estimated that there is more than $2.7 trillion in retirement funds
like IRAs. The individuals and communities served by the nation’s charitable sector
can benefit from the IRA Rollover provision because it encourages a significant
amount of new contributions from individuals who would no longer have to pay tax
on a charitable gift of IRA funds. These contributions support programs for those
less financially well off through important services, such as those provided by
health, education, social service, and cultural organizations.

Unfortunately, the IRA Rollover provision is scheduled to sunset at the end of
2}?07. It is imperative that Congress make this provision permanent for the nation’s
charities.

Equally important, to make the provision even more effective, Congress should
not only make the IRA Rollover permanent, but it should also enhance the provision
by removing the $100,000 cap on gifts from IRA accounts, and by lowering the age
threshold for all such gifts from 70% to 59%%.

Many in the charitable sector believe that this single provision alone will have
the greatest demonstrable positive impact for all charities of any changes to Federal
gift tax proposals.

Charitable Reforms

A few other charitable reforms were contained in the Pension Protection Act of
2006. Although they were mostly commonsense reforms that likely will not burden
our Nation’s charities, we are concerned about a potential slippery slope that might
result in the enactment of unduly burdensome charitable reforms that would deter
charities from fulfilling their altruistic missions.

Over the past few years, we have witnessed the introduction of proposed chari-
table reforms that sought to raise revenue from the charitable sector. For instance,
it has been proposed that new “user fees” be imposed on the sector together with
the drastic modification or complete elimination of deductions for charitable con-
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tributions of property—so called noncash contributions. Another proposal would
have established a floor on deductions for both taxpayers who claim the standard
deduction and those taxpayers who itemize their deductions, which essentially
would impose a tax on deductions. Such proposals turn the concept of tax exemption
on its head.

It also is worth noting that empirical data indicates that there is NOT widespread
abuse among the charitable sector and that the new proposals are unnecessary. Re-
ports collected by the FBI, the Federal Trade Commission, State Attorneys General
and even watchdog groups like the Better Business Bureau show that reports of
charity fraud are less than 1 percent of all complaints of fraud.

Moreover, the IRS already has the statutory authority, rules, regulations and en-
forcement mechanisms to effectively police the charitable sector. Existing laws are
fully sufficient to address the abuses which may be occurring in the sector. A recent
study found that of the 94 abuses cited by the Senate Finance Committee during
its June 2004 hearing on charity oversight, 92 of those abuses could have been ad-
dressed by current laws, regulations and reporting requirements. However, the IRS
has never been given the Congressional budget appropriations necessary to engage
in the reasonable level of enforcement activity necessary to fulfill its statutory man-
dates.

AFP does not oppose demonstrably necessary nonprofit sector regulations. Legiti-
mate fund raisers understand the need for regulation, and AFP has strongly sup-
ported appropriate and defensible initiatives on both the Federal and state levels
that have increased regulation of charities and fundraising.

But in every case, the regulations that AFP has supported have been balanced
with the charitable sector’s need to raise funds for the critical programs it provides.
AFP is concerned that some proposed reforms, like unprecedented user fees and
floors for itemized deductions, will prove extremely burdensome to many charities,
resulting in the loss of funds, while doing little to accomplish their stated goal of
curbing abuses.

Conclusion

AFP appreciates the opportunity to provide comments to the House Ways and
Means Subcommittee on Oversight.

I appreciate the opportunity to share AFP’s views with you. I look forward to
working with you and the Subcommittee on issues related to the tax-exempt sector.

Thank you for your time and consideration.

————

Statement of Atlanta Union Mission, Atlanta, Georgia

The Association of Gospel Rescue Missions (AGRM) represents 294 rescue mis-
sions in the United States that provide critical services to homeless and poor indi-
viduals who face the greatest challenges. Founded in 1913, AGRM’s member mis-
sions offer emergency food and shelter, youth and family services, prison and jail
outreach, medical care, rehabilitation, and specialized programs for the mentally ill,
the elderly, the urban poor, and street youth.

Combined member ministries of the AGRM comprise one of the largest non-profit
organizations in the United States. Last year, AGRM missions served more than 41
million meals, provided 15 million nights of lodging, distributed more than 27 mil-
lion pieces of clothing and 1.1 million furniture items, and provided 142,000 individ-
uals with the educational programs necessary to achieve productive living.

Recently, the Congress passed and the President signed the Pension Protection
Act of 2006 (PPA). Included in this law are a series of charitable tax reforms de-
signed to encourage greater charitable giving. We hope that these charitable tax re-
forms accomplish their intended purpose of increasing the resources charities have
to serve and promote the common good.

Unfortunately, one provision (Section 1216), of the PPA, if wrongly implemented,
has the potential to severely hinder the charitable sector. Specifically it could crip-
ple the ability of the member missions of AGRM from carrying out our important
mission. The provision benignly states:

“Limitation of deduction for charitable contributions of clothing and household
goods”

“In General—In the case of an individual, partnership, or corporation, no deduc-
tion shall be allowed under subsection (a) for any contribution of clothing or a
household item unless such clothing or household item is in good used condition or
better.”
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Our concern is addressed later in this testimony and is rooted in the original pro-
posal set forth by the Senate.

Thrift Shops Providing Clothing & Household Goods to the Poor

One of the primary charges of rescue missions in America is to clothe the home-
less and the poor. To this end, 132 rescue missions operate approximately 200 thrift
stores around the United States. Each year, Americans contribute an estimated
$277 million in clothing and household goods to our missions. The contributions are
critical to the ability of our member missions to provide necessary clothing and
other items for clients who participate in both our emergency and long-term reha-
bilitation programs. While these contributions provide our missions some revenue,
of equal importance, the operation of thrift stores provide the poor, specifically the
working poor, with the opportunity to clothe themselves and furnish their homes at
an affordable cost. Moreover, the operations of thrift stores provide AGRM member
missions an opportunity to integrate residential recovery programs with real experi-
ence, thereby providing vocational training for clients and customers. We do so by
maintaining the dignity and pride of our customers.

We are proud of the merchandise we provide to the poor and homeless and we
want the poor and homeless to be proud of the merchandise they obtain from our
missions and thrift stores.

Atlanta Union Mission

For example, Mr. Chairman, the Atlanta Union Mission, located in Atlanta, Geor-
gia, runs six thrift stores throughout the Metro Atlanta region. Proceeds from the
thrift store operations are used to help fund the Mission’s programs of emergency
services and recovery. The ministry also makes vocational training available to men
in recovery at the Mission’s Northeast Georgia Campus (The Potter’s House), and
it employs qualified recovery program graduates. The Mission also donates a signifi-
cant amount of merchandise to needy families in the community. Opened in 1938,
the Mission serves as many as 1,070 individuals each day with residential recovery
programs, emergency shelter, and transitional housing.

Through its thrift stores, the Mission reaches more than 200,000 customers each
year. Last year, the Mission distributed free of charge, 44,600 pieces of clothing and
household goods to clients or persons in need from the community. These were all
items that had been donated to the Mission. Another 1.15 million items that were
donated to the Mission were used to stock and replenish the thrift stores.

With the help of clients, volunteers and about 15 paid staffers, the Mission is able
to process and distribute these donations. In addition, the Mission currently oper-
ates seven trucks, 5 days a week. This translates to approximately 1,820 truckloads
of gifts-in-kind picked up by the Mission each year.

If section 1216 were to be interpreted or implemented in a draconian fashion as
originally described and envisioned in Senate legislation, the Mission would have to
quadruple the number of paid staff, clients, and volunteers working in its thrift
stores in order to handle the volume of paperwork associated with itemizing and
documenting each item donated. The truckdrivers would no longer be able to com-
plete the 7-10 daily pick-ups they currently make. As the truckdrivers do not work
in the thrift stores, they are not best suited to assessing the condition or value of
donated items. As great or greater would be the impact upon the ability of staff at
the Mission’s thrift stores. For example, it is very common for large donations to
be delivered to the Mission on Saturdays. In the larger stores, a dozen people or
more would be required to process the volume of donations. This is not something
that the Mission can afford to do. Alternatively, the Mission would be forced to close
down its six thrift stores in the Atlanta region:

Athens Thrift Center
Comerce Thrift Center
Cumming Thrift Center
Gainesville Thrift Center
Snellville Thrift Center
Winder Thrift Center

Union Gospel Mission Twin Cities and the Marie Sandvik Center, Inc.

In Minnesota, the Union Gospel Mission Twin Cities and the Marie Sandvik Cen-
ter, Inc, provide a wide variety of services to the homeless. Both missions are dedi-
cated to providing clothing and other items necessary to meet the basic human
needs of the men, women and children that reach out to the missions. While neither
the Marie Sandvik Center nor the Union Gospel Mission have a thrift store, they
are representative of all of our member missions who rely heavily on donated cloth-
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ing and household goods to meet the needs of individuals who participate in pro-
grams at the Mission as well as for the homeless and needy who come to the Mis-
sion for help. Thousands of donations of gifts in kind are received each year by these
missions. Neither the Marie Sandvik Center nor Union Gospel Mission sell these
items—they give them away because they believe good, decent clothing is an impor-
tant component of building self-confidence for these people who have been through
great struggles.

If section 1216 were to be interpreted or implemented in a radical manner, the
Union Gospel Mission, the Marie Sandvik Center, and all of our member missions
who accept donations of clothing and household goods would find their ability to
function effectively severely compromised. For example, the Union Gospel Mission
receives donations of approximately 80,000 pounds of clothing and goods each year.
The Union Gospel Mission would have to add multiple staff persons or take current
full-time staff away from their direct work with clients in order to properly process
the volume of clothing and goods donated to the Mission.

AGRM Supports section 1216 But Remains Concerned About Overregulation

AGRM supports the language of section 1216 because we believe that it clarifies
the current practice of requiring the taxpayer to accurately and honestly report
charitable donations. AGRM is concerned, however, that if the IRS interprets and
implements the provision in the most draconian sense it could shift the responsi-
bility from the donor to the donee charitable organization to evaluate and appraise
the donation of clothing and household goods.

This provision, as originally proposed in S. 2020, the Tax Relief Act of 2005, would
have required the Secretary of the Treasury to annually publish an itemized list of
clothing and household goods and assign an amount representing the fair market
value of each item in good used condition. Every conceivable item would have had
to be assigned a value, from shoes, socks and pantyhose to jeans, sweaters, and
suits to hats, scarves, and bandanas. And, the burden of assessing or valuing each
article of clothing or household good donation would have fallen on our rescue mis-
sion clients, staff, and volunteers. Imagine the amount of time it would take a truck
driver who is picking up a contribution of clothing and goods from a donor’s home.
In order to comply with the provision, the truckdriver would have to sort through
each item, making the judgment of whether or not the item was in good used condi-
tion so that he could properly credit the donor for the contribution. If a used coffee-
pot were included in the donation, for example, should the truckdriver ask the con-
tributor if he may make a pot of coffee to determine if the coffeepot works? Simi-
larly, consider the burden that would be placed on a staff person or volunteer who
receives donations at a mission. Imagine the backlog that would develop as the mis-
sion staff examine and evaluate each and every item while the donor waits for the
process to be completed. The mission or any nonprofit in a similar situation would
quickly be overwhelmed, potentially discouraging donors from donating items to the
missions.

This proposed change presented serious concerns for AGRM, including:

1. The potential personnel hours and paperwork involved in complying with this
proposal would have been extensive, and would have required itemizing, defin-
ing, and determining the condition of each donation at point and time of in-
take. Most of our members would not have the resources to meet this require-
ment and would be forced to close their thrift store operation.

2. Alternatively, a donor who disagreed with the Treasury’s valuation list or our
member’s assessed value could have asked for a receipt for the value of the sale
at a later date. It would not have been feasible for our thrift stores to provide
documentation of sales amounts to the donor of donated items. Such a burden
would be crippling to our organization.!

3. The Secretary would be required to establish values of donated items which
may or may not be accurate. A vase from a dollar store has a very different
value than a crystal or silver vase from Dillard’s or Macy’s.

4. If enacted, this provision would have placed nonprofit organizations in the un-
reasonable and uncomfortable position of being the evaluator between the tax-
payer and the taxing entity.

1Because it is not possible to determine if a donated item will be sold or given away in the
future by the charity, there would be no assurances that a sales record would be available to
the donor at point of intake. Our member missions do not barcode the millions ofm donated
items for tracking through our system.
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To shift the overwhelming evaluation and appraisal process as well as the ex-
traordinarily complicated accounting process would have tragic consequences. Not
only would staff costs increase dramatically, but our missions would be forced to
take staff away from hands-on work of meeting the critical needs of our clients. As
a result, our ability to transform the lives of the hurting would be greatly dimin-
ished. Additionally, it would cripple our revenue streams, it would cripple our prac-
tical training programs, and it would cripple the poor and working poor who rely
on thrift stores for everyday clothing and household goods.

Rightfully, rationally, and thankfully, the provision enacted into law in the Pen-
sion Protection Act leaves the responsibility to fairly and accurately report the value
of a charitable donation of clothing and household goods, in good used condition or
better, on the donor. AGRM is fully supportive of this provision and urges the Com-
mittee to ensure that the provision is implemented and interpreted as written.

AGRM supports Congress’s efforts to encourage charitable giving. Overwhelm-
ingly, our member missions rely on the generosity of their communities to provide
them with clothing and household goods and with monetary donations to carry out
vital services such as education, counseling, job training, and addiction treatment.
We appreciate the need for accurate accounting practices, but we urge the Com-
mittee to ensure that the laws they pass are not arbitrary and ensure that they will
not add hours of paperwork, increase accounting costs, or worse, discourage chari-
table giving.

——

Baton Rouge Area Foundation
Baton Rouge, Louisiana 70802
July 27, 2007

Committee on Ways & Means
Subcommittee on Oversight

U.S. House of Representatives

1102 Longworth House Office Building
Washington D.C. 20515

Dear Committee Members,

I am writing this letter to supplement the letter my colleagues and I drafted in
response to your request for comments regarding the impact of certain provisions
of the recently enacted Pension Protection Act of 2006 (PPA). In addition to recog-
nizing that the PPA has many beneficial provisions which promote charitable giv-
ing, we outlined our concerns and advised you to discontinue the provisions which
hinder legitimate philanthropic initiatives. Because we would like you to amend the
PPA provisions which unfairly penalize donor advised funds, I would like to provide
additional examples demonstrating the good that donor advised funds have done
over the past 2 years. Donor advised funds offer a unique way for individuals to do-
nate to charitable causes, and thus increasing philanthropy overall.

After Hurricanes Katrina and Rita, the Baton Rouge Area Foundation’s activities
shifted, and our main focus became aiding those who had been affected by two of
the three largest natural disasters in our country’s history. We were overwhelmed
yet very grateful for the support we received from people across the United States.
In total, we received over $45 million in donations designated for hurricane relief
efforts. Various community foundations and national charities made significant do-
nations to help us aid hurricane victims. Without the support of donor advised
funds, the Foundation would not have been able to fund as many programs devoted
to hurricane relief efforts. In this instance, donor advised funds helped over 99 char-
itable organizations which in turn provided aid to individuals affected by Hurricanes
Katrina and Rita. Our local knowledge and strong relationships with Louisiana non-
profits helped ensure donors that their money would be devoted to the cause they
wished to support.

It makes no difference whether donors choose to establish a donor advised fund
at a national charity or at a community foundation. Both institutions provide effec-
tive means to support philanthropic endeavors. Donors benefit greatly when they
can choose from various mechanisms to donate to charities because no two donors
are exactly alike. Each form of organized giving has a different objective and fulfills
different needs.

Donor advised funds have created an efficient way for donors to plan their giving.
Donor advised funds established at national as well as those established at commu-
nity foundations advance philanthropy by connecting donors with charities whose
needs match the donors’ philanthropic interests. Such efficiency in giving was clear



150

when donors wanted to help South Louisiana residents who were impacted by Hur-
ricanes Katrina and Rita. Institutions that manage donor advised funds were able
to move funds efficiently and got money to those organizations serving impacted in-
dividuals quickly.

Without the use of donor advised funds, we would not have been able to provide
such great support to South Louisiana’s recovery efforts. In addition to the countless
recipients of aid, the Foundation’s administration and Board of Directors are in-
debted to those institutions that maintain donor advised funds. These donors di-
rected massive amounts of funds, affection, and good will to hurricane affected
areas. We remain grateful for the donors’ belief in us and know that we could not
h.aw(:,1 }%el%ed so many South Louisiana residents without the support from donor ad-
vised funds.

Sincerely, ]
John G. Davies
President

———

Statement of Capital Region Community Foundation

The Subcommittee has requested comments regarding the impact of the Pension
Protection Act of 2006 (the Act) upon charitable foundations. The Capital Region
Community Foundation, located in Lansing, Michigan, has been adversely affected
by one particular portion of the Act, dealing with scholarship funds, in a manner
that seems to be an unintended consequence of the Act’s provisions. Other commu-
nity foundations around the nation have been similarly affected, and the wording
of the current statute will in the long run discourage the establishment of scholar-
ship funds that would otherwise assist thousands of deserving students obtain a col-
lege education.

The problem lies in the way in which the Act affects scholarship funds that are
established by sponsoring organizations or associations. These include service clubs
(Rotary, Kiwanis, Lions, and so forth.), high school alumni groups, professional asso-
ciations, and other civic organizations that are not 501(c)(3) entities. They also in-
clude 501(c)(3) organizations such as educational foundations associated with local
schools, as well as school districts themselves. Tens of thousands of such organiza-
tions around the country have established scholarship funds designed to assist stu-
dents from local high schools attend college. The awards are often modest, but the
members and supporters of these organizations are quite proud of the financial as-
sistance they are able to render to local students, especially since these scholarship
awards are often based in large part upon financial need.

Many of these organizations have utilized their local community foundations,
which are public charities, as the vehicles for holding and managing these scholar-
ship funds. This arrangement allows individual donors to receive tax deductions for
their gifts, and the funds can be professionally invested, benefiting from the safe-
guards associated with community foundation management. Prior to the enactment
of the Act, sponsoring organizations that utilized a community foundation to hold
and invest the funds could still handle the administration of their own scholarship
programs, including the review of applications and the selection of award recipients.
The ability of a sponsoring organization to make the award selections is understand-
ably a source of pride for its members and supporters, and has served to encourage
ongoing donations to such scholarship funds by many individuals.

Unfortunately, under the provisions of the Act such scholarship funds now fall
under the definition of “donor advised funds,” and donor advised funds are pre-
cluded under the Act from making grants to individuals, whether such grants are
made directly to an individual, or to a college or university on the individual’s be-
half.l Although the Act provides an exception to this rule, the primary way that
such scholarship funds can fall within that exception is for the sponsoring organiza-
tion to give up its ability to select the scholarship recipients. Instead, the commu-
nity foundation must appoint an independent advisory Committee to make those se-
lection decisions.2

1 Note that a 501(c)(3) organization (or other qualified organization) that can make scholarship
grants to individual students from a fund it holds on its own is prohibited by the Act from mak-
ing similar award decisions regarding a fund that it establishes with a community foundation.
Treating the two situations differently makes no logical sense.

2The Act provides another exception for funds that make distributions to only one organiza-
tion. However, this exception is unavailable in many situations, such as: (1) where the fund pro-
vides support for charitable causes other than scholarships, and distributions are therefore
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This results in two adverse consequences. First, the community foundation must
assume full responsibility for administering the scholarship program, including the
recruitment and appointment of advisory committee members unrelated to the spon-
soring organization, coordination of the committee’s meetings, and the handling of
all paperwork associated with the committee’s work. As a result of incurring this
additional burden, the foundation usually has to charge a higher administrative fee,
which naturally reduces the amount available for scholarships.

Second, and more importantly, this arrangement reduces the sponsoring organiza-
tion’s involvement in the scholarship selection process, and diminishes its members’
interest in contributing to a scholarship over which the organization has lost con-
trol. Although the Act permits the sponsoring organization to have some representa-
tion on the advisory Committee, such limited participation understandably reduces
the organization’s membership’s sense of satisfaction and level of support for “their”
scholarship fund. When one considers the large number of such scholarship funds
across the nation, the cumulative negative impact of such loss of support is quite
significant.

I would propose that the Act be amended to allow sponsoring organizations to
make scholarship award decisions relating to funds they have established with com-
munity foundations, provided that the grants are awarded in an objective and non-
discriminatory basis, as the Act requires.3 This would restore to these organizations
the incentive to continue funding the tens of thousands of scholarships that they
support each year, reduce the administrative burden on community foundations,
and ingrease the number of scholarship dollars available to deserving students na-
tionwide.

——

Statement of Chapman Trusts

The Chapman Trusts are a group of 12 trusts supporting 18 charitable, medical
and educational organizations in Oklahoma, Arkansas and Texas.! The trusts are
managed by independent fiduciaries and have provided consistent and responsive
support to their charitable beneficiaries since 1949. Because each of the twelve
trusts is a type III supporting organization, the following comments are confined to
those provisions of the Pension Protection Act2 (the “PPA”) affecting type III sup-
porting organizations.3

Introduction

Unlike type I and type II supporting organizations, whose governing boards are
controlled by or overlapping with those of the supported organizations, type III sup-
porting organizations have governing boards that are independent of those of their
supported public charities.! In order to demonstrate that a type III nevertheless has
a sufficiently close relationship with its supported organizations to justify its public
charity status, existing Treasury Regulations have required such organizations to
meet two tests: a “responsiveness test” and an “integral part test.” The responsive-
ness test requires that the supporting organization be responsive to the needs and
desires of its supported organizations, while the integral part test requires that the
support actually provided by the supporting organization is substantial and needed
by the supported organizations to conduct their charitable programs. Together,
these two tests ensure that, despite having independent management, the sup-
porting organization is operating closely with the supported public charities in much
the same way as a controlled subsidiary would.

We agree with the distinguished panelists at the Subcommittee’s hearing on July
24, including Steven T. Miller, Commissioner of the Tax Exempt and government
Entities Division of the Internal Revenue Service, and Steve Gundersen, President
and chief executive officer of the Council on Foundations, that in general the chari-

made to various charitable organizations; and (2) where the sponsoring group is informally orga-
nized, such as an alumni group for a local high school, and therefore has no bank account, finan-
cial officer, and so forth. In addition, channeling scholarship moneys through the sponsoring or-
ganization is often less secure than having the community foundation—with its substantial in-
ternal controls—handle the moneys and issue scholarship checks directly from the fund.

3Where the sponsoring organization is a 501(c)(3) organization (or other qualified organiza-
tion), the community foundation should be permitted to assume that the decisionmaking process
is carried out appropriately. In other cases, the community foundation can exercise due diligence
to ensure that the selection process complies with the necessary requirements.

ISee attached schedule of Chapman Trust beneficiaries.

2Pub. L. No. 109-280, 120 Stat. 780 (2006).

Each Chapman Trust is a state law charitable trust, exempt from taxation under IRC
§501(c)(3) and qualifying as public charity under I.R.C. § 509(a)(3)(iii).
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table sector is very compliant with the tax laws. We also acknowledge that there
are those in every sector, including our own, that will use whatever means are
available to enrich themselves, and that in recent years some have used type III
supporting organizations for improper personal gain. However, as was pointed out
numerous times during the Subcommittee’s hearing, the charitable sector is a vital
part of American society, and charitable organizations—including type III sup-
porting organizations—play an important role in healing the sick, educating our
young, caring for the aged and at-risk youth, and countless other important tasks
that the government alone cannot accomplish.

Several provisions of the PPA were aimed at supporting organizations generally
and type III supporting organizations specifically. It is no secret that some on the
Hill would solve the problem of abuse within the type III community by eliminating
all type III supporting organizations,* and many of the PPA provisions appear to
reflect this radical approach. For example, without attempting to delineate between
abusive and essential supporting organizations, the PPA jeopardized the private
foundation funding for all type III supporting organizations (and in some cases all
supporting organizations) by placing harsh penalties on private foundations that
fund certain type III supporting organizations. Similarly, without any evidence of
the extent or nature of the abuse of supporting organizations save a few anecdotal
media reports, the PPA included sweeping prohibitions on compensation of substan-
tial contributors to all supporting organizations, as well as reimbursement of ex-
penses they incur, that extend far beyond the restrictions placed even on private
foundations. Other provisions appear to have been hastily inserted, without much
idea as to how they would apply in practice, leading potentially to many unintended
consequences. And yet other provisions delegate to Treasury vast discretion to sub-
ject all type III supporting organizations to restrictive operating and payout require-
ments that would inhibit the ability of good organizations to provide support tai-
lored to the needs and desires of their supported public charities.

We submit that this is no way to strengthen and improve the charitable sector.
Instead, Congress should undo the misguided PPA supporting organization provi-
sions and direct the IRS to embark on a comprehensive program of enforcement of
the current regulatory standards. This would eliminate abusive supporting organi-
zations that are indirectly controlled by or providing private benefits to their donors
as well as organizations that do not have a close relationship of responsiveness and
dependence with their supported organizations. In addition to weeding out abusive
entities without uprooting effective organizations, such a targeted effort would pro-
vide Congress with information about the nature and extent of actual supporting
organization abuses so that, with input from compliant and constructive type Ills
and their supported public charities, Congress could enact an effective package of
legislative reforms that would not eliminate good organizations along with the bad.

Although piecemeal amendment of the PPA’s supporting organization provisions
cannot make up for the lack of information or absence of collaboration in the lead
up to their passage, it would nonetheless alleviate some of the difficulties these pro-
visions have caused or may cause for numerous supporting organizations that daily
contribute to the education, health and welfare of our communities. Following are
specific comments on some supporting organization provisions of the PPA offered in
response to your request for information regarding how the PPA’s new rules affect
charitable organizations and the difficulties arising in implementing PPA provisions.

Responsiveness

Two of the new provisions in the PPA are aimed at strengthening the responsive-
ness test in existing Treasury Regulations in order to ensure that an appropriately
close relationship exists between the supporting and supported organizations. In
current Treasury regulations, there are two alternative methods to satisfy the re-
sponsiveness test. The first alternative generally requires either that at least one
officer or board member of the supporting organization be appointed by or be one
of the supported public charity’s officers or governing board or that the officers or
board members of the supporting organization maintain a “close and continuous” re-
lationship with the officers or board members of the supported organizations. In ad-
dition, by reason of the relationship between the supporting and supported organiza-
tions’ leaders, the supported organization must have a “significant voice” in the in-
vestment policies of the supporting organization, the timing and manner of making
grants, the selection of grant recipients of the supporting organization, and other-

4See Charity Oversight and Reform: Keeping Bad Things from Happening to Good Charities:
Hearing Before the Senate Committee on Finance, 108th Cong., Staff Discussion Draft at 2,
at hitp://finance.senate.gov/hearings/testimony/2004test/062204stfdis.pdf
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wise directing the use of the income or assets of the supporting organization.5 The
second alternative, sometimes known as the “trust option,” allows type III sup-
porting organizations that are state law charitable trusts to meet the responsiveness
test if (i) the trust is a charitable trust under state law; (ii) each beneficiary is
named specifically in its governing instrument; and (iii) each beneficiary has the
power to enforce the trust and compel an accounting under state law.¢ Many type
IIT supporting organizations have been created as state law charitable trusts in con-
formity with this regulation.

The first of modification of the responsiveness test was the addition of new Code
section 509(0(1)(A), which requires supporting organizations to provide certain infor-
mation specified by the Treasury Secretary to each supported organization, such as
the supporting organization’s governing documents, its annual Forms 990 and 990-
T, and an annual report detailing the support provided to its supported organiza-
tions as well as a projection of support to be provided in the next year.” The provi-
sion of additional information about the supporting organization’s finances and ac-
tivities will enable the supported organizations to better monitor and supervise the
supporting organization and increase the ability of supported organizations to make
meaningful recommendations and requests of the supporting organization, and we
fully support this new requirement. In fact, since inception the Chapman Trusts
have provided the named beneficiaries annually with copies of the Trusts’ Forms
990 and statements of trust activity, including all trust income and disbursements
(trustee fees, consulting fees, and so forth.) and current trust asset values. Failure
to provide such information would be a factor in determining whether the sup-
porting organization meets the responsiveness test, allowing the IRS to deny type
IIT supporting organization status to abusive organizations that do not maintain the
intended close and responsive relationship with their supported organizations.

The second attempted modification of the responsiveness test fails for lack of clar-
ity and attention to the application of the rules to type Ills organized as trusts. sec-
tion 1241(c) of the PPA provides that for purposes of satisfying the requirements
for type III supporting organization status a trust shall not be considered to be oper-
ated in connection with a supported organization “solely because (1) it is a chari-
table trust under state law, (2) the supported organization . . . is a named bene-
ficiary of such trust, and (3) the supported organization . . . has the power to en-
force the trust and compel an accounting.”® The meaning of this provision is far
from clear. Standing alone it appears to be merely an accurate statement of the ex-
isting regulations: solely meeting the trust option of the responsiveness test has
never been sufficient to establish an “operated in connection with” relationship with
a supported organization, because the integral part test must also be met. In its
technical explanation, the Joint Committee on Taxation indicates that this provision
of the PPA means that type III supporting organizations organized as trusts “must,
in addition to present law requirements, establish to the satisfaction of the Sec-
retary that it has a close and continuous relationship with the supported organiza-
tion such that the trust is responsive to the needs or demands of the supported or-
ganization.”® We certainly affirm the value of a close relationship between the
trustees of a supporting organization and the leadership of its supported organiza-
tions. We have long maintained very close working relationships with the board and
officers of each of our supported public charities, and we believe this to be necessary
in order for us to fulfill our fiduciary duties under state trust law to these bene-
ficiary organizations.

We have heard that in some instances a type III trust has claimed it met the re-
sponsiveness test under the trust option while failing to ever inform its supported
organizations of its existence. This is clearly improper, and it is difficult to see how
such an organization could meet the integral part test, which must also be satisfied
before an organization can qualify as a type III supporting organization under cur-
rent regulations. As noted above, we fully support the addition of new Code section
509(f)(1)(A), which gives the IRS an additional tool to use to shut down these abu-
sive supporting organizations.

However, simply applying the other current alternative, the “close and continuous
relationship” option, to all type III charitable trusts, as the IRS seems poised to

5Treas. Reg. § 1.509(a)—4(i)(2)(ii).

6Treas. Reg. §1.509(a)-4(i)(2)(iii). State trust law varies by state. However, in Oklahoma,
trustees have a duty of loyalty to invest and manage the trust assets solely in the interest of
the beneficiaries, and a duty of impartiality to invest and manage the trust assets of multiple
beneficiaries impartially. Okla. Stat. tit. 60, §§175.65,175.66. In addition, private inurement to
emp§10yees, officers, directors and members of the governing board is prohibited. Okla. Stat. tit.
60, §301.8.

7PPA, §1241(b), 120 Stat. at 1102; Staff of the Joint Committee on Taxation, 109th Cong.,
Technical Explanation of H.R. 4, the “Pension Protection Act of 2006,” As passed by the House
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do,10 will not be appropriate in many type III trust situations. For example where
an independent institutional trustee holds the assets of the supporting organization,
it may be quite responsive to the needs and desires of the supported organization
with respect to the timing and manner of distributions even without a relationship
at the board level. Similarly, large institutional trustees typically neither seek nor
accept advice from supported organizations regarding their investment policies and
practices, but in other respects are very responsive to the needs and desires of the
type III trust’s supported organizations. Even the Panel on the Nonprofit Sector, a
group which lacked sufficient representation of type III supporting organizations,
recognized (and twice specifically noted) the need to adapt any application of the
existing close and continuous relationship option to type III trusts.11

Section 1241(c) of the PPA, as drafted, is ambiguous and does not give type III
supporting organizations or the Treasury sufficient direction. We suggest that Con-
gress repeal section 1241(c) of the PPA and instead direct Treasury to require that
the trust option of the responsiveness test in current Treasury Regulations be
amended to require the supporting organization’s trustees or, in the case of inde-
pendent institutional trustees, appropriate trustee employees or representatives to
maintain a close and continuous relationship with the officers, directors or trustees
of each supported organization and that, subject to state law fiduciary duties, the
trustees of the supporting organization give each supported organization the oppor-
tunity to have a significant voice in determining the recipients of, timing of, and
manner of making the organization’s grants.

Minimum Payout

Section 1241(d) of the PPA directs Treasury to promulgate new regulations requir-
ing non-functionally integrated type III supporting organizations to pay out annu-
ally a percentage of assets or income for the use of the supported organization to
ensure a significant amount is paid to such organization.!2 Although it may be easi-
est for Treasury to simply apply the highest payout rate justifiable under current
law—the 5% of asset value nonoperating private foundation payout requirement—
such an approach ignores the significant difference between effective supporting or-
ganizations and private foundations. Perhaps the most significant feature of a sup-
porting organization differentiating it from a private foundation is its close affili-
ation with its supported charities rather than with its donors. Private foundations
and donor-advised funds are donor-focused vehicles, providing flexible mechanisms
for donors to meet various philanthropic goals by funding any number of charitable
organizations in any given year. They are not required to designate specific bene-
ficiary organizations, and therefore have the ability to pick and choose from a poten-
tially unlimited pool of beneficiary organizations each year. The amount of support
they provide to particular organizations can vary widely from year to year according
to the shifting priorities of the foundation’s management; often private foundation
funding is given only for a single project or for a few years.

Supporting organizations, by contrast, are intended to be charity-focused entities,
whether they are created by the supported charities themselves or by interested
benefactors. A large measure of donor discretion is forfeited when the supporting or-
ganization relationship is created, binding the supporting organization to its des-
ignated supported public charities, often in perpetuity and excluding the donor from
even an indirect control relationship.!3 In the case of type III supporting organiza-
tions, the supported public charities must be specifically named in their organizing
documents—thus ensuring an ongoing relationship between a supporting organiza-
tion and specific supported organizations.!4 Although, the type III relationship has
been identified as the “loosest” of the three supporting organization relationships,
it is still much closer than the typical relationship between a private foundation (or
even a donor advised fund) and its grantees. Unlike the typical private foundation,

10See Advanced Notice of Proposed Rulemaking, Payout Requirements for Type III Sup-
porting Organizations That Are Not Functionally Integrated, 72 Fed. Reg. 42,335, at 42,339
(Aug. 2, 2007).

11Panel on the Nonprofit Sector, Strengthening Transparency Governance Accountability of
Charitable Organizations: A Final Report to Congress and the Nonprofit Sector 45-46 (2005).

12PPA, §1241(d), 120 Stat. at 1103; JCT Technical Explanation, supra note 7, at 360. A non-
functionally integrated type III supporting organizations is defined as a “type III supporting or-
ganization which is not required under regulations established by the Secretary to make pay-
ments to supported organizations due to the activities of the organization related to performing
the functions of, or carrying out the purposes of, such supported organization.” IR.C.
§4943(£)(5)(B).

13 Treas. Reg. § 1.509(a)-4(d).

14Treas. Reg. § 1.509(a)-4(d)(4).
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a supporting organization acts as an integral part of its designated supported orga-
nizations, consistently providing functional or financial support over the long term.

This consistent, long-term support provided by a supporting organization is a sig-
nificant advantage to its supported public charities. When beneficiaries have a reli-
able, sustainable source of support they are able to focus more time and energy on
fulfilling their charitable mission instead of constant fundraising. In addition, a
long-term relationship of support with a supporting organization, like having a per-
manent endowment, allows beneficiaries to conduct long-term research and initiate
programs on which their service populations can rely without fear of interruption.
Many public charities prefer predictable, sustainable and increasing distributions
from a dedicated supporting organization rather than short-lived—even if large—
distributions from private foundations and the uncertainty of hand-to-mouth fund-
raising.

Because type III supporting organizations are relied upon by their supported orga-
nizations as a source of long-term support for their charitable programs—much as
an endowment would be—any fixed payout requirement should be set so as to pre-
serve the supporting organization’s ability to continue to provide comparable levels
of support in the future. The benefits of a permanent endowment are not a novel
discovery; they are age-old and well-documented. Like a permanent endowment, a
supporting organization can provide beneficiaries with a reliable source of support
that ensures financial stability and security even in fluctuating market conditions.
Historically, inflation has averaged approximately 3 percent per annum. For a per-
manent endowment to maintain its inflation-adjusted value, the principal must be
permitted to grow by that much each year. At least one empirical study has dem-
onstrated that a 5 percent annual distribution rate exposes the portfolio to a high
probability of failing to meet that objective.15

The key to preserving a supporting organization’s ability to provide consistent
support for its supported organizations and their charitable activities is to select a
minimum percentage payout rate that is sustainable—thus assuring undiminished
purchasing power of the long-term support to the supported organizations. Some
have suggested that a rate of between 4 to 4.25 percent would strike an appropriate
balance between Congress’s stated goal of “ensuring that a significant amount is
paid” out annually and the desire of many non-functionally integrated supporting
organizations and their supported organizations to maintain undiminished support
in perpetuity. Indeed, where there are payout requirements in the Code supporting
the operation of charitable programs, they are set at rates lower than the 5 percent
minimum payout rate for private foundations. For example, some medical research
organizations are required to pay out 3.5 percent annually, and even this require-
ment applies only if less than half of their assets are used directly and continuously
in their medical research activities.1® Similarly, private operating foundations are
required to pay out a maximum of 4.25 percent annually, and even less in any year
in which their adjusted net income falls below 5 percent.1” These payout rates allow
the organizations to support their current operations at a level commensurate with
their assets without precluding increases in principal sufficient to support future op-
erations in the face of inflation. Payout rates for supporting organizations should
similarly enable them to provide funding for the charitable programs of the sup-
ported organizations both now and in the future.

In addition, because most public charity beneficiaries of supporting organizations
prefer predictable, sustainable, and increasing distributions rather than distribu-
tions that may vary widely from year to year, the regulations creating a new annual
minimum distribution amount should allow for the value of the supporting organiza-
tion’s assets to be calculated as an average over the prior 3 or 5 years, rather than
over the prior year, as is the case for private foundations. Using the average fair
market value for the immediately preceding twelve or twenty quarters would
smooth the effects of market volatility—thereby moderating the year-to-year vari-
ance in supporting organization required distributions.

This could be accomplished by providing two different methods for calculating the
annual minimum distribution amount. The first method could simply multiply the

16 Treas. Reg. § 1.170A-9(c)(2)(v)(b).

17The regulations require a private operating foundation to spend “substantially all” (defined
as 85%) of the lesser of its adjusted net income or the general private foundation 5% payout
requirements; 85% of 5% is 4.25%. Treas. Reg. §53.4942(b)-1(a)(1)(ii),—1(c). A private operating
foundation must also meet an endowment test, a support test, or an asset test. If it opts to qual-
ify under the “endowment test,” it must normally spend at least two-thirds of the normal private
foundation 5% payout (i.e., 3¥5%) on the direct conduct of its charitable activities, regardless
of its adjusted net income. Treas. Reg. §53.4942(b)-2(b)(1). However, if it instead meets the sup-
port test or the asset test, it need never spend more than 85% of its adjusted net income for
the year.
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applicable percentage by the fair market value of assets at the immediately pre-
ceding fiscal year-end. The second method could multiply the applicable percentage
by the average fair market value of assets over the immediately preceding twelve
or twenty quarters. The first method provides a simple straightforward calculation
formula that would lessen the burden of compliance and enforcement. Although a
bit more difficult to calculate, the second method creates an important hedge for the
supported beneficiaries against sudden downward shifts in the market. A smoothing
mechanism similar to the one proposed would protect similarly situated bene-
ficiaries, their employees, and the persons and communities they serve from large
drops in annual funding due to a plunge in financial markets. For example, if there
were a large drop in the value of the supporting organization’s assets in 1 year, and
the asset values recovered during the following year or two, the required distribu-
tions to supported organizations would remain relatively stable, decreasing only
moderately, if at all, after the downturn and increasing moderately during the up-
swing. Using an average asset value over 3 to 5 years to calculate the minimum
distribution amount thus makes it easier for the beneficiaries to project future dis-
tributions and plan accordingly—thereby increasing financial stability for the bene-
ficiary organizations.18

Although some have questioned the wisdom of perpetual existence of supporting
organizations, perpetual support from a supporting organization can provide a
transformative base from which the supported beneficiaries can advance their chari-
table purposes. With the assurance of annual distributions to sustain vital programs
and operations, a supported beneficiary can gradually evolve from a paycheck-to-
paycheck operation with a good idea to become a regional or national leader in its
philanthropic endeavors because it has the economic wherewithal to implement its
vision. Often private foundations will provide seed money for an innovative philan-
thropic project but do not want to provide ongoing grants to carry on operations.
Instead, private foundation funders will move on after a few years, funding the next
organization with the next good idea. A supporting organization, however, is de-
signed to operate hand-in-hand with the supported charities, providing sustaining
support while protecting the corpus so that the charitable operations of the sup-
ported organizations can continue indefinitely.

Thank you for providing exempt organizations with an opportunity to comment
on the hardships and uncertainties created by the PPA. It is unfortunate that the
provisions were never discussed in a bipartisan manner nor made the subject of
Committee hearings where they could be debated and commented on by those with-
in the sector. If you should have any questions regarding the above, please feel free
to contact me at (918) 582-5201.

CHAPMAN CHARITABLE TRUSTS
2005 & 2006 DISTRIBUTIONS

ARKANSAS 2006 2005
John Brown University $3,370,292.45 $2,871,868.28
Arkansas Total $3,370,292.45 2,871,868.28

OKLAHOMA—Tulsa

The University of Tulsa

St. John Medical Center

Tulsa Area United Way

Holland Hall

Tulsa Psychiatric Center

Well Baby Clinic (PPOAEO)

Family & Children’s Services

Tulsa Community Foundation

(for McFarlin Pediatric Healthcare Fund)
Tula Foundation for Healthcare Services (Bedlam Clinic)
St. Simeon’s Episcopal Home

Oklahoma—Tulsa Total
OKLAHOMA—OElahoma City

$25,461,323.39

23,317,041.17

Oklahoma Medical Research Foundation
The Episcopal Diocese of Oklahoma

Oklahoma—Oklahoma City Total
TEXAS

9,522.975.14 6.274,307.40
1,439,000.00 630,000.00
2,538,289.00 2,054,362.50
750,470.00 684,439.04
235,000.00 234,521.00
205,000.00 205.,000.00
200,000.00 300,000.00
310,000.00 300,000.00
67,703.00 61'341.92
$40,729,760.53 34,361,013.03

$11,123,031.90
748,415.00

10,197,223.96
683°032.04

Trinity University
Presbyterian Children’s Homes and Services
St. Mary’s Hall

$11,871,446.90

$14,865,632.31
752,501.00
374,648.33

110,880,256.00

13,681,844.45
684,250.84
359,393.36
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Southwest Foundation for Biomedical Research 187,324.16 129,696.68
Southern Methodist University (fbo McFarlin Audito-
rium) 208 525.00 191,243.33
Texas Total $16,388,630.00 15,046,428.33
GRAND TOTAL $72,360,129.88 62,859,565.64
——

Statement of Community Foundation of Western Massachusetts

These comments are submitted on behalf of the Community Foundation of West-
ern Massachusetts, an administrator of scholarship funds for students from the
western Massachusetts region it serves. They are directed at the provisions of The
Pension Protection Act of 2006 (P.L. 109-280) which prohibited scholarship grants
from donor advised funds unless certain procedures are followed which completely
remove control of the award process from the donors.

For community foundations such as ours, with dozens of such funds, these provi-
sions make their administration so awkward and burdensome as to reduce our in-
centive to accept them, and they reduce substantially the always tenuous incentive
of donors and their families to create them. The big picture is that donors are not
required to be generous, their generosity is good for our society, the use of an in-
come tax deduction is a substantially leveraged investment by the government in
encouraging that generosity, and the administration of that deduction should not be
constructed in such a way as to be counterproductive. Crafted supposedly to prevent
a few abuses, the provisions of the Act hardly qualify by this standard.

The Community Foundation of Western Massachusetts helps 1,000 students from
the Pioneer Valley go to college each year with $2 million from 100 scholarship
funds. Forty-one of these were classified as donor advised funds under the Act and
required extensive consultations with their donors in order to make the changes re-
quired to comply with it. The donors to seventeen of them opted out, and many, un-
fortunately, will never be heard from again. The award process for the remaining
twenty-four went from being personalized, often family centered opportunities for
pioneering community engagement to impersonal, assembly line selection forced
marches dictated by the tyranny of a majority selected by us. One can conceive of
many relatively non-conventional students who should be given educational opportu-
nities but would be chosen only by a persistent few who wish to champion their
cause. Diversified decisionmaking is essential.

Prior to these provisions, we had in place what we thought were adequate safe-
guards against private inurement and self-dealing, and we know of no abuses that
would have been prevented by these changes.

As these provisions are reconsidered, we make several drafting suggestions re-
specting the scholarship fund exception to the prohibition of grants to individuals
from donor advised funds:

Oversight Subcommittee, House Ways and Means Committee, July 30, 2007, Page
Two

1. The definition of “donors” who must not control the scholarship selection proc-
ess should be clarified:

e to eliminate pre-occupation with de minimus problems. A $1,000 per year
minimum donation, indexed yearly, could easily allow most donors to partici-
pate without sacrificing material safeguards against abuse;

e to exclude donors who advise only as to the amount to be distributed each
year, and not as to the recipients (the law appears to include both);

e to exclude deceased donors so that descendants are not excluded from partici-
pating as advisors;

e to exclude the members of donor organizations, particularly non-profits (e.g.
the Latino Scholarship Association).

2. In addition, the burden of preventing abuse should be shifted from admin-
istering organizations to offending donors by the use of a safe haven. If, for
example, donors who participate in the scholarship selection process provide
written certifications that neither they nor members of their families or others
appointed by them receive any benefits, direct or indirect, from the awards
made, the administering organization should be relieved of responsibility for
false certifications, and such donors should be allowed to participate in the
same way they did prior to the passage of the Act. Increasing the penalties for
such false certifications, then, with appropriate enforcement activity, could pro-
vide the same level of safeguard against abuse without discouraging the over-
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whelming number of generously well-intentioned donors from achieving their
charitable goals that benefit all of us.

In short, strengthening the processes available before the passage of the Act could
greatly reduce the incidence of abuse while still preserving the same incentives to
be generous in ways that are highly beneficial. As the Oversight Subcommittee re-
views the trail left by the Pension Protection Act of 2006, we hope these simple
correctives can be considered.

———

Statement of DLA Piper

On behalf of various exempt organizations, I appreciate this opportunity to submit
comments on issues pertaining to the impact of the exempt organization provisions
in the Pension Protection Act of 2006 (“PPA”). These comments relate specifically
to section 4958(c)(3) of the Internal Revenue Code as added by section 1242 of the
PPA (the “excess benefit transaction” provision).

Prior to the enactment of section 1242 of the PPA, the Code provided that sup-
porting organizations may not pay compensation to so-called “disqualified persons”
that is excessive or unreasonable. Under this approach, Congress recognized that
supporting organizations should be permitted to hire the best qualified service pro-
viders to support their activities, and that as long as the compensation for those
services is within acceptable guidelines, it should not matter who the service pro-
vider is. This is especially true in the case of Type I supporting organizations which
are controlled by the public charities which they support and are therefore protected
from potential overreaching by those who create and fund them.

Under section 1242, however, arrangements between supporting organizations
and disqualified persons that are within previously acceptable guidelines, including
arrangements that had been subject to prior approval by the IRS, are no longer per-
mitted.

The PPA provision simply goes too far. As the Tax section of the American Bar
Association stated in a letter to the Chairs and Ranking members of the tax writing
Committees dated February 3, 2006 commenting on some of the pending charitable
provisions that were later incorporated in the PPA, specifically with respect to this
section “... we believe that the bill should not address operations of Type I and II
supporting organizations. We support the recommendations of the Panel on the
Nonprofit Sector to prohibit payment of grants, loans, and compensation by Type
IIT supporting organizations to or for the benefit of a donor or related party. We do
not support the bill’s much broader prohibition applicable to Type I and Type II or-
ganizations, which are controlled by the public charities that they support. The ex-
isting intermediate sanctions law already imposes excise taxes on improper trans-
actions involving Type I and Type II supporting organizations. We submit that S.
2020 [the then pending Senate vehicle for charitable reforms] should not go beyond
existing law with respect to such organizations.”

In fact, the PPA provision actually imposes a more stringent restriction on sup-
porting organizations than exists for private foundations, which would continue to
have an exception from the disqualification rules for reasonable and necessary ex-
penses. There is no sound basis for allowing private foundations the flexibility to
hire the most qualified service providers, while denying that right to supporting or-
ganizations that are controlled by public charities.

For these reasons, I respectfully submit that Congress modify the PPA provisions
by limiting its application to Type III supporting organizations as follows:

Proposed amendment to section 1242 (“Excess Benefit Transactions”) of
H.R. 4, the Pension Protection Act of 2006.

On page 891 of H.R. 4, the Pension Protection Act of 2006, in section 1242 (excess
benefit transactions involving supporting organizations) in part (b) (which adds a
new section (3) to Code section 4958(c) of the Code captioned “Special Rules for Sup-
porting Organizations”, rewrite subsection (A) of new section (3) to read as follows:

“(A) IN GENERAL.— In the case of any type III supporting organization (as de-
fined in section 4943(f)(5)(A)) which is not a functionally integrated type III sup-
porting organization (as defined in section 4943(f)(5)(B))—"

——
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John Templeton Foundation
West Conshohocken, Pa 19428
August 6, 2007

Congressman John Lewis, Chairman

Subcommittee on Oversight, Committee on Ways and Means
U.S. House of Representatives

1102 Longworth House Office Building

Washington, D.C. 20515

Dear Chairman Lewis:

On behalf of the John Templeton Foundation, please accept my sincere apprecia-
tion for the opportunity to offer written comments in regard to the provisions relat-
ing to ta)x-exempt organizations found in the Pension Protection Act of 2006 ( P.L.
109-280).

I am the Chairman of the Board of trustees of the John Templeton Foundation;
a private, family foundation located outside Philadelphia, Pennsylvania. We have
actively been following the charitable reform dialog of the Senate and House over
the last few years and embrace the spirit of accountability and transparency behind
the overall effort. However, we are concerned that many of the recently enacted pro-
visions may have the effect of treating a perceived symptom rather than a real part
otl‘ the problem, working to improve enforcement of the laws that are currently in
place.

Although we believe that there are a number of areas in the Pension Protection
Act of 2006 ( 2006 PPA) that deserve additional consideration, we would respectfully
offer comment in three areas: Private Foundation Excise Taxes, Tax on Net Invest-
ment Income and Grants from Private Foundations to Supporting Organizations.

Private Foundation Excise Taxes

Currently, Code sections 4941 to 4945 impose taxes on private foundations who
engage in acts of self dealing with “disqualified persons”, who fail to distribute a
minimum amount of their assets each year as Qualifying Distributions, who have
“excess business holdings”, who maintain investments that are considered to jeop-
ardize the foundation’s charitable purpose and who have expenses that are con-
strued as “taxable expenditures”. With these sections as a part of the existing Inter-
nal Revenue Code, we are concerned that the new provisions serve a purely revenue
raising function rather than enhancing the enforcement of current policy.

In addition, the Internal Revenue Service does not have the ability of abating the
initial tax imposed on disqualified persons as a part of a self-dealing transaction due
to reasonable cause. This is not consistent with the imposition of other excise taxes.
We believe that if additional excise taxes are imposed on disqualified persons with
respect to self-dealing transactions that the Internal Revenue Service should have
the discretion to waive these penalties for cause as with other excise taxes. We feel
that if a Foundation Manager has followed the rebuttable presumption procedures
found in section 4958 of the Internal Revenue Code when entering into a trans-
action that involves payment of compensation to a disqualified person that the man-
ager should not be subject to penalty.

Taxation of Charitable Use Assets

Code section 4940 imposes an excise tax on the net investment income of a private
foundation. At present, this definition does not include capital gain or loss from the
disposition of property used to further an exempt purpose. The 2006 PPA would
allow for the inclusion of the gains and losses from charitable use property in the
calculation of excise tax with the only exception being the deferral of tax in a like
kind exchange. This appears to be inherently contrary to the intention and purpose
of charitable legislation dating back to the initial granting of tax exempt status in
the late 1800’s.

We have seen over the history of the charitable community the way in which it
has been able to respond to the needs of the citizens of the United States in a timely
and impactful manner. We have certainly seen this in the wake of Hurricanes
Katrina, Rita and Wilma. The charitable community works hand in hand with the
government in so many areas to provide the resources, training and education need-
ed to impact humanity. Further taxation of charitable use assets only limits the
ability of the charitable community to focus on the work identified in its mission
with no corresponding result other than the generation of revenue.

We believe that the charitable community has an important role in America and
do not want to see a trend like that of countries like France who do not encourage
philanthropy or work it into the fiber of their legislation. In addition, in an environ-
ment where we work to reduce administrative expense and costs through cost effec-
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tive fiscal management tools and policies directed by governing by-laws and charter
as well as the Internal Revenue Code, it appears that many of these provisions will
only add to the operational burdens and non-charitable expenditures of private foun-
dations not make them more efficient.

The budget of the Internal Revenue Service’s Exempt Organization division,
which is responsible for the oversight and enforcement of the charitable community,
is approximately $ 50 million dollars annually. Initially, it was the intention of Con-
gress that the excise taxes on the books prior to the 2006 PPA fund this division
of the IRS. Prior to the modification of the excise taxes in the 2006 PPA, the excise
tax on private foundations brought in eight times the annual budget of the Exempt
Organization division. Therefore, we do not understand the revenue component be-
hind the taxation of charitable use assets as its funds will not be directed to the
charitable community. Although we recognize that the tax moneys raised are not
specifically matched with those from whom they are collected, it does appear con-
tradictory to the intent and purpose of the Charitable sector.

Grants from Private Foundations to Supporting Organizations

Both the Senate Bill, section 345, and House Bill, section 1244, attempt to narrow
a private foundation’s ability to make qualifying distributions in accordance with
section 4945 of the Internal Revenue Code to supporting organizations. We recog-
nize that the House’s bill further defines the restriction to Type III supporting orga-
nizations that are not functionally integrated and Type I, Type II and Type III func-
tionally integrated organizations where a disqualified person of the private founda-
tion directly or indirectly controls the supporting organization.

We have searched our resources and do not understand the motivation behind
these changes and cannot identify any specific abuses that support a legislative
change of this magnitude. Over the past 2 years, we have worked with a Type I
supporting organization and have found it to be administered with an extremely
high level of responsibility and fiscal management. It enables academics, scientists
and researchers whose work falls within the mission of the Foundation and whom
we are interested in supporting to conduct their studies and work as a collaborative
network outside the direct influence of the Foundation. As an organization, we are
working to bring together the scientific and religious communities to have measur-
able impacts on Humanity in areas like Spirituality and Health, Cosmology, Char-
acter Development, Enterprise Based Solutions to Poverty, Genius Research and
Free Enterprise. It is imperative that we have the ability to encourage and support
collaboration, which we believe is the backbone to modern philanthropy, by allowing
these scientists and religious leaders to come together in an environment that is
free from “perceived” bias. Provisions such as the restriction of grants by private
foundations to supporting organizations constrain the ability of organizations to pro-
mote research that could bring about positive change and new learning. We respect-
fully believe that this is not the intention of Congress and strongly support reconsid-
eration of these provisions.

Again, we thank you for the opportunity to share our thoughts with the Com-
mittee and for our voice to be heard. We are proud to be members of the charitable
community and believe that it is a community whose members embody integrity and
responsible stewardship as each entity recognizes the duties and honor that come
with the oversight and use of charitable assets. We believe that the sensational ac-
counts that are represented in the media with regards to the charitable community
represent a very small minority of the sector and not the norm. If you require any
additional information with regard to our comments, we would be pleased to be re-
sponsive and to work with you, your staff and Committee.

Sincerely,
Dr. John M. Templeton, Jr.
Chairman, Board of Trustees



161

Ewing Marion Kauffman Foudation
Kansas City, Missouri
August 6, 2007
Hon. John Lewis, Chairman
Subcommittee on Oversight, Committee on Ways and Means
United States House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20525

Dear Chairman Lewis:

I submit this letter as the General Counsel and Secretary of the Ewing Marion
Kauffman Foundation, a private foundation in Kansas City, Missouri with a philan-
thropic mission focused on entrepreneurship, math and science education, and the
Kansas City region.

This letter is in response to the Subcommittee’s request for comments regarding
the Pension Protection Act of 2006, P.L. 109-280 (“PPA”). More specifically, these
comments address two aspects of the PPA—those that altered how private founda-
tions may interact with supporting organizations and that imposed a new tax on
capital gains from sale of property used in charitable activity.

Private Foundations and Supporting Organizations

Until the PPA, the Internal Revenue Code (“IRC”)! allowed private foundations
to treat supporting organizations under §509(a)(3) in the same manner as other
public charities. This allowed private foundations to rely on determinations by the
Internal Revenue Service for purposes of making qualifying distributions under IRC
§4942 and for presumptions that grants to supporting organizations were not tax-
able expenditures under IRC §4945. The PPA changed those rules and, in doing so,
imposed unnecessary risks and burdens on those private foundations still willing to
make grants to supporting organizations.

We have three fundamental concerns about this provision of the PPA. First, it im-
poses administrative burdens on the financial and time resources of supporting or-
ganizations and foundations still willing to interact with supporting organizations,
but the diversion of resources does not seem to carry a corresponding benefit. Sec-
ond, it presumes that exercising expenditure responsibility is not adequate when
private foundations deal with certain types of supporting organizations, which pre-
sumption is contrary to longstanding policy and practical experience.2 Third, it po-
tentially forces private foundations to choose between (a) making payments to fulfill
existing commitments to supporting organizations and risk excise taxes or (b) not
making those payments and risk breaching obligations to the supporting organiza-
tions and the loss of the corresponding programmatic opportunities.

In order to make payments to supporting organizations, even on commitments
that predate the PPA, private foundations that still want to interact with sup-
porting organizations must undertake additional due diligence not previously con-
templated.3 If the supporting organization is a type III, that due diligence can be
extensive, intrusive for all involved (the foundation, supporting organization, and
the supported organization), costly, and time consuming. There does not seem to be
a corresponding benefit, and there is a certain irony in the reality created by the
PPA that it is easier for a private foundation using expenditure responsibility to
make legitimate, charitable grants to General Electric, Time Warner or the Trump
Organization than it is to a supporting organization declared by the IRS to be chari-
table. Under the PPA, even exercising expenditure responsibility under IRC §4945
for grants to some supporting organizations is not enough for the grant to be a
qualifying distribution.

The operating presumption under this provision of the PPA appears to be that

1Except as otherwise noted, section references to the IRC are to the Internal Revenue Code
1986, as amended.

2The PPA prevents private foundations from treating as qualifying distributions payments
they make to Type III supporting organizations (unless functionally integrated) or to any sup-
porting organization in which a disqualified person with respect to private foundation grantors
controls the supporting organization or its supported organization. In addition, the PPA further
penalizes such payments if the grantor fails to exercise expenditure responsibility.

3 Determination letters from the IRS prior to the PPA generally acknowledge whether an orga-
nization is a public charity under IRC §509(a)(3), but such letters offer no guidance as to wheth-
er the supporting organization is considered a type I, II, III functionally integrated, or III non-
functionally integrated. These distinctions are crucial under the PPA, and the burden is ulti-
mately on private foundations to spend the time and incur the expense of making these distinc-
tions or deciding to rely on the grantee’s assessment (which itself involves time and money).
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supporting organizations are rife with and inherent tools for abuse.* While I do not
suggest that abuse has not existed, the PPA seems to have gone to extremes in as-
suming that all such organizations are abused and that private foundations are the
primary abusers, particularly if there is overlap of disqualified persons among the
foundation and the supporting organization.

Our experience with supporting organizations is quite different. We have seen
first hand how universities can effectively use supporting organizations as a legiti-
mate vehicle to expand and supplement their educational missions. However, we
also have now experienced how the PPA forces these organizations to redirect
money and time from their charitable and educational activities to convincing pri-
vate foundation grantors that they are in compliance with the PPA. This can even
involve expense associated with engaging extra legal and accounting services. This
is not an effective or productive use of charitable resources, which the foundation
also spends directly to undertake its own analyses to ensure compliance with the
PPA or indirectly through the supporting organization’s efforts to do so. Any benefit
deriveddfrom these aspects of the PPA seems to be far outweighed by the burdens
imposed.

This provision of the PPA also appears to apply to any payments by private foun-
dations, including subsequent payments on grant commitments made prior to any
discussions of the PPA much less its enactment. This has the potential of imposing
an ex post facto burden on foundations of choosing between complying with the law,
thereby risking breach of contract, or accepting consequences for knowingly deciding
not to comply. I am not aware that any supporting organization grantee has been
forced to sue a private foundation to enforce a pre-PPA commitment, but the sce-
nario is plausible. At a minimum, the law should not apply to payments made pur-
suant to written agreements in effect on the effective date of the law.

If the need for reform in the relationship between private foundations and sup-
porting organizations was so dire, requiring expenditure responsibility may have
been an adequate step. If the prevailing belief is that more is necessary, expenditure
responsibility coupled with pass-through requirements would have been a more
measured response than that presented in the PPA. Even those steps, however,
would not necessarily have reduced abuses of supporting organizations by individ-
uals not connected with private foundations.

Taxation of Charitable Use Assets

The PPA also expanded the definition of “net investment income” under IRC
§4940 to impose a new tax on private foundations when they sell property that they
used in charitable activity, unless there is a certain like-kind exchange. Taxing
gains from the sale of charitable use property has arguably breached a sacrosanct
policy that respected charitable activity by treating such gains differently from in-
vestment gains. Whether this is a one-time breach or a slippery slope is unclear.
The fact that the breach has occurred at all is significant, particularly because the
breach seems on the surface to have been motivated solely by the desire to raise
revenues without a clear policy rationale. In fact, many have questioned the policy
rationale for having imposed the tax before the PPA, particularly when the revenue
raised has not been used for the intended purpose of funding sector-based activity;
increasing the tax base is a change in the wrong direction.

Even without considering the policy implications, the new tax denies the use of
these dollars for charitable purposes and imposes an additional layer of strategic
complexity on those evaluating whether to sell or purchase charitable use property.
The policy threat raised by taxing income from the sale of charitable assets used
in charitable activities is far more dangerous.

These two components of the PPA are complex and they appear intended to ad-
dress complicated issues. Unfortunately, they are also unduly burdensome in impos-
ing monetary and time demands that seem disconnected from the problems Con-
gress may have been seeking to address and, in the process, they imposed their own
problems for the charitable and philanthropic sectors.

Mr. Chairman, we applaud the Subcommittee’s willingness to hold hearings and
solicit comments on the efficacy of the PPA, and we are pleased to submit these
comments for the Subcommittee’s consideration.

Respectfully,

John E. Tyler III
General Counsel and Secretary

———
4The paucity of hearings prior to passage of the PPA forces an unusual degree of speculation,

including about the extent to which current laws and regulations are not adequate to address
the problems that might exist with the use and operation of supporting organizations.



163

Statement of Food Donation Connection

These comments call attention to a technical correction needed to the charitable
giving incentives created by recent tax legislation found in H.R. 4, the Pension Pro-
tection Act of 2006, section 1202— “Extension of Modification of Charitable Deduc-
tion for Contributions of Food Inventory”. This correction would bring the provision
in line with the original intent of Congress to encourage food donations by all busi-
ness entities.

Food Donation Connection (FDC) coordinates the donation of wholesome prepared
food from restaurants and other food service organizations to local non-profit agen-
cies that help people in need. Federal Tax Code (IRC Section 170(e)(3)) has provided
an incentive for C corporations to donate their food inventory since 1986. Since its
founding in 1992, FDC has been involved in the effort to pass charitable giving in-
centives for food donations for all business entities and is currently working with
several restaurant companies that have agreed to donate food if this issue is re-
solved. FDC has coordinated the donation of over 110 million pounds of prepared
food for companies like Yum! Brands (Pizza Hut, KFC, Taco Bell, Long John Sil-
ver’s, A&W) and Darden Restaurants (Red Lobster, Olive Garden, Smokey Bones).
We currently coordinate donations from 7,000 restaurants to 3,500 non-profit agen-
cies nationwide.

In our discussion with Yum! Brands franchisees about the charitable giving incen-
tives contained in H.R. 4 (Pension Protection Act of 2006, which extended the provi-
sion of H.R. 3768 (KETRA) to December 31, 2007) we discovered an issue in the
Tax Code that negate the tax savings for S corporations that donate food. Individual
S corporation shareholders may not be able to take the deduction for the donation
of food inventory, depending on their basis in the corporation. In working with S
corporations we have learned the following:

e S corporation income is distributed to each shareholder based on each share-
holder’s ownership percentage and therefore the deductibility of the deduction
depends on each shareholder having sufficient basis (i.e. ‘at risk’ IRS rule) in
the company to permit deduction at the individual level.

e S corporations make ongoing distributions to shareholders rather than retain
excess funds in the company and therefore S corporation shareholders have no
basis (i.e. distributions reduce basis).

e As a result, S corporation shareholders do not believe they are entitled to a tax
deduction and do not benefit from recent tax law changes and are therefore not
motivated to donate.

Under this current situation, the shareholder basis rule trumps the intention of
Congress to extend the special rule for certain contributions of food inventory to S
cor;zor)‘(at)i;)ns (H.R. 4 extension of H.R. 3768 Sec.305, which modified IRC section
170(e)(3)).

To remedy this situation, a technical correction could be made to the language of
H.R. 4, the Pension Protection Act of 2006. The following wording would be added
to H.R. 4 section 1202:

(¢) In General—section 170(e)(3)(C) of the Internal Revenue Code 1986 (relating
to special rule for certain contributions of inventory and other property) is amended
by redesignating (iv) as (v) and inserting after (iii) the following new paragraph:

(iv) S corporation BASIS LIMITATION—In the case of food contributions from S
corporations, limitations on individual shareholder’s deductions due to shareholder
basis (section 1366(d)(1)) on stock and debt do not apply. However, shareholder’s
basis continues to be adjusted consistent with section 1367(a).’

The immediate impact of this change would mean that over 721 restaurants in
26 states would be eligible for this deduction for donating food, and therefore willing
to donate. See the list below for additional details.

It is the intent of Congress to address the needs of Americans by providing valu-
able resources to charitable organizations. This technical correction would fulfill the
original intent of the legislation by allowing S corporations to take advantage of this
charitable deduction for contributions of food inventory.
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Thank you for considering these comments.

Subchapter S Corporation Shareholder Basis Example

The following example of how an S corporation treats income distributions and
deductions is provided by Rage, Inc, a 100 restaurant Pizza Hut franchise.

Average annual profit per restaurant $65,000

Shareholder Basis at the beginning of the year $0

Shareholder Basis at the end of the year $65,000 (same as profit)
Dividend distribution at end of year $65,000

Taxable Income to Shareholders $65,000

Shareholder basis after Dividend Distribution returns to $0

If a restaurant donates wholesome food that results in a deduction of $1,000 they
are faced with two alternatives:

1. If the dividend (profit) distribution remains $65,000 this creates an actual divi-
dend distribution of $64,000 and would trigger a $1,000 capital gain to the share-
holder.

2. The dividend distribution to the shareholder is reduced to $64,000.

Both alternatives lack the incentive to donate food that is intended by Congress
for all business entities.

For S corporation shareholders to receive the intended incentive for do-
nating food the deduction must be basis neutral and exempt from the ‘at
risk’ IRS rules.

Yum! Brand Franchisees Willing to Donate with S Corp Basis Cost Resolution

The passage of H.R. 4 has roused the interest of many Yum! Brands franchisees
to donate food. A number of franchised operators of Pizza Hut, KFC and Long John
Silver’s restaurants that have told Food Donation Connection they would start a
Harvest food donation program if the issue with S corporation basis costs can be
corrected.

The following chart lists the number of new restaurants and the pounds of food
donations that can be projected from these restaurants. The poundage projections
are based on averages from Yum! Brands operated restaurants. These donations in-
clude cooked prepared pizza, breadsticks, chicken, fish, mashed potatoes, vegetables,
biscuits and other items that have been properly saved, packaged and chilled or fro-
zen. The saved food would be picked up on a regular basis by local food banks and
hunger relief agencies and used in the local community.

Yum! Brands has been donating surplus food from its restaurants since 1992. In
2006, over 1,800 local hunger relief agencies received about 11.5 million pounds of
prepared food from 4,100 Yum! Brands restaurants. This food has been a tremen-
dous help for these agencies, as donated food frees up their limited resources for
other needs.

The list of 721 restaurants represents a broad spectrum of communities across 26
states and 140 congressional districts. These restaurants are operated by 15 dif-
ferent franchised groups. Since the Yum! Brands system is over 75% franchised, res-
olution of the S corporation tax deduction issue will result in many more opportuni-
ties to encourage donation of wholesome prepared food.

# Lbs per
State District Represenative Resturants Year
AL 05 Robert E. (Bud) Cramer Jr. 2 10,350
AZ 01 Rick Renzi 6 17,197
AZ 03 John B. Shadegg 2 5,732
AZ 07 Raul M. Grijalva 11 31,529
AZ 08 Gabrielle Giffords 14 40,127
CA 24 Elton Gallegly 1 5,175
CA 26 David Dreier 2 10,350
CA 27 Brad Sherman 5 25,875
CA 28 Howard L. Berman 4 20,700
CA 29 Adam B. Schiff 2 10,350
CA 30 Henry A. Waxman 4 20,700
CA 31 Xavier Becerra 2 10,350
CA 32 Hilda L. Solis 2 16,511
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# Lbs per
State District Represenative Resturants Year
CA 33 Diane E. Watson 4 20,700
CA 35 Maxine Waters 1 5,175
CA 36 Jane Harman 1 5,175
CA 38 Grace F. Napolitano 4 16,861
CA 46 Dana Rohrabacher 1 1,336
cO 03 John T. Salazar 4 20,700
CO 05 Doug Lamborn 1 5,175
DC Delegate  Eleanor Holmes Norton 1 5,175
FL 03 Corrine Brown 1 5,175
FL 05 Ginny Brown-Waite 5 14,331
FL 07 John L. Mica 3 15,525
FL 08 Ric Keller 2 10,350
FL 12 Adam H. Putnam 1 5,175
FL 13 Vern Buchanan 2 10,350
FL 15 Dave Weldon 6 31,050
FL 16 Tim Mahoney 13 15,525
FL 17 Kendrick B. Meek 5 25,875
FL 18 Ileana Ros-Lehtinen 4 20,700
FL 20 Debbie Wasserman Schultz 2 10,350
FL 21 Lincoln Diaz-Balart 2 10,350
FL 22 Ron Klein 5 25,875
FL 23 Alcee L. Hastings 2 10,350
FL 24 Tom Feeney 5 25,875
FL 25 Mario Diaz-Balart 1 5,175
GA 09 Nathan Deal 4 11,465
GA 10 Paul Broun 2 5,732
1A 05 Steve King 8 22,930
IL 12 Jerry F. Costello 1 2,866
IL 15 Timothy V. Johnson 3 8,599
IL 19 John Shimkus 4 11,465
IN 01 Peter J. Visclosky 2 5,732
IN 02 Joe Donnelly 4 11,465
IN 03 Mark E. Souder 1 2,866
IN 04 Steve Buyer 1 2,866
IN 05 Dan Burton 5 16,640
IN 08 Brad Ellsworth 2 5,732
IN 09 Baron Hill 1 2,866
KY 01 Ed Whitfield 2 5,732
KY 02 Ron Lewis 2 5,732
KY 04 Geoff Davis 3 8,599
KY 05 Harold Rogers 7 20,064
LA 01 Bobby Jindal 6 31,050
LA 02 William J. Jefferson 8 41,401
LA 03 Charlie Melancon 1 5,175
LA 06 Richard H. Baker 9 46,576
MD 01 Wayne T. Gilchrest 5 23,567
MD 02 C. A. Dutch Ruppersberger 4 20,700
MD 03 John Sabanes 3 15,525
MD 04 Albert Russell Wynn 1 5,175
MD 05 Steny H. Hoyer 7 36,226
MD 07 Elijah E. Cummings 1 5,175
MI 01 Bart Stupak 9 25,796
MI 02 Peter Hoekstra 2 5,732
MI 03 Vernon J. Ehlers 16 45,860
MI 04 Dave Camp 3 8,599
MI 05 Dale E. Kildee 1 2,866
MI 06 Fred Upton 7 20,064
MI 07 Tim Walberg 8 22,930
MI 10 Candice S. Miller 2 5,732
MS 01 Roger F. Wicker 11 56,926
MS 02 Bennie G. Thompson 10 51,751
MS 03 Charles “Chip” Pickering 10 51,751
MS 04 Gene Taylor 19 98,326
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# Lbs per
State District Represenative Resturants Year
NC 01 G. K. Butterfield 2 5,732
NC 02 Bob Etheridge 7 31,608
NC 04 David E. Price 25 106,846
NC 05 Virginia Foxx 14 53,980
NC 06 Howard Coble 9 46,576
NC 10 Patrick T. McHenry 5 14,331
NC 11 Heath Shuler 23 65,924
NC 12 Melvin L. Watt 5 25,875
NC 13 Brad Miller 29 122,371
NE 01 Jeff Fortenberry 11 31,529
NE 02 Lee Terry 14 40,127
NE 03 Adrian M.Smith 12 34,395
NJ 05 Scott Garrett 5 25,875
NJ 06 Frank Pallone Jr. 1 5,175
NJ 07 Mike Ferguson 3 15,525
NJ 09 Steven R. Rothman 6 31,050
NJ 10 Donald M. Payne 5 25,875
NJ 11 Rodney P. Frelinghuysen 4 20,700
NJ 12 Rush D. Holt 1 5,175
NJ 13 Albio Sires 8 41,401
NY 07 Joseph Crowley 1 5,175
NY 13 Vito Fossella 3 15,525
NY 16 José E. Serrano 8 41,401
NY 17 Eliot L. Engel 3 15,525
NY 18 Nita M. Lowey 2 10,350
NY 20 Kirsten Gillibrand 1 2,866
NY 23 John M. McHugh 16 52,786
NY 24 Michael Arcuri 7 36,226
NY 25 James T. Walsh 8 41,401
OH 02 Jean Schmidt 2 5,732
OH 08 John A. Boehner 1 2,866
OH 10 Dennis J. Kucinich 11 56,926
OH 11 Stephanie Tubbs Jones 16 82,801
OH 13 Sherrod Brown 10 51,751
OH 14 Steven C. LaTourette 7 36,226
OH 16 Ralph Regula 2 10,350
OH 17 Tim Ryan 2 10,350
PA 01 Robert A. Brady 1 5,175
PA 05 John E. Peterson 2 5,732
PA 06 Jim Gerlach 11 5,175
PA 09 Bill Shuster 1 5,175
PA 10 Christopher Carney 2 5,732
PA 13 Allyson Y. Schwartz 1 5,175
PA 16 Joseph R. Pitts 4 20,700
PA 17 Tim Holden 4 20,700
PA 19 Todd Russell Platts 8 41,401
SC 01 Henry E. Brown Jr. 12 34,395
SC 02 Joe Wilson 14 40,127
SC 03 J. Gresham Barrett 3 8,599
SC 04 Bob Inglis 6 17,197
SC 05 John M. Spratt Jr. 6 17,197
SC 06 James E. Clyburn 5 14,331
TN 04 Lincoln Davis 1 2,866
TN 07 Marsha Blackburn 4 20,700
TN 08 John S. Tanner 1 5,175
VA 01 Jo Ann Davis 3 8,599
VA 02 Thelma D. Drake 2 5,732
VA 05 Virgil H. Goode Jr. 3 10,908
VA 06 Bob Goodlatte 2 5,732
VA 07 Eric Cantor 1 2,866
VA 09 Rick Boucher 13 37,261
WI 03 Ron Kind 7 20,064
WI 07 David R. Obey 1 2,866
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# Lbs per
State District Represenative Resturants Year
wv 03 Nick J. Rahall IT 6 17,197
Totals 721 2,930,650

Supplemental Sheet to H.R. 4 Technical Tax Comments

Food Donation Connection (FDC) administers the Harvest Program to coordinate
the distribution of excess food from restaurants and other food service organizations
to qualified local non-profit organizations that help people in need. FDC has coordi-
nated prepared food donation programs since 1992 involving the donation of over
110 million pounds of quality surplus food. We currently coordinate donations from
7,000 restaurants to 3,500 non-profit agencies nationwide.

———

Statement of Foundation For The Carolinas, Charlotte, North Carolina

Foundation For The Carolinas (“FFTC”) is a community foundation located in
Charlotte, North Carolina. It ranks in the top thirty of grants, gifts and assets for
community foundations in the United States and has approximately 1,700 total
funds, including hundreds of donor advised funds (“DAF’s”) and seven supporting
organizations. We are writing in response to your request for comments on the char-
itable provisions of the Pension Protection Act (“PPA”) as part of the hearings held
on June 24, 2007.

1. Definition of Donor Advised Funds: With regard to the new statutory definition
of a DAF we suggest providing specific and detailed examples in regulations of when
a particular fund is or is not a DAF. Because of the sheer number of DAF’s exam-
ples will help in the classification of a particular fund. For example, if a particular
fund specifies four permissible donees (e.g. four universities) and the donor may
specify the percentages allocated between the respective schools does this meet the
donor advisory part of the test since the legislation identified a specific exclusion
for one permissible donee? We also urge Congress to make certain other changes
applicable to DAF’s including clarifying the ability of sponsoring organizations to
purchase goods and services on the open market using DAF assets and excluding
fu};ds created by public charities and governmental entities from the definition of
DAF’s.

2. Excess Business Holdings and DAFs: We urge Congress to repeal the applica-
tion of the excess business holdings rules to DAF’s. We believe that the other
changes made by the PPA and applicable to DAF’s will prevent the abuses that have
occurred in the past. We do not believe that there is any reason to believe that busi-
ness holdings that are given to a DAF are subject to any more abuses than if they
were given to a public charity. If repeal is not a viable alternative perhaps Congress
could adopt provisions that allow for the sale or payout of illiquid assets over some
reasonable period of time or a phase-in of the rules to allow for an orderly transi-
tion.

3. Payment of Grants from DAFs to Type III SOs: With regard to the treatment
of distributions from DAFs to Type III supporting organizations and certain sup-
porting organizations as taxable distributions the new requirements put an unrea-
sonable burden on DAF’s and supporting organizations. We agree that the provision
stating that a grantor, acting in good faith, may rely on a written representation
signed by an officer, director or trustee of the grantee that the grantee is a Type
I or Type II supporting organization provided that the representation describes how
the grantee officers, directors, or trustees are selected and references any provisions
and governing documents that establish a Type I or a Type II relationship between
the grantee and its supporting organization. However, the grantor should not have
the burden of “collecting and reviewing copies of governing documents of the grantee
(and, if relevant, of the supporting organization (s)).

4. Supporting Organizations. Like many large community foundations FFTC cur-
rently has four Type III supporting organizations for which it is the supported orga-
nization. These Type III’s are typically broadly supported community based organi-
zations which have been formed to benefit, for example, the arts or a particular
faith-based community. If a Board member of the Type III wants to make a gift
from a non-operating private foundation he controls to the Type III, section 4942
(g) would deny qualifying distribution treatment to the private foundation. This is
not the type of abuse the statute is designed to prevent and this type of distribution
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should not be denied treatment as a qualifying distribution. In FFTC’s situation,
Board members are giving in response to a fundraising campaign for a particular
focus area of the Type III supporting organization; they are not “controlling” mem-
bers of the Board, families or sole donors. How can nonprofits conduct normal fund-
raising strategies under these regulations? For the same reasons if the gift was
made from a DAF instead of a private foundation to the Type III the gift should
not be treated as a “taxable distribution” under section 4966. Perhaps there should
be some broad exception for Type III’s that support community foundations because
of the lack of the potential for abuse; or an exception for Type Ills that are created
to support community based causes and not controlled by one or more specific do-
nors or families.

5. Disaster Relief Funds. IRS Notice 2006-109 dealt with, among other things, dis-
aster relief funds established by employers at community foundations or other pub-
lic charities to provide disaster relief grants to employees and their family members
who are victims of a natural disaster (e.g., Katrina). We believe that similar regula-
tions should be issued to apply to hardship funds established by employers for their
employees. Such funds are designed to provide similar relief to employees suffering
real hardship. We believe all the regulations mentioned in the Notice are reasonable
and are already being followed by FFTC. However, hardship funds should be specifi-
cally mentioned as well to avoid any confusion about whether or not they meet the
definition of a DAF.

6. IRA Charitable Rollover. We strongly support H.R. 1419 and S.819 which would
allow donors to qualify for the favorable IRA charitable rollover rules when making
gifts to DAF’s, supporting organizations and private foundations. We also support
extending these provisions beyond 2007 and to gifts over $100,000.

7. Other Concerns. We also urge Congress to make certain adjustments to the
PPA in order to address some situations in which the PPA is hampering community
philanthropy. These include:

e Clarifying that the designation in a gift instrument of scholarship Committee
members by title or position does not constitute an appointment by the donor of per-
sons holding those positions.

e Providing for abatement of first-tier taxes for the new penalty provisions of PPA
on the same basis as for existing penalty taxes.

e Temporarily suspending the penalties for making grants to certain supporting
organizations until the IRS can reliably identify those organizations.

Thank you for your consideration of our comments.
———

Grantmakers Without Borders
August 31, 2007

Hon. John Lewis, Chairman
Subcommittee on Oversight
Committee on Ways and Means
U.S. House of Representatives

343 Cannon House Office Building
Washington, DC 20515

Dear Congressman Lewis:

This statement is submitted on behalf of Grantmakers Without Borders (“Gw/oB”)
in response to the House Subcommittee on Oversight’s request for written comments
on provisions relating to tax-exempt organizations in the Pension Protection Act of
2006. In addition, Gw/oB would like to specifically respond to Congressman
Pascrell’s comments regarding charities and terrorism during the July 24, 2007
hearing.

Bckground

Gw/0B is a philanthropic network dedicated to international social change philan-
thropy in the developing world. Gw/oB’s membership, currently numbering 150
grantmaking entities, includes private foundations, grantmaking public charities,
individual donors with a significant commitment to international philanthropy, and
philanthropic support organizations. Gw/oB’s members make lifesaving grants to
international grassroots organizations that target the root of economic, environ-
mental, and social inequalities within their local communities. Grants range from
support to children affected by HIV/AIDS, to reforestation projects in Brazil, to re-
lief for victims of natural disasters.
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II. Pension Protection Act

The diversity of Gw/oB’s membership makes it impractical for these comments to
reflect every impact felt by its membership due to the Pension Protection Act. How-
ever, two recurring matters deserve mentioning.

A. IRA Charitable Rollover

The Individual Retirement Account (“IRA”) Charitable Rollover provision within
the Pension Protection Act eliminates the tax that formerly discouraged transfers
from IRAs to charities. Consequently, many individuals have chosen to donate their
annual minimum distributions to public charities, resulting in millions in charitable
donations. Unfortunately, this valuable provision expires at the end of 2007.

Gw/oB has joined Independent Sector, the National Committee on Planned Giv-
ing, and many other charities in advocating for the Public Good IRA Rollover Act
of 2007. This Bill would make the IRA Charitable Rollover permanent, remove the
dollar limit on donations per year, and provide IRA owners a planned giving option
beginning at age 59%2. Furthermore, the Public Good IRA Rollover Act includes pri-
vate foundations as eligible to receive donations, thereby allowing a greater number
of worthy nonprofits to enjoy the benefits of the IRA Charitable Rollover.

B. Donor Advised Funds

The Pension Protection Act makes significant changes to the operation and man-
agement of donor advised funds (“DAF”s). Recognizing the growing popularity of
DAF's, Congress responded with needed regulations to offset the potential for abuse.
As a result, DAFs now have a statutory definition—a fund that is owned and con-
trolled by a sponsoring organization, separately identified with reference to the
donor, and subject to the recommendations of the donor in relation to the fund’s in-
vestments and distributions—limits are placed on who can receive distributions, and
new requirements are in place on the management of those distributions by the
sponsoring organization.

Within the legislative history of the Pension Protection Act, some lawmakers
sought to limit the use of DAF's for international grantmaking. Gw/oB finds this pro-
posal deeply disturbing. It unnecessarily and unfairly targets international philan-
thropy at a time when global U.S. philanthropic engagement is as crucial as ever.
We hope the following comments make the case for the enormous value of DAFs
to international grantmaking and giving.

Furthermore, many of Gw/oB’s members are finding some regulations within the
Pension Protection Act difficult to apply. Here we attempt to describe some of those
challenges.

1. Present Important Advantages to International Grantmaking and Giving

Often, the advantages of DAFs make them an attractive choice for international
grantmaking and giving. Although Gw/oB understands and respects the underlying
reasons behind recent legislative changes to the operation and organization of DAF's,
we urge that these advantages be preserved.

a. The Advantages of Donor Advised Funds to Grantmaking Organizations

International grantmaking, for a variety of reasons, is more complex than domes-
tic grantmaking. Consequently, many organizations that wish to make lawful and
effective international grants do not have the capacity or expertise to do so. DAFs
provide a valuable mechanism whereby organizations that lack this necessary ca-
pacity and expertise may rely on a qualified sponsoring organization to provide the
solutions to important international grantmaking challenges.

Federal tax law requires organizations that give international grants to practice
501(c)(3) equivalency determination?, expenditure responsibility2, or a degree of due
diligence that guarantees the funds are used for a charitable purpose. Organizations
that make few international grants, have a small a staff, or are new to international
grantmaking often turn to a DAF to manage the legal obligations inherit to inter-

1A good-faith determination by a grantor organization that a grantee organization is the
equivalent of a 501(c)(3) public charity. The grantor should collect the same information the IRS
would require if it were to make its own determination of the grantee organization.

2 Additional oversight procedures exercised by a grantor to guarantee that its funds are used
for a charitable purpose. Expenditure Responsibility typically requires five steps: a pre-grant in-
quiry whereby the grantor determines the grantee organization to be capable of achieving the
charitable purpose of the grant, a written grant agreement signed by the grantee that details
the purpose of the grant and commits the grantee to only spend the funds on that purpose, one
or more reports from the grantee detailing the use of the funds, a separate account maintained
by the grantee that exclusively houses charitable funds, and the grantor organization, when a
private foundations, must notify the IRS on Form 990-PF that an expenditure responsibility
grant was made during the tax year.
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national grants. In addition, the world of international grantmaking is incredibly di-
verse. Literally, a world of funding opportunities is possible. DAF's provide a means
whereby organizations new to international grantmaking can learn more about this
diverse world, thus acquiring the expertise necessary to make effective international
grants.

DAF's often act as a valuable learning tool for grantmaking organizations. By con-
tributing a DAF to a qualified sponsoring organization, the grantmaking organiza-
tion is able to see what capacity and expertise is needed so that it can eventually
make its own international grants.

b. The Advantages of Donor Advised Funds to Individual Donors

Critics of DAFs argue that contributions should be ineligible as charitable deduc-
tions. They reason that the retention of advisory privileges declassifies contributions
as completed gifts. If accepted, this argument will undermine a core advantage to
DAFs in the context of international giving.

Most charitable contributions are given for altruistic reasons, but the promise of
a charitable deduction is often an underlying incentive for many individual donors.
Since Federal tax law disqualifies most overseas contributions by individuals as
charitable deductions, DAFs are a valuable alternative that provides the benefits
and incentives of a charitable deduction while preserving the possibility that a do-
nor’s funds will support a foreign organization. Of course sponsoring organizations
must protect against donors that abuse their advisory privileges. However, pre-
venting donor abuse by making contributions ineligible as charitable deductions
throws the baby out with the bath water and will, in the long run, stem the flow
of U.S. charitable dollars to Haiti, Afghanistan, and elsewhere in the Third World
where charitable resources are so desperately needed.

2. The Pension Protection Act Significantly Changes The Due Diligence Required For
Those Public Foundations That Give International Grants From Their DAFs.

When a public foundation gives an international grant with its general funds,
Federal tax law requires the public foundation to ensure the grant is used exclu-
sively for its charitable purpose through sufficient “discretion and control.” Public
foundations are afforded a fair amount of autonomy in determining what that “dis-
cretion and control” will look like. Under the Pension Protection Act, when a public
foundation makes an international grant with a DAF, the public foundation must
apply due diligence methods traditionally reserved for private foundations: equiva-
lency determination3 or expenditure responsibility.# Consequently, international
grants made with a DAF are not easily incorporated into a public foundation’s grant
portfolio. In addition, it is unclear how expenditure responsibility should be applied
by a public foundation. Gw/0oB is waiting for further clarification on this issue.

3. The Pension Protection Act Includes Fundraisers As Disqualified Persons With
DAFs

The Pension Protection Act expands the list of disqualified persons, automatically
instituting an excess benefit transaction tax on any ineligible distribution. However,
one category of disqualified persons includes those that wish to be reimbursed for
fundraising costs for the DAF. The fact is that not all DAFs are set up by wealthy
individuals; there are those that are set up by individuals with modest financial
means who raise funding from the public at large and then channel those funds
overseas through a DAF. In cases such as these, it is quite reasonable to expect re-
imbursement for out-of-pocket expenses incurred by necessity in raising funding for
the DAF. While excessive fundraising costs, as elsewhere in the non-profit sector,
are to be strongly discouraged, completely forbidding reimbursement for reasonable
fundraising costs associated with DAF's will jeopardize the existence of an important
subset of DAF's.

IIT. Charities and Terrorism

During the July 24, 2007 hearing on tax-exempt organizations, Congressman
Pascrell questioned the repeated accusations by the Department of the Treasury
that “charities are a significant source of terrorist funding.” He specifically ref-
erenced a recent Treasury Inspector General Report released on May 21, 20075 and
noted that the Department of the Treasury seems to be “painting the sector with
a wide brush.” Gw/oB applauds Congressman Pascrell for his comments and hopes
each Committee Member will read the June 8, 2007 letter that was sent to the De-
partment of the Treasury by a coalition of nonprofit organizations, including

3See fn 1
4See fn 2
5http://www.treas.gov/tigta/auditreports/2007reports/200710082fr.pdf
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Gw/0B, opposing the conclusions of the referenced Treasury Inspector General Re-
port.6

Every day, Gw/oB works to counter these overbroad and unsubstantiated state-
ments by the Department of the Treasury. Unfortunately, the Department of the
Treasury’s statements have inflicted real, ongoing harm on nonprofit organizations,
particularly international grantmakers, and caused a loss of public confidence in the
charitable sector as a whole.

Furthermore, the “tools” being released by the Department of the Treasury, such
a the “Anti-Terrorist Financing Guidelines”” and the “Risk Matrix for the Chari-
table Sector,”® are doing little to fight terrorism and, in fact, chill important philan-
thropic aid that often acts as a counter balance to terrorism influences within vul-
nerable communities. To further frustrate things, these tools exist within a legal
framework of draconian penalties that easily intimidate the highly risk adverse
charitable sector.

The U.S. charitable community takes the issue of terrorism very seriously and the
1.8 million 501(c)(3) organizations, including 71,000 foundations, that exist in the
U.S. work tirelessly to ensure that their charitable services or funding are used for
the intended charitable purpose. As noted by Steve Gunderson, the President and
CEO of Council on Foundations, within his testimony:

[i/in fact, we have seen no evidence to indicate that U.S. charities are a major
source of terrorist support. Out of hundreds of thousands of U.S. charities and bil-
lions of dollars given out in grants and material aid each year, only six U.S. char-
ities are alleged to have intentionally supported terrorists. Thus far, Treasury has
not identified a single case of inadvertent diversion of funds from a legitimate U.S.
charity to a terrorist organization. . . . An even larger issue is that, by exaggerating
the extent to which U.S. charities serve as a source of terrorist funding, Treasury
is fueling an environment in which wary donors may refrain from making charitable
contributions.

Gw/oB’s hope is that a system can be put in place that supports the charitable
work of those organizations acting lawfully and provides the necessary due process
to those organizations suspected of having links to terrorism.

IV. Conclusion

Gw/0oB thanks you for this opportunity to submit comments regarding the Pension
Protection Act and the Department of the Treasury’s counter terrorism measures.
In summary, Gw/oB would like:

§ the IRA Charitable Rollover to be permanent and expanded to include private
foundations,

§ Congress and the IRS to resist any legal changes to the operation and manage-
ment of DAFs that unnecessarily impedes their use for charitable giving to the
Third World, and

§ the House Ways and Means Committee to further explore Congressman
Pascrell’s questioning regarding charities and terrorism (the Department of the
Treasury needs to be held accountable for its counter terrorism measures that affect
that charitable sector).

If you have any further questions, please feel free to contact our Advocacy Coordi-
nator at the Washington, D.C. office, Vanessa Dick.

Sincerely, Sohn H
ohn Harvey
Executive Director

——

Statement of Greenlining Institute

The Greenlining Institute is a multi-ethnic advocacy and public policy center that
focuses on issues of philanthropy to underserved communities and the economic em-
powerment of our nation’s minorities. Our members include the three largest Afri-
can-American churches in California, the Hispanic Chamber of Commerce, the Black

Shttp:/www.internationaldonors.org/advocacy/TIGTALetter Paulson.pdf

7http://www.treas.gov/press/releases/docs/tocc.pdf—Letter released by Gw/oB opposing the
“Anti-Terér?rist Financing Guidelines” http://www.internationaldonors.org/news/gwob_letter
122206.p

8http:/www.treas.gov/offices/enforcement/ofac/policy/charity risk matrix.pdf—Letter released
by Gw/oB opposing the “Risk Matrix for the Charitable Sector” http:/www.
internationaldonors.org/advocacy/GwoB Treasury Letter-Risk Matrix.pdf
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Business Association, the Latino Issues Forum and the Mabuhay Alliance of San
Diego.

We applaud you for announcing the Overview Hearing on Tax-Exempt Charitable
Organizations.We are submitting our views as they relate to charitable giving foun-
dations.

Greenlining recognizes that foundations have made considerable contributions to
our Nation’s great democracy.In the past, especially during the sixties, foundations
led efforts to address civil rights through strategic grantmaking that introduced mi-
nority leaders to the public policy process in an attempt to directly benefit commu-
nities of color.Unfortunately, rather than evolving and growing, many of these ef-
forts have subsided and foundations as a whole appear to be withdrawing from their
commitment to justice and equality.

Foundations Accused of Redlining Minority Communities

“There is not a study out there that says that we are appropriately serving minority
communities on a percentage basis.” Steve Gunderson, President, National Council
on Foundations?!

According to the Honorable Steve Gunderson, President of the National Council
on Foundations, no study exists that demonstrates foundations are adequately serv-
ing minority communities.On the contrary, there is considerable evidence to suggest
that foundations are severely short-changing communities of color.Greenlining has
compared this short-changing to the redlining practices of banks, insurance compa-
nies, and other corporations.

Over one third of the nation is minority and an estimated two thirds of the poor,
particularly the underserved poor are minorities.Low-levels of philanthropic giving
to the poor weakens the ability of the hundreds of thousands of low income organi-
zations serving the poor to effectively serve the poor.

Below are some statistics to consider.

o Grantmaking to Ethnic/Racial Minorities: According to the Foundation Center,
grantmaking for minorities has declined as a proportion of grants awarded by
the largest foundations.Even though grant giving as a whole has increased,
grants to minority communities have decreased.The numbers provided by the
Foundation Center are controversial and might be understated since they only
captuge very large foundations, leaving out a sample of about 79,000 founda-
tions.

o Grantmaking to the Poor:According to Rick Cohen, former President of the Na-
tional Committee for Responsible Philanthropy, grant dollars to the poor from
large foundations dropped between 2004 and 2005.According to Rick Cohen,
“The proportion of foundation grant dollars (from generally larger foundations)
targeted to economically disadvantaged population groups was 16.7% in 2002,
20.3% in 2004, but only 15.7% in 2005.”3

o Empowering Minority Organizations to Better Serve Their Constituents.
Greenlining launched its efforts to hold philanthropic foundations more account-
able to diverse non-profit organizations with the release of our Fairness in Phi-
lanthropy report.This report found that the top 50 foundations in the country
invested only 3% of the dollars in minority-led organizations.Greenlining fol-
lowed in 2006 with a second report entitled Investing in a Diverse Democracy
which found that only 3.6% of dollars are invested in minority-led organiza-
tions.4

o Why is Corporate America More Diverse than the Foundation Sector? According
to available data, corporate boards are slightly more diverse than foundation
boards.For example,only 6.7% of foundation board members are African-Amer-
{)can é:ompared to 9.1% of Fortune 500 board members and 10% of Fortune 100

oards.?

e Hiring Practices of Large Foundations:Available statistics by the Council on
Foundations show disproportionately few positions held by minorities at major
foundations, especially among top executives.These statistics themselves are
controversial since they are taken from a self selected sample of foundations.

1Video: Leadership in Philanthropy, Part 1.The Greenlining Institute, March 2007.Available
at:http:/youtube.com/watch?v=j49Wn7wgFO0

zﬁ)o}&en, Rick. “Moral Court for Charity.” Non-Profit Quarterly 11 May 2007

1d.

4Many foundations dismissed Greenlining’s reports due to flaws in the method-
ology.Greenlining made numerous requests to foundations requesting input and feedback on de-
veloping the methodology.

5Cohen, Rick. “Moral Court for Charity.” Non-Profit Quarterly 11 May 2007
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e Foundation Endowments Might Be Causing More Harm than Good. Recent in-
vestigative articles by the Los Angeles Times point to disturbing facts that foun-
dation endowments might cause considerable harm on minority commu-
nities.Foundations that exclude minorities in their grantmaking and hiring
practices are perhaps causing more harm than good to underserved commu-
nities by their tax-exempt existence.

Overall, the available research indicates that communities of color receive a very
small portion of philanthropic dollars in our country.As you know, this debate is not
new.Unfortunately foundations are still making only limited efforts to seriously ad-
dress this issue.

Government Efforts to Hold Foundation’s Accountable

The Chairs of the Legislative Latino, Asian and Black Caucuses in California
have been national leaders on efforts to hold foundations accountable to commu-
nities of color.

o State Hearings Hosted By California Minority Caucuses. Joe Coto, Chair of the
Latino Caucus, Alberto Torrico, Chair of the Asian/Pacific Islander Caucus, and
Mervyn Dymally, Chair of the Black Caucus, held a hearing on April 24, 2006
to discuss foundation diversity practices.Unfortunately, only a very small num-
ber of foundation leaders chose to participate in this important discussion.The
hearing revealed that some corporate foundations are outperforming private
foundations in reaching the poor and underserved.

e A.B. 624, Proposed Transparency Legislation. The heads of the Latino Caucus
and Black caucus introduced A.B. 624, legislation that would require founda-
tions with greater than $250 million in assets to report key racial and ethnic
data to the state’s attorney general.The legislation is currently on a 2-year cycle
to allow foundations to come up with a better alternative.®

Recommended Questions at Hearing

Given the half trillion dollars sitting in the endowments of 80,000 grantmaking
institutions, we hope you will ask questions to see how that money is reaching the
constituencies you represent.Specifically, we recommend the following questions:

1. What is the Council of Foundations doing to ensure that minority communities
are receiving their fair share of philanthropic dollars?More importantly, how will
Congress know that these efforts are leading to tangible success?

2. In exchange for their tax exemption, what diversity data should Congress re-
quire from large foundations?

3. What regulations or legislation is necessary to ensure that all communities are
appropriately served by philanthropy?

4. What incentives can we give foundations to ensure that they are more respon-
sive to community concerns?

5. What are the key indicators to measure diversity in philanthropy and how can
we use these indicators to hold foundations more accountable to all communities.

Other Pertinent Issues to Explore

Two issues that have not yet been explored but are being raised informally and
often quietly to avoid potential foundation retaliation are:

1. Whether foundations should count their administrative expenses as part of
their grants when these expenses often equal 20 percent of grant dollars particu-
larly when foundation staff and boards are not sufficiently diverse; and

2. Whether foundations are informally conspiring to restrict their grant giving to
5 percent of assets when their annual returns are generally in double digits.A 2-
percent increase in grant giving from 5 to 7 percent of assets would increase founda-
tion giving by approximately 15 billion a year, a sum greater than the total cash
philanthropy of all corporations in America.”

We hope you will consider our viewpoints that are shared by hundreds of minority
community leaders throughout the country.Please consider us as a resource on this
topic as it moves forward.Thank you once again for your leadership and commit-
ment to justice, equality, and civil rights on behalf of the country’s 110 million mi-
norities.

6 A summary of A.B. 624 is attached.

7We raised this particularly in the context of some foundations contending that to give more
to underserved minorities might displace the amount they give to American icons such as the
opera, symphony, and ballet.
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Statement of High Museum of Art

Thank you for the opportunity to comment on the effect of the charitable provi-
sions in the Pension Protection Act of 2006 (“PPA”). My observations pertain to the
new restrictions imposed on fractional gifts of works of art to museums. Since the
passage of the PPA, no fractional gifts have been donated to the High Museum of
Art. Based on informal discussions with colleagues in art museums across the coun-
try, this situation is now commonplace. Donations of fractional gifts to museums
have all but disappeared.

Museums have felt the loss of fractional gifts even more keenly because many of
these potential gifts are the most highly prized works in private collections and are
works that museums generally cannot afford to purchase themselves. The impact of
this loss is significant for museums since the American public may never have the
pleasure of seeing these works.zzzzzzzzzz

Prior to the enactment of the Pension Protection Act, the High Museum of Art
has been the recipient of over $1 million partial ownership interest in 37 works of
art valued at over $2.2 million. Some of the gifts are entire collections, for example
we have received a photography collection made up of 15 works and a ceramics col-
lection made up of 18 pieces. One of our most beloved works, a painting by the well-
known American Impressionist painter Mary Cassatt, came to the museum as a
fractional gift. On the other hand, two collectors who have been contemplating the
donation of entire collections—one a significant 19th and 20th century American
paintings and sculpture and the other a collection of posters and prints by Toulouse-
Lautrec—have declined to give as a result of the changes to the law.

The inability to take the current fair-market value deduction for each fraction
given has made the donation of artworks that will appreciate in value financially
imprudent. Add to that the significant negative impact on existing contracts for frac-
tional gifts and you begin to see the devastating affect the new law has had on the
ability to continue to grow museum collections.

Finally, the provision in the new law which requires donors to complete their gift
within 10 years is a serious impediment to future gifts. Donors of valuable works
of art may need more than 10 years to take full advantage of the tax deduction and
may also wish to enjoy their art in their own homes for a longer period of time. This
is particularly true of older donors who have owned works for years and for whom
the works are an important part of their home, their identity and their environ-
ment. This change in the law means that people will not donate fractional gifts until
much later in their life. In the museum community we have a saying: “a gift delayed
is often a gift denied.” Anything can happen to the work while the donor waits for
the a%ppropriate time to make the first fractional donation. We have seen this all
too often.

It is also important to remember, that once a donor gives the first fraction of a
work, the museum will eventually own the work and it will be available to the pub-
lic; should that take an additional decade or two before a highly valuable work
comes forever into the public domain does not seem to be unreasonable from a pub-
licf policy standpoint, given what the American public will ultimately gain from the
gift.

Thank your for your interest in this matter, and please do not hesitate to contact
if you have questions.

———

Statement of Independent Sector

These comments are submitted by Independent Sector in response to the Over-
sight Subcommittee’s Advisory OV—4, requesting written comments on provisions re-
lating to tax-exempt organizations in the Pension Protection Act of 2006 (P.L. 109—
280).

Independent Sector is a nonpartisan membership organization, organized as a
501(c)(3) public charity, that brings the nonprofit community together to make a
greater difference in improving people’s lives. Our coalition of approximately 600
charities, foundations, and corporate philanthropy programs advocates for public
policies that advance the common good; strengthens the effectiveness of organiza-
tions; and connects nonprofit leaders so they can develop ideas and take action.

As you know, Diana Aviv, President and chief executive officer of Independent
Sector, testified before your Oversight Subcommittee hearing on Tuesday, July 24,
2007, on tax-exempt charitable organizations. In addition to providing the Sub-
committee with an overview of our Nation’s charitable community, she discussed the
events leading up to passage of the charitable provisions in the Pension Protection
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Act of 2006 (PPA). Rather than repeating those comments here, I refer you to that
testimony.

Enacted in August 2006, the Pension Protection Act contains an important pack-
age of reforms intended to strengthen the work of the charitable sector by deterring
potential abuse of tax-exempt organizations and creating additional safeguards to
ensure that donated funds are used for charitable purposes. The law also includes
critical charitable tax giving incentives to help generate needed new resources for
the sector. With the recommendations of the Panel on the Nonprofit Sector in hand,
Independent Sector and many other charitable organizations worked extensively
with Congress in drafting this package of charitable reforms and incentives. Accord-
ingly, we strongly support the charitable incentives and many of those reforms.
However, Independent Sector also believes that some changes are needed to a few
of the reforms in the Pension Protection Act. Our comments in this submission will
focus on the charitable giving incentives and the limited areas where we believe the
reforms have presented problems and can be refined.

Charitable Giving Incentives

The Pension Protection Act included several important charitable giving incen-
tives, including an enhanced tax deduction for gifts of property for conservation pur-
poses, an enhanced deduction to corporations for contributions of food and book in-
ventory, and a giving incentive commonly known as the IRA Charitable Rollover.
All of these provisions are scheduled to expire at the end of 2007. We urge the Com-
mittee to include them in any tax packages being considered.

One of these incentives, we feel, should also be enhanced. Independent Sector has
long supported the IRA Charitable Rollover incentive because we believe that it gen-
erates significant, new and badly needed resources to support the work of charities
across the sector. An important first step, the limited version of the IRA Charitable
Rollover included in the Pension Protection Act, permits Individual Retirement Ac-
count owners starting at age 70%2 to make tax-free charitable gifts totaling up to
$100,000 per year from their IRAs directly to charities (except private foundations,
donor advised funds, and supporting organizations).

Even the limited version of the IRA Charitable Rollover has enabled Americans
to make millions of dollars of new or increased contributions to the nonprofits—in-
cluding hospitals, museums, educational institutions, and religious organizations—
that benefit people every day. Thousands of older Americans have accumulated ade-
quate funds in their IRAs to meet their retirement needs, and they are using this
incentive to give something back to their communities. The incentive is particularly
helpful for older Americans who do not itemize their tax deductions and would not
otherwise receive any tax benefit for their charitable contributions. In addition, the
pattern of giving has demonstrated that the incentive has very wide appeal. Accord-
ing to voluntary surveys conducted by the National Committee on Planned Giving
and the higher education community, the most common IRA Rollover gift has been
$5,000, with the majority of gifts between $1,000 and $10,000.

We strongly support efforts to extend and expand this valuable charitable giving
incentive before it expires at the end of 2007. In the House, the “Public Good IRA
Rollover Act of 2007” was introduced earlier this year on a bipartisan basis by Rep-
resentatives Earl Pomeroy (D-ND) and Wally Herger (R—CA). This legislation will
extend the current IRA Charitable Rollover by making it permanent and expand its
reach by making all charities eligible to receive IRA Rollover donations. The meas-
ure also provides IRA owners with the opportunity, starting at age 59%2, to use sev-
eral planned giving annuity options currently in the Internal Revenue Code, and re-
moves the present $100,000 limit on donations per year. This legislation has been
endorsed by nearly 900 nonprofits from every state in the country.

Charitable Reforms

As discussed in Diana Aviv’s testimony before the Subcommittee on July 24, Inde-
pendent Sector continues to support the vast majority of reforms enacted in the Pen-
sion Protection Act. The issues we raise here for your consideration relate primarily
to clarifications of the legislative language.

A. The definition of donor advised fund should be clarified to exclude
funds created by a public charity or governmental entity.

Independent Sector strongly supported the inclusion of a definition of donor ad-
vised funds in the Pension Protection Act. Indeed, the Panel on the Nonprofit Sector
specifically recommended that the term “donor advised fund” be statutorily defined
in Federal law. The goal of this definition is to address potential abuses of these
funds, now widely employed as philanthropic vehicles by a broad range of donors,
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without discouraging the use of such funds. The definition of “donor advised fund”
incorporated in the Pension Protection Act has included a few ambiguities that have
created confusion about whether certain types of funds established within public
charities are subject to the new rules.

The Act’s definition specifically excludes a charitable fund or account that makes
distributions only to a single identified organization or governmental entity (Section
4966(d)(2)(B)(1)). However, this definition does not explicitly exempt a fund estab-
lished by a public charity or governmental entity that may make distributions to
other organizations. Here are two examples of how such a fund could work. A public
charity establishes a disaster relief fund at a community foundation to raise and
grant funds for disaster relief. All of the advisors for the fund are appointed by the
public charity. The advisory Committee for the fund recommends grants to several
local disaster relief organizations. In another, a state governmental entity may es-
tablish a fund at a community foundation to raise and grant funds for economic re-
vitalization projects for economically depressed neighborhoods in the area. All of the
advisors for the fund are appointed by the governmental entity. The advisory Com-
mittee for the fund recommends grants to several local organizations. The current
definition of a donor advised fund could impede these kinds of efforts. Accordingly,
we propose that the Act’s definition of donor advised fund be clarified to exempt
funds established by public charities or governmental entities to make distributions
to other organizations where the public charity or governmental entity appoints all
of the advisors.

B. Clarifying that sponsoring organizations of donor advised funds
should be able to purchase, at or below market value, goods and serv-
ices necessary to fulfill their charitable purposes with advised fund
assets.

The Pension Protection Act creates penalties for sponsoring organizations and
managers of donor advised funds if a sponsoring organization makes a “distribution”
from fund assets to individuals and to certain organizations for a non-charitable
purpose. However, the legislation does not define the term “distribution,” and two
questions arise. There is uncertainty about whether a donor advised fund is per-
mitted to make payments for the purchase of goods or services, at or below fair mar-
ket value, for legitimate charitable activity. Likewise, it is unclear whether the pro-
hibition of distributions to individuals applies to otherwise legitimate purchases
from individuals or businesses that operate as sole proprietorships. We propose that
the statute be modified to address both of these questions by clarifying that spon-
soring organizations and/or managers of donor advised funds are permitted to make
such payments from fund assets to business entities and to individuals for goods or
services from a business organized as a sole proprietorship.

C. Clarifying that a donor in creating a scholarship fund can designate
public officials and/or leaders of the public charity where the scholar-
ship will be used as members of the scholarship selection Committee.

As noted above, the Pension Protection Act prohibits grants to individuals, includ-
ing scholarships, from donor advised funds. The Act provides an exception for grants
to individuals for travel, study or other similar purposes, provided that (1) the do-
nor’s or donor advisor’s advisory privileges are performed exclusively in such per-
son’s capacity as a member of a committee appointed by the sponsoring organiza-
tion, (2) no combination of a donor or donor advisor or persons related to such per-
sons control such committee, and (3) all grants from such fund are awarded on an
objective and nondiscriminatory basis pursuant to a procedure designed in advance
and approved by the sponsoring organization’s board.

Unfortunately, the statutory definition and scholarship exception are proving
problematic for donor created scholarship funds where the donor designates that the
scholarship selection Committee include certain public officials and/or leaders of the
public charity where the scholarships are to be used. Under section 4966 of the Pen-
sion Protection Act, such scholarship funds could fall within the definition of “donor
advised fund” but would not qualify for the statutory exception permitting scholar-
ship grants to individuals due to the donor’s role in designating members of the
scholarship selection Committee. Accordingly, we ask Congress to clarify the schol-
arship exception to section 4966 to permit a donor, in creating a scholarship fund,
to designate that the members of the selection Committee include the holders of
identified public offices and/or leaders of the public charity where the scholarships
are to be used.
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D. Providing for abatement of first-tier taxes for the new penalty provi-
sions of the Pension Protection Act on the same basis as for existing
penalty taxes.

The Act established excise taxes on taxable distributions with respect to donor ad-
vised funds but failed to extend the abatement provisions of section 4962. That sec-
tion gives the Secretary authority to refrain from assessing excise taxes if it is es-
tablished that a taxable event was due to reasonable cause and not willful neglect
and the event was corrected within a specified period. The types of events to which
this abatement provision applies include failure to distribute income of a private
foundation, the making of political expenditures, and certain excess benefit trans-
actions.

Independent Sector views the offenses prohibited in the Pension Protection Act as
equivalent to those that are subject to abatement under section 4962, and rec-
ommends that the statute be amended to provide that relief. Indeed, the goal of the
prohibitions is to correct behavior in this highly technical area of the law. Since the
excess benefit transactions provisions in the Act, in particular, are essentially strict
liability penalties, there is the likelihood that inadvertent behavior or actions could
run afoul of the new, higher standards. The abatement language in section 4962
was intended to provide relief for these types of cases where inappropriate action
can be corrected. We therefore recommend that the Code be amended to extend the
abatement provisions of section 4962 to the new penalties enacted with the Pension
Protection Act.

E. Temporarily suspending the penalties for making grants to certain
supporting organizations until the Internal Revenue Service can reli-
ably identify those organizations.

The Pension Protection Act requires private non-operating foundations and spon-
soring organizations of donor advised funds to exercise expenditure responsibility
with respect to grants to Type III supporting organizations that are not “function-
ally integrated” with their supported organizations. Unfortunately, there is cur-
rently no way for funders to know with certainty whether many proposed grantees
are Type III supporting organizations, much less whether they are “functionally in-
tegrated.” There is still serious doubt that the IRS EO Master File can be relied
upon to provide accurate information about the status of a supporting organization.
The predictable effect is that funders affected by these rules are delaying or sus-
pending grants. Moreover, the Internal Revenue Service is only now developing reg-
ulations to provide guidance to determine whether a supporting organization is
“functionally integrated.” We ask Congress to modify the effective date for these pro-
visions so that they take effect upon the issuance of IRS regulations on the defini-
tion of “functionally integrated” and to clarify what documentation will be required
from a supporting organization to satisfy this classification.

Treasury Department Study on Donor Advised Funds

A final matter related to the Pension Protection Act on which we would like to
comment is the study on donor advised funds by the Department of the Treasury
that is due to be released in August. Section 1226 of that Act requires the Secretary
to report on a series of questions related to charitable deductions, the advisability
of requiring such funds to make distributions, and the retention of donor rights and
privileges. Independent Sector is very interested in working with Congress to inter-
pret the forthcoming study and to address concerns and proposals that the Secretary
may raise. We therefore urge the Committee to treat the Treasury study as a con-
tinuation of the dialog on further reforms to donor advised funds and similar enti-
ties, and to convene all interested parties for a full hearing of the issues presented.

We would be pleased to discuss any of the above or related issues with the staff
of the Committee at any time. Thank you for your consideration of these important
matters.

——
Statement of Karen D. Krei, Piedmont Community Foundation, Middleburg,
Virginia

Dear Committee Members,

PPA Act of 2006 has impacted the small community foundation world. The ques-
tions and comments listed below refer mostly to the IMPACT on Donor Advised
Funds (DAF) and the importance of donor advised funds to the community founda-
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tion. The questions were posed by the IRS when gathering input for Congressional
study.

Respectfully,
Karen Krei
Executive Directo

1. What are the effects or the expected effects of the PPA provisions (including
the §4958 excess benefit transaction tax amendments applicable to donor advised
funds and supporting organizations) on the practices and behavior of donors, donor
advised funds, sponsoring organizations, supporting organizations and supported or-
ganizations?

Many donors provide fundraising events to benefit their funds to support commu-
nity causes in which they have particular interest. This gives a broad segment of
society with modest means a method to make a significant charitable impact. Prior
to PPA related fundraising expenses could be made from those funds; following PPA
they cannot. This is an area that should be amended to allow related fundraising
expenses, with oversight on self-dealing, from a DAF. PPA is causing hardship for
the small donor. The current law has the chilling effect of discouraging fundraising
using a DAF and will drive more donors to form their own 501(c)(3)’s. Would you
rather have one responsible community foundation with a community board of direc-
tors with oversight, paid staff, and one 990 filed that encompasses many accounts;
or flooded with new mini—nonprofits to oversee at the Federal and state level To
what purpose is the real question!

Example: One donor lost a wife to breast cancer. He had a DAF rather than a
501(c)(3) because he doesn’t want to run a board of directors or the administration
of the fund, he simply wants to raise funds to prevent breast cancer using his own
identifiable name on the fund. He wants to create a legacy. He is a good “salesman”;
he connects to others in the community; he brings in donations for the cause. He
has modest means yet now pays for all expenses out of his pocket because we cannot
reimburse him or pay the legitimate costs. He does this because he believes in his
cause, but how long he can do this without reimbursement is questionable. Why is
the current situation OK? It is not OK. PPA should be amended so his money spent
is reimbursable. He gives his time and talent. Why is his treasure not treasured
as a legitimate expense?

2. What are the advantages and disadvantages of donor advised funds and sup-
porting organizations to the charitable sector, donors, sponsoring organizations, and
supported organizations, compared to private foundations and other charitable giv-
ing arrangements?

For donors: Donor advised funds (DAF) provide an invaluable conduit for the
“everyday donor” to create a charitable fund, either pass through or permanent en-
dowment legacy, without needing the vast sums of money necessary to create a pri-
vate foundation., or the expense, expertise and work to create and maintain their
own 501(c)(3). Because of the lower threshold to participate (as low as $5,000) the
DAF is unique in the ability to rally philanthropic capital as no other tool can do.
People crave the ability to have a fund “with an advisory voice” that stands in mem-
ory or honor of a loved one or their family name. It is a comfort, it gives back to
the community and it encourages future family members to value participating as
a steward of their community. This powerful tool lets everybody have a seat at the
table of philanthropy. No other charitable tool duplicates these benefits.

For community: The DAF is the lifeblood of local level philanthropy, and therefore
the community foundation. At the local level donors with a DAF have access to local
knowledge of charitable need, and local collaborations can be built with other like-
minded donors. Endowed DAF’s provide an ongoing local funding source; always in
high demand in communities across America. Charities depend on grants from these
funds and as the DAF’s grow so do the distributions to accomplish more charitable
work in the community. Compared to a private foundation a DAF can attract like-
minded donors to that fund which is not the case for a private foundation which
usually works as a solitary donor. One could argue that while private foundations
may have more assets on a 1 to 1 fund basis, it is the local community foundation
DAF that can ignite broad support for giving back to the community in a variety
of interest areas. many donors provide special community events to fund their DAF.
In this respect the commercial DAF is also at a disadvantage to a local community
foundation. Without the DAF at the local level, community philanthropy would be
severely curtailed and many community foundations may be in jeopardy of exist-
ence. This would not serve the community.
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For charitable sector: Beyond having the funding source mentioned above, the
DAF’s require due diligence on each nonprofit grantee. The charitable sector is well
served by due diligence which vets recipients as viable tax exempt organizations
with bona-fide missions, board governance and effectiveness. Due diligence is good
for holding and encouraging high standards in the charitable sector. Without local
DAF’s at community foundations, face to face diligence would not be available to the
“everyday donor” and the charitable sector standards would be viewed from afar
which is heralded to lead to fraud and distrust of the sector. We do not see fraud
and distrust at the community foundation. The DAF also serves the sector by sup-
pressing the creation of more small 501(c)(3) organizations that in turn need over-
sight, community boards, operation incomes, and so forth. Without the DAF avail-
able the charitable sector would find more nonprofits out competing for less dollars.
Not a good outcome.

3. How should the amount and availability of a charitable contribution deduction
for a transfer of assets to a donor advised fund or a supporting organization, and
the tax-exempt status or foundation classification of the donee, be determined if:

a. the transferred assets are paid to, or used for the benefit of, the donor or per-
sons related to the donor (including, for example, salaries and other compensation
arrangements, loans, or any other personal benefits or rights)?

No donors are allowed to personally benefit from their gift. These are the rules
and we would not accept any gifts to the contrary. Not sure why you are asking
this question.

b. the donor has investment control over the transferred assets?

Not sure why you are asking this question either. The value of the gift is the
value of the gift at the time of ownership transfer regardless of how it came to be
an asset of the Foundation. The FMV at the time of the ownership transfer is the
tax deductible amount. The key words are ownership transfer. The third party in-
vestment management retained at the time of transfer has nothing to do with own-
ership, distribution or investment control. There is no donor investment control.
That investment house the donor’s gift is now our client and must meet our bench-
marks, and so forth. If they do not meet our investment policy guidelines they will
be fired. We own, manage and invest our assets, period.

c. there is an expectation that the donor’s “advice” will be followed, or will be the
sole or primary consideration, in determining distributions from, or investment of
the assets in, the supporting organization or the donor advised fund?

This question seems to indicate that DAF “expectation” is a bad thing or somehow
relates to a following action. These semantics seem to blur clear intention. I would
say both the Foundation and the DAF should have expectation to operate as the
rules apply, not via advise. Each DAF must follow the rules of the signed funding
agreement which assures each party how the rules and legal control apply. Our dis-
tributions are made following the funding agreements which clearly state the Foun-
dation has sole control of distributions. We do not “blindly” follow advice. When re-
ceiving advised requests from a DAF we do the due diligence on the potential donee,
confirm that the grant falls within our foundation published funding priority guide-
lines and confirm it does not benefit the donor or donor-related people. If it meets
our standards there is no surface reason not to fund the advised grant even though
the directors are free to refuse on any grounds. Practically, why would you refuse
to fund something that meets the priority funding areas for your Foundation?
Again, this is the benefit of a community foundation DAF which has priority fund-
ing areas for the community; something a commercial DAF does not have.

d. the donor or the donee has option rights (e.g., puts, calls, or rights of first re-
fusal) with respect to the transferred assets?

We hold no assets with option rights nor would we.

e. the transferred assets are appreciated real, personal, or intangible property
that is not readily convertible to cash?.

It is always our action to convert transferred assets to cash as quickly as possible
so that a charitable distribution will be available. Our gift policy allows us to refuse
gifts that have liquidity or legal issues. If an appreciated stock takes a tumble or
rises before we sell it in the 24 hour window after receipt, this is the result of our
action, not the donors, and the donor is given the FMV at the time of transfer as
their gift value. We take the loss/gain on our capital gains/loss statement. Our in-
vestment actions remain accountable to the public as results are published.

4. What would be appropriate payout requirements, and why, for: donor advised
funds?

Why are required payouts needed for a community foundation? Our goal is to get
as much money as possible to the community, not incubate it while waiting for a
cause. The community expects, and should receive, maximum annual distributions
that leave growth of corpus intact for endowed funds. Our distribution policy lists
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5% at the discretion of the directors in order to maintain endowment commitments
and distribute as much a possible to the community annually. We generally give at
least 5% of assets annually, last year was 11%, and much more if looking at the
impact of annual pass through funds (sometimes 100% of those funds). If a DAF
does not make advised grants regularly they are in jeopardy of being absorbed into
the annual unrestricted community grant making program. If they had a restriction
or area of interest, then they may be restricted as a community grant. I see no ben-
efit to add restriction on distribution amounts for individual or collective DAF’s in
a community foundation as they must already meet the distribution guides of the
foundation which, in our case, would never fall below 5%. More regulation is not
needed and would be another cost of administration if imposed to “prove” the sin-
gled out DAF class meets some kind of arbitrary payout.

e funds that are excepted from donor advised fund treatment by statute or by the
authority of the Secretary, but for which the donor retains meaningful rights
with respect to the investment or use of the transferred amounts?

Do not know about any such funds.

e supporting organizations?

e any other types of charities?

5. What are the advantages and disadvantages of perpetual existence of donor ad-
vised funds or supporting organizations?

DAF’s at a community foundation assist in providing a reliable funding base to
meet emerging need in the community. The DAF is a substantial strand in the 3
objectives of a community foundation:

e growth of an unrestricted permanent endowment as the most effective means
to meet the needs of the community now and in the future

e administering a strategic grant-making program to maximize impact and effec-
tiveness in achieving positive long-term changes in our community

e leadership of charitable activities; identify and address the important issues of
the local charitable sector and harness collaborative resources to improve the
quality of life in the community

Many community foundations are made up of over 90% DAF’s! The community
is well served by their existence and donor passion to perpetuate charitable support.

There are not perpetual DAF’s at our community foundation, but the fund itself
can become perpetual. There is a two generation cap on family advising. If the ac-
count is at least $25,000 in assets we maintain it as a separate fund name and
grant source. If it had restricted area of interest we maintain that restriction. It be-
comes part of our competitive grant cycle for community grant-making program.
Money will always be available and money will always be distributed to meet
emerging need. Again, flexibility to serve without preset restrictions allows for effec-
tive local distribution of funds.

A word on supporting organizations: I can see no reason why there should be a
problem with their perpetual existence as long as they meet the needs, rules and
requirements. Many supporting organizations are integral to community founda-
tions as they should be. They serve a defined charitable purpose that complements
the supported organization. The community benefits from consolidated effort that
n}llgets the high standards of the organization. It is an efficient and effective relation-
ship.

——

Statement of Kenneth H. Ryesky

I. INTRODUCTION

Per Hearing Advisory OV—4 (12 June 2007), and OV-5 (9 July 2007), House Ways
and Means Oversight Subcommittee Chairman John Lewis solicited written on the
provisions relating to tax-exempt organizations contained in the Pension Protection
Act of 2006 (P.L. 109-280) (“PPA”). This Commentary is accordingly submitted.

II. COMMENTATOR’S BACKGROUND & CONTACT INFORMATION

Background: The Commentator, Kenneth H. Ryesky, Esq., is a member of the
Bars of New York, New Jersey and Pennsylvania, and is an Adjunct Assistant Pro-
fessor, Department of Accounting and Information Systems, Queens College of the
City University of New York. He has also taught courses in Business Law, and in
Taxation, at Sy Syms School of Business, Yeshiva University. Prior to entering into
the private practice of law, Mr. Ryesky served as an Attorney with the Internal Rev-
enue Service (“IRS”), Manhattan District. In addition to his law degree, Mr. Ryesky



181

holds BBA and MBA degrees in Management. He has authored several scholarly ar-
ticles on taxation.

Contact information: Kenneth H. Ryesky, Esq., Department of Accounting & Infor-
mation Systems, 215 Powdermaker Hall, Queens College CUNY, 65-30 Kissena
Boulevard, Flushing, NY 11367. Telephone 718/997-5070 (vox), 718/997-5079 (fax).
E-mail: khresq@sprintmail.com.

Disclaimer: This Commentary reflects the Commentator’s personal views, is not
written or submitted on behalf of any other person or entity, and does not nec-
essarily represent the official position of any person, entity, organization or institu-
tion with which the Commentator is or has been associated, employed or retained.

III. COMMENTARY ON THE ISSUES

A. Scope of Commentary

Title XII of the PPA consists of several provisions relating to tax-exempt organiza-
tions (and having little, if any, direct connection with pensions). Confident that oth-
ers who have more direct and comprehensive insight and experience with other pro-
visions of Title XII will apprise the Subcommittee of their views on such other provi-
sions (as indeed, has already occurred at the 24 July 2007 Subcommittee Hearing),
this Commentator will limit the instant Commentary to PPA §1217, the enhanced
documentation requirements for charitable deductions, codified at I.R.C. § 170(f)(17).
This PPA provision, though not the most significant in dollars, does affect every in-
dividual taxpayer who itemizes deductions.

For the sake of clarity and brevity, unless specifically distinguished otherwise, the
terms “charitable” and “tax exempt” will be used interchangeably in the current dis-
cussion, and the fine legal distinctions between charitable, religious, educational
and governmental purposes, as reflected in the verbose provisions of I.LR.C. §501,
will be largely ignored.

B. Historical Overview

It has long been the policy of the state and Federal governments to foster and
encourage eleemosynary organizations, see, e.g. Matter of Kimberly, 27 A.D. 470, 473
(N.Y. App.Div., 4th Dept. 1898). As Chief Justice Horace Stern of the Pennsylvania
Supreme Court remarked, “there is no class of institutions more favored and encour-
aged by our people as a whole than those devoted to religious or charitable causes,”
Bond v. Pittsburgh, 368 Pa. 404, 408, 84 A.2d 328, 330 (Pa. 1951). Indeed, those
disinclined to contribute funds for charitable, religious or similar purposes were
often suspected of impropriety. See, e.g. United States v. Pape, 253 F. 270 (S.D. Il
1918).

Consistent with the law’s favored view of charitable and religious causes, policy
dictates that tax deductions for such purposes be facilitated and encouraged, see, e.g.
Gardiner v. Hassett, 63 F. Supp. 853, 856 (D. Mass. 1945); 11 U.S.C. §548(a)(2).

Abuses of the tax-exempt status of charitable organizations were, for a long time,
largely tolerated and condoned by the authorities and the public, given the overall
benefits to society provided by the tax exempts. More recently, however, as abuses
of the system have garnered public notoriety, the regulations affecting charitable or-
ganizations have multiplied. Over the years, the laws have responded to various
public concerns ranging from unfair competition with legitimate taxpaying busi-
nesses, H. Rep. No. 2319, 81st Cong., 2d Sess. (1950), at 36-37, reprinted at 1950—
2 C.B. 380, 409; S. Rep. No. 2375, 81st Cong., 2d Sess. (1950), reprinted at 1950
U.S.C.C.A.N. 3053, 3081, 1950-2 C.B. 483, 504-05; C.F. Mueller Co. v. Commis-
sioner, 190 F.2d 120 (3d Cir. 1951), affg 14 T.C. 922 (1950), to the use of tax-exempt
organizations to support subversive political activity, see, e.g., A New Red Inquiry
Approved by House: Will Study if Tax-Free Groups Use Their Wealth to Promote
Subversion, N.Y.Times, April 5, 1952, p. 5. The use of tax-exempt organizations in
insurance and Medicaid fraud schemes has been a problem, see, e.g. United States
v. Hendricks, 2003 U.S. App. LEXIS 12938 (4th Cir. 2003); Easton v. Public Citi-
zens, Inc., 1991 U.S. Dist. LEXIS 18690 (E.D.N.Y. 1991); Congregation B’nai Jonah
v. Kuriansky, 172 A.D.2d 35, 576 N.Y.S.2d 934 (3d Dept. 1991), app. dismissed 79
N.Y.2d 895, 590 N.E.2d 244, 581 N.Y.S.2d 659 (1992); Matter of Fuhrer, 100 Misc.
2d 315, 419 N.Y.S.2d 426 (Sup. Ct. Richmond Co. 1979), enforced, 72 A.D.2d 813,
421 N.Y.S.2d 906 (2d Dept. 1979); St. Francis Home, Inc., v. Ohio Dept. of Job and
Family Services, 2006 Ohio 6147 (Ohio App. 2006), appeal denied 864 N.E.2d 653
(Ohio 2007). The poster child for personal salary and perquisite abuse of charitable
organizations was William Aramony, the CEO of the United Way of America, see
United States v. Aramony, 88 F.3d 1369, cert. denied 520 U.S. 1239 (1997); see also
Vacco v. Aramony, N.Y.L.J., 7 August 1998, p. 21 (Sup. Ct. N.Y. Co. 1998).

Suspicion of complicity by tax-exempt organizations and their principals and em-
ployees in the inflation of charitable donation dollar values is not unknown, see, e.g.
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St. German of Alaska Eastern Orthodox Catholic Church v. United States, 840 F.2d
1087 (2d Cir. 1988). Taxpayers’ abuses involving unreported quid pro quo goods or
services in return for charitable contributions led to the requirement of a written
receipt from the charity for contributions of $250 or more, and not just a canceled
check, Omnibus Budget Reconciliation Act 1993, P.L. 103-66, § 13172(a), 107 Stat.
312, 455-456, codified at I.R.C. § 170(f)(8).

And so, while encouraging and facilitating charitable works, the law must strike
a balance so that abuses of and by charitable organizations can be deterred, de-
tected and punished.

C. The Requirements of PPA § 1217

Prior to PPA, the taxpayer could substantiate cash donations amounting to less
than $250 with “reliable written records showing the name of the donee, the date
of the contribution, and the amount of the contribution.” Treas. Reg. §1.170A—
13(a)(1)(iii) (2006). The standard for the reliability of the written record was case-
specific, Treas. Reg. §1.170A-13(a)(2)(i) (2006). The Treasury had dispensed with
some or all of the substantiation requirements by exempting the writing require-
ment in the case of a small cash contribution evidenced by “an emblem, button, or
other token traditionally associated with a charitable organization and regularly
given by the organization to persons making cash donations.” Treas. Reg. §1.170A—
13(a)(2)(i)(C) (2006). Under the ambiguous and subjective standard, the taxpayer’s
bare unsubstantiated word, when credible, was accepted by the taxation authorities
and the courts. Cf., e.g. Bagby v. Commissioner, 102 T.C. 596, 611 (1994); Robinette
v. Commissioner, T.C. Summary Op. 2006-69; Fontanilla v. Commissioner, T.C.
Memo 1999-156; Jackson v. Commissioner, T.C. Memo 1999-203; Matter of Eble,
N.Y.S. Div. of Tax Appeals, Determination DTA No. 817710 (13 June 2002); Matter
of Martucci, N.Y.S. Div. of Tax Appeals, Determination DTA No. 817748 (27 Decem-
ber 2001) (allowing unsubstantiated claims of cash donations to collections at houses
of worship where taxpayer’s word was found to be credible), with Anthony Muham-
mad v. Commissioner, T.C. Summary Op. 2006—-144; Curtis Muhammad v. Commis-
sioner, T.C. Summary Op. 2006-174; Matter of Mott, N.Y.S. Div. of Tax Appeals, De-
termination DTA No. 818315 (January 24, 2002) (disallowing unsubstantiated
claims of cash donations to collections at houses of worship, where taxpayer had
credibility issues).

Indeed, internal IRS directives permitted allowance of modest amounts credibly
claimed by the taxpayer to have been given as undocumented contributions, see, e.g.
Calderazzo v. Commissioner, T.C. Memo 1967-25, n. 3 and accompanying text.

PPA §1217 mandates that beginning with tax year 2007, all cash donations must
be substantiated with either a written acknowledgment or a bank record showing
the name of donee, date and amount of contribution. Documents that are bogus, al-
tered or otherwise of questionable provenance will presumably continue to be re-
jected as fulfillment of the substantiation requirement, see, e.g. Curtis Muhammad
v. Commissioner, T.C. Summary Op. 2006-174, n. 5; Prowse v. Commissioner, T.C.
Memo. 2007-31; Matter of Paul Tam, N.Y.S. Div. of Tax Appeals, Determination
DTA Nos. 819366 & 819367 (27 May 2004), as will bank records such as canceled
checks which do not clearly indicate the required particulars of the charitable dona-
tion. See, e.g. Murray v. Commissioner of Revenue, 1989 Minn. Tax LEXIS 72 at
#28-#29 (Minn. Tax Ct. 1972).

D. The Specific Problems and Complications of PPA § 1217

(1) Less money placed in the donation receptacles

While it is too early to really do a comprehensive study, the anecdotal evidence
to date, consistent with the Commentator’s limited personal observations, seems to
indicate that less cash is being placed in public donation receptacles. Certain chari-
table organizations, including but not limited to the Salvation Army and the Jewish
National Fund, have, over the years, developed public repute and recognition
through their public donation receptacles. Through calendar year 2006, those who
regularly or spontaneously used donation receptacles to effect small contributions to
various charitable organizations could claim the tax deduction based upon a reason-
able and good faith estimate. The congregant who, at the local synagogue’s morning
minyan, regularly places a dollar bill in the pushke, can do the arithmetic to reach
a fairly accurate estimate of his donations for the year. Starting in calendar year
2007, such estimates have not been a valid basis for a charitable deduction. Accord-
ingly, for those taxpayers who itemize their deductions, it now makes little fiscal
sense to make undocumented contributions as previously described.
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(2) Reduction in spontaneous donations

A charitable deduction requires that the donor have charitable intent at the time
of the donation, United States v. American Bar Endowment, 477 U.S. 105 (1986);
Commissioner v. Duberstein, 363 U.S. 278, 285 (1960). For reasons previously de-
scribed, small spontaneous charitable donations via public collection receptacles
make no fiscal sense for those who itemize their deductions. Charitable contribu-
tions must now be planned, or at least deliberated, so that the donor can write a
check and/or find a donee who is postured to give a receipt for cash, or find a donee
who is prepared to accept donations via credit card. Therefore, on account of PPA
§ 1217, the spontaneous inspiration of the moment, which is inherent in scenarios
such as the passing of a collection plate at religious services, or depositing a coin
in a donation receptacle at the gravesite of a revered decedent, may well be over-
ridden by the donor’s sense of fiscal responsibility and the imperative to optimize
one’s financial position at tax time.

Moreover, PPA §1217 has also enhanced the very real possibility of pressure by
the donor upon the donee to tender a noncontemporaneous receipt based upon the
donor’s word instead of the donee’s records or recollections. Such actions obviously
have a corrupting effect upon the integrity of the taxation system.

(3) End of anonymous donations

It may be appropriate or desirable to tender an anonymous charitable contribu-
tion. Such a situation may arise where, for example, the donor wishes to make a
small one-time donation to an organization for a particular purpose (e.g., a fund-
raiser dinner journal ad where the guest of honor is a friend, relative or business
associate of the donor), but has no intention of making subsequent donations, and
does not wish to place undue burdens on the organization. If the donor’s identity
is known, the organization may well spend more in the ensuing years on mailings
and postage, for further solicitations, than the donor contributes on this one occa-
sion. PPA §1217 has severely limited the tax incentive for such a would-be anony-
mous donor.

(4) Obsolete and invalid Treasury Regulation

Prior to PPA §1217, contributions of “a small amount” could be substantiated by
“an emblem, button, or other token traditionally associated with a charitable organi-
zation and regularly given by the organization to persons making cash donations.”
Treas. Reg. § 1.170A-13(a)(2)(i)(C) (2007). Thus, tokens such as the red poppy from
the American Legion, the daisy from Childrens Hospital of Philadelphia, or the
wrapper of a candy bar from the Lions Club’s “Candy Day” fundraiser event were
acceptable by the IRS as supporting evidence of small contributions to those char-
ities. One gets the sense that the taxpayer in Jennings v. Commissioner, T.C. Memo
2000-366, aff'd 19 Fed. Appx. 351, 2001 U.S. App. LEXIS 20731, 2001-2 U.S. Tax
Cas. (CCH) {50,651 (6th Cir. 2001), may have at least partially demonstrated his
entitlement to a deduction to the Tax Court, if only he would have been able to
produce such an “emblem, button, or other token” associated with one of his chari-
table donees.

PPA §1217’s blanket reference to “subsection (a)” serves to limit the utility of the
poppies and daisies and candy bar wrappers so severely as to make such tokens all
but irrelevant in substantiating a deduction. Absent some Congressional relaxation
of the stringent provision, it would behoove the IRS to review Treas. Reg. § 1.170A—-
13 in general and Treas. Reg. § 1.170A-13(a)(2)(i)(C) in particular.

E. The Trade-Off of PPA § 1217’s Specific Problems and Complications

Most charitable donors are motivated by higher forces and powers than the dol-
lars and cents they contribute out of their pockets. It is obvious that in most in-
stances, a donor can retain far more in his or her bank account by not giving any-
thing at all to charity, taxation issues notwithstanding. Yet, people choose to give
to charity.

The IRS and other taxation authorities necessarily deal with charitable contribu-
tions in strict terms of dollars and cents. But there is also an unquantifiable aspect
of charitable giving, the personal involvement of the donor in the process. From this,
the donor receives great moral and spiritual benefit from his or her participation.
The knowledge that he or she made some sort of difference on this Earth, and the
personal connection with the process, benefit the donor in ways which can never be
evaluated using fiscal or accounting principles.

Congress must provide a statutory framework to foster fiscal and legal account-
ability of the charitable giving process, and the IRS and other law enforcement
agencies must police the process and its participants. But, as Ricardo warned, tax-
ation “frequently operates very differently from the intention of the legislature by
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its indirect effects,” David Ricardo, The Principles of Political Economy and Tax-
ation chapt. 16 at 157 (Everyman’s Library, no. 590, J.M. Dent & Sons, London,
1969) (1817); also printed in 1 The Works and Correspondence of David Ricardo
(Piero Sraffa, ed., Cambridge Univ. Press, 1951) at 239.

There is, of course, a need to hold the charitable and other tax-exempt organiza-
tions to a relatively high degree of scrutiny, not only to ensure that the not be used
in schemes to illegally evade taxes or to confer private inurement to their principals,
but also to effect general law enforcement, including the funding of terrorism and
subversive activities. In seeking to impose accountability upon the tax-exempt orga-
nizations and their contributors with PPA § 1217, Congress has placed an obstacle
to many acts of charitable donation which, while low in dollar value, are nonetheless
significant and important in other respects.

Moreover, the numerous small-sized tax-exempt organizations that fill small spe-
cific niches and effectively handle specialized needs not well addressed by the broad
brush approaches of the larger charitable organizations, are now being weighed
down by the additional requirements of PPA and other recent legislation, much as
the small family businesses and farms are being squeezed out by the giant retailers,
manufacturers and agricultural concerns.

The inflexible documentation requirement of PPA § 1217 certainly goes far toward
ensuring accountability, but this strict accountability standard has come at a price.

IV. CONCLUSION

The opening statement by Chairman Lewis at the 24 July 2007 Subcommittee
Hearing emphasized the need for a strong and healthy nonprofit sector. This can
only come about if donors have a positive relationship and emotional connection
with the respective charitable organizations who would receive their donations.

On account of the provisions of I.R.C. § 170(f)(8), the operation of PPA § 1217 effec-
tively operates disproportionately, if not exclusively, upon donations of less than
$250.00. These donations may be small and insignificant, even in the aggregate, but
there is more at stake than the small pocket change that is or is not deposited. The
passionate relationship of many a large donor to his or her favorite charity has been
initiated by a coin dropped, unacknowledged and undocumented, into a collection re-
ceptacle. Charitable organizations must continue to develop and nurture their do-
norships. PPA § 1217 has interposed some impediments to some traditional methods
of donor development.

It is well to note that the aforementioned I.R.C. § 170(f)(8), which addresses the
documentation of the presence or absence of a quid pro quo in charitable donations
of $250.00 or more, specifically authorizes the Treasury/IRS to relax some of those
requirements, I.R.C. § 170(f)(8)(E). How ironic that PPA §1217, as codified in L.R.C.
§ 170(f)(17), is far more rigid for documenting smaller charitable donations!

The Treasury/IRS should similarly be authorized to relax the documentation re-
quirements for the smaller donations under appropriate circumstances, balancing
the needs of tax enforcement and law enforcement in general against the salutary
effects that small, spontaneous undocumented donations may have upon the chari-
table sector.

According to Mr. Miller’s testimony at the Hearing on 24 July 2007, America’s
charitable sector is generally in compliance with the tax laws; the deviations which
receive attention in the news media are the exceptions, and not the general tend-
ency. Problems relating to undocumented small pocket change donations are not
among the charitable sector’s significant tax problems and issues highlighted by Mr.
Miller in his testimony.

Though reposing too much discretion in the tax collector does run the risk of the
tax uncertainty Adam Smith admonishes us to avoid, the rigid standard of PPA
§ 1217 does dampen and discourage a monetarily insignificant, though highly sym-
bolic, method of public participation in the charitable giving process. Accordingly,
Congress should consider giving the Treasury and the IRS a modicum of bounded
discretion to enable the good faith tax return filer to benefit from a modest chari-
table deduction, so as to reflect spontaneous and undocumented cash contributions
not currently deductible on account of PPA §1217.

———
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Statement of Lester M. Salamon, Baltimore, Maryland
Executive Summary: (2 pages)
Nonprofit Governance and Accountability

Lester M. Salamon and Stephanie L. Geller

This report shows that, contrary to some accounts in the press, the nonprofit is
adhering to reasonable standards of governance and accountability. The full text of
the report is available at:

http://www.jhu.edu/listeningpost/news/pdf/commO04.pdf
Executive Summary: (1 page)

Investment Capital: The New Challenge for American Nonprofits

Highlights one of the significant challenges facing nonprofit organizations—their
limited access to investment capital. The full text of the report is available at:

http://www . jhu.edu/listeningpost/news/pdf/commO05.pdf
Excerpts: (5 pages)
Employment in America’s Charities: A Profile

This report documents the enormous scale and growing role of nonprofits in the
United States. The full text of the report is available at:

http://www jhu.edu/~ccss/research/pdf/
Employment%20in%20Americas%20Charities.pdf

Section 1: A significant employer

Section 4: A dynamic sector

Section 5: Regional variations in nonprofit employment growth
Section 6: A diverse sector

Section 7: Nonprofit prominence in particular fields

Excerpt from:

Nonprofit Governance and Accountability

Lester M. Salamon and Stephanie L. Geller, “Nonprofit Governance and Account-
ability” Communiqué No. 4. (Baltimore: The Johns Hopkins Center for Civil Society
Studies, October 2005).

EXECUTIVE SUMMARY

Responding to concerns about nonprofit governance and accountability surfaced in
a discussion draft! issued by the Senate Finance Committee, the Johns Hopkins
Nonprofit Listening Post Project conducted a survey, or Sounding, of its nationwide
sample of nonprofit organizations in five key fields (children and family services, el-
derly housing and services, community and economic development, theaters, and
museums) to examine the governance and accountability practices of the nation’s
nonprofit organizations.

Key findings from this survey included the following:

(1) Board roles. The boards of overwhelming majorities (85-90 percent) of the
nonprofit organizations surveyed are highly or significantly involved in the key stra-
tegic oversight functions that nonprofit boards are expected to perform. These in-
clude:

e Setting organizational missions (93 percent);

e Setting the chief executive’s compensation (88 percent);

e Establishing and reviewing organizational budgets and finances (87 percent);
e Setting organizational objectives (87 percent);

e Reviewing auditing and accounting policies and practices (83 percent); and

e Approving significant financial transactions (81 percent).

(2) Financial disclosure. The overwhelming majority (97 percent) of sampled or-
ganizations have undergone an independent audit within the past 2 years and com-
parable proportions (95 percent) regularly distribute their financial reports to their
boards.

(3) Ethics protections. The overwhelming majority of responding organizations
also already have other policies and procedures in place to promote accountability
and ethical behavior. This includes:

o Internal controls on finances and financial accounting (98 percent);
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e Records retention policies (84 percent);
e Conflict of interest policies (83 percent);

e Travel expense policies (81 percent);

e Compliance programs for regulation (81 percent); and
e Codes of ethics for board and staff (73 percent).

Even among smaller organizations, a majority have such policies in place.
(4) Best-practice standards

e Nearly two-thirds of the organizations surveyed already take part in best-prac-
tice accreditation programs, and nearly 60 percent of these participate in more
than one such program.

e Of those organizations that do not participate in formal best-practice accredita-
tion programs, most report following an internally developed set of standards.

e Internal factors such as a desire to promote organizational excellence and im-
prove transparency are more important in explaining adherence to best-practice
accreditation standards than external pressures from funders, clients, or the
press.

(5) Organizational changes

e Nearly one in three organizations (29 percent) reported making some material
change in their structure, programs, funding, or mission over the previous two
years.

o However, most of these (54 percent) reported notifying the Internal Revenue
Service of this change. And those that did not report typically experienced less
significant changes (e.g., changes in funding sources).

(6) Nonprofit awareness

e Most nonprofit boards (80 percent) are at least “somewhat knowledgeable”
about nonprofit laws at both federal and state levels, and two-thirds reported
having discussed the federal Sarbanes-Oxley law.

e Only 36 percent of the organizations reported having held at least brief board
discussions of the Senate Finance Committee staff proposals for increased regu-
lation of nonprofit governance.

The full Communiqué on Nonprofit Governance and Accountability is available for
downloading at: www.jhu.edu/listeningpost.

U.S. Senate Finance Committee, Staff Discussion Draft (June 22, 2004) (http:/fi-
nance.senate.gov/hearings/testimony/2004test/062204stfdis.pdf).

Excerpt from:

Investment Capital: The New Challenge for American Nonprofits
Lester M. Salamon and Stephanie L. Geller, “Investment Capital: The New Chal-

lenge for American Nonprofits” Communiqué No. 5 (Baltimore: The Johns Hopkins
Center for Civil Society Studies, April, 2006).

EXECUTIVE SUMMARY

Once considered fundamentally labor-intensive institutions, nonprofit organiza-
tions are increasingly confronting expanded needs for “investment capital” to fi-
nance the facilities, technology, and innovations required to remain viable in an in-
creasingly competitive environment. Because of their relatively small scale and their
non-profit character, which makes it impossible for them to issue stock, however,
nonprofits confront special difficulties in accessing investment capital. Regrettably,
though, precious little is known about the special challenges nonprofit organizations
face in generating such capital or the degree of success they have had in overcoming
them.

To help fill this gap, the Johns Hopkins Nonprofit Listening Post Project took a
preliminary “Sounding” of its nationwide sample of nonprofit organizations in five
broad fields of nonprofit action (children and family services, community and eco-
nomic development, elderly housing and services, museums, and theaters) to learn
about the capital needs of these organizations and the ease or difficulty they face
in meeting these needs.

Based on the results of this Sounding, the following major conclusions emerge:

1. Nonprofits in these core human service, community development, and arts
fields have significant investment capital needs.

2. These needs extend well beyond the traditional areas of physical capital to em-
brace program development, staff upgrading, and strategic planning. This likely re-
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flects the growing competition in many of these fields and the substantial infusion
of entrepreneurial spirit into the nonprofit sector in recent years.

3. Despite these needs, nonprofits have encountered significant difficulty accessing
the major pools of investment capital in our country, such as insurance companies
and pension funds. Many nonprofits have limited knowledge of these capital re-
sources, and those that do have knowledge report substantial difficulty in accessing
them.

4. Although other sources, such as commercial banks, government, foundations,
and individual donors, are more familiar to nonprofits, some (e.g., government) are
quite difficult to access for investment capital purposes and others (e.g., commercial
banks, foundations, and individual donors) are limited in their areas of interest.

5. Although some variations exist in the applicability of these findings among the
different types of nonprofit organizations surveyed and between organizations affili-
ated with national intermediary organizations and those not so unaffiliated, what
is most striking is how uniform they seem to be, at least among the types of organi-
zations examined here.

6. While it is impossible to say for certain whether these results apply equally
to other types of nonprofit organizations, they certainly suggest the need for in-
creased attention to the investment capital needs of nonprofit organizations and pos-
sible policy actions to level the playing field for nonprofit access to capital.

Excerpts from:

Employment in America’s Charities: A Profile

Lester M. Salamon and S. Wojciech Sokolowski, “Employment in America’s Char-
ities: A Profile” (Baltimore, MD: Johns Hopkins Center for Civil Society Studies,
2006).

Section I: A Significant Employer

In the first place, these data sources make clear that charitable nonprofit organi-
zations employ far more people than is widely recognized. As of the second quarter
of 2004, the latest year for which data on nonprofit organizations are available,
American charities employed 9.4 million paid workers and engaged another 4.7 mil-
lion full-time equivalent (FTE) volunteer workers for a total work force of more than
14 million workers (see Table 1).4

Table 1 Employment in American Charities, 2004

Item Number As % of US Economy
Paid workers 9.4 million 7.2%
Volunteer workers (FTEs) 4.7 million 3.9% *

Total workforce 14.1 million 10.5%*

Wages ($billions) $321.6 billion 6.6%

Sources: Data on paid employment and wages from Quarterly Census of Employment and Wages (QCEW)
accessed through the U.S. Bureau of Labor Statistics. Data on volunteer workers from U.S. Census Bureau,
Current Population Survey, (http:/www.census.gov/cps/). Volunteer time converted into full-time equivalent
(FTE) workers by dividing the total number of hours volunteered by the number of hours in a typical work
year. For further detail on data sources, see Appendix A.

*Volunteers added to total employment to compute percentage of total work force.

The workforce of the charitable nonprofit sector thus represents 10.5 percent of
the country’s total workforce. Put somewhat differently, the paid workers of chari-
table nonprofit organizations outnumber those of the utility, wholesale trade, and
construction industries; and the paid and volunteer workers together outdistance
the combined employment of all three of these major industries taken together (see
Figure 1).
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Figure 1. Employment in the non profit
sector and selected industries, 2004
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This sizable workforce naturally attracts significant wage payments. Nonprofit
paid workers thus received $321.6 billion in wages in 2004, more than the wages
paid by the utilities ($50.1 billion), construction ($276 billion), and wholesale trade
($283.7 billion) industries, and almost as much as the finance and insurance indus-
try ($355.8 billion).

Section IV: A Dynamic Sector

Not only is the nonprofit sector a sizable employer, but also it has been a growing
employer, adding both paid jobs and volunteer workers at a much higher rate than
the rest of the economy. This has certainly been true of the past two years, for
which comparable national data are now available, though it is consistent with ear-
lier findings covering a more extended period for a limited set of states.? Thus, be-
tween 2002 and 2004, the nonprofit workforce, including paid and volunteer work-
ers, grew by 5.3 percent. Both the paid and volunteer portions of the nonprofit work-
force grew by over 5 percent during this period. By contrast, overall employment
in the economy declined by 0.2 percent during this same period (see Figure 3).

7See: Lester M. Salamon and S. Wojciech Sokolowski, “Nonprofit Organizations: New Insights
from QCEW Data,” Monthly Labor Review (September 2005), p. 24.
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Figure 3. Employment growth, nonprofit
sector and total economy,
2002-2004
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Section V: Regional Variations in Nonprofit Employment Growth

This pattern of nonprofit workforce growth at rates in excess of the growth of total
employment is evident in almost every part of the country, though the actual scale
of change differs markedly from place to place as does the contribution that volun-
teers and paid workers make to the totals. Thus, as Table 6 shows, the nonprofit
workforce grew by anywhere from nearly 10 percent in the Pacific region to under
1 percent in the West South Central region between 2002 and 2004. In every region,
however, nonprofit workforce growth exceeded the growth of overall employment,
though in one of these (the Mountain region) this was due largely to the substantial
growth in volunteer employment. What is more, nonprofit employment grew even
in regions where overall employment, affected by the economic recession then under
way, actually declined. This suggests that nonprofit employment functions as a
counter-cyclical mechanism, continuing to expand to meet needs even as overall em-
ployment slumps.

Table 6
Pearcent Change in nonprofit employmaent va. total amploymant, 2002-2004, by region
Parcent Change
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This same pattern is also clearly apparent at the state level, though the vari-
ations here are greater. Thus, nonprofit employment grew at a faster rate, or de-
clined at a slower rate, than overall employment in all but four states (Montana,
Alabama, Missouri, and New Mexico), as shown in Table 7.
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va. total economy, 2002-2004, by state
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Section VI: A Diverse Sector

Charitable nonprofit employment is scattered across a wide variety of fields, from
information and scientific services to religion and civic affairs. The bulk of this em-
ployment, however, is in human services, and within that broad category, in health
services. In particular, as shown in Figure 4, hospitals alone account for one-third
of all nonprofit employment, and other health providers, such as clinics and nursing
homes, account for another 21 percent. Two other human service fields that account
for substantial shares of total nonprofit employment are education (14 percent of the
total) and social assistance (13 percent).8

Figure 4. Nonprofit paid employment by
field, 2004
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Section VII: Nonprofit Prominence in Particular Fields

While nonprofit paid workers comprise 7 percent of national employment overall,
in many fields their role is far more prominent than this overall average might
imply. Thus, nonprofit organizations account for more than half of all employment
in hospitals, social care, and museums; and a third of all employment in nursing
and residential care and colleges and universities (see Figure 5 and Appendix C).
Without the nonprofit sector, therefore, crucial health, education, and social care
functions would be lacking.

8For a more detailed breakdown of the distribution of nonprofit employment by NAICS code
categories, see Appendix C.
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Figure 5. Nonprofit® share of 1otal
employment, selected fields
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Lettie Pate Evans Foundation
Atlanta, Georgia 30303
July 25, 2007

The Honorable John Lewis, Chairman
Subcommittee on Oversight
House Ways & Means Committee

Dear Chairman Lewis:

This letter is in response to the House Ways and Means Oversight Subcommittee
Advisory, OV—4, requesting written comments on provisions in the Pension Protec-
tion Act of 2006 related to tax-exempt organizations. On behalf of the Lettie Pate
Evans Foundation and Lettie Pate Whitehead Foundation, this letter expresses our
concerns with those provisions of the Pension Protection Act that contemplate a new
minimum payout requirement for certain supporting organizations.

Section 1241(d)(1) of the Pension Protection Act directs the Secretary of the Treas-
ury to promulgate new regulations that require type III supporting organizations “to
make distributions of a percentage of either income or assets to supported organiza-
tions.” Existing regulations require type III supporting organizations to distribute
substantially all of income annually. However, a new asset-based minimum payout
requirement—if enacted by the Treasury Secretary—would adversely impact sup-
porting organizations like the Lettie Pate Evans Foundation and the Lettie Pate
Whitehead Foundation, which have a long history of significant and growing dis-
tributions to beneficiaries and whose donors specified in their wills that grants shall
be paid from income only.

Trustees of the Lettie Pate Evans Foundation administer two separate funds—the
Lettie Pate Evans Restricted Fund and the Lettie Pate Evans General Fund. Each
fund is a separate type III supporting organization. The Lettie Pate Whitehead
Foundation is also a type III supporting organization administered by its own dis-
tinct governing body.
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Lettie Pate Evans Restricted Fund

Lettie Pate Whitehead Evans left the bulk of her estate to establish the Lettie
Pate Evans Restricted Fund as trustee for the benefit of 14 specified charitable
beneficiaries. In her will, Mrs. Evans dictated exactly how the income—and she
specified only income—from her residuary estate should be divided among the bene-
ficiaries. Since its inception in 1953, the Evans Restricted Fund has distributed all
of its income annually (from $225,000 in 1954 to over $41 million in 2006) to the
14 beneficiaries. More than $489 million has been distributed to the beneficiaries,
which is 61 times the value of the total assets contributed to the Fund. Cumula-
tively, the Evans Restricted Fund has become the largest donor to Georgia Tech,
Berry College, the College of William and Mary, Washington and Lee University,
Episcopal High School and the Protestant Episcopal Theological Seminary in Vir-
ginia.

The will establishing the Evans Restricted Fund specified that the fund’s corpus
“shall not be invaded” and that all payments must be made from net income. If the
current minimum payout requirement is amended to require type III supporting or-
ganizations to invade corpus and distribute more than net income, trustees of the
fund would be prevented from complying with the donor’s instructions. The Evans
Restricted Fund and its beneficiaries presumably would be forced to pursue equi-
table reformation proceedings in court, imposing significant hardship and consider-
able expenses on the fund and its beneficiaries.

Lettie Pate Whitehead Foundation

Mrs. Evans’ son, Conkey Pate Whitehead, established through his will the Lettie
Pate Whitehead Foundation to honor his mother. The Whitehead Foundation was
established for the primary purpose of providing educational opportunity to needy
women in nine specified Southern states. Funded upon Mrs. Evans’ death in 1953,
the Foundation immediately began making annual grants to educational institutions
for need-based scholarships for women. Net annual distributions from the Lettie
Pate Whitehead Foundation have grown from $100,000 in 1954 to $21,639,800 in
2006. Annual support is now provided to 201 schools and colleges and 14 facilities
serving elderly women.

All 215 supported organizations receive a grant every year. More than $300 mil-
lion has been distributed to beneficiaries since 1954, which is 16 times the value
of the assets contributed to the Foundation. Since the Whitehead Foundation be-
came a supporting organization, distributions to supported organizations have risen
each year. Beneficiaries rely on this steadily growing income stream to fund scholar-
ships for over 8,000 needy female college and nursing students and to fund the care
of aged women.

As in the case of the Evans Restricted Fund, the Lettie Pate Whitehead Founda-
tion was created under the terms of a will that directs trustees to make grants only
from net income. If the current payout requirement is amended to an asset-based
requirement, trustees of the Whitehead Foundation would be unable to comply with
the will’s prohibition on distributions of principal. In addition, distributions to bene-
ficiaries would fluctuate with the market. Declining distributions in some years
would jeopardize schools’ ability to administer a consistent scholarship program.
Schools may feel obliged to drop students from the scholarship program in years
when a market decline dictates a smaller grant.

Donors to the Evans Restricted Fund and Whitehead Foundation understood that
preserving principal ensures a stable and permanent income stream for supported
organizations. These organizations’ investment policies seek reliable and consistent
income growth while preserving the real value of the corpus. Trustees of these sup-
porting organizations are concerned that new regulations requiring organizations to
pay out more than income will steadily erode value from these funds, ensuring that
less total philanthropic dollars could be distributed to supported organizations over
time.

Narrowly Tailor Regulations

The Evans Restricted Fund and Whitehead Foundation are not the kind of abu-
sive organizations Congress targeted in the Pension Protection Act of 2006. We un-
derstand and share Congress’s concern that some living taxpayers use supporting
organizations as tax shelters while providing little or no benefit to charity. Such
schemes prevent the public from realizing benefit from the donor’s tax deduction.
Reported abuses seem most commonly to involve donors parking non-income pro-
ducing assets in supporting organizations, making no distributions to charity (be-
cause there is no income) and borrowing assets from the supporting organization for
reinvestment.



196

We support efforts to stop these abusive practices. In particular, we applaud those
provisions of the Pension Protection Act that prevent loans from supporting organi-
zations and that strengthen restrictions and penalties for abuse by disqualified per-
sons. These and other provisions in the Pension Protection Act should go a long way
toward eliminating the reported abuse.

But no new regulations should cut so broadly as to limit legitimate philanthropy.
Additional safeguards—such as a new minimum payout requirement—should be en-
acted only as necessary and should be crafted to target abusive taxpayers only and
to avoid sweeping change that may adversely impact legitimate supporting organi-
zations and their beneficiaries. New minimum payout requirements may be nar-
rowly tailored to ensure that credible organizations like the Evans Restricted Fund
and Whitehead Foundation can continue to distribute a steady, growing income
stream to beneficiaries according to the donors’ direction.

We recently suggested to the Treasury Department that new regulations limit an
asset-based payout requirement only to those supporting organizations that have
not yet distributed to charity the public benefit incumbent in the donor’s tax deduc-
tion. The existing payout requirement set out in Treasury Regulations section
1.509(a)-4—“substantially all” of income—is appropriate and sufficient for those type
IIT supporting organizations that have distributed to charity an amount greater
than or equal to the value of the donor’s cumulative gifts to the supporting organiza-
tion. However, until a supporting organization distributes an amount equal to the
donor’s gifts, it may be necessary to require the supporting organization to dis-
tribute a minimum percentage of assets annually. With this simple overlay to the
existing payout requirement, no taxpayer may create or use a type III supporting
organization to shelter non-income producing assets.

We suggested that Treasury promulgate this new regulation by adding the fol-
lowing at the end of the first sentence of Treasury Regulations section 1.509(a)-
4(i)(3)(iii)(a): provided, however, that until the first taxable year following the tax-
able year in which the supporting organization’s cumulative distributions to one or
more publicly supported organizations equal the value of the donor’s contributions,
the supporting organization must distribute at least X% of its assets to its publicly
supported organizations for any taxable year in which such amount is greater than
substantially all of its income. For purposes of applying the proviso in the prior sen-
tence, (i) the value of a supporting organization’s assets shall equal the aggregate
fair market value of all non-exempt assets as described in section 4942(e), and (ii)
the value of any property that is contributed shall equal the fair market value of
such property at the time the contributions were made.

The following examples illustrate this provision’s operation and could be incor-
porated into the regulations if Treasury adopts this approach.

Example 1. With a $100 million gift, a taxpayer establishes W, an organization
described in section 501(c)(3), to support Y, a publicly supported organization. W
meets the responsiveness test described in subparagraph (2) of this paragraph. W
must pay at least X% of its asset value annually to Y until W cumulatively distrib-
utes at least $100 million to Y. In taxable years following the taxable year when
W distributes a total of $100 million to Y, W must pay substantially all of its income
to Y.

Example 2. The taxpayer from the above example makes a subsequent $50 million
gift to W. W must pay at least X% of its assets to Y until W distributes at least
$150 million to Y.

Adopting this approach will ensure that new regulations are narrowly drawn to
curb abuse while also securing charitable distributions to supported organizations
in perpetuity. Perhaps most importantly, this narrow approach to regulation will en-
sure that supporting organizations remain a vital, legitimate and attractive vehicle
for taxpayers to support worthy charitable causes. Prospective donors will be less
likely to create this kind of perpetual legacy if they are forced by regulation to liq-
uidate charitable principal. Sound tax policy should encourage and facilitate the
generous impulse of wealthy Americans like the donors who created the Lettie Pate
Evans Restricted Fund and Lettie Pate Whitehead Foundation.

Sincerely, )
P. Russell Hardin
President
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Statement of Marin Community Foundation

As members of the tax-exempt community, we are responding to the Committee’s
Advisory of June 12, 2007 requesting written comments on provisions relating to
tax-exempt organizations in the Pension Protection Act of 2006 (PPA). According to
the Advisory, you are seeking public comments regarding the tax-exempt commu-
nity’s views on the impact of the recently enacted provisions on charities and foun-
dations. The Subcommittee is particularly interested in how these new rules affect,
or will affect, charitable efforts and the difficulties that have arisen in implementing
these provisions. Further, the Subcommittee requests comments on the provisions
scheduled to expire on December 31, 2007.

Overall, we believe the charitable incentives proposed are positive and most of the
reforms are reasonable. However, there are a few areas of concern that we ask you
to address regarding the impact on charitable foundations and their ability to meet
their charitable missions.

Charitable foundations help individuals, families, corporations, nonprofits and
community groups achieve their charitable goals in communities throughout the na-
tion. There are various tools available, such as utilization of a community founda-
tion that can help stimulate significant private investment to further the quality of
life in a given community. Some reforms within the PPA, if interpreted in a par-
ticular way, could limit the ability of charitable foundations, including community
foundations, to function effectively. Furthermore, some provisions may be disincen-
tives to charitable giving.

We have outlined our concerns and suggestions in detail below. More specifically,
the following sections describe challenges that the PPA poses to donor advised funds
and supporting organizations, thus limiting a community’s ability to increase chari-
table giving.

Some of the PPA Provisions Have Unnecessarily Saddled Donor Advised
Funds and Supporting Organizations With New Regulations That Are
Not Necessary to Correct the Abuses Identified by Congress

At a minimum, donor advised funds and supporting organizations should not be
penalized in comparison to private foundations. Donor advised funds and supporting
organizations are popular and effective tools for philanthropy. For the most part,
these tools have enjoyed a long history of success in the United States. They allow
donors to relinquish control over assets easily and commit them for charitable pur-
poses. Yet, they also allow donors to remain involved appropriately in a manner
that engages the donors and their families with philanthropy. Our foundations col-
lectively made charitable grants of over $333 million in 2006; with more than $147
million from donor advised funds.

We are concerned that the PPA provisions may unnecessarily cast a cloud of sus-
picion over donor advised funds and supporting organizations. The new provisions
are already causing confusion in the minds of donors who do not understand the
perceived criticism. To the extent donors begin to believe that donor advised funds
and supporting organizations are not legitimate charitable vehicles, or donors are
hampered by unreasonably bureaucratic restrictions or procedures, current and fu-
ture charitable giving will be affected negatively. The impact will be compounded
by the perception that giving through donor advised funds is no longer simple. Sim-
plicity in giving has been an attractive hallmark of these funds.

The PPA implements some additional restrictions and limitations that are not
necessary. We believe that the desired reforms can be achieved in a more reasonable
manner. Increased oversight can provide many of the necessary checks and balances
and help detect and punish bad actors in the charitable sector. While we recognize
there are some bad actors in the world of donor advised funds and supporting orga-
nizations that justify rigorous oversight including the review of an organization’s ex-
empt status, we are concerned that the result will be the casting of a wide net that
will unfairly entangle reputable organizations and their honest donors.

In sum, we suggest that donor advised funds and supporting organizations should
not be treated unfairly and discriminatorily in comparison to private foundations.

While Overall the Five Year Excess Business Holdings Provision is Bene-
ficial, There Are Circumstances Under Which It Can Be Excessive and
Harmful to Donor Advised Funds and Supporting Organizations

The excess business holdings provision, along with the provision allowing for an
extended period under certain circumstances, may establish an appropriate policy
for treating illiquid assets which are donated for charitable purposes. Five years to
divest holdings of closely held stock (or other assets exceeding twenty percent of a
business enterprise) is certainly a reasonable timeframe for most transactions.
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However, there should be additional allowances for special circumstances that
may arise while liquidating assets. There are many circumstances under which a
community would benefit if the five year timeframe was extended. In fact, the five
year limitation can have an unintended negative impact and unnecessarily limit uti-
lization of donor advised funds and supporting organizations and in turn limit the
philanthropic advantages to a community.

This is best understood by example. A particular fund was created with closely
held stock by the founder of a private company. After the death of the founder, the
company’s value diminished greatly. It took slightly more than five years for the
health of the company to rebound. If the stock was sold early, then the established
foundation would have amounted to a few million dollars. However, allowing the
company to regain its footing allowed for a stock sale price that netted over thirty
times the original value of a few million dollars to support community needs. While
no foundation should hold onto stock indefinitely, there is clear need to move beyond
five years in specific circumstances to prohibit fire sales that shortchange a commu-
nity. In another example, a donor advised fund received an ownership interest in
a ranch just beyond a major urban area. The maximum value for selling that inter-
est and creating liquidity for grantmaking was not realized until more than ten
years later, when commercial development reached that area.

Moreover, the new PPA provisions will make it very difficult for donors who want
to contribute significant ownership of closely held business interests to a community
foundation fund without the sale of those interests in the future. While there are
complex options available to accommodate donors who want a community founda-
tion to retain long-term ownership rather than receive and sell, the new PPA provi-
sions are unnecessarily limiting and confusing. These provisions will likely cause po-
tential donors to avoid utilizing these vehicles which will in turn harm philan-
thropy.

As a further example, since the PPA provisions were passed, one of our founda-
tions has been contacted by individuals wanting to know if they can still make dona-
tions whereby the Foundation would have long-term possession. In particular, sib-
lings contacted the Foundation wanting to leave a portion of the bank stock in their
estates to a charitable entity without the necessity of selling the stock at some point
in the future. While the Foundation has been working hard to implement and ex-
plain these new provisions, it is clear that the burdensome nature of some of the
provisions will cause donors to pull back. It is highly counterproductive to the pur-
poses of philanthropy and the intent behind the PPA, to impose over-restrictive limi-
tations on the use of donor advised funds and supporting organizations. Ultimately,
a foundation has the responsibility and control with regard to investments and as
such should have adequate discretion to make prudent decisions based on particular
circumstances at a point in time including market conditions. Any establishment of
timelines and limits in this regard is unnecessarily prohibitive.

In sum, we suggest that additional allowances be made whereby the five year lim-
itation can be extended.

While the Excess Benefit Transaction Provisions Are Warranted, Some
Technical Corrections and Definitions Are Needed

We understand and appreciate inclusion of the excess benefit transaction provi-
sion in the PPA. However, we are concerned there is the potential to interpret and
apply it too broadly resulting in unforeseen restrictions. The term “excess benefit
transaction” in Section 1232 (which includes any grant, loan, compensation or other
payment from a fund to a donor, donor advisor, family member of the donor or donor
advisor, or an entity 35 percent controlled by a donor, donor advisor or family mem-
ber) should not include uniform fees and charges paid by a sponsoring organization
to a service provider so long as those fees and charges are reasonable.

The routine fees for services to a sponsoring organization that are assessed by the
sponsoring organization against all of the donor advised funds should not be consid-
ered a payment from a donor advised fund. For example, assume a bank provides
services to a sponsoring organization and also is a donor to a donor advised fund
maintained by that sponsoring organization. Assume further that the sponsoring or-
ganization assesses the bank’s fees uniformly against the donor advised funds that
it maintains. The pro rata portion of the fees paid to the bank from the bank’s donor
advised fund should not constitute an excess benefit transaction under this rule.

Additionally, compensation for professional services to disqualified individuals
should be permitted in the same way these types of payments are permitted for pri-
vate foundations. Compensation rules should be applied equally to all entities. Pro-
fessional services include investment management of assets by disqualified individ-
uals. However, if this were allowed, it would be important to ensure that compensa-
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tion is at market rate or below, and that investment returns are commensurate with
similar investment products.

Finally, the term “excess benefit transaction” should not automatically include the
payment or reimbursement of reasonable expenses on behalf of a substantial con-
tributor if the reasonable expenses are paid or reimbursed in the substantial con-
tributor’s capacity as an organization manager. Consider the following examples:

e A donor is a director of a supporting organization which is holding a meeting.
The supporting organization buys lunch for all of the directors who attend the
meeting and the donor eats the lunch. This should not automatically be consid-
ered an excess benefit transaction. It was not an act of self-dealing under Inter-
nal Revenue Code Section 4941 if given to or reimbursed to a foundation man-
ager.

e A supporting organization buys D & O insurance that covers all directors, in-
cluding a donor. The pro-rata portion of the premium allocable to the donor’s
coverage should not automatically be considered an excess benefit transaction.
The pro-rata portion of the premium would not be considered an excess benefit
transaction for a foundation manager.

We believe there should be no direct or indirect benefit to the donor or persons
related to the donor for a donor advised fund or supporting organization. The donor
receives the maximum tax deduction allowed by law and has the ability to impact
the community by being allowed to recommend an investment strategy and to give
advice regarding the grant making. Moreover, there should be no charitable deduc-
tion for the transfer of assets to a donor-advised fund or supporting organization
when those assets are paid back to or used for the benefit of the donor or persons
related to the donor. However, there should be an appropriate standard for a nomi-
nal “benefit” which does not violate this principle.

In sum, we ask that some clarifications and technical corrections be made in the
excess benefit transaction provisions.

The Bookkeeping Requirements of the PPA are Illogical, Overly Burden-
some and in Some Instances Impossible to Fulfill

The unreasonable nature of the PPA bookkeeping provisions is best understood
with an explanation of the related laws. Under current law, any person who contrib-
uted more than $5,000 to an organization, if the amount contributed is more than
2% of the total contributions received by the organization from its inception through
the close of the taxable year of the gift, is a substantial contributor. Further, a sub-
stantial contributor remains a substantial contributor until:

e He and related parties have not made contributions to the organization for 10
years,

e Neither he nor any related party was an officer, director, or trustee of the orga-
nization during those 10 years, AND

e His (and related parties’) aggregate contributions are determined to be insignifi-
cant when compared to the aggregate contributions of another person.

Under the PPA, supporting organizations may not make any grant, loan, com-
pensation, or other similar payment to substantial contributors, their family mem-
bers, and 35% controlled entities of any of them. Given that substantial contributors
remain as such for at least 10 years, in order to avoid unwittingly entering into dis-
allowed transactions, supporting organizations will need to keep a running list of
all of their contributors from inception, their family members, and their respective
businesses, calculating the overall gifts made and each contributor’s percentage
thereof as of the end of each taxable year.

This recordkeeping requirement is not only burdensome, but in reality nearly im-
possible to fulfill. As time passes and families and business interests expand and
contract, there will be much confusion with regard to the recordkeeping required
herein. A substantial contributor should cease to be classified as such as soon as
his or her aggregate contributions constitute less than 2% of the organization’s ag-
gregate contributions.

Further, investment advisors who are substantial contributors to the organization
should be permitted to act as investment advisors to the organization, and receive
compensation as such. Currently, as a substantial contributor, an investment advi-
sor cannot receive payments of any kind from the organization. In order to curb po-
tential abuse, investment advisors, whether substantial contributors or not, should
be treated as disqualified persons for the purposes of the excess benefit tax. Thus,
while transactions between an investment advisor and an organization must be fair
(and perhaps could be required to comply with the Treasury Regulation §53.4958.6
regarding safe harbor for excess benefit transactions), they will not be completely
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disallowed. Such an allowance would be consistent with private foundation rules
and would help prevent the application of unnecessary and arguably unintentional
penalties on donor advised funds and supporting organizations.

Moreover, foundations should be given flexibility with regard to reasonable ex-
penses. At a minimum, reimbursements for services from vendors, including sole
proprietors, should be permitted, particularly in situations where a donor advised
fund or supporting organization has clear documentation from the vendor and sup-
port for the expenditure is directly related to a charitable program or purpose. For
example, some donors want to host fundraising activities such as sporting or social
events that encourage others to contribute to a donor advised fund. The fund could
have one of many varied purposes including making grants that support research
for a disease or making grants for memorial or educational objectives. Expenses for
such events can be appropriately charged to a donor advised fund. However, for a
variety of reasons including avoiding dealing with multiple vendors who helped with
the event and writing many small checks, some community foundations elect to re-
imburse the donor for his or her expenditures. Foundations should be able to do this
without concern. Foundations should be able to make payments directly to such ven-
dors without concern that such payments will constitute taxable distributions. It is
not always feasible for a foundation to exercise expenditure responsibility but there
are ways to ensure that the expenses are appropriately related and legitimate.

Without appropriate flexibility, donors with donor advised funds may be forced to
cease participation in many charitable fundraising events which are a vital source
of funding to benefit local communities. Donors often recommend donations to char-
ities for fundraising events that produce most of the charities’ revenue. For example,
a charity may sell tickets to a concert, sporting event, or dinner to raise money for
its charitable mission. These events yield many donations for charities, yet some
provisions of the PPA may decrease the amount of support charities receive through
their fundraising events. The PPA provisions prohibit community foundations from
making grants from donor advised funds which confer more than an “incidental ben-
efit” to a donor or related party. Previously, many community foundations made
grants to charitable organizations which offer donors admission to fundraising
events if the foundation only paid the charitable portion from the donor advised
fund and the donor paid the cost of any personal benefits, such as the value of a
meal or party favors. The accuracy of this process is ensured because charities are
required to state the fair market value of any goods and/or services a donor may
receive through a fundraising event. The foundation can deduct the value of the
goods and/or services to determine the tax-deductible portion of the donation. Be-
cause of uncertainty after the PPA was enacted, some community foundations have
required that either a gift from a donor’s donor advised fund not be made, or if the
gift is made, the donor must promise he will not attend the fundraising event. It
is very onerous for a foundation to try to monitor whether or not a donor has at-
tended a fundraising event to which his donor advised fund has made a gift. It
should be permissible for a community foundation to verify the value of any benefits
associated with a fundraising event and only pay the cost of the charitable portion
from the donor’s donor advised fund.

In sum, we ask that the PPA bookkeeping provisions be interpreted and applied
in a logical manner to which donors and charities can easily abide.

Donors Should Be “Invested!”

While a donor should not have investment control over the charitable assets in
a donor-advised fund, some donors have valuable investment expertise and could
provide positive contributions to the investment growth of charitable assets. We be-
lieve donors should be welcome to make recommendations about the investment of
charitable assets held in donor-advised funds, subject to the actual investment con-
trol and approval of the community foundation staff members and trustees.

A distinction must be made between investment control and investment advice.
If a donor best understands his charitable goals regarding grant making, a donor
should be able to make suggestions regarding the investment strategy for a donor
advised fund. A donor should expect to have a reasonable choice of investment op-
tions by which to grow the assets and maximize grants to the community.

In closely held stocks or alternative assets, the donor and the independent board
of the foundation must work together to make sure that the maximum possible out-
come is achieved so that the community benefits. To date, discussions regarding il-
liquid assets have not been productive. Any future legislation and regulation on
these issues should avoid unnecessary negative outcomes such as “fire sales.”

It is important for the donor to feel as if he is an active partner with the commu-
nity foundation. It has been our practical experience that the more a donor is en-
gaged in the fiduciary management of the fund, the more thoughtful and engaged
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he is in the granting of the funds. In other words, donors want to see their fund
get positive returns on investments in both monetary and community benefits.

By definition, a donor’s advice plays a central role in making grants from a donor-
advised fund. This allows donor engagement in a way that motivates charitable giv-
ing. It also expands the community foundation’s knowledge of the community and
its non-profit organizations. As long as the sponsoring public charity, such as a com-
munity foundation, retains control over the investment and distribution of the as-
sets, there is no violation of the underlying basis for allowing a charitable contribu-
tion deduction. Following donor advice does not indicate an inappropriate level of
donor control. It may simply mean that the donors are recommending grants to
verifiable, legitimate and effective nonprofit organizations. Community foundation
staff members and trustees should augment a donor’s judgment with their own pro-
fessional and objective knowledge about the nonprofit grant recipient, its current
nonprofit status and its legitimacy and effectiveness. The same level of a charitable
contribution deduction would be available to the donor if the assets were given di-
rectly from the donor to the nonprofit. But by utilizing a donor-advised fund at a
very low fee (most community foundations charge an annual one percent adminis-
trative fee), several benefits can be claimed for promoting additional charitable giv-
ing. Furthermore, the collaboration with and oversight of the community foundation
are gained as added value for the promotion of good grant making.

In sum, we ask that a key distinction is made between investment control and
investment advice in the application of the PPA provisions regarding donor invest-
ments.

We Support a 5% Distribution Requirement

Overall, we support the implementation of a payout requirement for donor ad-
vised funds or supporting organizations. A payout commensurate with the private
foundation requirement (five percent annually) is justified. However, the payout re-
quirement should be applied to the aggregate of those funds. The circumstances in
each donor advised fund are too unique to make a uniform five percent payout re-
quirement for each fund feasible. Any regulation that would require tracking and
apply a payout requirement per fund would unnecessarily add yet another layer of
administrative burden on an already over-taxed foundation staff and ultimately re-
duce the positive impact to the community.

Donor advised funds should be permitted to maintain their flexibility which will
in turn maximize their benefit to the community. Some funds may need to accumu-
late over time in order to make a large grant that will have a more significant im-
pact. Others have assets which require multiple years to liquidate appropriately. A
payout in the aggregate would be a more efficient and effective way to ensure that
there is a minimum aggregated annual distribution by all donor advised funds
across the nation.

Donor Advised Funds and Supporting Organizations Should Be Allowed to
Participate in IRA Charitable Rollover

Section 1201 provides for “charitable IRA rollovers” to virtually any charitable or-
ganization (including private foundations), but would prohibit rollovers to donor ad-
vised funds or supporting organizations. Donor advised funds and supporting orga-
nizations should be permitted recipients of charitable IRA rollovers for several rea-
sons.

e The Securities Industry Association has requested IRS confirmation that IRA
trustees/custodians are not obligated to verify charitable requirements under
Sec. 1201. Thus, donor advised funds and supporting organizations can serve
as a valuable resource to verify the actual charitable intent of the transaction.

e Donor advised funds and supporting organizations can serve as a valuable tool
to help achieve charitable aims in a community. Donor advised funds allow for
strategic deployment of charitable resources so that a donor’s (whether it be a
family, individual or corporation) funds can be used for the maximum benefit
of the community, not simply one organization.

e Donor advised funds could help assure that IRA dollars are actually used for
charitable purposes. Donor advised fund administrators possess expertise on
charitable grant-making whereas IRA administrators do not. The PPA turns the
IRA of every citizen into a donor directed fund that is arguably being adminis-
tered by people who may not fully understand the complexities of charitable
grant-making. Moreover, IRA administrators do not have the time and re-
sources to investigate whether or not a beneficiary is a bona fide charity. Donor
advised fund administrators have practices in place to ensure that charitable
dollars will be distributed to qualified charities.
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e With donor advised funds (or supporting organizations), the IRA rollover could
easily support multiple charities. It is unlikely that the IRA administrator
would allow the donor to disburse their donation to multiple charities. A com-
munity foundation for example can efficiently distribute this money into the
community.

e Donor advised funds play an important role in charitable giving, and serve as
a valuable tool to help donors achieve their charitable goals. As reported in the
Wall Street Journal (August 1, 2006) donor advised funds are increasingly pop-
ular, distributing $3.3 billion to other charitable organizations in 2005, an in-
crease of 20.8% over the amount granted in 2004. Donor advised funds provide
efficiency and flexibility in charitable giving, and are an ideal charitable entity
to use in a charitable IRA rollover.

e Given that donor advised funds are now subject to as or more stringent rules
than private foundations, they should be eligible recipients for IRA rollovers.
From an enforcement and/or compliance perspective, Congress and the IRS
should be encouraging donors to use well-run sponsoring organizations of donor
advised funds. Donor advised funds are well-qualified to identify and transmit
funds to qualifying charities because they perform such transactions day-in and
day-out during the regular course of their charitable activities.

In sum, we ask that donor advised funds and supporting organizations be per-
mitted to participate in IRA charitable rollovers.

In Unique Circumstances, the PPA Can Unfairly Limit Scholarship Funds
and Disaster/Emergency Relief Funds

In some instances, advisory committees to scholarship funds and employer-created
emergency relief or disaster relief funds are not appointed or controlled by the com-
munity foundation. Rather, the donor and/or persons appointed by the donor serve
on the advisory committee and they review applications and select scholarship re-
cipients. Typically, the funds follow an objective and nondiscriminatory selection
process similar to a private foundation and review the final selections made by the
committees to ensure they followed such a process. However, under the PPA, these
funds would be classified as donor advised funds and prohibited from making dis-
tributions to individuals. Thus, we ask you to consider the following technical cor-
rections:

e If a fund can demonstrate it has proper checks and balances in place equivalent
to showing that it is following a private foundation’s objective and nondiscrim-
inatory selection process approved by its board, such funds should not be con-
sidered donor advised funds under the PPA.

e In the event a scholarship fund is classified as a donor advised fund, the schol-
arship fund can make scholarship checks payable to a school and in so doing
comply with the rule regarding prohibited grants to individuals.

Closing Comments

The PPA has provided some necessary and well-placed guidance for the charitable
community as a whole. As a result, we expect to experience many benefits. However,
we are concerned that particular provisions may be misinterpreted and lead to un-
foreseen circumstances that will make charitable giving and the continued work of
charities difficult and sometimes impossible.

We appreciate the opportunity to participate in this very important process.

——

League of Women Voters of Arlington, Virginia
July 31, 2007

Chairman Lewis

Ways and Means Committee
House of Representatives
U.S. Congress

Dear Chairman Lewis:

I am writing to share with you the difficulties that the Pension Protection Act of
2006 has created for the League of Women Voters of Arlington, VA in operating our
small scholarship program.

We created this scholarship program 15 years ago, in honor of a member who was
killed in a car accident. Every year we award a scholarship in the amount of $1,000
to $1,500 to one or two graduating seniors who plan to enter college in programs
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related to public service. High school counselors notify students about applying and
obtain the applications from them. A committee of local League members reviews
the applications, interviews the applicants, and selects the winner(s). The majority
of recipients are low income minority students with substantial needs for financial
assistance in order to attend college. Over the years, some League members have
donated between $50.00 and $100.00 per year to the scholarship fund. No relative
of a League member has ever received a scholarship. The scholarship fund is admin-
istered for us by the Arlington County Community Foundation (ACCF).

According to ACCF, the Pension Protection Act requires that we change our proc-
ess in the following ways:

e Change the composition of the selecting committee so that a majority of mem-
bers are non-League members. This dilutes the commitment of local League
members, and creates the burden of trying to find other interested individuals
to serve.

e Eliminate from service on the committee any League member (or other person)
who has contributed to the scholarship fund, regardless of the dollar amount
given. This again reduces the number of potential volunteers, and discourages
involvement of those individuals most committed to the scholarship program.

e Submit detailed documentation to ACCF about how our applicants are recruited
and screened, as well as the names of members and non-members serving on
the scholarship committee. We are in the process of providing this information.
However, given that we are an organization of volunteers, additional paperwork
requirements impose a hardship on us.

We have spent a considerable amount of volunteer time in the last year trying
to understand the requirements of the Pension Protection Act in relation to our
scholarship program, and we are now in the process of trying to comply. From our
point of view, these requirements do not improve the management or administration
of our scholarship program. Rather, the Act has made the process more labor-inten-
sive, with no visible advantages.

Thank you for considering our concerns.

Sincerely,
Nancy E. Tate
President

———

Statement of National Cattlemen’s Beef Association

The National Cattlemen’s Beef Association (NCBA) appreciates the opportunity to
comment on the charitable provisions of the 2006 Pension Protection Act (PPA). Pro-
ducer-directed and consumer-focused, NCBA is the largest and oldest organization
representing America’s cattle industry, and it is dedicated to preserving the beef in-
dustry’s heritage and future profitability through leadership in education, mar-
keting and public policy.

Section 1206 of the PPA changed the tax incentive for voluntary conservation do-
nations—donations by private landowners that retire development rights to protect
significant wildlife, scenic, and historic resources—and NCBA strongly supports
H.R. 1576 which would make these provisions permanent. By providing a more sig-
nificant tax benefit for conservation donations, this provision opens the door to vol-
untary, landowner-led conservation on millions of acres of land across the country,
and it is particularly helpful to family farmers, ranchers, and other moderate-in-
come landowners. It is also worth noting that many of these donations are made
to local, community-based charities dedicated to keeping land in agriculture, con-
serving important wildlife habitats, and protecting important open space and his-
toric resources.

In the short time since the bill’s passage, this provision has greatly increased the
interest in and use of voluntary conservation easement donations across the coun-
try, particularly among the farmers and ranchers who own the vast majority of
America’s private land resources. It provides a real and effective incentive for pri-
vate landowners to contribute to saving our Nation’s wildlife, watersheds, working
farmlands, and our scenic and historic heritage.

The donation of a perpetual conservation easement to a conservation organization
is a serious and complex decision for any landowner, involving the disposition of
what is usually their family’s most valuable asset. It is a decision that cannot and
should not be rushed by a deadline. We thank you for your cosponsorship of H.R.
1576, and urge you to do all you can to see that it is enacted into law. We look
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forward to working with you and your Subcommittee on this and other issues in-
volving the protection and conservation of our Nation’s natural resources.

———

Statement of National Christian Foundation

I serve as General Counsel to National Christian Charitable Foundation, Inc.
(“NCF”), a Christian community foundation with its headquarters in Atlanta, Geor-
gia. NCF is exempt from federal income tax under Code Section 501(c)(3), and quali-
fies as a public charity (rather than a private foundation) under Code Sections
509(a)(1) and 170(b)(1)(A)(vi). It maintains donor advised funds, and it is supported
in its charitable service by several supporting organizations. Additionally, we are lo-
cated just north of Atlanta, Georgia and are pleased that someone from Georgia is
leading the effort to strengthen American charity. We are also honored to fund effec-
tive charities in your district in Atlanta. NCF appears in the 2006 Chronicle of Phi-
lanthropy report as the 4th largest charitable organization in Georgia (29th largest
in the United States).

I write in response to your subcommittee’s request of June 12, 2007, for comments
regarding Title XII, Provisions Relating to Exempt Organizations, of the Pension
Protection Act of 2006, P.L. 109-280 (the “Act”). We are very grateful for the oppor-
tunity to comment on the Act because it has introduced significant unwarranted
barriers to our charitable work, as well as uncertainty regarding what it prohibits
and what it allows.

Part 1 of Subtitle B of Title XII imposes heightened reporting and recordkeeping
requirements and increased penalties for noncompliance with existing rules, and it
eliminates deductions for contributions of property of doubtful charitable value. We
applaud these enforcement provisions. Parts 2 and 3 are different. While captioned
“Improved Accountability,” they actually impose new rules and restrictions appar-
ently intended to prevent private benefit that in fact the Code already prohibits.
Moreover, they single out donor advised funds (“DAFs”) and supporting organiza-
tions (“SOs”).

We believe Parts 2 and 3 significantly impede worthwhile charitable activities,
and have no foundation in any rational public policy. We identify below modifica-
tions and clarifying corrections to those parts that we believe are necessary to re-
move unnecessary obstacles to charity.

Misconceptions Underlying Parts 2 and 3

Parts 2 and 3 impose private-foundation rules on DAFs and SOs, treating them
essentially as private foundations, and sometimes—astoundingly—treating them
more harshly than private foundations. In so doing, the sponsors of these parts be-
tray a lack of appreciation for the value of DAFs and SOs, an unwarranted and un-
precedented hostility to private donor influence, and lack of thought about the obvi-
ous differences between these charitable structures and private foundations.

Donor advised funds and supporting organizations increase charitable giving, and
correspondingly, charitable work, and enable donors to provide valuable, diverse
input.

DAFs and SOs increase the amount of contributions to charity, thereby increasing
the level of good work charities can do, improving social conditions in the United
States and abroad, and decreasing the burdens of government. Donors give more
when they know they will be able to participate in decisions regarding ultimate
charitable distribution. Donors give more when they can make large contributions
efficiently all at once, without the necessity of identifying immediately the ultimate
charitable beneficiaries. Donors give more, and more frequently, when their hearts
are engaged by participation in the ultimate distribution decisions.

At the same time, DAF sponsoring and supported organizations are better able
than smaller charities to develop the specialized, relatively expensive expertise re-
quired to receive, hold, and liquidate complex gifts of assets other than cash and
publicly-traded securities. Frequently the largest gifts, those that produce the most
resources for charitable use, are such complex gifts. DAF sponsoring organizations
and supported organizations efficiently spread the costs of developing such expertise
and handling such assets over numerous contributions and charities.

On the other side of the ledger, donors to DAFs and SOs provide valuable assist-
ance to sponsoring and supported organizations in identifying for distributions and
expenditures worthwhile charitable endeavors and the charities that best pursue
those endeavors.

This donor input makes giving through DAFs and SOs democratic giving; it
spreads charitable choices over a broad spectrum of people rather than confining
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those choices to the leaders of a few grant-making public charities and foundations.
It is efficient, free-market giving that requires charitable causes and the charities
that pursue them to compete for contributions from numerous potential donors.
Moreover, it is dispersed giving that allows for experimentation by innovative char-
ities without large-scale risk of waste or harm from failed experiments. These bene-
fits are not realized in forced contributions (taxation) or in contributions to large
grant-making charities with centralized decisionmaking and relatively limited donor
input.

Donor influence for charitable purposes is not and has never been considered in-
herently bad.

The sponsors of Parts 2 and 3 appear to have acted on a general sense that donor
influence is a bad thing. This is unprecedented and unjustified.

The legislative history of the Tax Reform Act of 1969 identifies concern about
abuse of private foundations for private benefit—not a simplistic aversion to private
donor influence—as the reason for the restrictions and disincentives imposed on pri-
vate foundations in that Act. See Treasury Report on Private Foundations 5-10,
Staff of House Comm. on Ways and Means, 89th Cong.

In fact, the intent of the charitable-contribution deduction as identified by the Su-
preme Court is exactly to encourage private charitable action. See Bob Jones Uni-
versity v. United States, 461 U.S. 574, 590 (1983) (purpose of deduction is “to en-
courage the development of private institutions that serve a useful public purpose”
(emphasis supplied)). Clearly neither Congress nor the Supreme Court has treated
private control over choices within the bounds of 501(c)(3) as an evil in itself. To
the contrary, our laws historically demonstrate a belief that numerous private ac-
tors, some large and some small, make better decisions, as a whole, than does a cen-
tralized bureaucracy. DAF and SO structures stand squarely in this tradition.

There is no reason to believe that somehow centralized decisionmakers in a few
large public charities, unaided by donor input, make better charitable choices than
do boards and staff of DAF sponsoring organizations aided by input from numerous
donors, or leaders of SOs subject to supervision by the supported organizations.

Likewise, there is no reason to believe that public charities without donor input
make better decisions about the timing of ultimate distribution or expenditure. Once
given to a DAF or SO (or even a private foundation), funds may not be used for
the donor’s private benefit; thus, a donor gains no personal benefit by withholding
funds for a need of which he or she has been convinced. In fact, donors who advise
DAF sponsoring organizations to make distributions serve as a check on the motiva-
tion directors, officers, and staff of other kinds of public charities may feel to with-
hold distributions and expenditures inappropriately in order to assure the continu-
ation of their livelihoods.

Treating donor advised funds and supporting organizations like private founda-
tions (and sometimes worse) is unjustified: unlike a private foundation, a donor ad-
vised fund structure, as well as a supporting organization structure, checks a do-
nor’s use for his private benefit.

Of course the risk of private benefit outside the bounds of 501(c)(3) is a bad thing,
but that risk in a DAF or SO structure logically is less than any such risk perceived
to attend private foundations, and is no greater than any such risk that may attend
any other kind of public charity. Accordingly, it is inappropriate to subject a DAF
or SO to private foundation restrictions and disincentives.

DAF and SO structures provide for an independent check on a donor’s power to
use his contributed funds for private interests that is in addition to the checks
present in a private foundation structure. This check is the interest of the inde-
pendent directors and officers in assuring that the sponsoring organization or SO
complies with the requirements for its exempt status and truly advances worthwhile
charitable interests. Whatever the risk that a foundation controlled by an indi-
vidual, family, or business will expend funds for inappropriate purposes, expend too
little for charitable purposes, unduly delay charitable expenditures, or expend funds
for a private interest (we expect such incidents are relatively infrequent), the risk
that a fund or organization merely advised or influenced by such an interest is sig-
nificantly smaller. This is the reason that, according to the Senate Report on the
1969 Act, SOs do not “give rise to the problems which led to the restrictions and
limitations” on private foundations. S. REP. No. 91-552, at 56 (1969). The same is
true for DAFs.

In summary, DAFs and SOs are useful structures resistant to abuse, and should
be encouraged rather than discouraged.

Specific Problematic Provisions and Proposed Changes

The Act has produced the negative effects discussed below. We suggest that Con-
gress make the following modifications to the Act’s provisions in response.
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Prohibition Against Distributions From a DAF To any Natural Person—Code Sec-
tion 4966(c)(1)(A). Rescind, or at least clarify that “distribution” means only gratu-
itous payments.

The prohibition against a DAF making a distribution “to any natural person”
blocks many gifts to needy people that will simply go unmade through any other
means. It should be rescinded.

No other public charity—and not even a private foundation—is prohibited from
making benevolence distributions to the poor. There is no public policy justification
for such a prohibition against any charitable organization, and especially not
against a DAF or SO: a donor is just as likely as a public-charity or private-founda-
tion employee to identify worthy needy recipients. Moreover, a distribution from a
DAF must be approved by independent staff members of the sponsoring organiza-
tion who are concerned to maintain its tax-exempt status. Accordingly, a DAF be-
nevolence distribution is no more likely to provide an improper private benefit than
is a benevolence distribution made by a public-charity employee without any donor
input, and is less likely to do so than is a private-foundation benevolence distribu-
tion.

The fear that “distribution” might be construed to include compensation payments
prevents any direct charitable action with DAF funds. For example, a sponsoring
organization may not use DAF funds to hire a missionary, teacher, or researcher.
At the least, then, the DAF community needs a clear definition of “distribution” that
confines its meaning to gratuitous payments and excludes payments of compensa-
tion.

Congress should not shut down direct good work by a DAF unless for a compelling
reason, and there is no such reason when the Code already prohibits private benefit
and private inurement, and when DAF payments are subject to approval by disin-
terested board members with input from disinterested staff members of the spon-
soring organization. “Distribution” customarily refers to a payment not made in ex-
change for goods, services, or a promise to repay. Thus, Congress probably intended
the same meaning in the Act, and this should be made clear.

Prohibition Against Distributions From a DAF To a Type III Non-Functionally-Inte-
grated Supporting Organization—Code Sections 4966(c)(2)(A), (d)(4)(A)i), and
4943(f)(5)(B). Suspend effectiveness until the Treasury Department issues Regula-
tions defining “functionally integrated Type III supporting organization.”

The Act recognizes the two categories of Type III SOs established in the Regula-
tions, those that qualify as SOs on account of their integration into the operations
of their supported organizations (functionally-integrated SOs), and those that do not
qualify as functionally-integrated SOs and therefore must make distributions to
their supported organizations (non-functionally-integrated SOs). The Act prohibits a
DAF from making distributions to a non-functionally-integrated SO unless the DAF
sponsoring organization exercises cumbersome expenditure responsibility over the
distribution.

The problem is that the definition of a functionally-integrated SO in the Regula-
tions is undeveloped and vague. Therefore, it is impossible to determine what quali-
fies as a functionally-integrated SO and what qualifies as a non-functionally-inte-
grated SO.

In this state of uncertainty, a supported organization no longer can make distribu-
tions to a SO that it believes to be functionally integrated but cannot be sure is
functionally integrated. Being able to make these distributions is beneficial because
it enables the supported organization in essence to receive and liquidate complex
gifts and then hold the proceeds for its Type III SOs, distributing funds to them
just as needed to make grants or conduct operations. Like other supported organiza-
tions, NCF has developed technical expertise required to receive, process, hold, and
liquidate non-cash contributions, and employs the experienced, trained staff nec-
essary to manage receipting, investment, and administrative functions. Moreover,
the supported organization through this practice maintains direct control over the
funds the SO needs, and therefore greater control over the SO to assure that it oper-
ates exclusively to carry out the purposes of the supported organization. At the
same time, the supported organization and all the funds it holds, including the
funds in the particular DAF, are shielded from the SO’s liabilities.

Accordingly, this provision should be suspended until the Treasury Department
clarifies the meaning of “functionally integrated.”

Prohibition on DAF Distributions that Produce More Than Incidental Benefit To a
Donor—Code Section 4967. Clarify that distribution is permissible if it would be de-
ductible as a contribution paid directly by the donor.
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The Act does not define what a more-than-incidental benefit is. Accordingly, a
DAF cannot now safely make a distribution to a public charity that then uses the
funds to pay travel and other expenses of useful ministry performed by the donor,
even though the donor could pay those expenses directly and receive a charitable-
contribution deduction. Similarly, a DAF cannot safely make a distribution to a pub-
lic charity as part of a fundraising event in which the donor pays separately for a
banquet, golf tournament, or similar premium item, even though the donor could
pay the charity directly and receive a partial deduction. Moreover, there is great
concern among community funds and their donors that making distributions in ful-
fillment of a donor’s pledge provides a more than incidental benefit. These possible
interpretations of the Act would serve no purpose other than as traps for the un-
wary.

Accordingly, Section 4967 should be amended to clarify that a distribution will not
be deemed to result in a more than incidental benefit if the full amount of the dis-
tribution would be deductible as a charitable contribution if paid by the donor.

Doing so would in essence make authoritative the explanation of the Joint Com-
mittee on Taxation that a more than incidental benefit is one that would reduce a
donor’s contribution deduction if a charity provides it in exchange for such contribu-
tion.

Prohibition On Payment By DAF or SO Of Even Reasonable Compensation To Do-
nors (or Substantial Contributors), Related Persons, or Donor-Designated Advisors—
Code Sections 4958(c)(2) and (3), (H)(1)(D), (7), 4966(d)(2)(A)({ii). Rescind the “first-
dollar” definition of excess benefit transaction, or at least clarify that the prohibition
of any compensation does not apply to an independent investment advisor rec-
ommended by the donor.

The Act amends Code Section 4958 to add donors to DAFs, substantial contribu-
tors to SOs, and persons related to them to the list of disqualified persons to whom
an exempt organization may not provide excess benefits, on pain of the disqualified
person and organization managers incurring substantial penalties. We believe these
are reasonable additions.

However, the Act goes further and defines an excess benefit transaction as paying
any compensation for services, even the “first dollar,” to one of these new disquali-
fied persons. This rule prevents a DAF or SO from paying reasonable compensation
to qualified donors and related persons for direct charitable work (social work, evan-
gelism, teaching, etc.), grant investigation and auditing, general administration, or
investment management. A quirk in the definition of a donor-related person for
DAF purposes also prevents a DAF from compensating any professional investment
advisor recommended by the donor.

This first-dollar definition of excess benefit transaction should be rescinded. (If it
is not, at least Section 4958(f)(7) should be amended to clarify that its list of dis-
qualified persons does not include an investment advisor with no relation to the
donor other than that the donor recommended that the DAF sponsoring organiza-
tion engage him for investment advice.)

The first-dollar prohibition of compensation is inexplicable. Donors and related
persons make excellent service-providers. They naturally are mission-minded, and
motivated to assure that their (or their family member’s) contributed dollars are
used efficiently. For the same reason, they carefully select whom they recommend
as service-providers. It is not rational to bar a skilled service provider—especially
one who is personally motivated to achieve and protect maximum funds for his or
her charitable concerns—from serving a DAF or SO merely because he or she is the
donor or has been recommended by the donor.

Moreover, this first-dollar prohibition applies only to DAF and SO structures and
not to any other type of exempt organization, not even a private foundation, even
though DAF and SO structures better protect against unreasonable compensation.
The independent directors and officers of a DAF sponsoring organization or sup-
ported organization exercise overriding legal control and supervision to prevent a
donor from receiving unreasonable compensation, and they are motivated to do so
in order to protect the organization’s exempt status and mission. In the context of
a DAF, the directors and officers feel a special motivation: they must protect the
tax-advantaged status of the entire sponsoring organization, including the DAF's of
all other donors.

Prohibition Against DAF Owning Excess Business Holdings—Code Section 4943. Re-
scind the prohibition.

Extending the excess business holding prohibition to DAFs discourages donors
from contributing valuable business income streams, and thereby reduces funds for
charity and constricts charitable work.
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Most wealth available for gifting exists in the form of interests in businesses rath-
er than cash. Many of these interests produce significant revenue streams even
though they are not readily marketable or are transfer-restricted. Often the donor
and charity correctly believe the charity will benefit more from holding these inter-
ests and continuing to receive the revenue streams for a long period of time than
from liquidating them immediately. Business interests are where the wealth lies,
and gifts of those interests hold tremendous promise for turning American business
into an engine for charitable good here and around the world. Charities are able
to tap into this source through use of the DAF structure.

For the following reasons, the DAF structure facilitates gifts of business interests,
and without it most of those gifts will not be made. First, a DAF enables a donor
of a business interest to give once, at the particular time the donor is able to give,
while spreading the funds among several needy charities as their needs arise and
as they prove their effectiveness over time. This gift-spreading reduces the risk that
a donor’s gift will be used ineffectively or even wasted, or that it will over-fund a
charity and cause it to become complacent, unaccountable, and moribund. Moreover,
sometimes a gift is simply too large for one charity’s needs. Confining such large
gifts to large charities stifles smaller, newer—perhaps more innovative—charities.

Second, a DAF enables a donor to give to only one charity rather than being
forced to attempt to split up the business interest among numerous charities. Split-
ting a gift is unnecessarily expensive and time consuming, for both donor and char-
ity. Moreover, a DAF sponsoring organization is able to develop the expertise re-
quired to receive and hold business interests. Most operating public charities do not
have this expertise, and it does not make economic sense to require them to dupli-
cate the effort and expenditure of resources necessary to develop it. Similarly, a
DAF sponsoring organization develops through experience the sophistication nec-
essary to be a reasonable shareholder while also protecting the charitable benefit
of the gift. At the least, a donor knows the risk of bad shareholder behavior is less
when only one charity—one the donor has investigated thoroughly—owns an inter-
est, than when numerous charities do. In contrast, splitting a business interest
among numerous charities increases the risk of at least one unsophisticated charity
either unnecessarily asserting minority shareholder rights, or passively enabling the
donor to exclude the charity from the full benefits to which its ownership entitles
it.

Finally, a potential, eventual buyer of the donor’s and the charities’ interests is
less likely to be interested in purchasing if it will have to deal with numerous char-
ities rather than just one. This is also true of a donor’s partners in the enterprise
who must often waive restrictions to allow the donor to transfer any of their interest
to charity. If the charity is unsophisticated in these type gifts or if there are mul-
tiple charities, it is understandably less likely that the charitable gift will occur.

Accordingly, the prohibition against a DAF maintaining business holdings should
be rescinded.

Extending the private foundation restriction against excess business holdings to
DAFs again demonstrates a failure to think about the differences between private
foundations and DAFs. Congress identified the following concerns when it imposed
the restriction on private foundations in 1969, none of which apply to DAF's:

e Increased use of foundations to maintain control of businesses, and a cor-
responding decrease in concern about producing income for charitable purposes.
A donor concerned to maintain his control over his business will not contribute
it to a DAF, which is controlled by independent directors and officers and over
which he has only the power to advise. Likewise, the independent directors and
officers of a DAF sponsoring organization can have no motivation to perpetuate
a donor’s control to the detriment of the organization’s charitable mission.

e Uncertainty in the law about what point business involvement or noncharitable
purposes become substantial non-exempt purposes for which the only penalty
is the harsh one of revoking exempt status. There of course would be uncer-
tainty about when the purpose in the head of a donor who controls both busi-
ness and foundation switches from charitable advancement to personal business
advancement. There is no such uncertainty about the purposes of the inde-
pendent directors and officers of a DAF sponsoring organization.

e Diversion of most of the interest and attention of the foundation managers
away from their charitable duties to the maintenance and improvement of the
business. The donor who controls a foundation can force foundation personnel
to attend to his business; the donor who merely advises a DAF has no such
power over the personnel of the DAF sponsoring organization.

e Where the charitable ownership predominates, the running of a business in a
way that unfairly competes with businesses whose owners must pay tax on the
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income derived from their businesses. This concern is effectively addressed by
Unrelated Business Taxable Income rules, applicable to all charitable entities
including DAF’s and SO’s. Moreover, the only reason the independent directors
and officers of a DAF sponsoring organization would agree to accept, and then
hold, a business interest is that the interest produces greater revenue for chari-
table purposes than does another holding. In other words, the DAF sponsoring
organization is motivated to maximize its revenue rather than maintain a busi-
ness that can compete only with lower returns. In any event, this concern is
no greater when a DAF sponsoring organization holds the interest than when
any other kind of public charity holds it.

See S. REP. No. 91-552 (1969), cited in Priv. Ltr. Ruling 199939046. Accordingly,
there is no rational public policy interest that justifies the significant harm done
to charity by extending the excess business holdings rule to DAFs.

Exclusion of DAF's, SOs, and Private Foundations As Recipients of IRA Rollovers—
Code Section 408(d)(8). Extend the IRA rollover at least to DAFs and SOs, and pref-
erably to private foundations as well.

The exclusion of DAFs, SOs, and private foundations as recipients of IRA rollovers
limits overall funding for charitable work, and places these beneficial structures at
a disadvantage relative to other types of public charities. The IRA rollover should
be extended to each.

The exclusion is nothing more than a means of discouraging or limiting giving to
DAFs, SOs, and private foundations, similar to the way the 1969 legislation limited
the deductibility of contributions to private foundations. As argued previously, hos-
tility to donor influence generally is unjustified and unprecedented. At the least,
DAF's and SOs should be added as permissible recipients of IRA rollovers since they
are not subject to the perceived greater risk of private benefit that drives the var-
ious private foundation disincentives.

Thank you for your consideration of these significant barriers to charitable activi-
ties thrown up by the Act, and of our requests for relief. We would be pleased to
provide additional information or other assistance to the Subcommittee as you may
request. Our president or I would be very pleased to testify to the Subcommittee
or assist you in any way regarding the great work we are able to do with input from
our donors through the DAF and SO structures.

Sincerely,
Timothy W. Townsend
General Counsel

——

Statement of National Committee for Responsive Philanthropy
NCRP recommends that the Committee:

o Extend the charitable provisions found in the Pension Protection Act, including
the IRA Rollover, and keep them in their current form.

e Subject supporting organizations and donor-advised funds to the excise tax,
similar to how private foundations already pay the tax, and dedicate the rev-
enue to oversight of the sector.

e Simplify the supporting organization structure by eliminating the Type III clas-
sification, through which most abuses occur.

e Develop a clear set of guidelines and requirements for international organiza-
tions to be considered charitable organizations.

As the nation’s premier philanthropic watchdog group, NCRP values this oppor-
tunity to substantively contribute to the discussion, which we anticipate will have
an impact on efforts to promote the public’s interest among foundations, corporate
grantmakers, individual donors and public charities.

Comments from the National Committee for Responsive Philanthropy
July 30th, 2007

The National Committee for Responsive Philanthropy (NCRP) is pleased to have
the opportunity to provide comments to the House Ways and Means Committee on
the subject of provisions relating to tax-exempt organizations contained in the Pen-
sion Protection Act of 2006 (P.L. 109-280).
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As the nation’s premier philanthropic watchdog with a 30-year track record of re-
search and action on non-profit and philanthropic accountability, NCRP is well ac-
quainted with the questions being addressed by the Committee. Throughout our 30-
year history, NCRP has been at the forefront of bringing about substantive change
in the philanthropic sector, and with the passage of the Pension Protection Act last
year, NCRP believes significant steps were taken to make philanthropy more re-
sponsive and address the needs of communities that need help the most.

The efforts of the 109th Congress in passing the Pension Protection Act of 2006
constituted, we believe, a noble starting point in the fight to significantly reform the
practices of tax-exempt organizations in the United States. Notable among these re-
visions were the regulations put in place on donor-advised funds, supporting organi-
zations and private foundations. Many of the regulations put in place were long
overdue and received the full support of both NCRP and other organizations in the
philanthropic sector. However, despite the many substantial reform measures put
in place by the Pension Protection Act, NCRP believes more can be done to strength-
en the charitable community by revising several of the measures introduced with
the legislation last year.

In addition, the five new tax incentives that were introduced to help encourage
charitable giving are set to expire at the end of 2007, and NCRP strongly believes
they should be extended in their current state. Chief among these provisions is the
IRA Rollover incentive, which permits taxpayers 70%2 and older to make tax-free do-
nations from Individual Retirement Accounts (IRAs) to charitable organizations.

Overall, NCRP strongly supported the passage of the Pension Protection Act and
today fully endorses the vast majority of the provisions contained within it. Only
a small portion of the legislation directly affects the non-profit community, with the
main section being Title XII, also known as the portion of the bill pertaining to tax-
exempt organizations. The giving incentives and reform measures included are a
huge step forward toward increased transparency in the philanthropic sector, and
the changes made have already had a substantial impact on the sector as a whole.

NCRP welcomes the efforts of the 110th Congress to address the concerns of the
philanthropic sector, and we believe the arrival of new leadership in Congress this
session can truly bring about substantive change in the philanthropic community.
The comments we have submitted below outline NCRP’s main concerns with the
Pension Protection Act and highlights the sections of the bill we feel deserve reex-
amination by the Ways and Means Committee; in addition, we have also outlined
several areas we believe deserve the attention of the Committee going forward when
considering new legislation pertaining to the non-profit and philanthropic sectors.

TAX INCENTIVES FOR CHARITABLE GIVING

The passage of the Pension Protection Act last August brought with it five new
tax incentives that were put in place to encourage greater contributions to chari-
table organizations. All five of these incentives have had a positive effect on commu-
nities all over the United States, and NCRP strongly supports extending these pro-
grams before they are due to expire at the end of the 2007 calendar year. Tax de-
ductions allowed for food and book donations especially are programs that we be-
lieve will significantly benefit the American people; new legislation from the 110th
Congress that permanently extends these programs is highly recommended and en-
couraged by NCRP.

The Pension Protection Act includes a tax incentive relating to IRA accounts, and
the provision allows taxpayers 70%2 and older to make tax-free donations to public
charitable organizations. The donations have had a remarkable effect on commu-
nities all over the country, and NCRP supports legislation that would keep the IRA
rollover program in its current state and permanently extend the provisions that are
contained. Any changes to the requirement of which charitable organizations are eli-
gible to receive these tax-free contributions would detract from the primary purpose
of the IRA Rollover in the first place, which was to provide IRA account holders the
opportunity to make charitable donations that would best serve the interests of the
charitable community.

Current restrictions in the Pension Protection Act prevent IRA account holders
from making tax-free contributions to donor-advised funds, supporting organizations
or private foundations. Legislation introduced in Congress this year by the House
and Senate (H.R. 1419 and S. 819, respectively) would repeal these restrictions and
allow contributions to be made to these funds. NCRP is concerned that if these re-
strictions are lifted, more money will be taken away from public charities and will
sit in donor-advised funds or private foundations unused. By sitting in the bank ac-
counts of large private foundations, money that could have been donated to public
charities directly will simply add to the assets of foundations. By extending the cur-
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rent IRA rollover tax credit in its current state, NCRP believes that money contrib-
uted from these IRA accounts will truly be put to the best use possible.

DONOR-ADVISED FUNDS

The passage of the Pension Protection Act brought forth the first substantive ef-
fort to regulate donor-advised funds. The vast majority of the provisions contained
in the Pension Protection Act are changes that NCRP supports, and many are
changes that were advocated by NCRP in the years leading up to the passage of
the Act last August. However, there a few issues we feel should be corrected relat-
ing to donor-advised funds, and these include a payout requirement, the tax issue
arising from donations to a donor-advised fund in place of a donation to a private
foundation and the issue of excessive donor control.

In passing the Pension Protection Act, lawmakers removed an expected provision
that would call for a minimum annual required level of distributions for donor-ad-
vised funds, a provision which NCRP fully supported. Instead of including the provi-
sion in the bill, the Pension Protection Act calls for a study commissioned by the
Treasury Department and the secretary of the Treasury to answer several questions
relating to donor-advised funds and supporting organizations. These questions in-
clude: whether tax deductions for contributions to supporting organizations and
donor-advised funds are appropriate given how donated assets are used, and wheth-
er the donor receives any benefits from the transaction, either directly or indirectly;
second, whether there should be a payout requirement on donor-advised funds; and
finally, whether the retention by donors of rights associated with their contribution
is consistent with the tax treatment of donations as completed gifts. The Treasury
Department’s study is set to be completed and turned into the Senate Finance Com-
mittee some time before the end of 2007. NCRP submitted comments in April of this
year to the IRS relating to the Treasury study, and the study, when released, will
hopefully be responsive to the issues we raised in our comments, which can be
viewed on our website.

NCRP feels that there are a few minor inadequacies in the Pension Protection Act
that should be corrected by future pieces of legislation. The first of these measures
concerns donations being made to a donor-advised fund in place of a gift to a private
foundation. Deduction limits already in place that prevent large, unethical gifts to
private foundations are a needed check against tax abuse in the United States. Be-
cause of these laws, donors have the potential to make significant tax-exempt con-
tributions to donor-advised funds to try and circumvent tax responsibilities. The
Pension Protection Act does not address this problem. We realize that correcting all
the problems relating to tax evasion with tax-exempt organizations is far from cer-
tain, but with legislation aimed at correcting these evasion techniques, the sector
can become more responsive to the needs of the constituents they claim to be rep-
resenting.

The second concern we have found in the Pension Protection Act relating to donor-
advised funds concerns the issue of excessive donor control. One of the key require-
ments for a fund to be considered a “donor-advised fund” is the notion that the
donor has the right to provide advice on how the fund makes investments or dona-
tions. A donor can recommend which charities receive the funds, but the foundation
administering the fund is under no legal obligation to allocate the funds per the re-
quest of the donor. When a grant is made from a donor-advised fund to the donor’s
private foundation, we believe the transaction of funds constitutes excessive donor
control. While technically allowed under the Pension Protection Act, which allows
a donor-advised fund to make a donation to any organization, NCRP believes action
should be taken to address the unethical nature of grants and donations being made
from a donor-advised fund to a private foundation that features the same individual.

SUPPORTING ORGANIZATIONS

The structure currently set in place by the Pension Protection Act regarding sup-
porting organizations is confusing at best. The distinctions between Type I, Type II
and Type III organizations, despite the clarification brought forth in the bill, still
remain unclear. The definitional tests put in place remain complex, and with no
clear, transparent definitional test in place, the potential for abuse and fraud re-
mains high. This is most true with Type III supporting organizations, where the
control by the sponsored legislation is the weakest and the potential for abuse is
the strongest. With Type I and Type II supporting organizations, there is at least
some level of control set in place, and because of this, the abuse of funds is less
likely to occur. We urge Congress to look into revising the section of the Pension
Protection Act dealing with supporting organizations and scrapping the category of
Type III supporting organizations all together; by eliminating this category and re-
fining the definitions and classification of supporting organizations, the hope is that
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greater transparency and responsiveness will result. NCRP addressed the issue of
Type III organizations in our comments to the IRS back in April 2007.

Similar to our argument for a minimum annual required level of distributions for
donor-advised funds, NCRP believes the same rule should be applied to supporting
organizations. To achieve a maximum level of accountability concerning supporting
organizations, and donor-advised funds, all efforts should be made to ensure strong-
er disclosure of the distributions made by the funds. NCRP would like to see legisla-
tion introduced in Congress this session concerning an effort to require “real time”
disclosure of grants made by supporting organizations that would result in detailed,
unrestricted disclosure. Greater insight into who is receiving these funds in a quick
and responsive way has the potential to encourage increased accountability among
the supporting organizations and donors themselves, in the end resulting in more
dollars going to the charities that need the money the most.

EXCISE TAXES

One of the provisions missing from the Pension Protection Act that we would like
to see amended by future legislation concerns supporting organizations and donor-
advised funds paying excise taxes. Given the history of abuse and fraud that is prev-
alent in both supporting organizations and donor-advised funds, we believe a mecha-
nism that must be put into place is to require the funds to pay excise taxes, similar
to how private foundations already do. With billions of dollars in assets, donor-ad-
vised funds and supporting organizations can easily afford to make the payments,
and when coupled with a strict payout requirement, the taxes paid should not take
away from the charitable contributions the funds are making. NCRP believes excise
taxes on private foundations, donor-advised funds and supporting organizations
should be used exclusively for oversight of the nonprofit sector. Adding a new excise
tax to donor-advised funds and supporting organizations without dedicating the rev-
enue to oversight of the sector would serve little purpose.

INTERNATIONAL ORGANIZATIONS

One aspect of the Pension Protection Act that deserves clarification is the provi-
sion dealing with international organizations. When a donor-advised fund issues a
grant to an international charitable organization, the fund is required to “make a
good faith determination that the organization is equivalent to a domestic charity,”
with no standards or rules governing how this determination is supposed to be
made. With the potential for fraud and abuse by international organizations and the
good-natured intent of donor advised funds being tarnished because of unclear speci-
fications, NCRP feels that new standards should be put in place by either the Treas-
ury Department or Congress that clarify the expectations used when making grants
to international organizations. With clearer guidelines as to what constitutes a char-
itable international organization, donor-advised funds can have a better under-
standing as to whom they are contributing to; in addition, having the regulations
in place can ultimately make sure charitable dollars are allocated to the people and
resources that need them the most.

REPORTING REQUIREMENTS

Section 1223 of the Pension Protection Act, located under the Reforming Exempt
Organizations subtitle, issues new reporting requirements on tax-exempt organiza-
tions that are not currently required to file information returns. Under the current
law, these organizations have gross receipts of less than $25,000 on an annual basis.
This threshold has not been raised in nearly three decades, and NCRP believes an
increase in the threshold will benefit smaller organizations that cannot afford to
take on the workload of the increased reporting requirements. We believe raising
the annual threshold to $50,000 will have a positive impact on the sector and de-
crease the number of organizations that have to file the normal amount of paper-
work that larger organizations are required to file. NCRP will be submitting com-
ments to the IRS next month concerning the revisions of the 990 form, and will in-
clude comments on the threshold, and how we strongly encourage a raise in the re-
porting requirement.

CONCLUSION

NCRP has been on the offensive for years relating to the problems associated with
donor-advised funds, supporting organizations and private foundations. The changes
made in the Pension Protection Act were a noble step forward in the fight to bring
about more responsiveness and transparency to the philanthropic sector. However,
there is still substantial work that needs to be done, and NCRP hopes that through
our comments and the comments of our colleagues there can be a dialogue to bring
about change. Despite the passage of the Pension Protection Act nearly a year ago,
tougher regulation standards on donor-advised funds and supporting organizations
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are still sorely needed, and NCRP believes this can be achieved, partly, through
mandatory payout requirements and excise taxes. It is our hope that through new
legislation these measures and the others laid out in our comments can be achieved.

Finally, we would like to stress our fundamental belief that the charitable provi-
sions in the current Pension Protection Act deserve renewal. By permanently ex-
tending these provisions, Congress will be sending a clear message to the philan-
thropic community that they are encouraging charitable activity, especially in re-
gard to the IRA Rollover program. NCRP strongly believes that the best way to en-
sure strong charitable giving through the IRA Rollover program is to leave the pro-
vision in its current state. Changing the provision in any sort of meaningful or sub-
stantial way would harm the essential spirit of philanthropy that resides in its cur-
rent form. NCRP is hoping to see legislation this session that refrains from revising
the IRA Rollover plan and leaves the charitable revisions contained in the Pension
Protection Act intact. The other charitable revisions contained in the bill, including
rewarding donations to food and book programs, deserve an extension as well.

We would like to thank the House Ways and Means Committee for allowing us
to submit comments pertaining to the provisions in the Pension Protection Act that
relate to tax-exempt organizations. NCRP is willing to assist the Committee in any
way we can relating to issues concerning the non-profit and philanthropic sectors,
and we look forward to working with the Committee to bring about substantive
change to the charitable community.

———

Statement of National Committee on Planned Giving

National Committee on Planned Giving (NCPQG) is the professional association for
individuals whose work includes developing, marketing and administering chari-
table planned gifts. NCPG consists of more than 130 local councils representing up-
ward of 11,000 nonprofit fundraisers as well as consultants and donor advisors
working in for-profit settings. Collectively these individuals transact billions of dol-
lars in charitable gifts each year.

The mission of NCPG is to increase the quality and quantity of charitable planned
gifts by serving as the voice and professional resource for the gift planning commu-
nity. As such, NCPG strongly supports federal legislation that permits older Ameri-
cans to transfer money from their Individual Retirement Accounts (IRAs) directly
to charities without suffering tax penalties. This legislation is commonly referred to
as the IRA Charitable Rollover.

In August 2006, a limited version of the IRA Charitable Rollover was enacted into
law as part of the Pension Protection Act (Public Law 109-280). This provision,
scheduled to expire at the end of 2007, permits IRA owners beginning at age 70%2
to make outright charitable gifts totaling up to $100,000 per year from their IRAs
directly to eligible charities. The donor does not have to report the distribution as
tﬁxablfe income and is not entitled to claim a charitable income tax deduction for
the gift.

NCPG is pleased to report that this provision has generated an enormous amount
of new charitable giving. For example, NCPG has received reports of nearly 4,500
charitable gifts made pursuant to this provision, totaling over $80 million. This data
is the result of a voluntary, unscientific survey conducted by NCPG, so the total
number of charitable gifts from IRAs is likely much higher.

In short, the IRA Charitable Rollover has allowed older Americans, particularly
those individuals who do not itemize their tax deductions and would not otherwise
receive any tax benefit for their charitable contributions, to donate money to thou-
sands of nonprofits that work every day to enrich lives and strengthen communities
across the country and around the world. Unfortunately, the IRA Charitable Roll-
over is scheduled to expire at the end of the year. If the provision lapses, the na-
tion’s charities risk losing out on millions of dollars that could be generated by this
important tax provision.

Accordingly, NCPG strongly supports enactment of the Public Good IRA Rollover
Act (H.R. 1419), introduced on March 8, 2007 by Representatives Earl Pomeroy and
Wally Herger, which would make permanent and expand the current IRA Chari-
table Rollover. Over 900 organizations from every state in the country have joined
with NCPG to support this legislation.

Specifically, H.R. 1419 accomplishes four important things. First, the legislation
makes the IRA Charitable Rollover permanent. Second, it removes the $100,000 cap
per year on IRA gifts. Third, it permits all charities to receive IRA gifts. Fourth,
the legislation permits IRA owners, beginning at age 59%, to create a life-income
gift through existing planned giving options such as charitable gift annuities, chari-
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table remainder unitrusts, charitable remainder annuity trusts and pooled income
funds.

NCPG believes H.R. 1419 will build upon the great success of the current IRA
Charitable Rollover. The legislation will spur millions of dollars in new charitable
donations that will go to support critical programs and services. NCPG urges the
Congress to act on this legislation soon.

——

Statement of National Council of Nonprofit Associations

Introduction

The National Council of Nonprofit Associations (NCNA) respectfully submits this
testimony to the Subcommittee on Oversight of the House Committee on Ways and
Means in response to the Overview Hearing on the Nonprofit Sector on July 24,
2007 and the request for comments regarding the passage of the Public Good IRA
Rollover Act of 2007 (H.R. 1419, S. 819).

NCNA is the network of state and regional nonprofit associations serving over
22,000 members in 41 states and the District of Columbia. NCNA links local organi-
zations to a national audience through state associations and helps small and mid-
sized nonprofits:

e Manage and lead more effectively;

e Collaborate and exchange solutions;

e Save money through group buying opportunities;

e Engage in critical policy issues affecting the sector; and
e Achieve greater impact in their communities.

NCNA also serves as a unified voice for the small and midsize nonprofits who con-
tinue to positively impact their communities. Over 90% of nonprofits in America
have operating budgets of less than 5 million dollars. Representing all fields within
the nonprofit sector—healthcare, education, the arts, environmental groups—these
small and midsize nonprofits are vital contributors to improve our nation’s quality
of life. It is in the interests and perspective of these organizations that we submit
our comments.

The following comments express NCNA’s support of two issues: (1) the Nonprofit
Capacity Building Initiative, which would increase the capacity, effectiveness, and
accountability of small to midsize nonprofits and, ultimately, improve the quality of
life in local communities and (2) the Public Good IRA Rollover Act of 2007 (H.R.
1419, S. 819), which has already resulted in over 75 million dollars in gifts to non-
profit organizations.

The Nonprofit Capacity Building Initiative

The recently released GAO report (Nonprofit Sector—Increasing Numbers and Key
Role in Delivering Federal Services, July 24, 2007) identified several policy issues
related to how the federal government interacts with the nonprofit sector. The re-
port noted that key to a healthy nonprofit sector include: strengthening governance,
enhancing capacity, ensuring financial viability, and improving data quality without
overly burdening the sector with unnecessary or duplicative reporting and adminis-
trative requirements. NCNA and its state association members have proposed a pro-
gram that will address the key issues identified in the GAO report through the Non-
profit Capacity Building Initiative (NCBI). This initiative would create a federal rev-
enue stream for training and capacity building, especially for small nonprofits
through existing technical assistance and management support entities at the state
and local level. Combining federal assistance with state and local level programming
is necessary for best management practices to be widely understood and adopted
within the nonprofit sector.

Over 90 percent of nonprofits operate with annual budgets under $5 million.
These organizations play a vital role in local communities and in the quality of life
of all Americans through their work in education, healthcare, the arts, social serv-
ices, and other fields. While small and midsize nonprofits are best positioned to
reach and serve all Americans they are least likely to have the adequate resources
to meet the needs of their constituents and access to programs and information de-
signed to help them manage and govern their operations. As aptly stated in the
GAO report, “Given the way the sector is woven into the basic fabric of our society,
it is essential we maintain and cultivate its inherent strength and vitality and have
accurate and reliable data on the overall size and funding flows to the sector.”

Specifically, topics and activities addressed by NCBI would include the following:
(1) Leadership Development (Board Composition and Function, Staff Professional
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Development, Volunteer Training, and Development and Succession Planning); (2)
Organizational Development (Board Governance, Systems: Management, Human
Resources, Financial, Planning, Policies and Procedures, Fiscal Controls); (3) Legal
Compliance and Reporting (Policies and Procedures, New and Existing Federal and
State laws, On-Line Reporting Systems); and (4) Technology (Training, Equipment,
and Software).

The NCNA network has the national infrastructure and expertise to launch a
Nonprofit Capacity Building Initiative for the nonprofit sector through state associa-
tions of nonprofits. By investing in this already existing network, the federal govern-
ment can leverage the collective experience, resources, and strength of these estab-
lished organizations. This investment can improve the quality and reach of services
to build the capacity of nonprofits, while reducing redundancy, and avoiding the cre-
ation of new bureaucracies at the national, state, and local level.

The Public Good IRA Rollover Act of 2007

In addition, the NCNA supports the Public Good IRA Rollover Act of 2007. The
response to the 2007 Act—more than 75 million dollars in giving—is a clear indi-
cator that the IRA Rollover Act serves donors, charities, and the public at large and
should be extended permanently. While NCNA has not yet gathered systematic data
on the impact of the IRA Rollover on our members, initial reports are favorable.
Small organizations are reporting IRA Rollover contributions that exceed past giv-
ing. For example, the Executive Director of an interfaith Pharmacy in Louisiana
writes reports that one donor contributed $1,203, ten times more than the donor’s
previous gift. Community Foundations, including those in Montana and Louisiana,
are reporting IRA Rollover contributions. This is a positive sign for the NCNA net-
work because local and community foundations often fund our extensive network of
small and midsized nonprofits.

In Closing

NCNA supports the efforts of the House Ways and Means Committee in strength-
ening the partnership between government and the nonprofit sector, increasing the
accountability of nonprofits, and supporting the capacity and effectiveness of the
charitable community across the country. We believe that the Nonprofit Capacity
Building Initiative and the IRA Rollover Act are examples of policies that work to
achieve our shared goals.

Thank you for the opportunity to submit these comments, please contact me if you
have questions or need additional information on these or related issues.

———

Statement of National Multiple Sclerosis Society

The National Multiple Sclerosis Society thanks the Subcommittee for this oppor-
tunity to provide comment on the significant role and impact that the IRA chari-
table rollover provision enacted as part of the Pension Protection Act of 2006 is hav-
ing on tax-exempt charitable organizations. In addition, these comments focus on
our support for the “Public Good IRA Charitable Rollover Act of 2007” (H.R. 1419).

Multiple sclerosis (MS) stops people from moving, and the National Multiple Scle-
rosis Society (the Society) exists to make sure it doesn’t. Through our home office
and 50-state network of chapters, the Society funds MS research, provides a variety
of programs and services to people with MS, offers professional education, and fur-
thers our efforts through advocacy at the local, state and Federal levels. The Society
is dedicated to ending the devastating effects of MS and moving closer to a world
free of this disease.

The Society is classified as a 501(c)(3) non-profit organization under the Internal
Revenue Code. To that end, we applaud the adoption of the provision in the Pension
Protection Act of 2006 that allows for taxed exempt charitable rollover IRA distribu-
tions to non-profits from individual IRA plan holders. Specifically, the provision pro-
vides an exclusion from gross income for otherwise taxable IRA distribution of up
to $100,000 per year from traditional and Roth IRAs for making qualified charitable
distributions during the tax year 2006 and 2007 by individuals who have attended
at least age 70%2 at the time of disbursement to the charity of choice.

While limited in its scope, the IRA charitable rollover provision has already made
a significant impact on charities across the U.S. According to the Independent Sec-
tor and the National Committee on Planned Giving, initial reports show that during
the first four months this provision was in effect, more than $70 million in IRA
charitable rollover contributions were made to eligible non-profits. Between Sep-
tember 2006 and December 2006, the Society recorded $131,000 in contributions
from charitable rollover IRAs applicable to our fiscal year 2007 operating budget.
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The IRA charitable rollover provision encourages a new type of planned giving
that enables charities to keep improving the lives of Americans and give more back
into their communities. Thus far, this type of planned giving helped organizations
build new cancer centers, develop additional counseling programs for at risk youth,
support housing for homeless families, and provide art therapy for elderly Ameri-
cans and individuals with developmental disabilities. In addition to the community
benefits, the charitable rollover IRA provision helps older Americans support their
favorite causes without tax penalties when receiving required disbursements from
their IRAs.

The current charitable rollover IRA provision will expire on December 31, 2007.
Given the significant impact that this type of planned giving has had on the Society
and the non-profit community in a very short timeframe, we urge the Subcommittee
to support the Public Good IRA Charitable Rollover Act of 2007 (H.R. 1419). H.R.
1419 would extend and broaden the current charitable rollover IRA provision by
making it permanent. In addition, the bill seeks to remove the current $100,000 per
taxpayer per year limitation, make all charities eligible to receive these types of do-
nations, and would allow donors to make contributions beginning at age 59V%.

The Society strongly supports H.R. 1491, and we encourage this Subcommittee
and Congress to take a more in-depth look at the significant benefits the charitable
rollover IRA provision has had on non-profits and communities across our country.
Non-profits exist to provide programs and services that help better the lives of
Americans, and the charitable rollover IRA provision provides additional resources
through which non-profits can improve and increase delivery of these programs and
services. These additional resources go directly back into the communities non-prof-
its serve. The Society urges the Subcommittee to mark-up and report out the Public
Good IRA Charitable Rollover Act of 2007 (H.R. 1419). Thank you.

———

Statement of New York Community Trust

Introduction

For almost a century, community foundations have been building permanent char-
itable resources to meet the current needs of their communities and the unforeseen
needs of the future. And for more than 80 years, The New York Community Trust
(The Trust), through the generosity of donors past and present, has supported non-
profit organizations in the New York metropolitan area that work daily to ensure
that our community is a vital and healthy place in which to live and work—for all
residents. When we started in 1924, our sole mission was to distribute to nonprofit
organizations the income from charitable trusts set up by will and held by New
York City banks. The Trust’s founders were men of vision who understood the power
of an institution that could employ the combined charitable passions of individuals
to meet a broad variety of community needs. They also understood that contem-
porary donors could not anticipate the compelling issues that would confront their
successors—and they were committed to ensuring that adequate resources would be
available for the future. In those early days, our donors set up unrestricted or broad
field-of-interest funds through bequests, trusting tomorrow’s leaders to spend it
wisely. Today, The Trust has assets of $2 billion; $700 million of that total is held
in more than 1,000 donor-advised funds, which range in size from $5,000 up to $99
million. Those funds routinely pay out more than 10 percent of their assets to char-
ity annually. The remaining $1.3 billion rests in permanent unrestricted or field-
of-interest funds.

We opened our first “donor-advised” fund in 1934, before there was even a name
for it—and long before there were any specific laws or regulations. During her life-
time, this first “donor advisor” made suggestions to the staff of The Trust as to char-
itable distributions from the fund. When she died, the assets remaining in the ad-
vised fund became part of The Trust’s discretionary grantmaking program—a pro-
gram that relies on a professional staff that assesses community needs, investigates
nonprofits, vets their projects and finances, and recommends grants to our distin-

ished volunteer board. Grants we make from the fund she created, which now has

64 million in assets, support projects to help low-income elders keep their homes
and apartments, train poor, young women to become licensed day-care providers, re-
duce environmental health hazards in substandard housing, and much more.

A profoundly important social contract was established with that first donor-advi-
sor that continues to this day: in consideration for the privilege of making grant rec-
ommendations, money would be left in the fund for future generations. That is still
%ur expectation and is characteristic of our relationship with most donors to The

rust.
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The philanthropic world has changed since 1934 and 215t century donors have sig-
nificantly more choice than they did years ago. When the IRS gave public charity
status to donor-advised funds sponsored by financial institutions, donor expectations
changed. The notion of community philanthropy pioneered by community founda-
tions morphed into individual charitable checking accounts, with little expectation
of, commitment to, or mechanism for permanence.

Nonetheless, The Trust and its donors support a dazzling array of charitable ac-
tivity. So it was with dismay that we greeted the tax advantages offered for Hurri-
cane Katrina giving and the IRA charitable rollover because those incentives were
not available for contributions to donor-advised funds. In addition, other provisions
of the Pension Reform Act of 2006 imposed burdens that seem designed to discour-
age charitable giving and based on assumptions that donor-advised funds are inher-
ently flawed and that contributions to these funds are not, in fact, completed gifts.
We recognize that there have been some egregious misuses, but we believe that en-
forcement of existing regulations can surely find and punish those individuals who
violate the law without penalizing generous people who use their funds to do good.
Indeed, the 1976 Treasury regulations implementing the Tax Reform Act of 1969,
and the so-called “Section 507 regs,” set out in careful detail the facts and cir-
cumstances needed for a completed gift. Guided by the Section 507 regulations, The
Trust, and our community foundation colleagues, instituted policies to make sure
that our charitable institutions and our donor-advisors are in compliance.

In short, donor-advised funds are not a new-fangled tool to avoid taxes; they are
a long-standing approach developed by community foundations and addressed in
Treasury Regulations to enhance and encourage donors to invest charitably in the
immediate and future needs of communities. They are one of many ways that per-
manent charitable institutions are able to both consolidate many grants from dif-
ferent funds—restricted, unrestricted, and donor-advised—to support community
programs and to build their assets for the future health and well-being of their com-
munities.

This is the prism through which we respond to the Committee’s request for com-
ments on how the Pension Protection has affected community foundations.

Definition of Donor-Advised Funds

The Trust considers the definition of donor-advised fund under Code Section
4966(d)(2) to be overly broad in that it includes donor-advised funds established by
governments, public charities, and private foundations. As a result, donor-advised
funds established by governmental and tax-exempt entities are prevented from indi-
rectly supporting the types of programs that they are still permitted to operate or
for which they may provide direct support. This result seems at best unintended
and at worst counterproductive. Treasury Regulation Section 1.507-2(a)(8) sets out
in detail the requirements for a private foundation that terminates its existence and
transfers “all of its right, title, and interest in and to all of its net assets” to one
or more Code Section 170(b)(1)(A) organizations. The Section 507 regulations provide
clear rules, and have been looked to since their promulgation in the mid 1970s as
the legal anchor not only for the proper termination of private foundations into
donor-advised funds of public charities, but also for the establishment of donor-ad-
vised funds within public charities. In fact, the regulations under Section 170 gov-
erning component funds of community trusts specifically cross reference Treasury
Regulation Section 1.507-2(a)(8) in defining how a transferor private foundation
may transfer its assets to a fund at a community trust that would qualify as a com-
ponent fund. Until the mid-1950s, The New York Community Trust existed solely
in trust form, and the various funds that constituted The Trust met the requirement
of being a “component fund” as prescribed in the special community foundation reg-
ulations under Code Section 170 and adopted by Treasury in 1976. Twenty years
before the 69 Tax Act, The New York Community Trust created a sister not-for-
profit corporation, Community Funds, Inc., to which donors could make contribu-
tions for all the same purposes and in analogous forms as contributions to The
Trust. The two entities are treated as one organization for tax purposes. Most com-
munity foundations formed in recent years have taken the form of not-for-profit cor-
porations rather than trusts, and virtually all community foundations, regardless of
the structure, have looked to the Code Section 507 regulations for guidance in estab-
lishing and operating donor-advised fund programs.

The PPA also sweeps up in its definition a fund where the advisors are “ap-
pointed” by the donor—even when they are named in the instrument. As a result,
a fund set up by will is deemed to be a donor-advised fund if the decedent named
unrelated individuals to an advisory committee. In addition, the broad definition of
what constitutes advisory privileges pulls in relationships so minor that the donor
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cannot be viewed as controlling the fund, for example, where the donor’s advice is
limited to the amount of money to be expended each year.

Applying Private Foundation Rules to Donor-Advised Funds

Donor-advised funds encourage charitable giving by individuals who want to en-
gage regularly in thoughtful, responsible philanthropy and want to be part of a per-
manent charitable institution that will respond to the community’s needs now and
in the future. They offer a community, with all of its complexity and diversity, the
opportunity to receive support from an array of donors whose passions and commit-
ments reflect that very diversity and complexity: popular vs. unpopular causes, gen-
eral support vs. project support; liberal vs. conservative; direct services vs. policy
work; immediate needs vs. future needs.

As a “sponsoring organization” under the new nomenclature of the Pension Pro-
tection Act of 2006, The Trust (and other community foundations) provides its
donor-advisors with professional grantmaking staff and knowledge of the community
and its needs. Its board can hardly be viewed as controlled by its donors. At The
Trust, staff also brings a high level of diligence to its review of potential grantees
prior to approving grant recommendations. In this respect, The Trust performs an
independent investigation of any charity recommended for support, including sup-
port from a donor-advised fund at The Trust. The charitable sector as a whole bene-
fits from this kind of review because it imposes a discipline on prospective grantees,
who know that both their fiscal and program operations are being scrutinized.

In addition to providing guidance on the selection of grantees, the sponsoring or-
ganization provides an extra layer of oversight and necessary administration that
is otherwise difficult for individual donors or unstaffed family foundations to man-
age. A sponsoring organization is responsible for determining that grantees have
current financial statements and or audits, operate with independent boards of di-
rectors, have timely filed their Forms 990 with the IRS, and have an organizational
structure adequate to the projects being undertaken. Because The Trust, as a spon-
soring organization, has legal title and control over all of its assets, including donor-
advised funds, it assumes the responsibility for charitable assets and assures that
these assets are used exclusively for tax-exempt charitable purposes. Being part of
a major charitable institution that is equipped to manage and oversee grants to
hundreds of organizations empowers donors to hold grantees accountable for the
quality of their work.

The law governing charitable contribution deductions (Section 170 of the Code and
the accompanying Treasury Regulations, court cases and so forth) quite clearly pro-
vides that a gift to a charity that provides impermissible private benefit to the donor
or another private individual is not tax-deductible. To create special rules and regu-
lations for contributions to donor-advised funds that are part of a functioning public
charity does not add anything material to existing law. The need is for best prac-
tices and oversight by sponsoring organizations and donors and for enforcement by
the IRS: new and redundant special rules will only create a maze of foot faults.

Rules restricting certain grants, described more fully below, also treat donor-ad-
vised funds like private foundations, including restrictions on grants to foreign orga-
nizations, 501(c)(4) organizations for charitable purposes, and individuals. The likely
effect will be to drive more donors to private foundations, rather than to the more
cost-effective donor advised funds at a professionally staffed sponsoring organiza-
tion.

Prohibition on Certain Types of Grants from Donor-Advised Funds

Scholarship Funds: Complex rules about when a donor is deemed to control the
advisory committee to a scholarship fund are overly broad. The PPA should have
excluded from the definition those funds established for scholarships and awards,
regardless of composition of committee. Congressional concern about inappropriate
benefits to the donor or her family is already addressed by other rules prohibiting
personal benefit. And the prohibition on grants from donor-advised funds to individ-
uals should not have included funds with a specific charitable purpose such as schol-
arships and awards, regardless of the composition of the advisory committee. Many
of our scholarship funds are small, but important, and function efficiently only be-
cause they are advised by the families or individuals who created them. We have
reconstituted these committees in compliance with PPA, but we are concerned that
they will not function as well as they have, and discourage future donors who want
to involve their families in philanthropy.

Grants to Foreign Charities and 501(c)(4)s: Many of our donors support charities
abroad. Requiring the sponsoring organization to exercise full expenditure responsi-
bility imposes an unreasonable burden, and has compelled us to prohibit donors
from suggesting these grants. Similarly, many 501(c)(4)s have charitable missions,
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including volunteer fire departments and rotary clubs. The burden of exercising ex-
penditure responsibility for what are often modest grants is excessive, and we no
longer permit them.

Supporting Organization: The rules precluding grants from donor-advised funds
to non-functionally integrated type III supporting organizations also make the spon-
soring organization responsible for determining which organizations meet the type
IIT definition. This imposes an unreasonable burden on a sponsoring organization
with hundreds of donor-advised funds. Such determinations should be the responsi-
bility of the IRS.

Penalties on Certain Transactions

Section 4967 imposes a tax on a donor or advisor who recommends to the spon-
soring organization a distribution from a donor-advised fund if the distribution re-
sults in a donor, donor-advisor, or related person receiving a more than an “inci-
dental benefit.” A tax also is imposed on the donor, donor-advisor or related person
who receives the benefit and fund managers of the sponsoring organization who
knowingly agree to make the distribution, with no concomitant burden on the grant-
ee that improperly provides the benefit.

This new provision will require a sponsoring organization to devote more of its
resources to the administrative task of identifying those individuals and entities
that might be related to the donor or donor-advisor.

Section 4958 (Intermediate Sanctions)

The inclusion of investment advisors as disqualified persons is overly broad, pick-
ing up all investment advisors for many sponsoring organizations, whether they are
independent or have a relationship with a donor to a donor-advised fund. Com-
pensation to any vendor should be reasonable, but to create an additional category
of disqualified persons solely for sponsoring organizations makes no sense. If Con-
gress considers investment advisors and their fees suspect, then they should be sus-
pect for all public charities.

Section 4943 (Excess Business Holdings)

The Pension Protection Act extends the application of the excess business holdings
rules to donor-advised funds. In applying the rules, each donor-advised fund’s hold-
ings are aggregated with the holdings of disqualified persons with respect to the
donor-advised fund, as defined by Code Section 4943(e)(2). A sponsoring organiza-
tion will now be required to devote considerable staff and financial resources to com-
pliance with these rules—no small undertaking in light of the breadth of the aggre-
gation rules. A sponsoring organization must monitor the holdings of each donor-
advised fund to determine whether it falls within the 2 percent de minimus rule
and, if not, additionally identify the disqualified persons and their investment hold-
ings that are in common with the donor-advised fund. This is a daunting task be-
cause of the endless string of relatedness constituting disqualified persons. There is
no rational way that an institution with numerous donor-advised funds can gather
and track this information in any meaningfully accurate way; the result is likely
to be significant noncompliance or meaningless attempted compliance.

IRA Charitable Rollover

Because of the estate tax rates on IRA assets left to heirs other than a spouse,
and because many donors can afford to forego these assets, we applauded the chari-
table rollover provision of the PPA. However, donor-advised funds should not have
been excluded. Indeed, donor-advised funds at a community foundation, with the
oversight and grantmaking experience explained above, are the ideal vehicles for
the rollover; investment managers that hold IRA assets do not have this expertise.
The Trust also believes that the rollover should be made permanent.

Form 990T

The PPA requires that Form 990T be made public. Unlike the Form 990, the in-
formation return, which is public information, the 990T is a tax return. Individuals’
and corporations’ tax returns are not public documents, and this provision puts pub-
lic charities, and any taxable companies in which they have an interest, at a dis-
advantage.

As explained in the Introduction, community foundations and similar charitable
institutions have twin goals: to serve living donors and meet immediate community
needs; and to be permanent endowments that have the resources to respond to the
needs we cannot now imagine. Encouraging donors to think in terms of contributing
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to a permanent fund buttresses both goals. At The Trust, all donor-advised funds,
if not fully expended after two successions of advisors, become unrestricted funds
of The Trust. And with our other component funds, they provide irreplaceable sup-
port for the voluntary institutions that are a vital part of American democracy.

——

Statement of Ohio Grantmakers Forum

Ohio Grantmakers Forum is pleased to provide the following comments on the im-
pact of the Pension Protection Act of 2006’s charitable provisions as they relate to
our members, who are private and community foundations, other public charity
grantmakers and corporate foundations and giving programs. We appreciate and ap-
plaud the Subcommittee’s interest in exploring the impact—both intended and oth-
erwise—of this important legislation through written comments and the scheduled
public hearing.

IRA Charitable Rollover Provision

Ohio’s community foundations and Jewish federated funds have received nearly
$5 million in donations due to the IRA charitable rollover provisions included in last
year’s Pension Protection Act. During its short duration to date, the incentive has
been a significant source of new dollars and some new donors, with gifts ranging
from a few hundred dollars up to the $100,000 cap on contributions. These gifts re-
sult in additional funds flowing into nonprofit organizations that provide critical
services to people in need, support educational achievement, make communities
safer places and strengthen Ohio’s economy. According to our research, many more
dollars could be raised if more types of organizations—such as donor advised
funds—were eligible for the charitable rollover of IRA assets. Ohio Grantmakers
Forum supports H.R. 1419 and its provisions to expand and extend the rollover be-
yond this tax year.

Regulatory Provisions

Our community foundation members, those most affected by the new regulations
included in the Pension Protection Act, have indicated to us that they are quite
cumbersome and expensive to implement. This is of special concern to us since
Ohio’s charitable grantmakers already are regulated by federal and state law, to en-
sure that they fulfill their fiduciary duties and operate ethically. Additionally, the
charitable sector has numerous voluntary self-regulation mechanisms in place to
educate and help nonprofit entities to behave at the highest ethical levels. For in-
stance, members of Ohio Grantmakers Forum indicate each year that they adhere
to our Guiding Principles that call for greater transparency and accountability. (See
below for the list of Guiding Principles.)

Furthermore, community foundations across the nation and in Ohio are rapidly
adopting “National Standards.” These self-regulatory standards include detailed fi-
nancial, grantmaking and operational practices and policies. Adding additional fed-
eral regulations, definitions and reporting requirements is not only unnecessary, but
directs the attention of foundations away from their vital work as grantmakers. The
one-size-fits-all approach to the new regulations can be particularly problematic in
this regard for smaller foundations with minimal or no paid staff.

We hope that the Oversight Subcommittee will review the issues outlined by Inde-
pendent Sector and the Council on Foundations last fall, in a letter to the IRS, and
consider how it might address and resolve these issues in this session.

Thank you for the opportunity to comment upon the Pension Protection Act’s pro-
visions impacting charitable organizations and giving.

Ohio Grantmakers Forum Guiding Principles

1. Adhere to the highest standards of ethical behavior in all philanthropic activi-
ties.

2. Operate with an active governing board that sets and regularly reviews all or-
ganizational policies, including those related to governance, conflict of interest,
grantmaking, and finance (including audit).

3. Have basic information readily available regarding programs, funding priorities
and application requirements.

4. Maintain constructive relationships with applicants, grantees, donors and the
public based on mutual respect, candor and confidentiality.
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5. Strive to include the perspectives, opinions and experiences of the broadest
possible cross-section of people to inform the organization’s grantmaking/con-
tributions, governance/staff structure and business practices.

6. Support continuous learning by trustees, staff and grantees.

7. Honor donor intent through thoughtful deliberation in the context of changing
social conditions.

8. Fulfill all fiduciary and legal responsibilities.

Revised by the Board of Trustees August 1, 2006
OGF Board of Trustees

David T. Abbott
The George Gund Foundation
Chair
Rene Hoy
Honda of America Foundation
Vice Chair
Scott McReynolds
The Greater Cincinnati Foundation
Treasurer
Patricia R. Conley
KnowledgeWorks Foundation
Secretary
Margot James Copeland
KeyBank
Stuart W. Cordell
Robert S. Morrison Foundation
Kim Cutlip
The Scioto Foundation
Heidi Jark
Fifth Third Bank
Susanna H. Krey
Sisters of Charity Foundation of Cleveland
Dennis M. Lafferty
Jones Day
Michael M. Parks
The Dayton Foundation
Richard W. Pogue
Deaconess Community Foundation
Ronn Richard
The Cleveland Foundation
Gordon Wean
The Raymond John Wean Foundation
Denise San Antonio Zeman
Saint Luke’s Foundation of Cleveland, Ohio

————

Ohio Osteopathic Foundation
Columbus, Ohio 43201-0130
July 5, 2007

The Honorable John Lewis, Chairman

Committee on Ways and Means Oversight Committee
U.S. House of Representatives

1102 Longworth House Office Building

Washington, D.C. 20515

Dear Chairman Lewis:

I am submitting this letter in response to the request of the Ways and Means
Oversight Committee for written comments concerning the impact of the Pension
Protection Act on charitable organizations.
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The Ohio Osteopathic Foundation (Foundation) is a 501(c)(3) organization classi-
fied as a supporting organization within the meaning of section 509(a)(3) of the In-
ternal Revenue Code. Immediately prior to the enactment of the Pension Protection
Act (PPA) of 2006, the Foundation received the first installment of a five-year grant
from a non-operating private foundation that will allow us to substantially increase
the quality of our programs. As a result of the PPA restrictions on the ability of
supporting organizations to accept or receive gifts from private foundations, how-
ever, the remainder of this grant is now in jeopardy. The grantor is concerned about
violating these restrictions and triggering the excise tax created by the PPA. As a
result, the grantor is withholding the remaining installments of the grants unless
we change our public charity classification to that described in 509(a)(1) or 509(a)(2).

The Foundation has functioned as a “Type I” supporting organization for more
than 20 years. It is operated, supervised and controlled by the members of the Ohio
Osteopathic Association (Association) to ensure that its programs and grants benefit
the entire osteopathic profession in Ohio and do not inure to the benefit of any dis-
qualified individual or group of individuals.

As a small organization, we have been able to avoid duplicative administrative
costs by donating employee time from the Association to support Foundation pro-
grams. We have also maximized investment income in the Foundation to benefit os-
teopathic education and research. The main beneficiary of our grants has been the
th(i)oh University College of Osteopathic Medicine, a public institution in the state
o io.

While conversion of the Foundation to a 509(a)(1) or 509(a)(2) organization might
have been easily accomplished in the past, we are now hindered in making a conver-
sion because of another large grant we received immediately prior to enactment of
the PPA. That grant significantly increased our annual investment income, which
may exceed the one-third income limitation needed to qualify for exemptions under
one of these other sections.

The Foundation believes that the restrictions imposed by the PPA on the ability
of private foundations to make distributions to supporting organizations need to be
refined to allow these distributions to be made when appropriate governance mecha-
nisms are in place. We further believe that Type I supporting organizations which
have appropriate governance structures and accountability mechanisms should be
treated in the same manner as public charities that receive their exemption under
509(a)(1) or 509(a)(2) of the Internal Revenue Code.

Sincerely,
Jon F. Wills
President

———

Statement of the PGA Tour

The PGA TOUR is very grateful for this opportunity to provide comments to the
Committee on the exempt organization provisions in the Pension Protection Act of
2006, and will focus its attention entirely on section 1205.

Section 1205 of the Pension Protection Act of 2006 (“PPA”) was a positive first
step toward resolving a problem that was created a decade ago when Congress un-
expectedly altered the rules relating to transactions between tax-exempt organiza-
tions and certain taxable subsidiaries.

In general, interest, rents, royalties, and annuities (i.e., payments of passive in-
come) are received free of tax by exempt organizations. Under Code section
512(b)(13), however, these payments are subject to tax if they are received from a
“controlled” organization (e.g., a subsidiary). Prior to the enactment of the Taxpayer
Relief Act of 1997 (“TRA 97”), an organization was considered controlled if the ex-
empt organization had a direct ownership interest of 80 percent or more in that or-
ganization. TRA 97 changed the ownership percentage to 50 percent. According to
the TRA 97 Committee Reports, the reason for automatically taxing income from a
controlled organization was to prevent subsidiaries of tax-exempt organizations from
“reducing otherwise taxable income by borrowing, leasing, or licensing assets from
a tax-exempt parent organization at inflated levels.”

Section 1205 of the PPA in structure is the product of close to a decade of discus-
sions between members of the exempt community and Congress. As adopted, the
section modifies TRA 97 to provide that interest, rents, royalties and annuities re-
ceived by an exempt organization from a controlled organization will only be taxed
when the payment exceeds fair market value. A 20 percent penalty is imposed on
excessive payments. Tax-exempt organizations that receive interest, rent annuity or
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royalty payments from a controlled organization must report payments on informa-
tional tax returns. The change to Code section 1205 only applies to payments made
under binding written contracts (or their renewals under substantially similar
terms) in effect on the date of enactment. The fair market UBIT test is in effect
for 2006 and 2007.

Congress also provided that the Treasury Department will submit no later than
January 1, 2009, a year after the section expires, a study of the effectiveness of the
Internal Revenue Service in administering the new section.

Section 1205 was needed to correct an anomaly in TRA 97 which resulted in ex-
empt organizations becoming liable for UBIT on payments of passive income even
when they reflect fair market amounts. For example, many exempt organizations re-
ceive rents at an arm’s length amount from taxable subsidiaries that were estab-
lished and operate for non-abusive purposes. Under TRA 97 these exempt organiza-
tions were subject to tax, even though their receipt of rents from unrelated organi-
zations under the exact same terms would not be subject to tax. This treatment sig-
nificantly reduced funds available for tax-exempt purposes at a time when govern-
ment funding of many tax-exempt organizations is being substantially reduced and
private sector organizations are being called upon to assume additional responsibil-
ities.

Section 1205 recognizes that fair market value can be established generally by
reference to amounts paid in comparable arrangements by unrelated third parties.
Similarly, fair market rents or royalties can be established or referenced to existing
transfer pricing principles. The Internal Revenue Service has extensive experience
in determining the fair market value of transfers between related parties under
Code section 482. Moreover, the Service is applying section 482 principles to trans-
actions involving tax-exempt organizations. For example, IRS letter rulings hold
that tax-exempt organizations must comply with section 482 in transfers of tax-ex-
empt property. Thus, both the Service and taxpayers have experience with these
principles.

The effort to modify the changes enacted to section 512(b)(13) in the TRA 97 re-
sulted prior to 2006 in the adoption of provisions similar to section 1205 (but not
containing the limitations discussed above) in tax bills that cleared one House of
Congress but not the other, and at one point in a budget reconciliation bill that was
vetoed by President Clinton on unrelated grounds. The American Bar Association
Section of Taxation endorsed these efforts, which were at the time embodied in a
pending Senate provision, in a letter to the Chairmen and Ranking Members of the
tax writing committees dated February 3, 2006 stating that “[tlhe amendment ad-
dresses concerns that many tax-exempt organizations have raised for a number of
years.”

While section 1205 of the PPA is a step forward, it has two notable limitations
which we urge the Committee to address this year.

First, the provision only applies to binding contracts in existence on the date of
enactment of the PPA, or renewals of such contracts on substantially similar terms.
The Committee should remove this limitation; after all, the provision contains mech-
anisms against abuse both in the form of the application of a market value concept
using the principles of section 482, and, in addition, applies a tough twenty percent
penalty tax on the portion of any payment that exceeds fair market value. These
mechanisms are the product of years of discussion between Congress and the ex-
empt community and will be effective both with respect to existing and new ar-
rangements between exempts and their controlled subsidiaries and there is no tech-
nical reason under the circumstances to limit the provision to existing contracts.

Second, the PPA provision as modified to cover new contracts should be extended
beyond the current expiration at the end of 2007, preferably on a permanent basis.
These rules were intended, absent the limitations that were added last year when
the provision was made a part of the PPA, to settle the issue on a permanent basis
and provide exempts with certainty regarding the tax treatment of transactions
with controlled subsidiaries; they were not intended as temporary measures and
were not so limited in any of the pieces of legislation in which they had previously
been included.

A great many exempt organizations maintain controlled taxable subsidiaries as a
permanent part of their structure. Only by extending the provision, preferably on
a permanent basis, will the exempt community have the certainty it needs in this
area.

Arguably the authors of the PPA version of this provision limited it with the ex-
pectation that Congress would eventually receive a Treasury study on which to base
a further evaluation of the provision’s effectiveness. But we submit that the ap-
proach taken will be more harmful than helpful to exempts. After all, the study
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might not be submitted until a year or more after the PPA provision expires cre-
ating another round of uncertainty for exempts.

Both Congress and Treasury maintain regular oversight of the tax system and
will no doubt study the operation of section 512(b)(13) for some time to come. Reg-
ular oversight of an existing provision is much less disruptive, and we submit better
tax policy, than enacting temporary tax provisions that can be renewed only after
they have expired and only after a special study has been done of their effectiveness.

For these reasons, we urge the Committee to treat section 1205 of the PPA as
a good first step, and to adopt the changes proposed in this submission in order to
create certainty both for exempt organizations in this area as well as for Treasury.

——

Statement of Putnam Scholarship Fund

I am writing as President of the Putnam Scholarship Fund to ask for revisions
}:‘0 t(:}{le portions of the Pension Protection Act of 2006 dealing with “donor advised
unds.”

The Putnam Scholarship Fund was founded in the late 1940’s by Roger and Caro-
line Putnam of Springfield, Massachusetts with the support of many local citizens.
The founders believed that securing a college education was the best way to help
people of color become successful members of American society. Since then the Fund
has provided help to thousands of students. Over the years recipients have gone on
to careers as doctors, lawyers, politicians, clergy and other contributing members of
society. Every annual donation dollar goes to scholarship aid. The Putnam Family
covers all operating expenses and the Board of Trustees provides their services pro
bono. In order to maximize efficiency, the Fund made arrangements with the Com-
munity Foundation of Western Massachusetts to manage its corpus and to “triage”
all applications.

This last point appears to be the major problem with the new changes in the Act.
Because the Scholarship Fund collected the donations and had also been making the
award decisions, we were considered “donor advised” and subject to the new regula-
tions. As I note below, this has caused us significant additional expense (affecting
what we can award) and forced us to reduce the role of our volunteer board. We
also worry that our donors will wonder if their wishes are being as clearly followed
given the increased overhead and involvement of “outsiders.”

We would like to propose the following changes in order to address these concerns
and yet provide the protections the Act was aimed at:

The definition of “donor advised” in the Act is too broad. With what under-
standing we have of the rationale behind the Act, the need is focused on the fol-
lowing items:

1. Source of Funding—If the ongoing operating or initial funding comes from a
limited pool (one individual or a small group of individuals), then there should be
cause for concern. In the case of our scholarship fund, our corpus has been built up
over years and came from a variety of unrelated people. Our annual fundraising
also comes from a variety of people, some of whom are members of the Putnam fam-
ily, but, again, the majority of funds raised every year, both in total dollars and in
source of donations, comes from people all around the country not related to anyone
in my family.

2. Relationship of Recipients to Donors—If there is a relationship between “mate-
rial” donors (those whose annual contributions or income from capital contributions
equals or exceeds the average annual award) and recipients, then there needs to be
a clear and documented separation between those who solicit funds and those who
make awards (the “independence” in the current Act). In our case, this does not
exist and never has, but the current Act requires our Board to be separate from the
“Selection Committee.” It forced us to remove family members who have been par-
ticipating for years in both fundraising and award evaluation from one or the other
activity. Since this work is all done “pro bono,” this has impacted us severely, but
accomplished nothing since there is no relationship between donors and recipients.
We have also made sure that every individual member of the Board has signed off
every year indicating if they have any relationship to any recipient or would other-
wise benefit from any award. While that has never happened, if that were to be the
case, that member would abstain from any such award decision.

So where you have a fund that receives its money from a variety of unrelated in-
dividuals and has a Board that is unrelated and independent of the recipients, the
Act should be modified to remove them from the definition of “donor advised” and
the subsequent restrictions. Where the source of funding is provided by a small pool
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AND there is a relationship between the recipients and the donors, then the restric-
tions make sense.

We propose the definition of “material” because there can be instances where
someone who has routinely donated small amounts over time may be related to a
recipient. Our average award is close to $2,000, but any gift of $1,000 or above is
put into our (independently run) capital fund and we derive only the sustainable
income for awards (about 4.5% annually).

Your feedback is appreciated as well as any information on the process so that
I can understand what to expect.

Thanks,
W. Lowell Putnam
President

———

Statement of Robert M. Hearin Support Foundation

I commend the Subcommittee on Oversight for its appreciation of the importance
of the work of the charitable community and its role in American life. I am writing
on behalf of the Robert M. Hearin Support Foundation (the “Foundation”), a Type
IIT supporting organization located in Jackson, Mississippi. We are pleased to have
the opportunity to offer comments concerning certain tax-exempt provisions con-
tained in the Pension Protection Act of 2006 (the “Act”), pursuant to the Subcommit-
tee’s June 12, 2007 advisory.

As set forth in the instrument that created the Foundation,

The principal goal of the Foundation is to contribute to the overall economic
advancement of the state of Mississippi (the “State”) by making funds avail-
able to any one or more of [fifteen listed schools] (the “Schools”), to prepare
students who will directly contribute to the State through capital invest-
ment, creation and expansion of higher paying jobs, and improvement in
the general economy of the State. In making distributions . . . the Founda-
tion shall concentrate its efforts on attracting promising students to any
one (1) or more of the Schools, and on improving the quality of instruction
in the Schools, in either case in the fields of business, science, engineering,
economics, law, medicine, accounting, pharmacy, architecture and other
academic disciplines which directly contribute to the overall economic ad-
vancement of the State and are viewed by trustees as furthering the goals
of the Foundation (the “Areas of Emphasis”). Concentration of efforts shall
be reflected in a general and long-term philosophy and goal of developing
and supporting fewer larger projects at the Schools (rather than numerous
small gifts to such institutions) which have the potential to accomplish the
Foundation’s principal goal of economic advancement of the state of Mis-
sS,isgip}l)i and to create recognition for excellence at one (1) or more of the
chools.

Certain provisions of the Act created significant new burdens, limitations and un-
certainty for Type III supporting organizations. We would like to offer comments on
several of these provisions that are of particular significance to the Foundation.

1. Minimum Payout Requirement

The Act directs the Secretary of the Treasury to promulgate new Regulations set-
ting out a new payout requirement for Type III supporting organizations (other than
those that are functionally integrated). The eventual Regulations must, according to
the Act, require each such Type III organization to distribute a percentage of either
its income or assets to supported organizations. Act Section 1241(d)(1). Tradition-
ally, a Type III supporting organization has been able to fulfill its payout require-
ment by distributing “substantially all” (i.e., at least 85%) of its income. Treas. Reg.
§1.509(a)-4(i1)(3)(iii)(a).

On August 1, 2007, the Treasury issued an “advance notice of proposed rule-
making” concerning payout requirements for Type III supporting organizations that
are not functionally integrated (the “Advance Notice”). The proposed new payout re-
quirement is anticipated to impose an annual payout obligation for Type III sup-
porting organizations equal to five percent of the fair market value of non-exempt-
purpose assets (i.e., the same distribution requirement imposed on private non-oper-
ating foundations).

A payout requirement tied to the value of a Type III supporting organization’s as-
sets would pose particular difficulties to organizations that own interests in non-
publicly traded business entities and other assets that are not easily valued. A sup-
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porting organization could make payouts based on a presumed value of an invest-
ment asset notwithstanding that this value is not fully realized for any number of
possible reasons, including lack of marketability and losses from unpredictable
causes like hurricanes. Especially in the case of Type III supporting organizations
owning interests in business entities with significant contingent liabilities, a payout
requirement tied to value could effectively require the supporting organization to
dispose of its ownership interest—which might necessarily occur in a manner that
involves a considerable loss of value. Additionally, the Foundation (which has six
trustees and no operational staff) would be required to pay outside experts to ap-
praise its investment assets each year, thus incurring expenses that would reduce
the funds ultimately available for the beneficiaries.

If, notwithstanding these considerations, Congress believes it desirable to have a
payout requirement tied to the value of a Type III supporting organization’s assets,
it would be preferable to have a payout requirement similar to the standard applica-
ble to private operating foundations, as proposed by the Comments in Response to
IRS Notice 2007—21 on Treasury Study on Donor Advised Funds and Supporting Or-
ganizations submitted to the Internal Revenue Service by the American Bar Asso-
ciation Section of Taxation on August 1, 2007. As those comments explain, the pro-
posed payout requirement for non-functionally integrated Type III supporting orga-
nizations would be the lesser of 85% of net income or 4v4% of asset value, with a
minimum distribution requirement of 3¥5% of asset value.

The Advance Notice also set out the Treasury’s intention to propose regulations
that would “limit the number of publicly supported organizations a non-functionally
integrated Type III supporting organization may support.” Prospectively, the limit
would be five publicly supported organizations. The Advance Notice explained that
an organization already in existence when the regulations are proposed would be
permitted to “support more than five supported organizations only if the organiza-
tion distributes at least 85 percent of its total required payout amount to, or for the
use of, publicly supported organizations to which the supporting organization is re-
sponsive pursuant to Treas. Reg. §1.509(a)-4(1)(2)(ii).” For reasons discussed below
(in part 3 of this letter) in connection with the proposed changes to the responsive-
ness test, this restriction on distributions would create considerable problems for the
Foundation.

In light of these difficulties, it is desirable for Congress to provide more specific
guidance to the Secretary of the Treasury concerning the payout requirement for
non-functionally integrated Type III supporting organizations, calling for an ap-
proach that avoids the problems described above.

2. Excess Business Holdings

The excess business holdings rules under IRC Section 4943 previously applied
only to private foundations. Under the Act, however, the excess business holdings
rules apply to Type III supporting organizations (other than those that are function-
ally integrated). Act Section 1243.

Under the excess business holdings rules, an excise tax ordinarily would be im-
posed if a Type III supporting organization, together with its baseline and certain
disqualified persons, were to hold (directly or indirectly) more than a 20% voting
interest in a business enterprise. If one or more persons, other than the Type III
supporting organization together with certain disqualified persons, have effective
control of an enterprise, then the limit is raised to 35%, although the burden is ef-
fectively on the Type III supporting organization to establish that the control resides
in other persons. A safe harbor exists under which the Type III supporting organiza-
tion need not consider the holdings of disqualified persons if it (together with cer-
tain related exempt organizations) holds no more than a 2% interest in the voting
stock of a given business enterprise. Transition rules apply to donated assets. Ex-
cess business holdings are subject to a 10% annual excise tax, plus a 200% excise
tax if the holdings are not timely reduced to permitted levels. See generally IRC Sec-
tion 4943.

The rules described in the preceding paragraph would be applicable to Type III
supporting organizations on both a prospective and retroactive basis. However,
Type III supporting organizations are granted the benefit of transition rules over
an initial, two-phase period of 25 years. At the end of that period, the combined
holdings of a Type III supporting organization and its disqualified persons in a busi-
ness enterprise must not exceed 35% of the voting stock or 35% of the equity value
of the enterprise (rather than the usual limit of 20% of the voting stock), subject
to the further limitation that if disqualified persons held more than 2% of the voting
stock of the business enterprise during the prior 25-year period, the holdings of the
Type III supporting organization must not exceed 25% of the voting stock or 25%
of the equity value. Because of the application of a very complex set of rules that
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may be triggered by changes in ownership of the business enterprise during the
transition period, it is possible that the actual ownership limits will be lower than
the maximum percentages stated above. Changes in ownership percentages that
trigger these prohibitions can occur as a result of transactions in which neither the
supporting organization nor any disqualified person participates (e.g., the redemp-
tion of stock held by an unrelated owner as a result of that owner’s retirement or
death, or any other type of change in business circumstances affecting such unre-
lated owner.)

The imposition of the excess business holdings rules on Type III supporting orga-
nizations could force such an organization to reduce its business holdings solely in
order to effectuate compliance with a tax rule, without regard to whether the deci-
sion is necessarily in the economic best interests of the organization or, indeed, the
best interests of its beneficiaries, who would bear the burden of any resulting loss
of value. Reducing one’s interest in a closely held business is sometimes very dif-
ficult to accomplish given the absence of a market for ownership interests in the
business. The new rules also interfere with the ability of an organization to comply
with a donor’s wishes that a Type III supporting organization retain certain assets
indefinitely. (In this regard, it is useful to bear in mind that some donors elected
to create Type III supporting organizations in the first place in order to ensure that
businesses with which they were involved could be preserved without regard to the
rules that limit the business holdings of a private foundation. In many cases, the
donor’s family is no longer involved with the business in which the supporting orga-
nization has an ownership interest.)

Although the Act contains two narrow exceptions to the excess business holdings
rules as applied to Type III supporting organizations, one exception is available only
in those relatively limited circumstances where state officials on or before November
18, 2005 used their authority to direct an organization’s investment decisions, and
the other exception seems unlikely to be available unless state officials have taken
some action to direct an organization’s investment decisions. In other words, the ex-
ceptions are available only in extremely rare circumstances and, in effect, they im-
pose a burden on Type III supporting organizations that is significantly higher than
the burden faced by other public charities in connection with their investment ac-
tivities.

It is desirable for Congress to amend the Act to create true “grandfathering” for
the excess business holdings of some or all Type III supporting organizations, espe-
cially those established by donors who are no longer living. Such a rule would pre-
serve the autonomy of boards of Type III supporting organizations to make invest-
ment decisions based purely on sound fiduciary and appropriate financial consider-
ations.

3. Qualification of Trusts as Type III Supporting Organizations

Under current Treasury Regulations, a Type III supporting organization must
meet a “responsiveness” test with respect to its supported organizations. See Treas.
Reg. §1.509(a)-4(1)(2). A Type III supporting organization structured as a charitable
trust has traditionally fulfilled the responsiveness requirement simply by reason of
being a trust and the fact that its supported organizations have the power to enforce
the trust and compel an accounting. See Treas. Reg. §1.509(a)-4(i)(2)(iii). However,
the Act provides that this traditional means of fulfilling the responsiveness require-
ment will not be sufficient after the first anniversary of the Act’s effective date. Act
Section 1241(c). Although the Act itself does not elaborate, the Joint Committee Re-
port states that each Type III supporting organization structured as a trust will be
required to establish to the satisfaction of the U.S. Secretary of the Treasury that
the organization has a “close and continuous relationship” with the supported orga-
nizations, such that the supporting organization is responsive to the needs or de-
mands of the supported organizations.

The Advance Notice anticipates that the proposed Regulations under this provi-
sion of the Act will adopt the responsiveness test under Reg. §1.509(a)-4(i)(2)(ii).
Under those rules, one of the following elements must be present and, by reason
of such element, one or more supported organizations must have a “significant
voice” in the investment policies of the supporting organization, the timing of
grants, the manner of making them, the selection of grant recipients, and otherwise
directing the use of the income or assets of the supporting organization.

One or more officers or trustees of the supporting organization must be elected
or appointed by the officers, directors, trustees or membership of the supported or-
ganizations. One or more members of the governing bodies of the supported organi-
zation must also be officers or trustees, or hold other important offices in, the sup-
porting organization. The officers or trustees of the supporting organization must



228

maintain a close and continuous working relationship with the officers, directors or
trustees of the supported organizations. Treas. Reg. § 1.509(a)-4(i)(2)(ii).

The third of those alternatives (the “close and continuous working relationship
standard”) is especially appealing for a Type III supporting organization that sup-
ports multiple charities. However, the payout requirement described above for non-
functionally integrated Type III supporting organizations with more than five bene-
ficiaries has the potential to create difficulties. As noted, the Advance Notice antici-
pates that such organizations will be permitted to “support more than five sup-
ported organizations only if the organization distributes at least 85 percent of its
total required payout amount to, or for the use of, publicly supported organizations
to which the supporting organization is responsive pursuant to Treas. Reg.
§1.509(a)-431)(2)(11).”

In order for a supporting organization to be responsive to a particular supported
organization, the supported organization must have a “significant voice” in, among
other things, the timing of grants, the manner of making them, and the selection
of grant recipients by the supporting organization. If some supported organizations
had such a significant voice and others did not, the appearance of favoritism or con-
flicts of interest could result. These problems would be particularly acute in the
Foundation’s case because its beneficiaries are the four-year colleges and univer-
sities in Mississippi. To a much greater extent than the multiple beneficiaries of
other grant-making organizations (such as secondary schools or arts organizations),
these colleges and universities compete head to head with each other for students,
faculty and other resources.

Further, if every supported organization had a “significant voice” in some manner,
management of the supporting organization could become unwieldy and subject to
undesirable competition for grants where there are numerous beneficiaries. It would
also become more difficult for the supporting organization to verify that grants were
being used appropriately if its governing body consisted entirely or primarily of
trustees appointed by the supported organizations. There would also be the danger
of “log-rolling” by the trustees, which would frustrate the Foundation’s stated pref-
erence for “developing and supporting fewer larger projects at the Schools (rather
than numerous small gifts to such institutions).”

Apart from the portion of the payout requirement relating to non-functionally in-
tegrated Type III supporting organizations with more than five beneficiaries, the an-
ticipated regulations concerning the responsiveness test for charitable trusts ap-
pears workable. But the combination of the change in the responsiveness test for
charitable trusts and the payout requirement would create serious difficulties. Con-
sequently, it is desirable for Congress to provide more specific guidance to the Sec-
retary of the Treasury concerning the payout requirement for non-functionally inte-
grated Type III supporting organizations that would avoid the burdensome sug-
gested rule for Type III supporting organizations with more than five beneficiaries—
especially those that support higher education.

4. Payment of Compensation and Expense Reimbursements to Certain Persons

Under the Act, the entire amount of a grant, loan, payment of compensation, or
“other similar payment” by any type of supporting organization to a substantial con-
tributor or a related person is an automatic excess benefit transaction, which trig-
gers the various penalty provisions of IRC Section 4958 even if the payment is rea-
sonable. IRC Section 4958(c)(3)(A)(i)(I). According to the Joint Committee report
that accompanied the Act (the “Joint Committee Report”), the term “other similar
payment” includes an expense reimbursement.

The IRC Section 4958 excise tax (commonly known as “intermediate sanctions”
and more precisely referred to as the tax on “excess benefit transactions”) is ordi-
narily imposed only when transactions are unreasonable and lead to excessive com-
pensation to a disqualified person. However, for supporting organizations that pay
compensation or reimbursements to a substantial contributor or related person, the
tax is imposed with respect to the full amount of the compensation or reimburse-
ment, without regard to whether the amount is reasonable or is otherwise justified.

This excise tax is imposed on the recipient of the excess benefit and may be im-
posed on organization managers who approve the compensation or reimbursement
giving rise to the excess benefit. The tax on the recipient of the excess benefit is
25% of the excess benefit (again, in this case, the entire benefit), plus an additional
200% tax if the excess benefit (again, the entire benefit) is not timely refunded to
the supporting organization.

Because of the severity of this excise tax, the new rule effectively prohibits any
supporting organization, regardless of its type, from paying even reasonable com-
pensation or expense reimbursements to its founder, his or her spouse and children,
and other family members. This is true whether the compensation is for services

«
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as a director or trustee, as an executive director or program officer, or as an outside
advisor. In this respect, the new rule is more stringent than the rule for a private
foundation, which may, without adverse tax consequences, reimburse documented
expenses and pay compensation to “disqualified persons” (provided the compensa-
tion is not excessive and provided that the services provided are reasonable and nec-
essary to the foundation’s tax-exempt purposes). See IRC Section 4941(d)(E).

Even a Type I supporting organization founded, funded and controlled by a uni-
versity or other public charity could run afoul of the new rule if (for example) the
supporting organization pays reasonable compensation or reimbursements to (for ex-
ample) the spouse or child of a director or officer of the supporting organization.
Hence, the Type I supporting organization would be effectively prohibited from en-
tering into a compensation arrangement that the founding organization itself could
enter into.

It is desirable for Congress to amend the Act in order to eliminate or modify the
automatic excess benefit transaction rules that the Act imposes on supporting orga-
nizations.

———

Statement of Rodrigues, Horii & Choi LLP

These comments were prepared in response to Chairman John Lewis’s invitation
for public comments on the impact of the Pension Protection Act of 2006, Pub. L.
No. 109-280 (the “PPA”) on tax-exempt organizations. Specifically, this letter ad-
dresses the impact of the new rules of the PPA on donor-advised funds (“DAFs”) and
supporting organizations (“SOs”). The law firm of Rodriguez, Horii & Choi LLP re-
spectfully submits the following comments in response to Chairman Lewis’s request.
While the firm represents a wide range of community foundations, SOs, private
foundations (“PFs”) and individual donors, these comments were not made on behalf
of any firm clients. The comments were, however, based on the firm’s experience
with sponsors of DAF's, SOs, PFs and individual donors.

A. Advantages of DAFs and SOs

DAFs and SOs serve many important functions with respect to charitable giving.
DAF's and SOs increase overall charitable giving and funding for charitable organi-
zations. Private foundations (“PFs”) generally view the five percent required min-
imum distribution as both a floor and a cap. The majority of PFs distribute only
five percent of the value of their assets annually as compared to DAFs and SOs
which typically, and definitely in the aggregate, distribute much greater percentages
of their assets. In fact, it is not uncommon for a DAF to distribute 100 percent of
its contributions within a year of contribution.

Unlike many PFs, DAFs and SOs involve management by public charities unre-
lated to the donors. These unrelated managers are well aware of their responsibil-
ities and potential liabilities in managing the DAF or SO. In addition, the need to
present proposed actions to unrelated managers causes self-regulation by donors
who know that any proposal will have to be justified to the public charity’s board
of directors. Having the donors accountable to the unrelated organization also re-
du(i?s potential abuse, thereby reducing the need for Internal Revenue Service over-
sight.

DAFs provide many unique advantages to donors. DAF's are routinely used to fa-
cilitate gifts to public charities. Many charities do not have the expertise to accept
gifts of real estate, private stock and other assets with special considerations. A
community foundation or other sponsor of DAFs may process the gift for one or
more charities and distribute the proceeds to them. PFs are not a practical alter-
native because of the limitations on the tax deduction for the donor and the limita-
tions on assets that PF's can accept.

DAFs can accept gifts on behalf of a charity that is awaiting its Internal Revenue
Service determination letter. PFs in particular are reluctant to make grants to a
charity that has not yet received its determination letter. Consequently, such a
charity would miss out on needed start-up funding.

Organizations that sponsor DAFs and SOs provide a donor with investment ad-
vice to maximize the amount available for charitable funding. Sponsoring organiza-
tions can also make recommendations for achieving a particular donor’s charitable
goals and bring together other donors to achieve common goals they may not be able
to achieve on their own. DAFs enable a donor new to charitable giving arrange-
ments to test out his or her philanthropy goals before incurring the expense of cre-
ating a PF to achieve these same goals.
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PF's have significant start-up and administrative costs and have a psychology of
permanence. While they are an important long-term source of funding for the chari-
table sector, the benefit they provide will almost always be spread over a long period
of time. DAFs, on the other hand, provide the most immediate benefit to charities
and experience the highest payout percentages as compared to SOs and PFs. DAFs
are routinely suggested as a vehicle to allow a donor to make a single gift that will
be distributed to charities within a year. For a donor facing timing issues with re-
spect to making a gift (e.g., providing disaster relief or a possible sale of an asset),
the simplicity of creation, low cost and flexibility of the DAF encourage charitable
giving that might not otherwise occur. A donor who has timing issues with respect
to a gift of $10,000 can easily create a DAF but would never consider a PF because
the donation would likely be eaten up by start-up costs. Indeed, a PF for a short
term would almost never be practical given the amount of resources and time that
it takes to create a PF.

DAFs allow donors at more modest levels to have flexibility in giving, making phi-
lanthropy more attractive to a donor at a five, six or even low seven figure giving
level. While some of these benefits can be enjoyed with direct gifts, the flexibility
of the DAF may be the key difference between making or not making the gift, or
at least the amount of the gift.

DAFs provide a significant administrative benefit to the Internal Revenue Service.
They eliminate the need for processing separate information returns and for over-
sight of the individual accounts.

SOs also serve an important role in charitable giving. SOs generally involve sig-
nificant participation by the supported public charities. While an SO 1s not subject
to a minimum distribution requirement like PF's, the presence of the public charity’s
board of directors brings a sense of immediacy to the SO’s board of directors, encour-
aging distributions.

SOs are routinely used by public charities that wish to create a new entity for
liability purposes such as hospital fundraising foundations. An SO is also useful
when a charity wants different governing boards for different aspects of its oper-
ations. For example, one board may manage the exempt purpose activities of the
charity while an SO may be established to hold the endowment with a governing
board focus on investment expertise. Generally, a PF would be unattractive to a
public charity for these functions, and the activities might not otherwise qualify for
public charity status absent the SO rules.

SOs are also used by public charities working together jointly to carry out a chari-
table purpose. The operations of the joint charity may be limited in a PF, and the
joint activities or funding may not qualify for public charity status.

In short, DAFs and SOs serve a vital role to the charitable sector that cannot be
filled by the other public charity classifications or by PFs. These structures are im-
portant to charitable giving arrangements because they increase overall giving to
the charitable sector and are essential to the structuring of its operations. The di-
rect benefits that DAFs and SOs provide justify treating them as public charities
for all purposes, including charitable contribution deductions. Indeed, public charity
treatment is essential to allow DAFs and SOs to serve their vital missions. How-
ever, the restrictions imposed on DAFs and SOs by the PPA makes these charitable
vehicles less attractive to donors and will reduce charitable giving overall.

B. Impact of the PPA on DAFs and SOs

Donor benefits from DAFs and SOs are best regulated under the excess benefit
rules under section 4958 of the Code that existed prior to the PPA with one excep-
tion. Donors to other types of public charities receive the maximum charitable con-
tribution deduction allowed under the Code even if they engage in transactions that
do not violate the excess benefit transaction rules. To ensure that excess benefit
standards and scrutiny are applied to transactions that may involve the donor or
a related party, it is appropriate to treat the donor to a DAF as a disqualified per-
son with respect to transactions related to the DAF. Such treatment will ensure
that the public charity analyzes any such transaction as a potential excess benefit
transaction and takes the appropriate steps to ensure that no excess benefit is pro-
vided to the donor.

The automatic excess benefit rules added to section 4958 of the Code by the PPA,
on the other hand, are not an appropriate mechanism to address DAFs and SOs.
The automatic excess benefit rules implicitly assume that the managers of DAFs
and SOs will not review transactions with related parties as carefully as managers
of other public charities that are not DAFs or SOs. Experience does not support this
assumption. As noted above, these managers take their obligations seriously and are
aware of their potential liabilities. As with other types of public charities, there will
be lapses in oversight by managers of some DAFs and SOs, but these lapses should
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be dealt with on an individual basis as is done with other public charities. There
is no evidence that DAFs and SOs experience greater mismanagement than other
public charities.

The provisions of the PPA have and will continue to adversely impact charitable
giving. The complexity and ambiguity of the provisions have already forced DAF
sponsors and SOs to incur significant compliance costs. The distribution limits on
DAFs significantly and unduly restrict the flexibility of DAFs. There is no evidence
to conclude that wide spread abuses of DAF distributions to individuals existed, and
yet many legitimate DAF charitable programs that assisted individuals in need
have been forced to terminate.

While there was no wide spread abuse of compensation from DAFs and SOs, the
automatic excess benefit rules under section 4958 of the Code have forced the termi-
nation of many legitimate employment relationships. The onerous effective dates
caused needless anxiety and expense for DAFs and SOs with such relationships. The
automatic excess benefit rules are particularly problematic for SOs, which as legal
entities, often require employees and impose legitimate expenses upon their officers
and directors that should be reimbursed or paid by the SO as part of its administra-
tive costs.

Furthermore, the provisions of the PPA result in traps for the unwary. For exam-
ple, a donor who intended to run fundraising events out of a DAF is now prohibited
from being reimbursed for any expenses by the DAF because the reimbursement
would be an automatic excess benefit even if the expenses are reasonable. Such ex-
penses may also be a taxable distribution under section 4966 of the Code as dis-
tributions to individuals are strictly prohibited from a DAF. Donors who put funds
for fundraising expenses into a DAF prior to the PPA have no way of pulling those
funds out of the DAF. Donors who create a DAF after the PPA must be aware of
this rule and reserve some of the funding to fund fundraising events, resulting in
a trap for the unsophisticated donor. The consequences of these rules result in do-
nors being less inclined to conduct fundraisers, resulting in less funding going to
the charitable sector.

Additionally, there is insufficient guidance on how to apply the PPA provisions
to DAF's and SOs. It is not clear what types of payments from DAFs and SOs would
be considered a payment similar to a grant, loan or compensation under the auto-
matic excess benefit transaction rules. Would this include the payment of a donor’s
personal pledge that is satisfied through the donor’s DAF? It is not a direct payment
from the donor but it alleviates an obligation of the donor and consequently, has
been held as an act of self-dealing in the PF context.

On the other hand, the satisfaction of a donor’s pledge may properly be addressed
under the rules of prohibited benefit transactions under section 4967 of the Code.
A prohibited benefit includes a distribution on which a donor of a DAF provides ad-
vice and that results in the donor receiving, directly or indirectly, a “more than inci-
dental benefit.” The legislative history states that “[iln general, a distribution re-
sults in a more than incidental benefit if, as a result of a distribution from a DAF,
a disqualified person receives a benefit that would have reduced (or eliminated) a
charitable contribution deduction if the benefit was received as part of the contribu-
tion to the sponsoring organization.” The satisfaction of a pledge would have been
tax deductible as a charitable contribution to the donor so it appears to be excluded
from the definition of a prohibited benefit and, therefore, permitted under section
4967 of the Code.

The problem with this uncertainty for the donor is that correction and the excise
taxes imposed on the transaction are not the same. A donor who is not sure which
rules properly apply must guess. If the donor does not come to the same conclusion
as the Internal Revenue Service, the donor will be subject to additional failure to
report and failure to pay penalties, resulting in another trap for the unwary.

Another question on the minds of DAF donors is whether a donor can purchase
tickets to a charitable fundraising event which the donor attends if the donor bifur-
cates the cost of the ticket by paying for the non-deductible portion of the ticket
himself or herself and having the DAF pay for the portion of the ticket that would
result in a charitable contribution deduction. A payment by the DAF for only the
charitable portion, with the donor paying the non-deductible portion, should not re-
sult in the donor receiving a prohibited benefit, because the amount that would have
reduced (or eliminated) the charitable contribution deduction is not being paid out
of the DAF. However, the answer is unclear given the conflicting guidance that the
Internlal Revenue Service has issued in the PF context with respect to the self-deal-
ing rules.

All of the uncertainty caused by the PPA will inevitably reduce charitable giving
because donors and sponsoring organizations will not want to make distributions
that may later be determined to be a prohibited distribution and subject to excise
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taxes by the Internal Revenue Service in the future. This uncertainty, coupled with
the PPA making DAFs and SOs less flexible, will discourage some donations and
encourage other donors to form PFs, thereby reducing and deferring the amount
that will go to the charitable sector. For active philanthropists with diverse sources
of gifts and activities, the PPA will require the formation of multiple entities in
order to accomplish goals that might have previously been accomplished with a sin-
gle DAF or SO. Multiple entities increase the administrative costs of the philan-
thropy, reducing its overall benefit. Multiple entities also add to the return proc-
essing and compliance burden of the Internal Revenue Service.

C. Conclusion

Public charities and donors make routine and wide-spread use of DAFs and SOs
to carryout the important work of the non-profit sector in the United States. The
existing provisions of the PPA and any further regulation should be based on a
study of the operations of all DAFs and SOs, not widely reported actions of a few
DAFs and SOs. There is no basis to conclude that sponsors of DAFs and SOs are
less compliant with tax and fiduciary requirements than managers of other public
charities. Accordingly, DAFs and SOs should be accorded the same flexibility and
benefits given to other public charities.

As a final note, in contrasting PFs with DAFs and SOs, we do not intend to di-
minish the vital role that PFs play in the non-profit sector. PFs are the endowment
of the non-profit sector and often are the first source of funds for new and innova-
tive programs. PFs, however, have limitations that would make it impossible for
them to fulfill the roles of DAFs and SOs. As important as PFs are, if DAFs or SOs
are not available or are subject are further limitations, the non-profit sector will be
diminished.

If you wish to contact the firm regarding these comments, please do not hesitate
to contact Reynolds T. Cafferata, William C. Choi or Shannon M. Paresa.

———

Samaritan’s Purse
Boone, North Carolina 28607
July 26, 2007

Oversight Committee

Committee on Ways & Means

U.S. House of Representatives

1102 Longworth House Office Building
Washington, D.C. 20515

Honorable Members of the Subcommittee:

Samaritan’s Purse is grateful for dozens of gifts totaling hundreds of thousands
of dollars donors have contributed from their IRAs pursuant to the Philanthropy
Protection Act of 2006 (PPA). We would encourage the permanent extension of the
charitable IRA rollover provisions of the PPA continued for those who have attained
age 70%2. We also believe that expanding the law to allow transfers into planned
giving arrangements such as Charitable Remainder Trusts and Gift Annuities for
those who have attained 59% would be in the best interests of donors/taxpayers,
charities and those they serve, and the government. Further expanding the provi-
sions to include rollover gifts from other qualified retirement accounts and tax-de-
ferred annuities would likewise create a winning combination. We believe that these
provisions likely would accomplish the following:

1. Samaritan’s Purse could help more victims of war, poverty, disease, natural dis-
asters and famine.

2. Many charities would be able to help more people who otherwise would be de-
pendent on government or would go without help.

3. Large amounts of money currently sitting out of the reach of taxes in retire-
ment and tax-deferred annuity accounts would be moved into planned-gift arrange-
ments that will pay out income to the donors. That income would be fully taxable
during the lifetime of its recipient. The income amount paid to a taxpayer from a
gift annuity or charitable trust in many cases would exceed the Required Minimum
Distribution (RMD) amount for many donors over age 70%2. This would increase tax
revenues.

4. For donors between 59% and 702, there is great reluctance to withdraw funds
from a tax-deferred account because of the tax on such withdrawals. If such donors
were allowed to roll over such funds into a charitable trust or gift annuity, many
would be highly motivated by the ability to make a greater difference through their
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favorite charities with the initial tax disincentive removed. We have talked to nu-
merous donors both under and over 70%2 who would be willing to pay tax on their
income from the trust or annuity if they are able to avoid taxation on moving funds
from the tax-deferred account to the charitable gift plan. The result would be in-
creased tax revenues.

5. Many donors withdraw only the RMD from their retirement accounts until they
die, after which they give all or a portion of the account to charity. This means no
income tax is ever collected on the remaining tax-deferred funds. Allowing tax-free
rollovers into charitable trusts and annuities means that some of this tax-deferred
money would be taxed as it is paid out to donors through the trust income or annu-
ity payments.

Thank you for considering the extension and expansion of the IRA charitable roll-
over gift provisions in the Philanthropy Protection Act of 2006.

Sincerely,
James J. Loscheider
Vice President of Donor Ministries

Steve Nickel, J.D.
Senior Gift Planning Counsel

Schwab Charitable Fund
San Francisco, California 94104
July 30, 2007

The Honorable John Lewis, Chairman

House Ways and Means Oversight Subcommittee
1136 Longworth House Office Building
Washington, D.C. 20515

Dear Mr. Chairman:

Thank you very much for the opportunity to submit written comments on the pro-
visions relating to tax-exempt organizations contained in the Pension Protection Act
of 2006 (P.L. 109-280). On behalf of the Schwab Charitable Fund, I am writing to
share our views on how the Pension Protection Act of 2006 (“PPA”) has affected our
operations, and to suggest two areas in need of improvement.

The Schwab Charitable Fund is an independent, non-profit organization that is
recognized as a tax-exempt public charity. The Charitable Fund was launched in
September 1999 and had received more than $2.2 billion in contributions as of June
30, 2007. Currently, the Charitable Fund has 8,340 accounts (called “Charitable Gift
Accounts”). A donor can contribute $10,000 or more to open a Charitable Gift Ac-
count. A significant majority of charitable gift accounts have assets of less than
$50,000. Since inception, the Charitable Fund has made more than 155,000 indi-
vidual grants totaling $673 million to more than 32,000 different charitable organi-
zations. More than 31 percent of all donations made to the Charitable Fund have
been granted to public charities throughout the country, in every state in the union.
In 2006, the Charitable Fund received more than $700 million in donations, a record
and a 28% increase over 2005. More than $215 million was granted to over 15,000
charities in 2006 alone.

The Pension Protection Act contains a number of provisions affecting donor-ad-
vised funds held by charitable organizations. The Charitable Fund supports many
of the new provisions, particularly the Section 4967 excise tax on prohibited benefits
from donor-advised fund distributions. The Charitable Fund expects that most of the
PPA’s donor-advised fund provisions will have little effect on it because the provi-
sions are consistent with longstanding Charitable Fund policies. In addition, the
Charitable Fund is aware that the PPA included a requirement that the Depart-
ment of the Treasury conduct a comprehensive study of donor-advised funds and re-
port back to Congress with any recommendations for further legislation. The Chari-
table Fund has been actively involved in this process by submitting a detailed com-
ment letter about the Fund’s operations and policies, and by meeting directly with
IRS and Treasury staff to answer questions. Our comment letter to the Treasury
Department provides a more comprehensive review of the Charitable Fund and its
policies, and also addresses a number of specific questions posed by Treasury in
their request for comment. We would be happy to provide a copy of that comment
letter to the Committee if that would be helpful.
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For the purposes of the Committee’s request, we will limit our comments to two
areas of the PPA that have already proven to be problematic: the prohibition on roll-
ing IRA funds directly to a donor-advised fund, and the restriction in new section
4966 on making grants to “disqualified supporting organizations.”

IRA Charitable Rollover

The Pension Protection Act included a provision allowing individuals age 702 and
over to make charitable donations of up to $100,000 from IRAs and Roth IRAs di-
rectly to a charity without having to count the distributions as taxable income. Ac-
cording to data collected by the National Committee on Planned Giving, more than
$75 million was donated to charity during the first 10 months after enactment of
the legislation, in gifts ranging from $25 to $100,000.1 None of those dollars, how-
ever, were donated to a donor-advised fund, because donor-advised funds were spe-
cifically excluded from the definition of “eligible charity” in the legislation.

The Schwab Charitable Fund believes strongly that the IRA Charitable Rollover
provision, which is set to expire at the end of 2007, should be made permanent and
that it should be expanded so that individuals can make IRA and Roth IRA distribu-
tions to donor-advised funds. Representatives Earl Pomeroy (D-ND) and Wally
Herger (R-CA) have introduced legislation, the Public Good IRA Rollover Act of
2007 (H.R. 1419), that will accomplish both goals. Their bill, a companion of which
has been introduced in the Senate, has attracted a bipartisan group of more than
50 Members of Congress. There is virtually no disagreement that permitting roll-
overs from IRAs directly to charities has been a positive development for charitable
giving, as the $75 million donated to date attests. Awareness of this option for con-
tributing to charity is still relatively low, given the short amount of time financial
institutions and financial planners have had to promote it to their clients. By mak-
ing the charitable rollover permanent, charitable contributions from IRAs should
continue to rise significantly. Congress should quickly make this provision perma-
nent so as not to slow the growing momentum from their important new mechanism
for philanthropy.

Given that contributions to donor-advised funds also represent irrevocable gifts to
charity, it is important that donor-advised funds also be allowed to accept these IRA
distributions. Donor-advised funds bring a number of advantages to the philan-
thropic arena, including:

e Providing liquid assets readily available to respond quickly to natural disasters;

e Maintaining a source of funds for charitable giving during downturns in the
economy;

e Reducing the red tape, time pressure, and administrative burdens that often get
in the way of giving;

e Enabling donors to research charitable organizations and find a matches for
their interests; and

o Establishing a legacy of charitable giving that can involve the whole family and
be passed on to future generations.

In summary, they simplify the process of giving for the donor, particularly if the
donor wants to use his or her IRA funds to give to multiple charities. Donor-advised
funds can play an important role in helping individuals make the most of the IRA
charitable rollover.

The PPA and the legislative history underlying it provide no rationale for why
IRA holders were not allowed to send distributions directly to a donor-advised fund,
and there is no policy reason for their exclusion. Passage of the Public Good IRA
Rollover Act of 2007 would ensure that donor-advised fund holders could take ad-
vantage of this important new mechanism for philanthropy. I urge the Committee
to bring this legislation to a vote at the earliest opportunity.

Restrictions on Grants to “Disqualified Supporting Organizations”

The other provision of the PPA that has already begun to have a significant im-
pact on the Charitable Fund’s operations is the restriction in new Section 4966 on
making grants to “disqualified supporting organizations,” as defined in Section
4966(d)(4). On December 4, 2006, the Internal Revenue Service issued Notice 2006—
109, which provides interim guidance on several issues, including how donor-advised
funds can determine whether a potential grantee is a disqualified supporting organi-
zation. As a result of Section 4966 and Notice 2006-109, the Charitable Fund has
instituted new due diligence procedures designed to determine (1) whether a public

1“NCPG Survey of IRA Distributions to Charity: Results as of June 4, 2007,” National Com-
mittee on Planned Giving, p. 1. Available at http:/www.ncpg.org/gov relations/NCPG%20
IRA%20Survey%206-4-07.pdf.
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charity is a supporting organization; (2) if so, whether it is a Type I, II or III sup-
porting organization; and (3) if it is a Type III supporting organization, whether it
is functionally integrated. The Charitable Fund must also determine if the donor or
donor-advisor directly or indirectly controls a supported organization of the sup-
porting organization (as described in Section 4966(d)(4)(A)(ii)(I)). These determina-
tions are often difficult for the grantor and time-consuming for both the grantor and
the grantee.

The Charitable Fund anticipates that relatively few of its recommended grantees
will be Type III supporting organizations that are not functionally integrated and
even fewer will be subject to the control relationship described in Section
4966(d)(4)(A)Gi)(I). Given that the Charitable Fund makes hundreds of grants to
supporting organizations each year, the Charitable Fund believes that more prac-
tical and efficient procedures are needed for determining a supporting organization’s
status. Several proposals have been suggested, including permitting reliance by
grantors on a grantee’s representation of its status as reported on its most recent
Form 990 or on an affidavit. The Charitable Fund supports these proposals and any
others that would simplify the process of making grants to supporting organizations.

As the Committee continues its review of the tax-exempt provisions of the PPA,
please do not hesitate to contact me if I can answer questions or provide additional
information.

Sincerely,
Kim Wright-Violich
President

———

Statement of Senator Byron Dorgan

Chairman Lewis, Ranking Member Ramstad and other distinguished Sub-
committee Members, I appreciate this opportunity to visit with you today about one
gf thde most important charitable giving tax incentives that Congress has passed in

ecades.

Last summer, the Congress passed and the President signed into law a major bill
to reform our pension laws. This 392-page bill contained a little noticed but impor-
tant new charitable giving tax incentive.

For the first time, the Tax Code permitted taxpayers who have reached age 70%2
to give money directly from their individual retirement accounts (IRAs) to qualifying
charities on a tax-free basis without the need to worry about complicated adjusted
gross income and other restrictions that otherwise would apply to tax deductible
charitable contributions. The charitable IRA rollover provision in H.R. 4 applied
only for direct IRA gifts, is capped and is available for a limited time—expiring at
the end of this year.

In fact, the charitable IRA rollover provision in H.R. 4 adopted the same general
approach of legislation for direct IRA gifts that I have been working on called the
Public Good IRA Rollover Act with Senator Snowe of Maine and several of our Sen-
ate colleagues.

Before the charitable IRA rollover was enacted into law, I was told by many char-
ities that potential donors frequently asked about using their IRAs to make chari-
table donations but decided against such gifts after they were told about the poten-
tial tax consequences under then-current tax law. I am pleased to report that the
charitable community is feeling a positive impact of the new charitable IRA rollover
measure. According to a survey conducted by the National Committee on Planned
Giving, over 4,000 IRA donations totaling more than $80 million have been made
to eligible charities since the tax-free IRA rollover provision took effect last August.

I'm told that the IRA rollovers have resulted in significant gifts in North Dakota.
For example, it reportedly inspired a donor to Lutheran Social Services of North Da-
kota to contribute $15,000, an amount higher than the donor’s typical gift. This
charitable gift will help the organization to continue its diverse programs in such
areas as adoption services, counseling for at-risk youth, economic self-sufficiency for
refugees, and services for farmers and ranchers. Lutheran Social Services believes
that the IRA rollover provision encourages people to give more and to continue giv-
ing. The University of Mary has received five IRA gifts totaling some $280,000. The
Theodore Roosevelt Medora Foundation has received four IRA gifts and commit-
ments of over $300,000. Jamestown College received fourteen IRA gifts totaling
$130,000. Other North Dakota charities, including Catholic Health Services for
Western North Dakota, have benefited from tax-free IRA gifts as well. Hillsboro
Medical Center Foundation has received nearly $20,000 in IRA rollover commit-
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ments that will help build a new nursing home, an assisted living facilities and
needed hospital improvements. Most recently, the State Historical Society of North
Dakota Foundation has endorsed the bill.

The positive results are undeniable: the temporary charitable IRA rollover incen-
tive is working well and making a difference in the lives of people who are assisted
by the nation’s network of charities. But we can even do better. That’s why the Pub-
lic Good IRA Rollover Act that we have introduced in the 110th Congress would re-
move its current dollar cap, expand it to allow taxpayers who have attained age
59% to make life-income gifts and by make it a permanent part of the Tax Code.

Mr. President, with the help and hard work of the Independent Sector the chari-
table IRA rollover approach in this legislation has been endorsed by nearly 900
charitable organizations, including: the American Cancer Society, the American Red
Cross and American Heart Association, America’s Second Harvest, American Asso-
ciation of Museums, Big Brothers Big Sisters of America, Ducks Unlimited, Easter
Seals, Goodwill, Lutheran Services of America, March of Dimes, the Salvation
Army, United Jewish Communities, United Way of America, Volunteers of America,
YMCA of the USA, Prairie Public Broadcasting, the North Dakota Community
Foundation and many others. I am very pleased that the U.S. Senate is previously
on record in support of the Public Good IRA Rollover Act in its entirety. In doing
so, the Senate recognized that the charitable IRA rollover is an important tool for
charities to use to raise the funds they need to serve those in need, especially when
government assistance is not available.

The Bush Administration supports charitable IRA rollovers. In his FY 2008 budg-
et submission, President Bush has proposed making permanent the limited tax-free
charitable IRA distributions provision passed last summer that is scheduled to ex-
pire at the end of this year. While the President’s charitable IRA proposal has
merit, the Public Good IRA Rollover Act is superior in one important respect: by
a%lowing tax-free life-income gifts from an IRA whose owner has attained the age
of 59%%.

In addition to direct IRA gifts, many charities use life-income gifts to secure funds
today to meet their future needs. Life-income gifts involve the donation of assets to
a chaé‘ity, where the giver retains an income stream from those assets for a defined
period.

The benefit of allowing life-income gifts at an earlier age is twofold. First, the life-
income gift provision would stimulate additional charitable giving. The evidence also
suggests that people who make life-income gifts often become more involved with
charities. They serve as volunteers, urge their friends and colleagues to make chari-
table gifts and frequently set up additional provisions for charity in their life-time
giving plans and at death. Second, this approach comes at little or no extra cost to
the government when compared to other major charitable IRA rollover proposals.

Life-income gifts are an important tool for charities to raise funds, and would re-
ceive a substantial boost if they could be made from IRAs without adverse tax con-
sequences. But life-income gifts are not part of the administration’s proposal. Again,
the Public Good IRA Rollover Act permits individuals to make tax-free life-income
gifts at the age of 59%%.

In closing, Mr. Chairman, I hope your Subcommittee and the Full House Ways
and Means Committee will act this year to permanently enact into law a tax-free
IRA rollover provision that charities say is needed to encourage billions of dollars
in new giving that will provide assistance to those who need it most.

———

Statement of Goodwill Industries International

On behalf of Goodwill Industries International, Inc., I am writing in response to
the request by the House Ways and Means Subcommittee on Oversight for com-
ments on the recently enacted Pension Protection Act of 2006 (P.L. 109-280).

Goodwill Industries International, Inc. is a network of 186 community-based,
independent member organizations in the United States, Canada, and 14 other
countries. Each organization serves people with disabilities, low-wage workers and
other job seekers by providing education and career services, as well as job place-
ment opportunities and post-employment support.

Through its services, the network helps people overcome barriers to employment
and become independent, tax-paying members of their communities. In 2006, nearly
one million people benefited from Goodwill’s career services. Donations of clothing
and household goods help to fund our mission.

The new law changes the tax treatment of donated clothing and household goods
by allowing tax deductions only for such donated items that are in “good used condi-
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tion or better.” Under the new provisions, however, a deduction is allowed regard-
less of the condition if the amount claimed for the item is more than $500 and the
taxpayer has a qualified appraisal. The Internal Revenue Service (IRS), under the
new law, can deny a deduction for the contribution of clothing or household items
that have minimal monetary value, such as used socks and underwear.

The IRS has issued new guidance on these provisions in Publication 561 that ref-
erences the price that buyers of used items actually pay in used clothing stores as
an indication of value. We strongly support educating taxpayers about the new pro-
visions. Many of our retail stores now include language on their donation receipts
to indicate that “federal law provides that donated clothing and household items
must be in good used condition or better for tax purposes.” In addition, many of our
agencies offer sample valuation guides, that is, a guide with the selling price of a
range of clothing and household goods to assist taxpayers in valuing their donations.

We have found, however, that much confusion still exists over this new law. Many
of our donors have been told that they can no longer take any deductions for cloth-
ing and household goods. Others have been told that the charity must place a value
on the item. The new law is clear that deductions still can be taken by the taxpayer
as long as the new requirements are met and the onus remains with the taxpayer
to value his or her items. The public needs to hear this message from the IRS.

We ask that you request the IRS to issue further guidance pointing out that, sub-
ject to these requirements, donations of clothing and household goods to charities
like ours remain tax-deductible and serve a worthy public purpose.

If we can be of any assistance, please feel free to contact Lisa P. Kinard, Director
of Public Policy and government Relations for Goodwill Industries International,
Inc.

———

Statement of Stewart Mott Foundation

On behalf of the Charles Stewart Mott Foundation, these comments are submitted
in response to the Advisory from the Committee on Ways and Means Subcommittee
on Oversight, dated June 12, 2007, requesting comments from the public on the pro-
visions relating to tax-exempt organizations contained in the Pension Protection Act
of 2006 (PPA) (P.L. 109-280). We wish to comment on one provision of the PPA that
affects the Charles Stewart Mott Foundation directly: the provision amending sec-
tions 4942(g) and 4945(d)(4)(A) of the Internal Revenue Code, restricting grants to
supporting organizations by private foundations.

The Charles Stewart Mott Foundation is a private grant making foundation estab-
lished in 1926 in Flint, Michigan. The Foundation’s mission is “to support efforts
that promote a just, equitable and sustainable society.” The Foundation’s grant
making activity is organized into four major programs: Civil Society, Environment,
Flint area and Pathways Out of Poverty. Other grant making opportunities, which
do not match the major programs, are investigated through the Foundation’s Ex-
ploratory and Special Projects program. In 2006, the Foundation’s grant actions to-
taled 545, and total grant payments were $122 million. The Foundation has assets
in excess of $2.5 billion.

The PPA requires private foundations to exercise expenditure responsibility when
making grants to Type III supporting organizations that are not functionally inte-
grated. It also prohibits private foundations from counting such grants toward their
annual minimum distribution requirement. Unfortunately, prior to the enactment of
the PPA, the Internal Revenue Service (IRS) had never classified supporting organi-
zations by type. The IRS also did not make determinations with respect to whether
Type III supporting organizations are or are not functionally integrated. Private
foundations are generally permitted to rely on IRS Publication 78 in determining
when a grant requires the exercise of expenditure responsibility under section 4945
because the grantee is not a public charity. However, the IRS did not publish infor-
mation about whether an organization’s public charity status was based on section
509(a)(1), section 509(a)(2), or section 509(a)(3) in Publication 78, so the Publication
is not helpful to a foundation seeking to comply with this provision of the PPA.

The IRS Business Master File (BMF) is also available to download directly from
the IRS Web site. Alternatively, on March 27, 2007, in the 2007-8 issue of EO Up-
date, the IRS provided that a grantor may use a third party to obtain the BMF in-
formation. In this circumstance, the third party must provide the grantor the BMF
information in a report that includes: (i) the grantee’s name, Employer Identification
Number, and public charity status under section 509(a)(1), (2), or (3); (ii) a state-
ment that the information is from the most currently available IRS monthly update
to the BMF, along with the IRS BMF revision date; and (iii) the date and time of
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the grantor’s research. The report must also be in a form which the grantor can
store in hard copy or electronically. GuideStar’s ! Charity Check subscription service
includes IRS Publication 78 information and has recently been enhanced to include
information from the IRS BMF

However, this information is still incomplete. The BMF includes the Code section
under which an organization was classified as a public charity [that is, section
509(a)(1), (2), or (3)], but does not include the type of supporting organization or
whether it is functionally integrated. As a result, a private foundation cannot rely
on even this more detailed information when making a grant to a supporting organi-
zation.

In recognition of the difficulties faced by foundations when making grants to sup-
porting organizations after passage of the PPA, the IRS issued interim guidance in
Notice 2006-109, section 3.01. The guidance in the Notice, while helpful in the ab-
sence of legislation correcting the problems created by this provision of the PPA, re-
quires a foundation to follow a cumbersome process to determine whether a grantee
is a Type I, Type II, or functionally integrated Type III supporting organization.
This process requires a grantor to collect and review specified documents and a
written representation signed by an officer, director, or trustee of a supporting orga-
nization grantee and to make its own determination, acting in good faith, as to the
status of the grantee. (As an alternative, a grantor may rely on a reasoned written
opinion of counsel of either the grantor or the grantee concluding that the grantee
is a Type I, Type II, or functionally integrated Type III supporting organization.)

We have found that the collection and review of the specified documents, includ-
ing copies of governing documents of the grantee and, if relevant, of the supported
organization(s), is a time-consuming and burdensome process for both the grantor
and grantee. Even for a larger foundation like the Charles Stewart Mott Founda-
tion, which has the resources to try to follow the guidance in the Notice, the process
increases substantially the cost of making a grant to a supporting organization and
the time required to process the grant. It also means that many smaller grants (in-
cluding grants under matching gift programs) are cost-prohibitive and simply will
not be made. And it means that many smaller foundations, without the resources
to apply the guidance in the Notice, may just stop making grants to supporting or-
ganizations.

Other commenters have reached similar conclusions. On June 4, 2007, the Amer-
ican Bar Association Section of Taxation submitted comments to the IRS on Notice
2006-109. As the Section notes on p. 59 of its comments:

“While the procedures of Notice 2006—109 are helpful in that they set out
safe harbors, the procedures are often impractical, time-consuming and ex-
pensive. The result is that many donors will simply forego making contribu-
tions to [supporting organizations].”

In its comments, the section makes a number of recommendations to address the
problems posed by this section of the PPA. In all, the section’s recommendations and
discussion on this provision of the PPA run to over six single-spaced pages. Key to
the recommendations is the proposal that the IRS expand its existing determination
letter program to further classify supporting organizations as Type I, II, or III (and
whether a Type III is functionally related) and that the IRS embark on a program
to so reclassify all existing supporting organizations. We wonder whether an already
overburdened IRS can even consider such a proposal. Indeed, the extent and nature
of the section’s comments suggest to us that the problems posed by the provision
cannot be fixed administratively.

We acknowledge there have been instances in which individuals have misused
supporting organizations for their personal benefit. We also believe that many of the
changes made by the PPA effectively address these abuses. However, we think the
changes made by the provision we are discussing here go too far. They may have
some corrective effect on the abuses noted by Congress (although we believe those
abuses are adequately addressed elsewhere in the PPA). But they impede legiti-
mate, routine grant making by private foundations to supporting organizations to
such an extent that whatever corrective effect they have is far outweighed by the
restrictions they impose on foundation philanthropy.

For that reason, we recommend that Congress repeal this provision of the PPA.
If repeal is not possible, we join in the call from Steve Gunderson, President and
chief executive officer of the Council on Foundations, in testimony before the Sub-
committee on July 24, that Congress temporarily suspend the penalties for making

1GuideStar is the operating name and registered trademark of Philanthropic Research, Inc.,
a 501(c)(3) public charity. GuideStar is a third party database of information on all IRS-recog-
nized 501(c)(3) nonprofit organizations eligible to receive tax-deductible contributions.
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grants to certain supporting organizations until the IRS can reliably identify those
organizations.

We appreciate the Committee’s attention to this important issue, and we thank
you for the opportunity to provide these comments.

Respectfully submitted,
Phillip H. Peters
Group Vice President-Administration and Secretary/Treasurer

——

Statement of Studio Museum in Harlem

Thank you for your call for comments on provisions of the Pension Protection Act
of 2006 (PPA). My name is Thelma Golden, and I am the Director and Chief Curator
of The Studio Museum in Harlem. I am writing with respect to section 1218 of PPA,
which has restricted “fractional” gifts of art and collectibles to museums.

Section 1218’s two major restrictions are:

e Donors must complete gifts in ten years. Previously, there was no time limit.

e Donors may no longer claim a tax deduction for the fair market value of the
work after the initial fraction, no matter how much it may have risen in subse-
quent years. Previously, each fraction could be deducted at its actual fair mar-
ket value.

By discouraging generosity, Section 1218 has practically destroyed one of the most
effective means of transferring private wealth to the public sector. Further, it has
greatly curtailed museums’ ability to build their collections, because most museums
rely mainly on private gifts, especially at a time of rising prices in the art market.

In the case of the Studio Museum in Harlem, we have 13 fractional gifts in
progress. We have had no new fractional gifts since the PPA. These 13 gifts are a
significant addition to our growing collection, and represent works made by some
of the leading artists of African descent working today.

The old law worked well for museums, donors, and the public. It was both flexible
and fair. Now, works of art will remain in private homes and hands, unseen by the
public, and rarely used by scholars and art historians, and people will not donate
fractional gifts until much later in their life. Meanwhile, the museum has no guar-
antee that the gift will actually be made; it could fall victim to financial problems
or family disagreements. Allowing donors to give the first fraction earlier rather
than later has the effect of “locking in” the gift.

Finally the fact that PPA did not “grandfather” gifts that were already in the
process of being made means that many current gifts have been stopped cold. In
other words, people who gave an initial fraction, relying on their future ability to
give subsequent fractions and claim deductions for fair market value, now have no
reason to continue giving while they are alive. The only way that they can preserve
a full deduction, instead, is to bequeath the work upon their death.

Thank your for your interest in this matter. I would be happy to answer any ques-
tions that Members of the Subcommittee may have.

——

The Meadows Foundation
Dallas, Texas 75204
August 6, 2007

The Honorable John Lewis, Chairman

Subcommittee on Oversight, Committee on Ways and Means
U.S. House of Representatives

1102 Longworth House Office Building

Washington, D.C. 20515

Dear Chairman Lewis:

I am writing today on behalf of the Meadows Foundation, Inc. (The Meadows
Foundation), of Dallas, Texas, in response to your Subcommittee’s request of June
12, 2007, for comments regarding the Pension Protection Act of 2006, P.L. 109-280
(“2006 PPA”). We would first like to express our appreciation to you and Members
of your Subcommittee for your willingness to consider and re-evaluate the provisions
of the 2006 PPA, many of which are complex and most of which were not the subject
of Committee hearings in the House of Representatives during the 109th Congress.
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The Meadows Foundation, Inc. is a private foundation. Accordingly, while there
are likely a number of provisions in the 2006 PPA that deserve re-examination, our
comments focus on two provisions of the 2006 PPA that directly impact private
foundations and that we believe to be based on unsound policy. Our comments are
as follows.

Grants from Private Foundations to Supporting Organizations

Since 1969, private foundations have been significantly limited in the types of
charitable grants they can make. Under section 4945, certain grants to individuals
can be made only under programs pre-approved by the IRS, and grants to charitable
organizations have been limited to public charities and exempt operating founda-
tions, unless the foundation complies with the detailed requirements for exercising
expenditure responsibility.! Grants that do not comply with these limitations are
subject to prohibitive excise taxes under section 4945.

The 2006 PPA amended Section 4945(d) to further limit the types of charitable
grants that can be made by private foundations. As amended, Section 4945(d)(4)
now also prohibits private foundations from making grants to certain types of sup-
porting organizations unless the foundation complies with the detailed requirements
for exercising expenditure responsibility. Technically, this new limitation applies to
grants to type III supporting organizations that are not “functionally integrated”
and grants to any other supporting organization that is directly or indirectly con-
trolled by, or whose supported organization is directly or indirectly controlled by, a
disqualified person of the foundation that makes the grant. I.R.C. §4945(d)(4).2

As a practical matter, the Section 4945 rules added by the 2006 PPA have created
a situation where a private foundation cannot make a grant to any supporting orga-
nization without risking a Section 4945 excise tax. This is because (a) the IRS has
only recently begun including in determination letters of supporting organizations
a statement of which “type” they are; (b) the IRS has not included in determination
letters of supporting organizations a statement of whether they are “functionally in-
tegrated”; and (c) even if those details were covered in determination letters, there
could still be a risk in some situations because of the above-described control prohi-
bition. The Meadows Foundation is concerned that a number of our current and
former grantees and other nonprofits organizations fall into this category. Let me
give you some examples.

The Center for Nonprofit Management Assistance Loan Fund was created as a
support organization to provide cash flow loans to nonprofits dependent on contracts
that were slow to pay. It is a support organization that has proven very effective
in raising funds to loan out yet remains controlled by the Center for Nonprofit Man-
agement. It was created by The Meadows Foundation.

The Children’s Medical Center Foundation of Central Texas is a support organiza-
tion that was created to assist in the development of a new children’s hospital to
serve the central part of Texas. It is located in Austin and has been a good funding
partner for the Foundation.

The College For All Texans: Closing The Gaps is a support organization located
in Austin to serve the entire State. It raises funds to help students attend college
who normally would not have considered it. It is a support organization that has
worked well to raise funds and public awareness of this issue. It has also been a
good partner in assisting the Foundation in its work in education.

Presbyterian Healthcare Foundation is a support organization that assists in
fundraising for one Dallas’ largest public hospitals. The Foundation’s founder, Algur
Meadows, gave the land for the original campus that is still in use. This support
organization does a wonderful job and remains a longstanding partner of The Mead-
ows Foundation.

Starr County Historical Foundation is located in Rio Grande City, along the bor-
der, and supports historical preservation and adaptive reuse strategies in border
communities. It is an excellent partner of The Meadows Foundation as it works in
the border region of Texas.

hThere are many other examples that I could have provided, but I hope these make
the point.

IRS Notice 2006-109 sets forth procedures that a private foundation can use to
conclude that a supporting organization is not covered by the above-described limi-

1Except as otherwise indicated, all references herein to Sections refer to sections of the Inter-
nal Revenue Code 1986, as amended (“I.R.C.”).

2The 2006 PPA added a similar provision to Section 4942 so that grants to those same sup-
porting organizations will also fail to be treated as qualifying distributions. That treatment ap-
plies even if the foundation complies with the detailed requirements for exercising expenditure
responsibility. LR.C. §4942(g)(4)(A).
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tations. Those procedures, however, require the private foundation to, at a min-
imum, review supporting documents and make a legal judgment unless the founda-
tion or its grantee incurs the added expense of obtaining an opinion of counsel.
Many private foundations will simply choose not to make grants to any supporting
organizations rather than comply with the burdensome rules that govern which sup-
porting organizations may receive grants. Because of the new Section 4945(d)(4)
rules added by the 2006 PPA, The Meadows Foundation will no longer consider a
grant to a supporting organization unless there is an extraordinary reason for the
grant.

Charity functions best when organizations are able to identify and support a vari-
ety of different needs. Each new restriction on grants reduces the ability of a foun-
dation to identify and support the needs of its community. Accordingly, restrictions
should not be placed on foundation grants absent a compelling need. In the case of
the 2006 PPA, there was no compelling need for the restrictions against grants from
private foundations to supporting organizations.

There is also no obvious reason for the distinction created by the 2006 PPA be-
tween grants to functionally integrated and non-functionally integrated type III sup-
porting organizations. The term “functionally integrated type III supporting organi-
zation” is defined by new Section 4943(f)(5)(B) to include any type III supporting
organization that “is not required under regulations established by the Secretary to
make payments to supported organizations—due to the activities of the organization
related to performing the functions of, or carrying out the purposes of, such sup-
ported organizations.” The definition apparently refers to the integral part test of
Treas. Reg. §1.509(a)-4(i)(3). That test requires, in part, that a type III supporting
organization either (a) perform the functions of or carry out the purposes of its sup-
ported organizations; or (b) pay substantially all its income to or for the use of its
supported organizations. In other words, type III supporting organizations that are
not functionally integrated are already required to pay substantially all their income
to their supported organizations. Given that requirement, the complexity involved
in differentiating between functionally integrated and non functionally integrated
type III supporting organizations does not seem justified.

In summary, the restrictions added by the 2006 PPA to grants from private foun-
dations to supporting organizations should be repealed. The restrictions are highly
complex and burdensome, and there was no compelling need for the restrictions.
The restrictions serve only as additional burdens on private foundations that further
restrict the ability of private foundations to identify and support the needs of their
communities.

In a time of limited federal and state resources, private foundations are being
asked to do more and more through their grantmaking. As we did when Katrina
struck and are currently doing now in the wake of the disastrous flooding in Texas,
The Meadows Foundation has voluntarily responded by providing funding and as-
sistance to our nonprofit partners who are helping the families hurt by this natural
disaster. Please allow us to remain flexible and able to respond when necessary
without tying our hands in burdensome regulations.

Taxation of Charitable Use Assets

Section 4940 imposes a 2% excise tax on the “net investment income” of private
foundations. The term “investment income” historically included only dividends, in-
terest, rents, payments with respect to securities loans, royalties, and capital gains
from the sale of properties used for the production of such income. The Treasury
Regulations specifically excluded any capital gains from the sale of property used
for charitable purposes. Treas. Reg. §53.4940-1(f)(1) (not yet updated for the
changes made by the 2006 PPA).

The 2006 PPA amended Section 4940(c) so that the section 4940 excise tax is now
also imposed on capital gains from the sale of property used in a charitable activity
if the property produced dividends, interest, rents, payments with respect to securi-
ties loans, royalties, or similar sources of income. The only exception to this taxation
appears to be new Section 4940(c)(4)(D), which allows the tax to be deferred in the
event of certain like kind exchanges.

We believe the extension of the section 4940 tax so that it now taxes the capital
gains of charitable use property reflects a poor policy decision that should be re-
versed. There is no policy objective achieved by the tax, other than raising addi-
tional revenues for the Federal government. The decision to raise those revenues
from charities was regrettable. Charitable organizations have traditionally been
looked upon very favorably in this country, and have been granted tax-exempt sta-
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tus since 1894.3 The imposition of a tax on the sale of charitable use property is
far out of line with that traditional treatment. It also creates a disincentive for foun-
dations to use property directly for charitable purposes. And it will increase the
amount of funds that foundations must pay to the Federal government at a time
of growing charitable needs in the communities supported by foundations. The likely
end result will be an increased need for governmental assistance in those commu-
nities. Accordingly, we encourage the Committee to reconsider the expansion of the
Section 4940 excise tax and to revise Section 4940 to reverse that expansion.

Mr. Chairman, one of the great traditions that sets our nation apart from others
is our nonprofit sector and the spirit of philanthropy that generously donates bil-
lions of dollars each year to provide assistance and address real problems. We are
privileged to do this work and take this responsibility very seriously. We appreciate
the fact that private foundations are tax-exempt, although we do pay excise tax to
the federal government each year, and are subject to oversight.

I am concerned that the burden of over regulation and unnecessary restrictions
will having a chilling effect on philanthropy as we go forward. Please protect this
important sector and allow it to flourish with Congressional support.

We appreciate your consideration of our comments and your willingness to reex-
amine some of the more complex and burdensome provisions of the 2006 PPA.

Sincerely,
Linda P. Evans
President and Chief Executive Officer

——

Una Chapman Cox Foundation
Corpus Christi, Texas 78470
August 7, 2007

The Honorable John Lewis, Chairman
Subcommittee on Oversight
Committee on Ways & Means

U.S. House of Representatives

343 Cannon House Office Building
Washington, D.C. 20515

The Honorable Jim Ramstad
Ranking Member

Subcommittee on Oversight
Committee on Ways & Means
U.S. House of Representatives

103 Cannon House Office Building
Washington, D.C. 20515

Dear Chairman Lewis and Congressman Ramstad:

I am writing to you to provide comments from the Una Chapman Cox Foundation
(“UCC”) pursuant to your request for comments from the nonprofit sector on the
charitable provisions of the Pension Protection Act! (the “PPA”). For more than 25
years, UCC, a type III supporting organization to the United States Foreign Service,
has been dedicated to enhancing the recruitment, professionalism and effectiveness
of the Foreign Service; improving the well-being and retention of its best employees
and their families; and increasing public knowledge and understanding of the For-
eign Service and its role in supporting U.S. foreign policy and national security in-
terests. Throughout this period UCC has had a close working relationship with the
leadership of the Foreign Service, especially the State Department, and we have re-
peatedly received expressions of appreciation for UCC’s efforts on the Foreign Serv-
ice’s behalf from State Department officials.

We thank the Subcommittee for this opportunity to voice our concerns regarding
some of the new supporting organization provisions of the PPA and the broad discre-
tion given to the Treasury Department to interpret these provisions in ways that
may be harmful to efficient and effective supporting organizations like UCC.

Summary of Recommendations

For the reasons detailed below, we respectfully suggest that the supporting orga-
nization provisions of the PPA be revisited, as follows:

3 See Revenue Act of 1894, ch. 349, § 32, 28 Stat. 509, 556 (1894).
1Pub. L. No. 109-280, 120 Stat. 780 (2006).
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1. Congress should amend the PPA to define “functionally integrated” supporting
organizations more specifically, so that organizations like UCC with a bona fide
close operating relationship with their supported organization are not denied that
status simply because they have an endowment or fail to meet other criteria im-
posed by Treasury from time to time. Specifically, type III supporting organizations
like UCC that are performing activities in support of government entities should be
classified as functionally integrated.

2. Congress should apply the favorable treatment of functionally integrated type
IIT organizations to other type III organizations that satisfy the existing responsive
requirement and that have no substantial contributor (nor any individual or entity
that is a disqualified person by virtue of a relationship with a substantial contrib-
utor) involved in the management of their operations.

3. Congress should also direct Treasury not to impose a payout requirement on
functionally integrated supporting organizations or, in the alternative, only to im-
pose a flexible payout requirement that can be appropriately responsive to the needs
of the supported organization(s).

Introduction

UCC supports both the recent revisions to the Form 990 that improve the trans-
parency of supporting organizations as well as the IRS’s increased scrutiny of sup-
porting organizations and enforcement of the current regulatory standards. Cer-
tainly reports of individuals or families who used charities, in some cases supporting
organizations, to enrich themselves are sobering and these abuses should be
stopped. I am concerned, however, that in seeking to stop the abuses perpetrated
by a few, the onerous restrictions imposed on type III supporting organizations by
the PPA (and by new regulations the Treasury Department has been given broad
discretion to develop) will also squelch the efforts of legitimate organizations, which
provide vital support for countless charitable and governmental entities. Many
harsh PPA provisions—such as those that have caused many private foundations to
refrain from funding all type III supporting organizations (and sometimes all sup-
porting organizations, whatever the type)—impair the good and the bad alike. And
the Treasury Department has indicated in its recent Advance Notice of Proposed
Rulemaking 2 that it is poised to extend by regulation the most onerous PPA provi-
sions to an unknown number of additional organizations by denying functionally in-
tegrated status to many organizations that perform essential functions of their sup-
ported organizations, merely because they have more than 35% of their assets in
an endowment or because the varying annual needs of the supported public charity
(and thus the expenditures of the functionally integrated supporting organization)
do not necessarily fluctuate directly with the supporting organization’s annual in-
come stream or stay above a fixed percentage of the supporting organization’s as-
sets.

Background

UCC was established in 1980 by Mrs. Una Chapman Cox of Corpus Christi, Texas
as a private foundation and, after her death, the bulk of her estate was added to
UCC. After her death, there was no longer anyone who could control UCC who was
a disqualified person (other than by virtue of being a foundation manager).# By let-
ter dated July 8, 1988, the IRS recognized UCC’s termination of its private founda-
tion status, its close and continuing historic relationship with the Foreign Service,
and its conversion to be a supporting organization of the Foreign Service described
in Code section 509(a)(3).

UCC’s focus is strengthening American diplomacy by enhancing the profes-
sionalism and effectiveness of Foreign Service officers and increasing public aware-
ness of the Foreign Service. To do this, UCC functions as a think tank that both
generates and stimulates ideas for improving the effectiveness of the Foreign Serv-
ice and its personnel. UCC’s Executive Director, the Honorable Clyde Taylor, a re-
tired ambassador himself, and its policy council, comprised of distinguished current
and former Foreign Service officers and respected academics, work together not only
to identify opportunities for improvement of the Foreign Service, but also to evalu-
ate a wide range of possible projects for UCC to undertake annually. The most
promising projects are discussed in advance the Director General of the Foreign
Service or with the appropriate officials at the supported government offices before

2Internal Revenue Service, Advance Notice of Proposed Rulemaking, “Payout Requirements
for Type III Supporting Organizations That Are Not Functionally Integrated,” 72 Fed. Reg.
42,335, 42,338 (Aug. 2, 2007) (“Advance Notice”).

31d.

4Mrs. Cox was married twice but had no children, and her second husband died before she
did.
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recommendations are made to the UCC Board. The UCC Board meets regularly
with the Director General, and UCC’s Executive Director and staff maintain a con-
tinuous liaison with the Director General and his or her staff to obtain guidance
as necessary throughout the year.

Projects undertaken by UCC range from the annual sabbatical leave Fellowships
initiated by Mrs. Cox that allow promising mid-level State Department officers to
come home to the United States for a year to conduct outreach projects to several
projects recently designed to support the recruiting of young officers. These include
sponsoring overseas internships in the Charles Rangel Fellowship Foreign Service
recruitment program at Howard University and working with the State Department
to strengthen and enhance the officer intake process, which formerly has taken an
average of 28 months.

Because the costs and expertise required for the various projects can vary signifi-
cantly, UCC relies not only on its own resources but often works in collaboration
with other organizations and with various governmental agencies. For example, for
the production of “Profiles in Diplomacy,” a documentary on the Foreign Service
made for national television, UCC had to raise money from other organizations. For
another project, the Commission on Advocacy of U.S. Interests Abroad, commonly
called the Carlucci Commission, which reviewed the role of United States foreign
assistance in advancing our National interests, UCC partnered with another fund-
ing organization. UCC also provides funding for some projects administered directly
by the State Department (or another governmental agency), while for some other
projects UCC implements them itself by engaging or funding third parties to per-
form the necessary activities.

UCC, like other supporting organizations for governmental entities, found the
type III classification to be the most appropriate because such supporting organiza-
tions have governing boards that are independent of those of their supported enti-
ties, and it is often this independence from the government that allows organiza-
tions such as UCC to be most effective in supporting the designated governmental
entity. As discussed further below, supporting organizations to governmental organi-
zations, unlike supporting organizations to non-governmental organizations, also
often cannot choose to be type I or type II supporting organizations, whose gov-
erning boards are controlled by or overlapping with those of the supported organiza-
tions, because of limitations on government employees serving on the boards of non-
governmental entities.

Although not controlled by their supported organizations, type III supporting or-
ganizations such as UCC nevertheless must demonstrate that they have sufficiently
close relationships with their supported organizations to justify public charity sta-
tus. Under existing Treasury Regulations, a type III supporting organization does
this by meeting two tests: a “responsiveness test” and an “integral part test.” The
responsiveness test requires that the supporting organization be responsive to the
needs and desires of its supported organizations, while the integral part test re-
quires that the support actually provided by the organization is substantial and nec-
essary to the conduct of the supported organization’s exempt activities. Together,
these two tests ensure that, despite a supporting organization’s independent man-
agement, it is operating closely with the supported organization in much the same
way as a controlled subsidiary would.

Distinguished panelists at the Subcommittee’s hearing on July 24, including Ste-
ven T. Miller, Commissioner of the Tax Exempt and Government Entities Division
of the Internal Revenue Service, noted that the charitable sector is generally “very
compliant” with the tax laws. Thus, although we support ridding the sector of those
that enrich themselves at charities’ expense, we do not understand the PPA’s harsh
treatment of all supporting organizations, and all type III supporting organizations
in particular. UCC has for many years functioned hand in hand with the State De-
partment (and other federal government agencies) to leverage its relatively modest
resources to produce significant improvements in America’s current and future dip-
lomatic resources, and we urge you to allow us to continue to do so efficiently and
effectively. For reasons described below, certain of the PPA provisions relating to
type III supporting organizations, particularly as the Treasury Department is sug-
gesting they be interpreted, will significantly impair UCC’s ability to provide this
assistance in the best manner possible.

Functionally Integrated and Non-Functionally Integrated Type III Sup-
porting Organizations
When it enacted the PPA, Congress brought into the Code the longstanding regu-
latory distinction between type III supporting organizations that are “functionally
integrated”—those that carry on activities that perform the functions of or carry out
the purposes of their supported organization—and those that are not, directing the
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Treasury Secretary to revise the payout requirement that has always applied to the
latter.> As noted above, type III supporting organizations must be both responsive
to and an integral part of their supported organizations in order to demonstrate the
close relationship with a supported charity or governmental entity that is the defin-
ing characteristic of supporting organizations.® Those type IIIs that are not func-
tionally integrated have effectively been subject to a payout requirement under the
integral part test,” although many, including the Treasury Department in its recent
Advance Notice of Proposed Rulemaking, have asserted that a payout requirement
based on a percentage of the organization’s assets (or on the lesser of a percentage
of the organization’s assets or its income) may be a more appropriate measure than
the current regulatory requirement based on a percentage of income.®

In addition to a revised payout requirement, harsh new restrictions, including a
virtual ban on private foundation funding and application of the private foundation
limits on excess business holdings, were also imposed on non-functionally integrated
supporting organizations.? This presumably reflects a view that non-functionally in-
tegrated supporting organizations are more likely to be subject to donor abuses and
less likely to be effectively supervised by their supported organizations than are
functionally integrated organizations. However, the recent Advance Notice of Pro-
posed Rulemaking reveals Treasury’s disposition to eliminate abusive situations re-
gardless of the collateral damage done to legitimate supporting organizations. Treas-
ury would vastly broaden the number of organizations subject to the new PPA re-
striiti%ls by redrawing the definition of “functionally integrated” exceedingly nar-
rowly.

Where the proper relationship of accountability and responsiveness exists, how-
ever, the new provisions of the PPA that apply to non-functionally integrated type
III supporting organizations are inappropriate. In such cases, the PPA’s per se pro-
hibitions are more likely to prevent activity that is actually in the supported entity’s
best interests than to stop abuse. The PPA and the pre-existing law recognized this
fact with respect to type I and type II supporting organizations—entities controlled
by, or under common control with, their supported organizations. With narrow ex-
ceptions, such organizations are not subject to any payout requirement nor to the
PPA’s restrictions on private foundation funding and business holdings. Similarly,
if a type III supporting organization is functionally integrated (as such term is now
defined with reference to current Treasury Regulations) and thus providing func-
tional support to a charity or governmental entity in a manner that is consistently
responsive to that entity’s needs, it can be presumed that an accumulation of income
in any given year is a proper means of conserving resources in order to provide the
needed support at a later date. For such organizations, no payout requirement has
ever been required and indeed is unnecessary, as such a payout requirement may
force an organization to be less responsive and effective, providing more funds than
the supported entity needs in one year at the expense of support in subsequent
years. This puts the directors or trustees of the supporting organization in the dif-
ficult position of choosing between fulfilling their fiduciary duty to be a responsive
and effective supporter and federal tax compliance.

Assuming Congress continues to distinguish between favored and disfavored type
III organizations, it should recognize that there are type III supporting organiza-
tions that do not meet either of the proposed tests for functionally integrated status
but which should be treated as functionally integrated because for them additional
regulation is unnecessary. Already, both the American Bar Association and the In-
ternal Revenue Service have identified parent organizations of hospital groups as
organizations that should be treated as functionally integrated even if they do not
technically meet the proposed tests for that status.!! Similarly, we believe that Con-
gress should extend similar protection to type III supporting organizations to gov-
ernmental organizations, which—like hospital parent organizations—often do not
have the option of becoming type I or II organizations.

Type III supporting organizations are particularly important in the governmental
context for several reasons. First, federal or state government conflict of interest
rules may prohibit control of a particular organization by government employees.

5PPA, §1241(d), 120 Stat. at 1103; LR.C. §4943(f)(5).

6 See Treas. Reg. §1.509(a)-4(1)(2), -4(1)(3).

7See Treas. Reg. § 1.509(a)-4(1)(3)(iii).

8 Advance Notice, 72 Fed. Reg. at 42,338-42,339.

9See I.R.C. §§ 4942(g)(4) 4943(f) 4945(d)(4). While private foundations are not categorically
prohibited from making grants to non-functionally integrated type IIIs, they receive no credit
toward their 5% payout for such grants, destroying their incentive to make them.

10 See Advance Notice, 72 Fed. Reg. at 42,338.

11 Letter from the American Bar Association Section of Taxation to Kevin Brown, Acting Com-
missioner of Internal Revenue at 53 (June 4, 2007); Advance Notice, 72 Fed. Reg. at 42,338.



246

This is true for UCC, where due to federal conflict of interest statutes it is the State
Department’s position that current Foreign Service employees (the people that the
Foreign Service would most naturally appoint to control UCC) cannot be appointed
to serve on the UCC Board. More fundamentally, putting the organization under
governmental control would often defeat the purpose of providing support to a gov-
ernment entity in the first place. Often type III organizations are created to provide
targeted support for a single purpose—in UCC’s case, the strengthening of the For-
eign Service—but if such organizations were controlled by the government, their
funds could be redirected to other unrelated government purposes.

If this were allowed to occur, then private support for governmental programs
would cease. Mrs. Cox was passionate about the value to America of a strong For-
eign Service and was willing to devote her hard-earned assets to its support. She
would not have made the same gift to the United States Treasury to fund any and
all federal government programs. As was observed at the Subcommittee’s hearing,
our country’s needs are too great for the government alone to meet and it is essen-
tial for private charitable organizations to partner with the government if we are
to effectively meet the many challenges that we as a nation face. Imposing inflexible
payout requirements can have a similar effect, as such requirements can force sup-
porting organizations to transfer funds to a government entity that are not cur-
rently needed for additional programs and so may lead to government funds being
reallocated to other government entities or priorities, undermining the very purpose
of the private support, which is to provide additional support for particular govern-
ment programs.

Governmental control may also make a supporting organization less effective. For
example, UCC identified the need for a website to provide information about the
Foreign Service to the public in order to increase the general knowledge of and sup-
port for the diplomatic corps, and more specifically to assist in recruiting talented
young persons for Foreign Service careers. UCC then appropriately addressed this
need by developing a website which provides a variety of information on the Foreign
Service, its challenges, needs, and opportunities. One reason the website is effective
is precisely because the content was produced by an independent, non-governmental
entity, not by the Foreign Service itself. Similarly, in many cases it is essential that
a supporting organization be strictly non-partisan. When an organization is con-
trolled by the government, it may not be able to stay above the political fray—and
even if it does, the mere fact of government control may be enough to create at least
the appearance of partisanship.

Furthermore, governmental entities are unattractive supported organizations for
donors who wish to use a supporting organization to provide improper benefits to
themselves. While a type III supporting organization’s support can be crucial in
funding supplemental programs, governmental entities typically have their own
large budgets and highly qualified staffs, making them immune to domination (or
even undue influence) by a supporting organization’s substantial contributors. They
also typically have well-developed mechanisms for monitoring the appropriate use
of funds, making them ideally suited to hold the supporting organization account-
able for any abuses.

Recommendations with Regard to the Definition of Functional Integration

Congress should clarify the definition of “functionally integrated” by incorporating
the current regulatory standard into the Code and by directing Treasury to clarify
by regulation that supporting organizations performing activities that support gov-
ernmental entities and which satisfy the existing responsiveness test will be consid-
ered “functionally integrated,” particularly where, as is the case with UCC, there
is no involvement of any substantial contributor or a related person. At the very
least, such organizations should be presumed to be functionally integrated, subject
to the IRS’s right to challenge that presumption in particular cases.

Alternatively, in targeting the impact of the PPA toward abuses, it may be more
effective to allow all supporting organizations that meet the responsiveness test and
have no substantial contributors or their family members on their governing bodies
to receive the same treatment as functionally integrated type III organizations. Al-
most all of the publicized abuses of type III organizations seem to have involved op-
eration of those entities for the benefit of the single donor and his or her family
members or other related parties. Thus, there seems to be no ground for applying
the PPA’s special restrictions on private foundation funding or the private founda-
tion excess business holding rules when substantial contributors have no continued
voice in the supporting organizations’ affairs. For instance, since the death of Una
Chapman Cox, the UCC Board of Trustees has not included any substantial contrib-
utors nor anyone else who would be a disqualified person (other than by virtue of
their position as trustees). Indeed, no descendents or spouses survived Ms. Cox.
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Thus, UCC should not be subject to restrictive rules designed to prevent her from
improperly using UCC for the advantage of her and her family, which is simply not
a realistic concern in case of organizations like UCC.

By providing more guidance to the Treasury Department regarding the definition
of a functionally integrated type III supporting organization, Congress will ensure
that legitimate classes of type III organizations are properly protected. One defect
of the PPA is that it does not specifically delineate the class of “functionally inte-
grated” organizations that should be exempted from the new type III anti-abuse pro-
visions. Rather, it simply identifies them as those not subject to a payout require-
ment under rules promulgated by the Treasury Department.!2 Since Treasury has
the discretion to impose a payout requirement on all type IIIs, as a practical matter
it has the power to ignore Congress’s intention not to apply the PPA’s new restric-
tions on non-functionally integrated type III organizations to all type IIIs simply by
defining functionally integrated type III organizations very narrowly. Given the
Treasury Department’s institutional role in combating abuse, it is likely that the
definitions it crafts will err on the side of preventing abuse, taking inadequate con-
sideration of the important functions served by many legitimate type III organiza-
tions like UCC. We therefore urge Congress to give Treasury additional statutory
guidance as detailed above.

Considerations for an Appropriate Supporting Organization Payout Rule

Although a payout requirement has long been considered unnecessary for func-
tionally integrated organizations, and can even be counter-productive for organiza-
tions like UCC that are effectively matching their support with the needs of their
supported organization, rather than the ebbs and flows of their own income, the re-
cent Advance Notice of Proposed Rulemaking, which suggests imposing a payout re-
quirement on all type III supporting organizations, prompts us to include the fol-
lowing observations regarding appropriate payout requirements for supporting orga-
nizations. We agree that a percentage of assets payout may be an easy way address
concerns that a non-functionally integrated organization with continuously low dis-
tributions may not really be closely connected with its supported organization and
may signal an abusive situation. However, because the vast majority of the sector
is compliant with the existing tax laws, any payout requirement will be applied pri-
marily to legitimate supporting organizations. Thus, any supporting organization
payout should take into account the differences between supporting organizations
and private foundations in setting the appropriate payout percentage.

While private foundations are free to grant their funds to any of a potentially un-
limited pool of charitable beneficiaries, type III supporting organizations are, by de-
sign, dedicated to specifically named publicly supported charities. In addition, a type
III supporting organization must be responsive to the needs and demands of its sup-
ported public charities. In many private foundation funding situations this is re-
versed: it is the charity that must be responsive to the goals and demands of the
foundation funder.

Non-functionally integrated organizations typically perform functions similar to
those of an endowment, assuring that the supported organization will continue to
have the funds needed to support particular programs both now and in the future.
As noted above, functionally integrated supporting organizations, which perform the
functions of the supported organization, not only are committed to performing their
supportive activities over the long-term, but also to providing support as and when
needed by the supported entity. A university press is most effective if it is free to
publish the number of books ready for publication in a given year; a strict require-
ment that it publish 50 volumes each year would hardly be appropriate. Similarly,
UCC’s primary contribution to the Foreign Service is not the amount of money it
spends in any given year. Its budget is never more than a drop in the bucket com-
pared to that of the State Department. UCC’s primary contribution to the Foreign
Service is the function of generating, stimulating and providing a clearinghouse and
a unique capability for evaluating a wide range of ideas for strengthening and en-
hancing American diplomacy and the effectiveness of American diplomats. UCC is
most effective if it can choose to implement the most promising projects identified
in a given year and to implement only those projects that are determined to be like-
ly to produce the desired impact for the Foreign Service. It would be a waste of re-
sources to spend the time and resources of UCC on an ineffective project simply be-
cause the Tax Code required money to be spent this year.

12See L.R.C. §4943(f)(5).
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Recommendations with Regard to a Payout Requirement

For the foregoing reasons, we recommend that Congress clarify that functionally
integrated supporting organizations should not be subject to a payout requirement,
including a payout requirement imposed as part of the definition of “functionally in-
tegrated,” as Treasury has suggested should be the case.

Alternatively, we recommend that Congress direct Treasury to adopt a flexible
payout requirement for all type III supporting organizations so that such organiza-
tions can appropriately respond to the needs of their supported organization(s). Such
a flexible payout requirement should be no more than 4%, i.e., significantly less
than the 5% of net assets requirements for private foundations, as private founda-
tions may be controlled by their substantial contributors and are therefore more
open to abuse than type III supporting organizations. To permit variation in payout
amounts to match the needs of the supported organization(s), type III supporting
organizations should also be able to meet this payout requirement by averaging this
payout over a significant period (e.g., 7 years).

Thank you for providing exempt organizations with an opportunity to comment
on the hardships and uncertainties created by the PPA. If you should have any
questions regarding the above, please feel free to contact me at (361) 888-9261.

Very truly yours,
Harvie Branscomb, Jr.
Chairman of the Board

———

Statement of United Jewish Communities

United Jewish Communities is the national organization representing and serving
155 Jewish Federations (referred to also as “Federations”), their affiliated Jewish
community foundations, and 400 independent Jewish communities in more than 800
cities and towns across North America. In their communities, the Jewish federations
and volunteers (collectively, the “UJC System”) are the umbrella Jewish fundraising
organizations and the central planning and coordinating bodies for an extensive net-
work of Jewish health, education, and social services.

Federations are the heart and soul of North American Jewry’s philanthropic and
humanitarian activities. They embody a 3,500-year-old tradition of caring—trans-
lating today into the pursuit of Jewish community, values, and peoplehood. Federa-
tions build and strengthen the community by reducing poverty and hunger, rescuing
and resettling new immigrants, and spurring Jewish renaissance worldwide. Fed-
erations also are involved in the general community, funding and supporting local
social service programs as well as helping in times of national and international dis-
aster such as Hurricane Katrina and the 2004 Asian Tsunami.

The endowment departments of Federations and their affiliated Jewish commu-
nity foundations maintain numerous charitable vehicles including donor advised
funds (“DAFs”), supporting organizations (“SOs”) (together referred to as
“participatory funds”), funds to support one or more specified public charities or pro-
grams, and charitable income plans. Endowment gifts enable donors to support a
general or specific area of interest. Participatory funds allow donors and their fami-
lies to partner with Federations to fund areas most deserving of support.

UJC appreciates the House Ways & Means Subcommittee on Oversight (“the Sub-
committee”) examination of the impact on the tax-exempt sector of the charitable
giving provisions contained in the Pension Protection Act of 2006 (“the PPA”). As
the second largest philanthropic network in North America, virtually every one of
the charitable giving provisions in the PPA has an impact on the UJC system. In
general, UJC applauds Congress for including several important tax incentives for
charitable giving in the PPA and supports many of the reforms enacted last year.
However, UJC remains concerned that some of the provisions: (1) are overreaching
and have caused, and will cause, significant impediments to potential donors who
plan to make gifts to important and well-established charitable vehicles; and (2) will
require tax-exempt organizations to refrain from making grants to worthy projects.
UJC remains committed to the overriding principles of transparency and good gov-
ernance in the tax-exempt sector and looks forward to working with the Sub-
committee to address many of the issues contained in this submission.

Organization of our comments: UJC has a keen interest in many of the chari-
table giving provisions contained in the PPA. UJC has been an active participant
in the debate over reforms in the non-profit sector over the last several years. UJC
filed comments on the Senate Finance Committee staff White Paper on Reforms for
Tax-Exempt Organizations in 2004 (“the White Paper”) and the Tax Reconciliation
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Act of 2005 (S. 2020) proposals relating to nonprofits, among others. Of particular
interest are the reforms with respect to participatory funds. Our comments will (1)
provide background on and outline the importance of participatory funds to the UJC
System; (2) address charitable giving items of general interest; and (3) provide spe-
cific detailed recommendations regarding participatory funds.

1. Background and importance of participatory funds

Participatory funds are essential fundraising tools for the UJC System and have
been a vital funding source for health, education, and social service programs. Many
of the provisions contained in the PPA provide needed statutory definitions and
operational rules for participatory funds as well as a penalty tax framework that
can be applied to discourage unwarranted acts of self-dealing. However, it is in the
public interest to continue to provide incentives for donors to contribute assets to
vehicles in which a public charity has control, such as participatory funds, rather
than to place or leave such assets in vehicles in which a public charity has no con-
trol, such as private foundations.

DAFs and SOs provide numerous benefits to the community, charities, donors,
and the government. First, the Jewish community and its philanthropic and social
service mission benefit because such vehicles provide a reliable pool of dollars to
fund a variety of social service activities. Second, the particular Federation benefits
because the relationship with the donor fosters an ongoing dialog about community
priorities and challenges of securing adequate funding. Efficient administration,
sound investment policies, stewardship, and donor educational programming in both
general and specific philanthropy issues—all provided by the sponsoring organiza-
tion—building relationships of trust with current and future donors, increasing the
likelihood of enhanced giving and involvement, raising additional opportunities for
donor engagement in the community, and gaining insight into individual donor pri-
orities. Third, individual donors benefit because participatory funds provide cost-ef-
fective alternatives to private foundations and offer on-going educational benefits re-
garding community philanthropic activities. This includes ready access to the knowl-
edge and experience of Federation professional and volunteer leadership regarding
the needs of the community as well as a means to engage succeeding generations
in the philanthropic process. Relieved from burdensome administration and record-
keeping, donors are free to concentrate on the substance of charitable giving. Fi-
nally, there is the added benefit to the public of efficient tax administration, as well-
administered DAFs and SOs have policies and procedures in place to assure quali-
fied grants are made and impermissible material benefits to donors are not present.
This oversight function is an important component of the overall tax compliance sys-
tem operating in concert with the goal of furthering philanthropic endeavors.
Participatory funds encourage an on-going partnership between public charities and
donors. These and other benefits distinguish participatory funds from private foun-
dations and other charitable giving vehicles. It is an unfortunate, and perhaps unin-
tended, consequence that certain PPA provisions are forcing some donors to move
away from the public charity environment toward private foundations.

Federation-managed participatory programs make periodic distributions approved
by an appropriate committee or the governing body itself. UJC has provided leader-
ship in the field of DAFs by assisting Federations and donors in expressing and fol-
lowing good philanthropic practices, and this, in turn, has created an expanded
donor base. SOs that support Federations and other public charities provide many
of the same benefits as DAFs. Almost all SOs affiliated with the UJC System are
organized as “Type I” SOs and were created by individual families. They meet the
Type I SO requirements of Internal Revenue Code Section 509(a)(3) (hereinafter re-
ferred to as “Section”) because they are “controlled” by the Federation or affiliate
they support, and their distributions are made to, for the benefit of, to perform the
functions of, or to carry out the purposes of the Federation or the affiliate they sup-
port.

Participatory funds represent critical fundraising tools for the UJC System. Col-
lectively, the UJC System raises over $2 billion each year and manages over $11
billion in endowment assets. Included in total endowment assets are both restricted
and unrestricted funds, donor advised funds, and funds held by supporting organiza-
tions. Assets in DAFs and SOs amount to approximately 60% of the endowment as-
sets held by Jewish Federations, yet these participatory funds were the source of
80% or just over $1 billion of the %’1.24 billion in grants made from endowment as-
sets to support Federation programs or other charitable activities. Distributions
from DAFs and SOs represented 20.5% of their combined assets at the prior year-
end. This spending rate compares favorably with the spending rate of all Federation
endowment vehicles, which exceeded 14.5%. It is also important to note approxi-
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mately 30% of the funds from Federation DAFs and SOs were distributed to the
general community while 70% were distributed within the Jewish community.

UJC does not support the development or continuation of DAFs formed to provide
personal benefits to the donor and applauds the enforcement efforts of the IRS in
prosecuting such abusive DAF arrangements. We note with favor the comments on
“charities established to benefit the donor” including “abusive DAFs” and “SOs es-
tablished to benefit the donor” in the prepared testimony of Steven T. Miller, Com-
missioner, Tax Exempt and Government Entities Division, before the Subcommittee
on July 24, 2007. Our concerns relate to DAFs and SOs established and adminis-
tered by our Federations and those established by other community foundations and
recognized publicly supported and broad-based charities. We are exceptionally proud
that agencies within the UJC System employ the highest ethical standards of self-
regulation in the governance and operation of participatory funds. We regularly
share expertise with other charities and policy makers outside the Jewish commu-
nity on a variety of charitable giving issues. To meet these high standards, appro-
priate rules and best practices are set forth in two separate UJC publications, Donor
Advised Funds: A Guide for Jewish Federation Endowment Professionals, and
Handbook on Supporting Foundations, for use by the UJC System. These publica-
tions are now being revised to reflect the new requirements of the PPA.

2. Items of general interest

As noted above, UJC applauds Congress for including a number of important
charitable giving incentives in the PPA. We recommend that the following incen-
tives be made permanent. In addition, we believe the tax-free Individual Retirement
Account (IRA) charitable rollover be expanded as discussed below.

e Tax-free Individual Retirement Account charitable rollover. Under the
PPA, individuals age 70%2 or older may make direct charitable gifts from an IRA
of up to $100,000 per year to public charities other than DAFs and SOs. This pro-
vision is set to expire on December 31, 2007. The IRA charitable rollover should
be made permanent and it should be expanded to permit direct gifts to DAFs and
SOs. Participatory funds play a vital role in philanthropy in general, and in Jew-
ish philanthropy in particular, and such funds should not be treated adversely as
compared to other public charities. The numerous statutory safeguards on such
funds contained in other provisions of the PPA render moot the arguments for ex-
cluding DAFs and SOs from the IRA charitable rollover. In addition, we rec-
ommend that Congress consider expanding the IRA charitable rollover provision
to cover life-income gifts by individuals who have attained age 59%2. Gift vehicles
such as charitable annuity trusts, pooled income funds, and gift annuities are
well-recognized and well-regulated under existing law. We support the enactment
of H.R. 1419 and S. 819, “The Public Good IRA Rollover Act,” which makes the
changes noted above and removes the $100,000 annual cap on rollover gifts.

¢ Increased adjusted gross income ceiling for qualified conservation ease-
ments. Two provisions in the PPA provide increased incentives for gifts of quali-
fied conservation easements: (1) individuals may deduct the fair market value of
any qualified conservation contribution to charity described in Section 170(b)(1)(A)
to the extent of the excess of 50% of adjusted gross income (AGI) over the amount
of all other allowable charitable contributions and such contribution is not taken
into account in determining the amount of other allowable charitable contribu-
tions; and (2) individuals may carryover any conservation contribution exceeding
the 50% of AGI limit for up to 15 years. These provisions, set to expire at the
end of December 31, 2007, should be made permanent.

Numerous provisions in the PPA are intended to tighten the general rules for
charitable donation. In addition to the statutory changes made to participatory
funds, we believe that a number of these provisions are causing donors and some
charities to spend an inordinate amount of time, effort, and expense in order to meet
the statutory requirements. We especially note:

¢ Penalty taxes and reporting requirements for Donor Advised Funds and
Supporting Organizations: There is a fine line between preventing abuses by
certain “tax-exempt organizations” and preventing or inhibiting much-needed
charitable giving. Given the essential role for public charities in our society, it is
regrettable that several of the provisions of the PPA applicable to participatory
funds have made oversight increasingly expensive and, in some cases, virtually
impossible to manage. Numerous professionals within the UJC System are ex-
pending a great deal of time and energy to make “more than a good-faith effort”
to comply with the provisions of the PPA. The experience of the past eleven
months demonstrates, however, that these provisions impose severe administra-
tive burdens that translate into a great expense for the UJC system with little
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or no corresponding benefit to the public treasury. Additional due diligence re-
quirements represent an “opportunity cost” that is being paid for with a drain on
the resources available to fulfill our charitable mission.

In addition to imposing new oversight responsibilities on fund administrators, the
provisions of the PPA have complicated a donor’s choice of philanthropic vehicles.
It is important to note in many cases, DAFs and SOs are now subject to more re-
strictive penalty provisions and excise taxes than other types of public charities, as
well as private foundations, historically the most restricted of Section 501(c)(3) tax-
exempt entities.

Examples include: (1) grants to individuals are, per se, taxable rather than re-
stricted; (2) expenditure responsibility is required for certain grants to Section
509(a)(3) public charities; and (3) compensation, including expense reimbursement,
paid to disqualified persons is considered, per se, an excess benefit transaction as
to the entire amount of the payment. At a minimum, existing DAFs and SOs must
at the least review and rewrite operating agreements and by-laws in light of the
PPA provisions. Some have abandoned DAF or SO status and have sought private
foundation status.

e Cash contributions. The PPA provides that regardless of the amount of a cash
gift, a donor must maintain a record of the contribution, bank record, or a written
communication from the donee showing the name of the donee and the date and
amount of the contribution. Even though the PPA does not require charitable or-
ganizations to make any changes to their current policies for issuing tax receipts
to donors, certain charities, including some religious organizations and others de-
pendant upon cash donations, will likely be forced to spend additional time and
expense on administrative duties to make sure they satisfy donor requests for re-
ceipts. Unless the charitable organization provides a written communication, cash
donations put into a “Christmas kettle,” collection plates, and pass-the-hat collec-
tions will not be deductible. We recommend Section 170(f)(17) be stricken.

¢ Clothing and household items. A charitable deduction for donated clothing or
household items is not permitted unless such items are in “good used condition
or better.” Most donee charities will issue receipts for qualified clothing and
household donations including the descriptive statement “good used condition or
better.” However, the statute, existing IRS regulations, and the tax form instruc-
tions do not provide any guidance as to the definition of “good used condition.”
Although we acknowledge some taxpayers may have claimed inflated charitable
contribution deductions for gifts of clothing and household items, we believe such
a vague standard should either be further defined by Congress or the Treasury
Department, or eliminated from Section 170(f)(16).

3. Specific recommendations regarding donor advised funds and sup-
porting organizations

Definition of a donor advised fund/clarification of grants for travel, study
or similar purposes. A DAF, defined in Section 4966(d)(2)(A), is prohibited from
making a grant to an individual. A fund will not be considered a DAF and will be
permitted to make grants to individuals for travel, study, or other similar purposes
if the fund meets certain requirements including that the fund is advised by a
“scholarship committee” not controlled, directly or indirectly, by the donor. See Sec-
tion 4966(d)(2)(b). There is some ambiguity whether the sponsoring organization can
agree in advance to appoint the donor to the scholarship committee. UJC believes
such an appointment should be permitted so long as the donor or persons appointed
or designated by the donor do not control the committee, whether directly or indi-
rectly. In addition, there can be situations where DAF funds are granted to another
charity which in turn makes the final scholarship selection. UJC believes it should
be permissible for the DAF donor to be appointed to the other charity’s selection
committee, again provided the control provisions of Section 4966(d)(2)(B)(ii) are not
violated. Such a situation would be similar to the existing law governing private
foundations. Section 4945(g) provides that taxable expenditure rules do not apply
to certain individual grants awarded on an objective and nondiscriminatory basis
pursuant to a procedure approved in advance by the IRS. Treasury Regulation Sec-
tion 53.4945-4(a)(4) provides a grant by a private foundation to another organiza-
tion, which the grantee organization uses to make payments to an individual, is not
regarded as a grant by the private foundation to the individual grantee if the foun-
dation does not earmark the use of the grant for any individual, and there is no
agreement the grantor foundation can cause the selection of the individual grantee
by the grantee organization. Such grants are not considered a grant by the founda-
tion to an individual grantee even though the foundation has reason to believe cer-
tain individuals would derive benefits from the grant so long as the grantee organi-
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zation exercises control, in fact, over the selection process and actually makes the
selection independent of the private foundation.

UJC understands the Council on Foundations (CoF) is also recommending pro-
posed changes to the definition of a DAF, including an exception for funds created
by public charities and government entities and a clarification regarding the des-
ignation of scholarship committee members by position or title. UJC has reviewed
both of these proposed changes and agrees with the conclusions of the CoF.

Distributions and prohibited benefits from donor advised funds. New Sec-
tion 4967 imposes an excise tax if a DAF makes distributions providing a “more
than incidental benefit” to a donor, donor advisor, and related party. Although the
statute does not define the term “more than incidental benefit,” it is important to
note the Joint Committee on Taxation Technical Explanation (JCX-38-6) provides
on pages 349-350 that “there is more than incidental benefit if as a result of a dis-
tribution from a donor advised fund, a donor, donor advisor, or related person with
respect to such fund receives a benefit that would have reduced (or eliminated) a
charitable contribution deduction if the benefit was received as part of the contribu-
tion to the sponsoring organization.” Use of this so-called “Section 170” test to deter-
mine no goods or services have been provided to the donor is the most administrable
and effective means to preclude the provision of impermissible benefits to donors
under Section 4967. UJC urges that guidance be provided to make it clear that a
grant from a DAF (or an SO) does not provide any benefit to the donor if the
amount of the grant would have been fully deductible as a charitable contribution.

Illustrative of our concern is the discussion in Revenue Ruling 77-160, 1977-1
C.B. 351. As summarized in this ruling, fees and dues or other payments to a public
charity are deductible under Section 170, including membership fees where any
rights and privileges obtained are incidental to making the organization function ac-
cording to its charitable purposes, and the only return benefit is the satisfaction of
participating in furthering a charitable cause. Examples permitted under Section
170 include rents, building fund assessments, and periodic dues paid to a church.
Such payments, if made by a private foundation relating to a disqualified person,
would be prohibited. What is considered by this ruling as a “direct economic benefit”
for private foundation purposes would be considered only an incidental benefit for
purposes of Section 170 and, we submit, should be considered incidental for pur-
poses of Section 4967.

UJC also believes a public charity’s approval of a recommendation to make a dis-
tribution to a charity would be permitted even though in some venues such a dis-
tribution might be considered as satisfaction of a legally binding pledge. The defini-
tion as to what constitutes a pledge or legally binding pledge varies significantly
among various state laws and depends upon particular facts and circumstances. It
is unrealistic to expect that a public charity would be in a position, while running
large fundraising campaigns, to be able to determine whether a pledge or a legally
enforceable pledge has been created under applicable state law in each and every
case. Whether a pledge exists or whether such a charitable pledge is legally enforce-
able is a matter of state law. Many public charities sponsoring DAFs run annual
charitable giving campaigns and conduct other fundraising events. In response to
solicitations for contributions, some donors make cash contributions and others indi-
cate their intention to contribute in the future. A donor thereafter may recommend
a DAF make a distribution, which may be deemed to satisfy a charitable pledge.
The DAF may be a fund sponsored by the public charity to which the pledge has
been made or it may be a DAF sponsored by a different public charity. In either
case, a donor’s recommendation is not binding upon the board of the public charity.
The board makes the decision as to whether to distribute funds which would be
deemed to satisfy a pledge. It is administratively infeasible for a public charity to
make such a determination on a contribution-by-contribution basis, given the con-
flicting state laws on what makes a pledge “legally binding.”

Originally, the White Paper proposed to make clear that DAFs should be per-
mitted to make distributions satisfying a charitable pledge of a donor, whether or
not such pledge is enforceable under state law. Such a clarification would drastically
reduce the administrative burden on public charities sponsoring DAFs and, in so
doing, would serve the interest of charitable beneficiaries and the public at large.
Any concern that a donor would realize a prohibited benefit under Section 4967
should a DAF be permitted to make a distribution which, in turn, might be deemed
to satisfy a pre-existing charitable pledge, does not comport with the legal principles
that should apply to this question. By definition, a public charity enjoys broad pub-
lic support and is subject to significant public oversight. Unlike a private founda-
tion, a public charity is not subject to the control of a major donor. In this respect,
we refer to federal income tax authorities, which concluded satisfaction of another
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party’s legally-binding charitable obligation is not treated for federal income tax
purposes as resulting in adverse tax consequences. See Revenue Ruling 55-410,
1955-1 C.B. 297, Revenue Ruling 64-240, 1964-2 C.B. 172 and Wekesser v. Commis-
sioner, T.C. Memo 1976-214. At a bare minimum, it would be erroneous to conclude
the position we support would change existing tax law, although, as in the case of
the White Paper recommendation, it would clarify the confusion currently sur-
rounding this issue.

UJC understands that the CoF is also recommending proposed changes to the
rules covering distributions from a DAF, including permitting distributions for
which the sponsoring organization receives consideration, the value of which equals
or exceeds the amount of the distribution. In addition, CoF is proposing funds be
permitted to make distributions to individuals for relief of poverty or distress. UJC
has reviewed both of these proposed changes and agrees with the conclusions of the
CoF.

Reliance and certification by donors and grantees. In addition to the excise
tax imposed on a donor, donor advisor, or related person where there is a prohibited
benefit, a tax is also imposed on any fund manager of the sponsoring organization
who knowingly agrees to make the distribution. See Section 4967(a)(2). This provi-
sion will require sponsoring organizations to devote additional time and resources
to the administration of grants in order to identify individuals and entities related
to the donor or donor advisor. New Section 4966 imposes a 20% excise tax penalty
on sponsoring organizations for each “taxable distribution” from a DAF and a 5%
excise tax on a fund manager who knowingly approves a taxable distribution. A tax-
able distribution includes distributions to a “disqualified supporting organization”
(an organization directly or indirectly controlled by the donor, an advisor to the
fund, or any persons related to the donor or the advisor, unless the sponsoring orga-
nization implements expenditure responsibility over such distribution meeting the
requirements of Section 4945(h)). It is important to note the burdens of Section
4945(h), previously applicable only to private foundations, may prove to be costly
for many sponsoring organizations and could result in such organizations adopting
policies precluding any distributions from DAF's to SOs.

To prevent an unwanted chill on the philanthropic endeavors of DAFs and SOs,
it is essential that charities administering such funds not be burdened with unnec-
essary procedures and requirements when accepting gifts, approving grants, or mak-
ing distributions in their normal course of activities. This would include determining
whether: (1) the objective standard of Section 170 noted above has been satisfied
with respect to the donor; (2) distributions from DAFs are not made to disqualified
SOs: and (3) the SO is in receipt of a gift from a donor or related party who controls
directly or indirectly the governing body of the supported organization. This third
compliance task is essential because newly enacted Section 509(f) could potentially
recharacterize the SO as a private foundation if it were to receive contributions from
persons “in control” of the SO. We recommend either Congress clarify or that the
Treasury Department promulgate regulations that permit sponsoring organizations
to rely on written certification from the donor that the requested grant will not be
used for a prohibited purpose or result in a “more than incidental benefit.” For ex-
ample, the grant distribution form could include language such as the following:

“As a person authorized to make this request, I hereby suggest that you
make the grant distribution indicated below. I understand that by making
this request, I am certifying that no tangible benefit, goods, or services (in-
cluding any grant, loan, compensation, expense reimbursement or similar
payment) are being received by the Donor or by any individuals or entities
related to the Donor or the above mentioned donor advised fund.”

A similar statement could also be included in the grant transmittal letter, indi-
cating to the recipient organization that acceptance of the grant is conditioned on
the understanding the donor will receive no more than an incidental benefit. Such
an example could include the following:

“By accepting this check, your organization certifies that (1) the Donor,
Donor Advisor and parties related to the Donor or Donor Advisor shall not
receive more than incidental benefit (specifically, no tangible benefit, goods
or services), (2) no grants, loans, compensation, expense reimbursements or
similar payments shall be made to the Donor, Donor Advisor or parties re-
lated to the Donor or Donor Advisor, and (3) that your organization is not
a disqualified supporting organization within the meaning of Code Section
4966(d)(4) of the Internal Revenue Code 1986, as amended (the “Code”), or
a private foundation not described in Section 170(b)(1)(A)(vii) of the Code.”
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In addition, sponsoring organizations of a DAF should be permitted to rely on a
written representation from a prospective grantee SO that it is not directly or indi-
rectly controlled by the donor, the advisor to the fund, or any persons related to the
donor or the advisor as defined by Section 4966(d)(4). Providing sponsoring organi-
zations with safe harbor rules based on the certification of others is not without
precedent. Treasury Regulations contain numerous examples where taxpayers are
permitted to rely on the certification of another that there has been or will be com-
pliance with the technical provisions of the tax law or the information provided is
correct. One example of third party reliance is the exemption from backup with-
holding based on payee certification (see Treasury Regulation Section 31.3406(h)(3)).
Indeed there is an example in the PPA itself. Newly-added Section 170(e)(7)(d) pro-
vides an exception from the rules requiring a donor to recapture some tax benefits
for contributions of appreciated tangible personal property not used for an exempt
purpose if the donee organization certifies the use of the property was related to
the organization’s exempt purpose or how such use became impossible or infeasible
to implement.

Excess business holdings rules. Owners of closely held businesses sometimes
meet their charitable objectives through gifts of a part of their business interests.
Under prior law, such objectives could be obstructed by the rules prohibiting a pri-
vate foundation from having “excess business holdings,” defined as holdings in any
business enterprise exceeding “permitted holdings.” These complex rules and excise
taxes were designed to limit private foundation holdings of interests in business ac-
tivities and the conduct of unrelated business activities.

UJC believes the excess business holdings rules should not apply to DAFs and
recommends the repeal of new Section 4943(e). Sponsoring organizations of such
funds do not predicate decisions on how long to retain certain assets based on the
private interest of the donor, but in fact seek to maximize the long-term value of
assets held in such funds. Tax policy and IRS regulations should not discourage do-
nors from making gifts of property to tax-exempt organizations, especially as a sub-
stantial portion of personal wealth is in the form of “illiquid assets” such as real
property and closely-held business interests.

Although reduction or elimination of tax incentives for gifts of such types of prop-
erty should be resisted, it is also important that sponsoring organizations maintain
gift acceptance and investment management policies fostering the prudent steward-
ship of all donated assets as well as achieve the goal of investment portfolio balance.
Adherence to such policies, which are prevalent throughout the UJC System, should
be sufficient to assure that DAF's operate in a manner which would obviate the need
for application of the excess business holdings rules. We would also note the revised
Form 990, released for comment by the IRS in June 2007, would create a new re-
quired schedule asking for detailed information on gifts of property with a claimed
value of $5,000 or more. Disclosure by charities through instruments such as this
new schedule should provide the IRS with sufficient information to target abuses
in this area.

Specific recommendations regarding supporting organizations

Certain provisions should be restricted to certain supporting organizations. UJC
believes several of the provisions in the PPA adversely impact long-existing SO ar-
rangements established by public charities for sound legal and policy reasons. We
further believe that the provisions that substantially restrict the operation of SOs
should be limited to non-functionally integrated Type III SOs. Concerns about donor
control are not applicable to Type III SOs established by public charities or third
parties, such as courts of law, to carry out specific charitable objectives. Similar to
many public charities, a number of Federations and their beneficiary agencies with-
in the UJC System hold their endowment funds in separate charitable entities
structured as SOs, generally Type I or Type II, but in some cases Type III. Often
this is done for important legal reasons, such as to separate endowment assets from
activities creating liabilities or other creditor protection reasons. Separate endow-
ment funds are also established for programmatic reasons, such as to enable a sepa-
rate community-based governing body to oversee endowment fund investments and
distributions, or to keep endowment development activities separate from annual
fundraising campaigns. Similarly, SOs are used as the parent organizations in
health care systems and other multi-entity systems of public charities providing di-
rect services.

Intermediate sanctions. The Internal Revenue Code imposes excise taxes on
certain excess benefit transactions between disqualified persons and charitable orga-
nizations where the transaction is one in which a charity directly or indirectly pro-
vides a disqualified person an economic benefit exceeding the value of the consider-
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ation (including the performance of services) received for providing such benefit.
New Section 4958(c)(3) provides any grant, loan, compensation or other similar pay-
ment from a SO to a substantial contributor or related party is automatically con-
sidered to be an excess benefit transaction, whether or not it exceeds in value the
consideration given in exchange.

UJC believes the restrictions of Section 4958(c)(3) should not apply to Type I,
Type II, and functionally integrated Type III SOs. The concern that substantial con-
tributors or disqualified persons can control these organizations is unfounded. The
element of control exercised by the supported organization in the case of a Type I
and Type II SO, and the functional integration present in such a Type III SO is
sufficient to provide the essential oversight of such SOs. Precluding substantial con-
tributors and other disqualified persons from receiving appropriate compensation or
reasonable expense reimbursement on the same basis permitted by a private foun-
dation is an unnecessarily harsh result and could force some newly-formed organiza-
tions to refrain from applying for SO status and force existing organizations to con-
vert to private foundation status.

UJC also believes Congress or the IRS should clarify whether the rules of Section
4958 apply in the case of circumstances where an officer or director of an SO at-
tends a charitable event in a representative capacity. We believe such an individual
who is not a substantial contributor or related party should be able to attend such
an event and the SO should be able to treat any such cost as administrative expense
without the individual being required to include such reimbursement in gross in-
come. Similarly, where the officer/director pays the nondeductible portion of an
event ticket, the “Section 170 test,” as discussed above, should apply.

Reliance and certification by donors and grantees. Procedures assuring cer-
tain SOs (Type I and Type III) do not receive contributions from persons in control
of a supported organization also need to be implemented reasonably. Gift acceptance
forms from potential donors to Type I and Type III SOs could require a certification
that neither the donor, their family members, nor their controlled entity, either di-
rectly or indirectly, control the governing body of its supported organization. This
would alleviate the need for the SO to decline any contribution proffered by any per-
son connected with the supported organization simply because it lacks the resources
to engage in extensive investigation that could involve any number of persons other
than the donor.

Summary. UJC supports the overall objective of the provisions of the PPA and
appreciates the concern expressed by the House Ways & Means Subcommittee on
Oversight in examining the impact of these provisions on the tax-exempt sector. We
are concerned however that several of the PPA provisions have imposed administra-
tive burdens or penalty taxes inhibiting charitable giving and grantmaking to deal
with what arguably may have been a limited number of abusive situations. The
added administrative costs and the fear of potential penalty taxes has slowed the
flow of funds to certain types of organizations, resulting in a diminution in the level
of social services provided to the general public. UJC urges the Members of the Sub-
C(l))mmittee and others in Congress to carefully consider the suggested changes noted
above.

——
Statement of Wisconsin Alumni Research Foundation

The Honorable John Lewis, Chairman

The Honorable Jim Ramstad, Ranking Member
Subcommittee on Oversight

Committee on Ways & Means

U.S. House of Representatives

343 Cannon House Office Building
Washington, D.C. 20515

Dear Chairman Lewis and Congressman Ramstad:

Thank you for your invitation to comment on the exempt organizations provisions
of the Pension Protection Act of 2006 (the “PPA”). I am the Managing Director of
the Wisconsin Alumni Research Foundation (“WARF”), a Type III supporting orga-
nization to the University of Wisconsin—Madison (the “University”). For over 80
years, WARF has worked closely with the University, patenting and licensing Uni-
versity discoveries and using the resulting income to enrich scientific research and
education at the University. On March 14, 2005, WARF received the National Medal
of Technology—the nation’s highest honor for technological innovation—from Presi-
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dent George Bush, recognizing WARF’s support of research at the University, and
WARF’s “pioneering” technology transfer of university ideas to U.S. businesses “to
improve the human condition, benefit the U.S. economy and fund further scientific
inquiry.”

My comments focus on the PPA’s provisions affecting supporting organizations
like WARF. Some of the PPA’s new provisions were aimed at particular abuses,
often involving a single donor or family funding a supporting organization that was
effectively, if not formally, under their control. That organization would then oper-
ate to benefit the donors in various ways. I applaud attempts by both Congress and
the Treasury Department to stop this kind of abuse. However, I am concerned that
many of the new provisions are drafted so broadly that they also significantly im-
pede the efficient functioning of legitimate organizations such as W.

Already the new PPA provisions have cost WARF and the Un1vers1ty millions in
current and future foregone funding, as well as needlessly complicating a variety
of WARF’s activities in support of the University. Given that many of the PPA’s pro-
visions were introduced without any extended discussion with the charitable sector,
there is real concern that over time WARF will continue to find its ability to provide
efficient and effective support to the University impaired by unforeseen con-
sequences of the PPA. More fundamentally, I must object to the apparent premise
of the PPA that all supporting organizations, especially Type III organizations, are
somehow suspect and in need of regulation akin to the private foundation rules—
regardless of how closely or successfully they have worked with their supported in-
stitutions. Having successfully supported the University for over 80 years, WARF
should not be treated equivalently to a newly-formed supporting organization cre-
ated as a charitable giving device to maximize some donor’s tax benefits while mak-
ing minimal distributions for charitable purposes.

While I propose specific fixes to some of the problems noted below, it would be
better to start anew with provisions targeted much more narrowly on the abuses
Congress means to stop. Indeed, it may be that the PPA’s provisions requiring in-
creased disclosure to the IRS and to a supporting organization’s supported organiza-
tions ! will allow the IRS to stop these abuses through redoubled enforcement of ex-
isting standards, notably the rule preventing direct or indirect control by substantial
contributors and other disqualified persons.2 Even if Congress does not undertake
a global revision of the PPA’s supporting organization provisions, at a minimum
Congress should amend or clarify these provisions so that they will not further dis-
rupt successful supporting relationships like the one between WARF and the Uni-
versity.

I. WARF Fulfills an Essential Technology Transfer Role Under the Bayh-
Dole Act

WARF was organized as a Wisconsin not-for-profit, nonstock membership organi-
zation on November 14, 1925, to own and manage patents arising out of University
research on behalf of the University in order to support further research at the Uni-
versity and to benefit the public. At that time, the University had no mechanism
to administer a patent that Professor Harry Steenbock wanted to contribute to the
University so that it could be licensed to generate funding for future University re-
search. Technologies made available to the public by WARF have had an incalcu-
lable impact on the general welfare; Dr. Steenbock’s discovery alone—a process for
creating Vitamin D through ultraviolet light irradiation—has led to the virtual
elimination of rickets in the United States. WARF’s successes have also allowed it
to provide supplemental funding to the University for scientific research and edu-
cation, propelling the University to its current stature as one of the nation’s leading
scientific universities.

One of the most important ways WARF supports the University is by fulfilling
the University’s obligations under the Bayh-Dole Act.? That Act encourages utiliza-
tion of inventions arising from federally-funded research, including research con-
ducted by universities and other nonprofits, by allowing the researching institutions
to take title to any resulting intellectual property provided certain conditions are
met. Under the Bayh-Dole Act, such organizations must report all inventions arising
from federal funding and notify the government whether they intend to take title
to such inventions. If they take title, they must promptly patent the inventions, re-
port periodically to the government on their utilization, and use the net income re-
ceived from the licensing or other use of such inventions (after administrative ex-

1See LR.C. §§509(f)(1)(A), 6033(1).

21.R.C. §509(a)(3)(C).

3The Bayh-Dole Act is officially known as the Patent and Trademark Law Amendments Act,
P.L. 96-517, 94 Stat. 3015 (Dec. 12, 1980), codified at 35 U.S.C. §§200 et seq.
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penses and payments to inventors required by the Act) to support further scientific
research or education.4

The Bayh-Dole Act and the regulations thereunder expressly allow a research or-
ganization such as the University to delegate its right to take title to an invention
(and its attendant responsibilities) to a nonprofit organization with a principal func-
tion of managing intellectual property.> The University has made such a delegation
to WARF, allowing and requiring WARF to fulfill its responsibilities under the
Bayh-Dole Act.

II. Congress Has Not Adequately Protected Legitimate Functionally Inte-
grated Type III Supporting Organizations Such As WARF

Many new restrictions under the PPA apply only to certain Type III supporting
organizations, namely those that are not “functionally integrated” with one or more
supported organizations. Such organizations are now (1) limited in the amount of
stock in a company they and their disqualified persons can hold;® (2) virtually pro-
hibited from receiving grants from a private foundation grantor because any such
grantor must exercise expenditure responsibility and cannot count the grants to-
ward its payout requirement;? and (3) subject to an annual payout requirement that
the PPA makes mandatory.8

Under any reasonable definition of the term, WARF is “functionally integrated”
with the University. The vast majority of WARF’s staff time is spent on its core
technology transfer activities. Such activities are an essential part of any major sci-
entific research university’s program in the twenty-first century. Indeed, WARF’s ac-
tivity fulfills the University’s legal responsibility to patent and license its federally
funded inventions under the Bayh-Dole Act; WARF has been specifically delegated
those responsibilities as expressly contemplated by the Bayh-Dole Act. Moreover, be-
cause WARF is responsible for this crucial component of University operations, it
has continuous contact with University administrators, professors, and researchers.
Thus, one would expect WARF to qualify as the prototypical organization that is
“functionally integrated” with its supported organization.

However, Congress left Treasury great discretion in defining the term “function-
ally integrated”; the statute defines the term exclusively by reference to the defini-
tion in the Treasury Regulations, and the Joint Committee on Taxation’s Technical
Explanation (“Technical Explanation”) suggests that Treasury has the authority to
narrow its definition of functional integration and even to abolish the class of func-
tionally integrated organizations altogether.? Treasury has recently indicated in an
Advance Notice of Proposed Rulemaking (the “Treasury Proposal”) 10 that it intends
to use this broad authority, grafting extraneous new requirements onto the concept
of functional integration in ways that could exclude WARF and numerous other or-
ganizations despite longstanding and close operational integration with their sup-
ported organizations.

Under current regulations, an organization would be considered functionally inte-
grated if it conducts activities “to perform the functions of, or to carry out the pur-
poses of, [its supported] organizations,” and if such activities are so important to the
supported charity that “but for the involvement of the supporting organization,
[they] would normally be engaged in by the publicly supported organizations them-
selves.” 11 Treasury proposes to maintain this test, but to graft in two additional re-
quirements taken from the private operating foundation context. First, the organiza-
tion would have to spend substantially all (85%) of its income, up to at most 4.25%
of its net assets not in charitable use, on direct conduct of activities meeting this
“but-for” test rather than on providing financial support to the supported organiza-
tions.12 Second, at least 65% of the assets of the organization would have to be used
directly in the conduct of those activities. This proposed definition is alarming for
multiple reasons.

4See 35 U.S.C. §202(c).

535 U.S.C. §202(c)(7)(A); 37 C.F.R. §401.14(k)(1).

61.R.C. §4943(f)(1), (3)(A).

7LR.C. §§4942(g)(4)(A)i), 4945(d)(4)(A)(ii).

8Treas. Reg. §1.509(a)-4(1)(3)(iii); PPA, §1241(d)(1), 120 Stat. at 1103.

9L.R.C. §4943(f)(5)(B); Staff of the Joint Committee on Taxation, Technical Explanation of
H.R. 4, the “Pension Protection of 2006,” as Passed by the House on July 28, 2006, and as Con-
sidered by the Senate on August 3, 2006 (JCX-38-06) at 360 n. 571.

10Internal Revenue Service, Advance Notice of Proposed Rulemaking, “Payout Requirements
for Type III Supporting Organizations That Are Not Functionally Integrated,” 72 Fed. Reg.
42,335, 42,338 (Aug. 2, 2007).

11Treas. Reg. § 1.509(a)-4(1)(3)(ii).

12Treasury Proposal, 72 Fed. Reg. at 42,338.
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The Treasury Proposal effectively applies a payout requirement to all Type III
supporting organizations. While Congress did give Treasury considerable discretion
in defining the term “functionally integrated,” it also instructed Treasury to impose
a payout requirement on the subset of “Type III supporting organizations which are
not functionally integrated.”13 Despite this apparent intention to distinguish be-
tween functionally integrated and other Type IlIIs, Treasury’s proposal effectively
subjects all Type III supporting organizations to some sort of payout requirement.
This seems at odds with Congress’s explicit instructions.

The Treasury Proposal unfairly penalizes broad classes of Type III organizations
without regard for their relationship to their supported organizations. Treasury’s
proposal seems to mandate that all functionally integrated Type III organizations
provide support in the same way. If an organization’s principal asset is an endow-
ment that it uses to fund functionally integrated activities, it cannot qualify as func-
tionally integrated—no matter how responsive to and closely integrated with its
supported organization it might be.

Similarly, an organization that uses only half of its income to operate its function-
ally integrated activity and distributes the excess to the supported organization
could also fail to qualify. This rule leads to especially strange consequences in the
case of Bayh-Dole patent management organizations like WARF. Paradoxically, an
organization like WARF could qualify as functionally integrated if its patent licens-
ing activity were unprofitable enough to absorb most of its investment income. But
a successful patent management organization does not spend substantially all of its
net income on its technology transfer activity because it has substantial amounts
of income over and above those expenses—net income that is turned over to the sup-
ported university, potentially causing the organization to fail the proposed payout
test. This bizarre result would unfairly penalize Bayh-Dole patent management or-
ganizations for successfully doing what they are required by federal law to do.

The Treasury Proposal will also prevent universities and other charities from
using Type III supporting organizations to hold interests in for-profit subsidiaries.
Such charitable holding entities would often be impermissible: they would not be
functionally integrated if more than 35% of their assets would be interests in an
unrelated business, and therefore they would be prohibited by new section 4943(f)
from owning more than 20% of that business. These restrictions needlessly limit
how a university system can structure ownership of its own for-profit subsidiaries.

More generally, the Treasury Proposal seems to subscribe to a mistaken notion
that functionally integrated organizations should be limited in their ability to pro-
vide direct financial support. In my experience, WARF has been successful precisely
because it provides both financial and operational support. Unquestionably, WARF’s
close working relationship with the University gives it a familiarity with the Uni-
versity and its needs that allows WARF to be far more responsive than the typical
organization that simply writes a check to its supported organization each year. But
it would be absurd to say that WARF would be either more responsive to or more
integrated with the University if it limited its support to its technology transfer ac-
tivities. Rather, because of WARF’s close involvement with the University’s science
programs, WARF has been able to identify a variety of programs it can support for
which other funding is generally not available. Recent examples include a competi-
tive research grant program, faculty and graduate student fellowship programs, and
the construction of major new biotechnology and interdisciplinary research facilities
on the University’s campus. WARF-supported programs have become a mainstay of
the research program at Wisconsin, and the campus is dependent on them to keep
its competitive edge, to retain faculty, and to recruit new faculty. WARF works
closely with the University to tailor these programs to the University’s evolving
needs. Surely this kind of financial support, informed by WARF’s extraordinarily
close operational relationship with the University, counts in favor of treating WARF
as a full-fledged public charity, not against it.

Treasury’s criterion for determining which activities are functionally integrated is
inadequate for supporting organizations of governmental entities. Under current law
and the Treasury Proposal, a functionally integrated organization must conduct ac-
tivities that the supported organization would otherwise conduct itself. Normally,
this rough test serves to screen out those organizations that do not have activities
essential enough to the supported organization to give it the incentive to monitor
those activities. In the governmental context, however, the supporting organization’s
activities may be crucial to the governmental entity precisely because the govern-
mental entity could not (or could not easily) perform those activities itself due to
restrictions specific to governmental entities. In such cases, the Treasury Depart-
ment’s test would apparently yield the wrong result.

13PPA, §1241(d), 120 Stat. at 1102 (emphasis added).
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Recommendation: Congress should define “functionally integrated” supporting
organizations more specifically, ensuring that organizations are not denied that sta-
tus simply because they have an endowment, generate revenue through their inte-
grated activities, provide a combination of financial and functional support, or per-
form essential functions that their supported organization could not perform them-
selves. Specifically, that definition should clarify that Bayh-Dole patent manage-
ment organizations like WARF qualify as functionally integrated.

II1. Restrictions on Non-Functionally Integrated Type IlIs Unfairly Harm Le-
gitimate Organizations—Especially Those Supporting Governmental En-
tities

The PPA deprives legitimate organizations (and the public interests they serve)
of needed funding. WARF is concerned about Treasury’s apparent willingness to
narrow the class of functionally integrated organizations because of the serious con-
sequences to legitimate organizations that fail to obtain that technical status. Per-
haps most seriously, such organizations will be effectively foreclosed from seeking
private foundation funding, since private foundations would receive no credit for
such grants in meeting their own payout requirements. For instance, one private
foundation has pledged to give WARF $50 million to help pay for a new state-of-
the-art interdisciplinary research center that WARF is building on the University’s
campus. That grant is possible because WARF is functionally integrated under the
current regulations; if the Treasury Proposal is not modified, WARF’s endowment
will prevent it from receiving such grants in the future. This will not prevent any
abuses of which I can conceive; it will simply decrease the amount of funds available
to advance research and build the University.

Furthermore, the restriction on private foundation funding will negatively impact
WARF and other organizations even if they are functionally integrated, because
many private foundations will not be willing to perform the necessary due diligence
to determine what type of supporting organization the potential grantee is. The Uni-
versity has already felt the impact of this restriction; one private foundation is ter-
minating a $1 million annual grant formerly paid to WARF and used to fund Uni-
versity research because the PPA has made it too complicated to give grants to Type
IIT supporting organizations.

The PPA’s new payout requirements can actually harm governmental and other
supported organizations and other charities with needs that fluctuate over time. The
PPA directs Treasury to impose a payout requirement on all non-functionally inte-
grated supporting organizations; currently, Treasury is proposing to apply the same
5%-of-assets payout requirement to supporting organizations that applies to private
foundations.1* This importation of the private foundation rules overlooks the funda-
mental difference between private foundations and supporting organizations. Unlike
the typical private foundation, a Type III supporting organization is dedicated to
specifically named charities or governmental entities, so any current spending di-
rectly impacts the amount that will be available to those entities in the future.
When a supported organization can be expected to have varying needs over the
years, requiring a fixed payout can actually harm it, keeping it from saving its re-
sources for when they are needed most.

These concerns are especially pressing for state universities and other govern-
mental entities dependent on annual budget appropriations. There is a constant risk
that state legislature appropriations may be frozen or cut with the next economic
downturn or change in administration. Furthermore, it can be difficult for state uni-
versities to find room in tight state budgets to obtain supplemental appropriations
for special projects, leaving them able to cover core operating expenses but not to
undertake the kind of major capital projects necessary to ensure that university fa-
cilities remain technologically current.

A Type III supporting organization with an endowment that can be used to sup-
plement the standard appropriations process can play a key role in filling these
gaps. For instance, in addition to its normal annual support of the University’s pro-
grams, WARF is currently spending $80 million to construct three new buildings on
the University’s campus, and is committed to construction of a major new research
institute to which it will contribute an expected $100 million. It is precisely because
WARF was free to accumulate its income in prior years that it now has amassed
an endowment large enough to meet these special needs as they arise and to com-
pensate for cyclical variations in Wisconsin’s funding for the University.

Type III supporting organizations offer unique advantages and should not be
treated as second-class citizens of the charitable sector. The PPA demonstrates un-
mistakable hostility to Type III supporting organizations, as if there are no valid

14 PPA, §1241(d)(1), 780 Stat. at 1103; Treasury Proposal, 72 Fed. Reg. at 42,338.
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reasons for choosing Type III status. As Managing Director of WARF, I witness the
benefits of that status every day. Some of those benefits are specific to WARF’s pat-
ent management role. A major problem for modern universities is dealing with insti-
tutional conflicts of interest—roughly, the fact that universities and other research
institutions may have commercial interests that could, if unmanaged, taint the ob-
jectivity of their research interests in commercializing and profiting from their re-
search. The separation between WARF and the University helps to mitigate these
concerns by making an independent organization, WARF, responsible for commer-
cializing the University’s research, leaving the University free to focus on its edu-
cational and scientific mission.

Type III status also allows WARF to avoid being treated as a Wisconsin state en-
tity itself. If it were a state entity, it could become subject to public information
laws, making potential licensees reluctant to risk disclosing their proprietary infor-
mation by licensing with WARF; public procurement laws, as noted above, could
limit its ability to negotiate licenses; and civil service rules would affect its ability
to deal with employees. WARF’s freedom from state bureaucracy has also been espe-
cially important in enabling it to put together retention packages to keep star sci-
entific faculty at the University. Because of their financial and bureaucratic con-
straints, state universities have perennially had difficulty quickly assembling com-
pensation packages that can compete with those offered by private institutions. In
two recent instances, the University would have lost key faculty members without
WARF’s help. Given the many legitimate reasons for choosing Type III status, that
status alone should not be enough to single out an organization for special regula-
tion.

Recommendation: The PPA’s new restrictions on Type III non-functionally inte-
grated organizations (especially the payout requirement and limit on private foun-
dation funding) are counterproductive and should be repealed. They are particularly
ill-suited for Type III supporting organizations to governmental entities and patent
management organizations, which should therefore be exempted from these restric-
tions even if they are not repealed.

IV. Section 4958(c)’s New Restrictions on Transactions with Supporting Or-
ganizations are Stricter Even Than Those Applicable to Private Founda-
tions

Prior to the PPA’s enactment, section 4941 prohibited most transactions between
a private foundation and its “disqualified persons”—directors, officers, substantial
contributors, and certain related parties. Section 4958, on the other hand, allows
public charities to engage in such transactions but imposes a 25% tax against the
disqualified person for any amount he or she receives in excess of fair market value.

Under new section 4958(c)(3)(A)(G)(I), the 25% excise tax automatically applies to
the entire amount of “any grant, loan, compensation, or other similar payment” that
a supporting organization provides to a substantial contributor or a related party,
and to any loan to the organization’s disqualified persons—regardless of whether the
payment is reasonable in amount. It thus appears intended to impose a regime on
supporting organizations similar to the one that applies to private foundations. In
fact, though, it overshoots that mark, treating WARF and other supporting organi-
zations even more harshly than they treat private foundations.

Definition of Prohibited Payments. Section 4958(c)(3)(A) does not define what
payments are “other similar payments” subject to penalty. The Technical Expla-
nation cryptically indicates that the term was meant to include expense reimburse-
ments but not bona fide sale or lease payments—without any explanation as to why
the former but not the latter are considered similar to grants, loans, and compensa-
tion.1> The result is a regulatory regime for insider transactions that makes no
sense from a policy perspective: private foundations can pay compensation and reim-
burse legitimate expenses, but cannot buy or sell property, whereas supporting orga-
nizations can buy or sell property but cannot pay compensation or reimburse ex-
penses. The Technical Explanation also raises questions about which other forms of
payment might be covered. Since it apparently approves fair market rental pay-
ments to a substantial contributor, it seems other payments for the use of property,
such as royalties, should be permissible. But given the draconian penalties that
apply to these new payments, it behooves Congress to identify the disfavored pay-
ments more precisely.

Recommendation: Section 4958(c) should be repealed, or at a minimum, amend-
ed to include an express provision stating that no rental, lease, sale, purchase, roy-

15Technical Explanation at 358.
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alty, or interest payments shall be considered a “grant, loan, compensation, or other
similar payment” under section 4958(c)(3)(A)(1)(D).

Reasonable Compensation and Expense Reimbursement. Charities, like
other employers, often reimburse expenses that their employees, officers, and direc-
tors incur out-of-pocket costs in the course of their duties. To take just one example,
WAREF typically will pay the costs associated with bringing its Board of Trustees—
prominent business and community leaders from across the nation—together for
periodic board meetings. In some cases WARF pays for the travel directly; in other
cases it is more convenient for the trustee to book the travel arrangements and then
obtain reimbursement. Other organizations may provide their trustees with a small
amount of compensation for time spent serving the organization.

The PPA complicates these routine matters for WARF. As is the case for many
other charities, WARF’s trustees are among those most likely to be enthusiastic
enough about WARF’s work to contribute to it. Such charitable contributions should
be encouraged, not penalized. However, under the PPA, even a relatively minor do-
nation to WARF could turn a donor-trustee into a substantial contributor, because
the relevant test requires only that the trustee have contributed at least $5,000 and
at least 2% of all contributions to the organization. Section 4958(c)(3) of the Code
punishes such a donor-trustee for his or her generosity; from the time he or she be-
comes a substantial contributor, that trustee is relegated to second-class status, be-
coming ineligible to have his or her WARF-related out-of-pocket travel expenses re-
imbursed or to receive the same compensation paid to other trustees. Even WARF’s
direct purchase of plane tickets for such a donor-trustee could be considered an in-
kind grant under section 4958(c)(3). This seems bizarre; the purpose of the new
rules should be to prevent improper benefits to substantial contributors, not to pre-
vent a charity from holding board meetings at its own expense. In WARF’s case,
the new rules will discourage trustees from making personal commitments to fund-
ing the charitable and educational endeavor of scientific research at the University.

This disincentive for board-level giving is as unprecedented as it is perverse. Even
in the private foundation context, where concerns about donor control of charitable
resources are at their highest, the Code allows substantial contributors to be paid
reasonable compensation for personal services rendered in furtherance of the organi-
zation’s exempt purposes, and to be reimbursed for out-of-pocket costs associated
with providing those services. There is no reason to impose a stricter rule simply
because an organization has a connection to a public charity.

Recommendation: Congress should avoid treating supporting organizations
worse than private foundations by amending section 4958(c)(3) so that it does not
apply to reasonable compensation for services or to reimbursement of reasonable
and necessary out-of-pocket expenses, at least when made on the same terms avail-
able to other similarly situated, non-substantial contributors.

Alternative Recommendation: Even if the prohibition on compensation is re-
tained, Congress should clarify that it does not apply to non-personal expense reim-
bursements. U.S. tax law generally excludes such reimbursements from an individ-
ual’s income when he or she is paid under an accountable plan, which requires the
reimbursed individual to substantiate the business purpose of the expense. The cur-
rent section 4958 regulations take the same approach, disregarding reimbursements
under an accountable plan and other similar benefits that are excluded from income.
Congress should confirm that these kinds of proper reimbursement arrangements
will continue to be disregarded for purposes of section 4958(c)(3). Substantial con-
tributors should not be penalized if they are reimbursed for legitimate, properly sub-
stantiated expenses or if they use property provided by the charity in the course
of performing their duties.

Transactions among charities. Section 4958(c)(3)(C)(ii) provides that public
charities other than supporting organizations are not considered substantial contrib-
utors, thus implying that private foundations and supporting organizations are sub-
stantial contributors, and therefore loans, grants, or compensation paid to them are
subject to penalty. This is a marked departure from prior law. Until now, sections

16 WARF has acquired its assets primarily in return for future royalties or by investment.
Thus, a donation of well under 1% of WARF’s total assets could easily be over 2% of its total
contributions.

171.R.C. §4941(d)(2)(E).

18T R.C. §62(c); Treas. Reg. § 1.62—2(c)(4).

19Treas. Reg. §53.4958-4(a)(4).

20 Treas. Reg. §53.4946-1(a)(8) (for purposes of §4941, “disqualified person” does not include
501(c)(3) organizations other than certain organizations that test for public safety); Treas. Reg.
§53.4958-3(d)(1) (501(c)(3) organizations are deemed not to have “substantial influence,” and
thus prevented from becoming disqualified persons except by relationship to some other person).
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4941 and 4958 have applied to protect against transactions between charities and
private parties that could divert charitable funds to private use, but neither section
4941 nor section 4958 covered transactions between charities.

This expansion of section 4958 prohibits many innocent transactions, particularly
in the common context of a system of affiliated charitable entities. For instance,
WAREF is the parent of another Type III supporting organization of the University,
WiCell Research Institute, Inc. (“WiCell”). Because WARF provided initial funding
to WiCell, WARF is a substantial contributor to WiCell. WiCell pays WARF service
fees for bookkeeping and similar administrative services as part of a cost sharing
arrangement so that the two organizations do not have to duplicate their efforts in
such areas. Congress should encourage, not punish, this kind of consolidation and
efficient use of charitable resources. Yet under the PPA, WiCell’s service fees paid
to WARF, a substantial contributor, would presumably be “compensation” subject to
draconian penalties. By reaching transactions between supporting organizations to
the same University, the PPA creates artificial and senseless barriers to the effi-
cient flow of funds and services among charitable affiliates.

Recommendation: The cleanest solution to this problem, and the one Congress
should adopt, is to return to the previous policy of sections 4941 and 4958, excluding
all charities from the definition of substantial contributor. At the very least, how-
ever, an exception should apply to transactions within a system of related charities.

V. Conclusion

We at WARF believe that there is something immensely valuable about the col-
laborative relationship that WARF and the University have enjoyed over the past
80 years. That relationship attests that Type III supporting organizations can make
unique contributions to their supported organizations, particularly when they sup-
port state universities or other governmental entities. I urge you to consider amend-
ing the PPA so that it will not disrupt or penalize these kinds of longstanding sup-
port relationships.

Sincerely,
Carl E. Gulbrandsen
Managing Director

———

Statement of Zimmerman-Lehman, San Francisco, California

I have worked all my life in the public interest arena primarily with small and
effective nonprofit organizations. Currently, I consult with a wide range of small to
midsize nonprofits, many of them social change organizations that have small ad-
ministrative staff.

I am concerned any time I see major regulatory changes since I know each and
every time there is a change, regardless of the reason, there is a cost to learning
and implementing the change which means more overhead expenses and less re-
sources for programs. This is particularly true for the types of organizations for
which I work. Both the Pension Protection Act of 2006 and now the revised draft
Form 990 will and do have the unintended consequence of requiring organizations
with limited capacity to divert resources to accountants, auditors and others to col-
lect, track and process the data required to meet the suggested reporting standards.
The proposed changes will reduce service delivery and increase administrative over-
head. Also very few changes add value other than more transparency (the largest
value added new regulatory change in the Pension Act, the IRA rollover, is limited
to only two years).

Generally, when I study the background on these changes the intentions are good
and fit with the types of governance procedures I promote. However, I also feel they
are often addressing problems that are faced more often by large, financially com-
fortable organizations such as colleges, hospitals and foundations. It is the rare
small nonprofit that need worry about over “compensation.” More often I worry
about under-compensation and assisting organizations to not only run their pro-
grams effectively and efficiently but raise all the money they can to increase their
capacity for service. I work with many many honest hard working fundraisers who
struggle every day to increase resources for services that used to be provided by the
government. In recent years, many public schools and even cities have needed as-
sistance in raising private funds.

I ask you to do a “cost-benefit analysis” of every proposed change before it is
made—especially the cost to smaller agencies.

o Is this new regulation really needed?
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How will it benefit the public?

Will compliance reduce services to the public?

e Will this new regulation really promote more effective as well as transparent
services?

e Should the same information be required from all nonprofits regardless of size,

type or focus?

Thank you for your consideration,
Ann Lehman
Partner

p-s. At the hearing on July 24, 2007 I read that nonprofit abuses “. . . included
inflated valuation of non-cash donations, charities that are established primarily to
benefit a single donor, abusive donor-advised-fund arrangements, the blurring of the
line between tax-exempt and commercial activities, excessive compensation, and im-
proper political activities. . . .” These abuse should not be dismissed, but rarely af-
fect small to midsize nonprofits and do not warrant the increase in regulations and
scrutiny that has been recently heaped on all nonprofits. Rather than increasing
overhead expenses for all—which donors hate to fund—the IRS should do a better
job ferreting out the bad players.

O
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