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Proposed Legislation From Multiple SourcesWould Expand Nonprofit Regulation

Thewindsof tax exempt regulation continueto swirl around Capitol Hill. Following uponitsproposas
to Sgnificantly proliferatelegidation governing tax exempt organizations, the Senate Finance Committee
(“SFC") hasannounced that it will hold ahearing onApril 5to focus on abuses by such organizations
and proposed legidation to addressthe abuses. Meanwhile, the Panel onthe Nonprofit Sector (*Pand”)
and the Joint (Senate/House) Committee on Taxation (“JCT”) have each weighed inon the proposed

I |egidation.
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Asreported intheAugust / September 2004 Nonprofit Alert®, the SFC held hearingslast summer
focusing onabuses by charitiesregarding donations, compensation, finances, and other accountability
issues. The SFCfollowed these hearings by requesting that the I ndependent Sector convenethe Panel
to make recommendationsto the SFC regarding legidative
proposasand actionsto curb alleged “rampant” abuses. On
March 1, 2005, the Panel published an Interim Report that
supported the SFC’'s more benign recommendations, but
deferred judgment on the more controversial proposals until
a yet to be released Final Report. Among the SFC's
recommendationsthat would likely facilitate better enforcement
of existinglaws, and which the Panel supports, are:

“many of the SFC proposals are
very intrusive, and would
impose regulatory burdens on
the nonprofit sector that are
widely disproportionate to the
alleged regulatory benefit.”

n Mandatory eectronicfiling of all Form990 returns,

N Moreassertive enforcement of existing penaltieson organizationsand / or organization managers
who fail to file complete and/or accurate Form 990 returns,

N Requiring an organization to secure annual audits of itsfinancial statementsand operationsif its
annual revenues exceed a specified amount (the SFC has proposed a $250,000 threshold, and the
Panel proposesa$2 million threshold); and

N Requiring review of an organization’s financial statements by an independent CPA if revenues
exceed alower threshold (the SFC hasproposed athreshold of at least $100,000 but lessthan $250,000,
and the Pandl proposes athreshold of between $500,000 and $2 million).

Unfortunately, many of the SFC proposasyet to be evaluated by the Panel areveryintrusive, and if
enacted would impose regulatory burdens on the nonprofit sector that are widely disproportionate to
the alleged regulatory benefit. More significantly, if even some of the more onerous provisionsare
adopted, they will severdly segpentheregulatory dopefor organizing and operating exempt organiztions.
Among these proposalsare:

N Requiring exempt organizationsto refile, onthefifth anniversary of the IRS sdetermination of their
tax exempt status, sufficient information for the IRSto determinewhether they continueto be organized

(continued on page 2)
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Proposed Legidation....... continued from page 1

and operated exclusvely for tax exempt purposes,

N Restrictions on the size of an exempt organization's
governing board (i.e., between 3 and 15 members);

N Requiring each Form 990 to include adetailed description
of an organization’s annual performance goals and
measurementsfor meeting those goals; and

N Requiring exempt organizations to go through an
accreditation process.

Thetegtimoniesand written statements presented at the SFC's
June 22, 2004 hearing cited 96 abuses by nonprofit
organizations. A Gammon & Grange study found, however,
that current lawsand regulations already govern dl but 2 of
the 96 cited abuses. These abuses range from general
descriptions of perceived problemsto specificincidents of
charity abuse, and may be generdly digtilled into thefollowing
10 categories.

1. Private Inurement or Benefit: 53 of the 96 cited
abuses

Excessve Compensation: 26 of the 96 cited abuses
Organized for Non-Charitable Purposes: 15 of the
96 cited abuses

Donor Abuses: 6 of the 96 cited abuses

| nadequate Boardsmanship: 15 of the 96 cited abuses
Abusive Tax Shdters. 14 of the 96 cited abuses
Improper Withholding: 1 of the 96 cited abuses
Charitiesin Economic Distress: 2 of the 96 cited
abuses

9. Novel Problems. 2 of the 96 cited abuses

10. MiscellaneousAbuses. 16 of the 96 cited abuses
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Thetwo nove problemsidentified inthe hearingsthat do not
appear to be addressed by current law are: (1) IRS
employeesare prohibited from sharing informationwith state
charity regulators, thereby making enforcement of laws
governing exempt organizations more difficult; and (2)
according to the National Committee for Responsive
Philanthropy (“NCRP”), only 12% of thegrant dollarsgiven
away by the 100 largest U.S. private foundationsin 2002
werefor genera / operating support for charities, as opposed
to regtrictive, program-specific grants. TheNCRP believes
that at least half of foundations' grant dollars should be
designated for generd / operating support.

I naddition to the legidation proposed by the Panel and the

SFC, the JCT has issued a 400-page proposal, “Options to
Improve Tax Compliance and Reform Tax Expenditures,” with
just over 100 pagesdevoted to proposalsto increase regulation
of nonprofits, induding thefollowing:

NEvery five years, each tax-exempt organization would be
required to submit documentation to the IRSto confirmthat it
continuesto be organized and operated exclusively for exempt
purposes, and upon review, the IRS would permit or deny
continued tax-exempt status, and

n Organizationswould no longer be ableto establisharebuttable
presumption of reasonableness in self-dealing transactions
involving the organization and itsdirectors, officers, and other
ingders; rather, moreauthority would be conferred onthe IRS
to investigate such transactions and impose “Intermediate
Sanctions’ excisetaxes, whichthe JCT proposesto increase.

Such proposalssuggest agrowing momentum and consensus
for increased federa oversight of nonprofits. Whilenoneof these
proposas have been converted into officid legidation, it isquite
possiblethat draft legidation, probably piecemeal in nature, will
be proposed after the Senate Finance Committee’s April 5
hearing.

The Senate Finance Committee' sinitial recommendations may
be viewed at www.ecfamembers org/pdf/discusson_draft.pdf.
The Panel’s recommendations may be viewed at
www.NonprofitPanel.org, and the JCT recommendations may
be viewed at www.house.gov/jct/s-2-05.pdf (seePart V111, pp.
225-337).

- Gammon & Grangeispartneringwith several faith-

based nonprofitstorespond to theselegidative proposals
affecting nonprofits. ThisTRUST (Tax Restraint Ulti-
mately ServesTrust) Coalition beievesthat new lawswould
only beappropriateif they makeit easier for nonprofits
to adhereto, and the IRS to enforce, existing laws. The
Coalition believesthat the proper role of government in
thisarenaisencouraging transparency, full disclosureand
accountability, and not overburdening thegrowth of the
charitablecommunity. If your organization isinterested
injoiningthe TRUST Coalition or hasquestionsabout the
Coalition, please contact Stephen Kao at ssk@GG-
L aw.com or Timothy Obittsat tro@GG-L aw.com. Both
may bereached at (703) 761-5000.
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CARE Act Reintroduced; Bush Administration
Drops Support for Non-Itemizer Deductions

Unlikethelegidative proposasby the JCT, Panel, and
SFC to govern nonprofits, the Charity Aid, Recovery, and
Empowerment Act (“CAREAct”) hasbeenintroduced (ac-
tually re-introduced after dying in the previous Congress) in
the Senate by Rick Santorum(S-Pa.), atireless supporter of
the bill. Once again, the CARE Act would allow tax-free
distributionsfrom IRAsfor charitable purposes, charitable
deductionsfor contributions of food inventories, and chari-
tabledeductionsfor non-itemizers, among other incentivesto
spur charitable giving. Singletax filerswho usethe standard
deduction could deduct charitable contributions over $250,
up to a$500 ceiling, whilejoint filerswould be allowed to
deduct contributions over $500, up to a ceiling of $1,000.
Similar legidationisexpected to be proposed inthe House of
Representativesinthe coming months.

Down PennsylvaniaAvenue, the Bushadministrationno
longer supportsthe CARE Act provisionthat would allow
non-itemizersto take charitable deductions. James Towey,
head of the White House Office of Faith-Based and Commu-
nity Initiatives, said the administration doesn't think sufficient
support for themeasure existsin Congress, and that nonprofit
leaders havemixed fedlings about what the non-itemizer [de-
duction provison] might meanto charities.” Mr. Towey mede
this statement shortly before the United Way issued a state-
ment infavor of the non-itemizer charitable deduction provi-
sion, suggesting that the provision could spur a$217 million
increase incontributionsto the United Way alone.

The President’s proposed budget doesinclude several
of the charitablegiving incentives of the CARE Act, including
thetax-free| RA charitable distribution provision. TheBush
budget also shifts substantia socia servicefundsfrom feder-
ally-run programsto faith-based and community social ser-
vice organizations. For instance, the budget cuts$50 million
from aJustice Department program designed to keep chil-
dren fromjoining gangs, and alocates $50 millionto anew,
gmilar programthat would be financed through the Compas-
gon Capita Fund and mekegrantsto religiousand other grass-
roots charities. The President’s budget also would cut 48
federal educational programs, while allocating an additiona
$52 millionfor “school choice” programsthat would enable
low-income parentsto send their childrento private rather
than public schools.

NAACP Refuses to Cooperate With | RS Audit

In continued defiance of the | RS, the National Asso-
ciationfor theAdvancement of Colored People (“NAACP”)
isrefusing to provide theIRSwithdocumentsregarding a
2004 speech by the NAACP board chairman, Julian Bond,
that criticized Presdent Bush. ThelRSisinthemidst of an
audit of theNAACPto determine whether it engaged in pro-
hibited political campaign activity during thecampaign. In
responseto the NAACP srefusal to providethe requested
documents, the IRS hasreferred the matter to the Justice
Department for investigation.

Asreported inthe January / February 2005 Nonpr ofit
Alert®, JulianBond criticized the Bushadminigration’spoli-
cies on education, the economy, and the war in Irag in a
gpeech hemadelast fall. Inthat speech, Bond aso encour-
aged NAACP chaptersto redouble their effortsto get vot-
erstothepolls. “If whitesand blacksvoteinthe same per-
centages asthey did in 2000, Bush will be re-defeated by
threemillionvotes,” Bond said.

InaJanuary 14, 2005 letter, the IRSasked the NAACP
to provide the names and identities of board memberswho
authorized Mr. Bond's speech, minutes of Board meetings
inwhichtheBoard resolved to distribute copiesof the speech,
and related information. The NAACP refused to provide
any of therequested information. Itslawyers, including former
|RS Exempt Organizations Chief Marcus Owens, explained
that thel RS can only audit anorganization's alleged political
activity for agiven year after the organization filesitstax
returnfor that year, unlessthe | RS suspectsthat the organi-
zationhasengagedinactivitiesthat “ congtituteaflagrant vio-
lation of the prohibition againgt meking politica expenditures.”
The NAACP contendsthat the | RS could not have met this
sandard, asMr. Bond merely disagreed with the Presdent’s
policies, but did not advocate hisdefeat intheelection. The
NAACP dso chargesthat thel RS audit was politically mo-
tivated.

Approximately 12 nonprofit organizations, including the
NAACP, contended earlier thisyear that the federal gov-
ernment hasused reviews, audits, andinvestigationsto dis-
courage them from challenging government policies. Inre-
gponse, IRScommissioner Mark Everson asked the I nspec-
tor General of the Treasury Department toreview the IRS's
process of determining which groupsto investigatefor pro-

(continued on page 4)
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NAACP...... [continued from page 3]

hibited political activity. Thelngpector Generd hascon-
cluded that of the40 IRS invegtigationsit had studied,
18 involved “pro-republican” organizations, 12 involved
“pro-democratic” organizations, oneinvolved a“pro-
green’ organization, andtheother nineinvestigationswere
of organizationswithout aclear political affiliation. The
Inspector General concluded that the IRS followed a
consstent processinreviewing alegations of political
activity, and that it didn’t demonstrate any political bias
initsselection of charitiesto investigate.

= Section 501(c)(3) exempt organizations are
absolutely prohibited from engagingin political
campaign activities, though they are permitted
to engage in a non-substantial amount of
lobbying. These restrictions do not limit such
organizations ability toeducatethe publicabout
political issues, so long as such education does
not involve lobbying or campaigning. For an
overview of thelegal restrictionson anonprofit’'s
participation in political activity, see Nonprofit
Alert® M emo, Nonprofit Lobbying and Political
Activity—Know Your Limits. Pleasecontact Seve
Kingat (703) 761-5000 or www.gg-law.com for any
specificquestionsregarding |RSruleson palitical
activity.

Court Approves AmeriCorps Funding of
Volunteers in Religious Schools

A federal appeals court has ruled that the AmeriCorps
nationa service program, run by the Corporation for
National Service (*CNS’), may continue making grantsto
participantsin the program, and to both the religiousand
secular organizationsthat train and place participants.

The programrequires participantsto perform 1700 hours
of community service-typically teaching in needy, low-
income schools-and providesfor participantsto receive
$4,725 grantsfrom CNSthat can be applied toward their
education-related expenses. CNS selects nonprofit
organizations that run service programs to train the
participants and provide them opportunitiesto serve. For
ingtance, theUniversity of Notre Dame, aco-defendant in
thecasewith CNS, trainsAmeriCorpsparticipantsand places
them as teachers in needy Catholic schools. CNS pays

each of itsnonprofit sponsors$400to defray ther adminiretive
expenses. Under federal law governing the program, CNS
fundsmay not be used to providereligiousingruction, worship,
or proselytization, and sponsors may not discriminate onthe
basis of religion in selecting program participants. Program
sponsorsincludebothrdigiousand non-religious organizetions

Asreported intheAugust 2004 Nonprofit Alert®, afederal
district court struck down the AmeriCorps program on the
groundsthet it uncongtitutionally advanced religion. Inparticular,
the court foundthat CNS programgrantswereused for religious
purposes by religiousingtitutionswho sponsored participants,
and by participants who taught religious as well as secular
coursesat suchinstitutions. CNS and Notre Dame appealed
the decision to the federal appeals court of the District of
Columbia

The D.C. appeals court reversed, holding that because the
AmeriCorps programwas neutra toward religion, any benefit
toreligionfromthe programwasincidental and conditutionally
inconsequential. Thecourt noted that the law governing the
program requiresthat participants and sponsors be chosen
without regard to religion. 1t also noted that after three sponsor
organizationsviolated thisrule, requiring participantsto meet
religious faith criteria, CNStook corrective action and the
sponsorswithdrew their religious qualification requirements.
In response to the lower court’s opposition to participants
teaching religious classes, the appeals court noted that
participants can only receive credit toward their 1700-hour
requirement for time spent teaching secular—not religious—
subjects. Individual participantswho elect to teach religious
subjects, in addition to secular subjects, do so on their own
time, as aresult of their independent, private choices. If a
participant doeselect to teach religious subjects, he or sheis
prohibited fromwearing theAmeriCorpslogo when doing so.

The appeals court also held that the $400 AmeriCorps grants
to sponsorsto defray training and administrative costs were
madeonaneutral bass, without regard to the religious nature
of the organization. Therefore, such grants did not
uncongtitutionaly advancereligion. The court determined that
because these grants are de minimis, covering just a small
fraction of sponsors costs, CNS could not reasonably be
expected to audit the use of such fundsto ensurethat they are
not used to advancereligion. American Jewish Congressv.
Corporation for National Service, University of Notre
Dame, No. 04-5317 (D.C. Cir. March 8, 2005).
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Nonprofit's Pooling of International Affiliates Funds Doesn’t Require SEC Registration

The Securitiesand Exchange Commission (“SEC”) hasgiven thegreenlight for aU.S. nonprofit corporation

to pool thefundsof itsinternational ffiliatesfor investment purposesin the nonprofit’sgenera fund, without having
to register with the SEC asabroker-dedler or aninvestment advisor.

Thenonprofit producesand digributesreligiousliterature. 1t workswithforeign nonprofit, non-governmental
organizations (“NGOs’) that provide smilar servicesoutside of the U.S. Some of these NGO effiliatesdesired to
pool thelr assets, for investment purposes, inthe nonprofit’sU.S.-based generd investment fund. Thisfund typicaly
producesagreater rate of return thanthe NGOs could receive intheir respective countries. Under the proposed
arrangement, the NGOswould receive interest on their investments, and would be able to withdraw someor al of
their principal and interest periodically. They would not have any control, however, over how their fundsare
invested. The nonprofit’sinvestment committeewould oversee agroup of investment managerswho would make
fund alocation and investment decisons. Theonly cost to the NGOswould be reimbursement of their respective,
pro ratasharesof the nonprofit’'sadministrative expensesin managing the fund. Thenonprofit would not receiveany
transaction-based or performance-based fees.

The nonprofit recently sought and obtained afact-specific “no enforcement letter” for thisarrangement from
the SEC'sDivison of Market Regulation and Divison of I nvestment Management. Theletter providesassurance
that these Divisonswill not require or recommend that thefull SEC requirethe nonprofit to register withthe SEC as
aninvestment advisor or abroker-dealer.

The SEC’'s“no enforcement” positionisbased, in part, on exemptions from broker-dealer and investment
advisor registration lawsfor 501(c)(3) tax exempt organizationswhen such organizationsprovideinvestment advice
only to other charitable organizations. The SEC issued itsletter onthe conditionsthat (1) the nonprofit verify thet all
participating NGOswill be, in their organization and operation, equivalent to 501(c)(3) charitiesinthe United
States, and (2) the foreign NGOsthat invest inthe general fund will not conduct any other businessinthe United
States. TheDivisionof Market Regulation also based itsposition, inpart, onthe nonprofit’srepresentation that it

= Foreign NGOsmay also bedeemed equivalent to U.S.-based 501(c)(3) organizationsin other con-
texts. For instance, aforeign NGO may apply tothe IRSfor recognition of tax exemption for itsU.S.-
sourceincome. A foreign NGO may also qualify to be supported by a supporting organization under
Section 509(a)(3) of theInternal Revenue Code. Even if recognized by the RS astax exempt, how-
ever, foreign NGOstypically cannot receivetax deductible contributionsfrom U.S. donors, unlesstax
treatiesallow such deductibility. Beforeengagingin atransaction with aforeign individual or entity, a
nonprofit should perform a car eful legal and risk management analysisof thetransaction. Such trans-
actions may be governed by therulesof multiplefederal agencies, including the IRS, SEC, agencies
that have madegrantsto thennonprofit, and now the Department of Homeland Security. For ageneral
overview of lawsand prudent risk management principlesrelating to transactionswith foreign NGOs,
see Gammon & Grange's Nonprofit Alert® Memo, International Nonprofit Organizations. See last
pageto order. Also, before managing the investments of any third party, foreign or domestic, and
beforeissuingany bondsor securitiestoinvestors, anonprofit should check with legal counsel regard-
ing application of federal and state securitieslaws.
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“Old” Form 1023 Phasing Out

Just areminder: your last day to filethe* old” IRS application for tax exemptionisApril 30, 2005. Asreportedinthe
December 2004 / January 2005 Nonprofit Alert®, the IRS hasrevised and expanded its Form 1023, Application for
Recognition of Exemption, to include additiona questionsregarding compensation, transactions between the applicant
organization and insders, and other potential conflictsof interest and excess benefits. The IRSwill accept submissionsof
both the newly-revised and the old Forms 1023 through April 30, 2005. For submissions postmarked May 1, 2005 or
after, the IRS will only accept the new Form 1023. For more information, see www.irs.gov/charities/charitable/article/

0,,id=130145,00.htm.

To Order Memos. Memos referenced in the Nonprofit Alert can be purchased for $20 each ($10 for clients) from
Gammon & Grange, PC. Five or more copies of the same memo are bulk priced at $5 each. Visit the Nonpr ofit
Alert Memo Page for details.

To Subscribe: The NPA is a free publication with no login or password required. Visit the Nonprofit Alert Page
to view current and past issues. Send an email to NPA@GG-L aw.com to be added to the new issue natification

email list.
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