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CGent | enen:

| amwiting at the request of M. Dean Zerbe with coments
on the proposals contained in the D scussion Draft prepared by
your staff in conjunction with your efforts to correct abuses in
the charitable sector highlighted in hearings you held in June.
concur that there is need for inproved and expanded regul ati on of
charities by the Internal Revenue Service and state attorneys
general. | particularly applaud efforts to i nprove state
regul ati on by enhancing the ability of state officials to work
cooperatively with their federal counterparts and |I believe that
i ncreased disclosure will inprove accountability. | am honored to
have been asked to assist in your efforts and in that context
submt the follow ng conments

I NTRCDUCTI ON:  THE OVERRI DI NG NEED FOR AN ADEQUATELY FUNDED
| NTERNAL REVENUE SERVI CE

| believe that with adequate funding and personnel, the
Internal Revenue Service woul d have been able to prevent nost of
t he abuses you are addressing. It is not the Code provisions that



are inadequate, rather it has been the inability of the Service
to adequately police the sector. Unfortunately, in such a
situation, there are individuals and organi zati ons who will take
advantage of the failure and attenpt to reap private profit and
benefit at the expense of the public. Accordingly, it wll be
futile to increase the regulatory burden on the Service unl ess
additional funds will be available to provide the personnel and
resources necessary for effective enforcenent.

Your report recognizes the need for funding, but also
appears to concede that it will not be forthcom ng from genera
revenues. Your suggested solution is a conbination of “user fees”
and addi tional prohibitions the sanction for which woul d be | oss
of tax exenption. User fees nerely add to administrative
expenses, costs for foundations that are already being criticized
as excessive. | urge that they be inposed only as a |ast resort.
As to the sanction of revocation of exenption, one hoped that
passage of section 4958 refl ected Congress’ acknow edgenent of
the fact that it is an inappropriate and ineffective sanction
renmovi ng funds dedi cated to public purposes and | eaving
wrongdoers in place. | strongly urge that penalties for
violation of any new limtations be inposed on the nmanagers who
conmtted or approved the prohibited actions, rather than on the
charities thenselves. If that is not feasible, then provision
shoul d be nade for abatenent of penalty taxes on charities or
revocation of exenption if federal or state judicial action is
taken to correct the violations and assure they will not be
r epeat ed.

GENERAL COVMENTS ON THE PROPCSALS

Your proposals fall into three broad categories: first,
proposals to anend the Internal Revenue Code to extend existing
[imts on private foundations and public charities and increase
di sclosure re

qui renments; second, proposals to expand the role of the IRS
fromits traditional function of protecting the integrity of the
tax systemto policing the internal practices of exenpt
organi zations, inposing a set of “best practice” requirenents on
their day to day activities, and establishing the Internal
Revenue Service as a “certifying agency”; third, proposals to
i ncrease the enforcenent powers of the federal and state
governments, while extending sone of themto individuals. | wll
address each of these categories separately and will al so provide
comments on a few specific proposals that | believe warrant
additional consideration. | support the majority of the
recommendat i ons under Headi ng A. Exenpt Status Reforns, the
provi si ons expanding the definition of disqualified persons,
increasing the taxes on individuals under sections 4941, 4944 and
4945, inproving the quality and scope of forns 990 and fi nanci al
statenents, and increasing public disclosure. My failure to



address these proposals specifically reflects an attenpt at
brevity.

Proposal s to anend Code provisions to correct abuses and increase
accountability:

| believe that, with a few exceptions, the first category
of proposals will inprove the ability of the Service to correct
abuses and at the sane tine will enhance the accountability of
exenpt organi zati ons by expandi ng the scope of information that
t hey nmust nake available to the public. My principal objection is
to the proposal to extend the private foundation prohibition
agai nst self-dealing to public charities. | believe it is
premature to discard the internedi ate sancti ons provisions. The
charitable community is, albeit slowy, accomobdating to the
i nternedi ate sanctions regine. The provisions of section 4958
were wel |l considered before being enacted and shoul d not be
jettisoned without additional tine to assess their effectiveness,
particularly if this will occur once the Service has adequate
funds for enforcenent. There were valid reasons for inposing |ess
stringent limts on self dealing by public charities than on
private foundations, and you do not provide evidence to refute
t hose reasons. In particular, | think a flat prohibition wll
greatly di sadvantage the many charities in small communities
whi ch do not have a | arge pool of volunteers fromwhich to draw
for their governance. There are many exanples of the negative
effect of such a prohibition. One exanple | have used over the
years is a town with one community hospital and one oi
deal ershi p. The owner of the oil conpany is a community | eader
who woul d be a natural candidate to serve on the hospital board.
He woul d be precluded fromdoing so, regardl ess of the fact that
his prices are the same for the hospital as for any other
busi ness in the community. W should not be discouraging his
ability to volunteer. You will find analogies in alnost any field
of endeavor.

There are, however, two aspects of the internedi ate
sanctions provisions that | do believe should be nodified. First,
i n determ ning reasonabl e conpensati on, conparabl es shoul d be
drawn fromthe nonprofit sector, not the business world. The
I eniency in the existing provisions nmay already have led to
excesses that cannot be corrected. W need not perpetuate this
situation, however. Second, disqualified persons found to have
viol ated the provisions of section 4958 should not be allowed to
avoi d paynment of excise taxes through application of corporate
i ndemmi fi cation provisions, or proceeds of insurance. To do so is
to render the prohibitions neaningless. Finally, if it is
concluded that additional regulation of self dealing is
necessary, | suggest limted nmeasures such as prohibition of
| oans, conbi ned with expandi ng the scope of disclosure of
conpensation arrangenents and rel ated party transacti ons.



If the private foundation prohibitions against self-dealing
are extended to public charities, the private foundation rule
prohi biting any | eases between disqualified persons and a
foundati on should be nodified to permt |eases at or below fair
mar ket val ue, a proposal that has generally been agreed to be
advi sabl e and shoul d be considered in all events. (In this
context, | recomend consideration of this and other proposals to
refine the private foundation rul es devel oped by the Exenpt
Organi zation Conmittee of the ABA Tax Section in 2003.)

Proposal s relating to governance and best practices:

The second group of proposals, the majority of which are
grouped under your Heading “G Encouragi ng Strong Governance and
Best Practices for Exenpt O ganizations”, would vastly change the
role of the Internal Revenue Service. | do not support themfor
several reasons. First, | believe that the Service as currently
constituted does not have the capacity to adm nister the
provi sions you are recomendi ng, and | question the advisability
of attenpting to adopt the changes necessary to permt it to do
so. Regul ation of best practices is nore appropriate to an SEC
type agency, not one whose principal charge is to protect the
integrity of the tax system However, | amnot persuaded that the
extent of wongdoing in the sector is sufficiently extensive to
warrant creation of a separate federal regulatory agency to
police charitabl e best practices, although such a nove woul d be
preferable to attenpting to transformthe IRS into such an
agency. Evidence of the unsuitability of the IRS to police
standards relating to governance is to be found in the difficulty
the Service has encountered in effectively enforcing the
provi sions of section 4944 of the Code which applies a prudent
man rule to private foundation investnents. | also query what
sanctions are contenplated for their breach and whether it would
be possible to frane suitable ones.

Anong this group of proposals is one that would assign to
the Service the role of supporting accreditation prograns or,
alternatively, initiating its own prograns, with tax exenption
conditioned on accreditation. In addition to ny reservations
about the ability of the Service to conduct such a program |
believe it to be a m sguided concept. You note the benefits of
accreditation to the public in regard to standards for operation
of hospitals, admnistration of universities, conduct of social
wel fare agenci es and governance of nuseuns. However, these
prograns are designed to and directed toward naintaining
standards for the field in which these organi zati ons operate;
they do not extend to maintaining standards that woul d be the
basis for tax exenption or the broader general adm nistration of
charities. The various nonprofit organizations that accredit
charities that solicit funds fromthe general public provide



i mreasur abl e benefit to donors and at the sanme tine have been
effective in raising the standards of many of the organizations
they nonitor. It should be noted, however, that the Mryl and
accrediting programand its counterparts in other states affects
only charities that volunteer to beconme accredited, not with al
soliciting organizations. It is a nodel for such a program but I
am concerned as to whether it can be effectively extended to the
uni verse of charities.

I would al so note that several of the specific proposals
under Heading G are duplicative of those in other sections, while
ot hers, such as the whistleblower requirements are already
applicable to charities under the Sarbanes-Oxl ey Act.

Proposal s to enhance enforcenent of federal and state | aws
regul ating charities:

The third category of proposals reflect attenpts to enhance
enforcenment — at the federal and the state | evel. For nore than
thirty years | have urged anendnent of the Code to permit the
Service to disclose its enforcenent activities to state attorneys
general on a tinely basis. This reformis |Iong overdue and it
wi || be meaningl ess to encourage federal state cooperation unless
it is enacted. This is nmentioned is the introduction to your
category H “Fundi ng of Exenpt Organizations and for State
Enf orcement and Education.” | hope it is not |ost during
consi deration of the recommendations relating to appropriations.

Under Heading D, item 2, you recomend providing the states
with authority to pursue certain Federal tax |aw violations by
exenpt organi zations with approval of the IRS. | amnot sure what
exactly is contenpl ated, but do recommend considerati on of a Code
amendnment that woul d i npose a governing instrument requirenent on
public charities simlar to that applicable to private
f oundati ons under section 508(e) that would nmake conpliance with
t he excess benefit limts under section 4958 a condition for
exenption. The effect, of course, would be to nmake violation of
the federal rules a violation of state |aw, thereby providing
speci fic grounds for judicial action by state attorneys general,
grounds that are needed in many states where the standards for
charitable fiduciaries are not well -devel oped.

Under Heading |, there are three proposals for extending
enforcement efforts by granting equity powers to the Tax Court,
and creating new federal rules of standing for directors and
individuals. In a paper prepared for the Filer Comm ssion in the
early 1970s, Adam Yarnolinsky and | reconmended granting equity
powers to the federal courts simlar to those available to the
state courts so that abuses could be corrected directly, rather
t han t hrough the inadequate sanction of revocation. This proposal
was nmade when the only renedy available to the Service for



viol ation of the Code provisions relating to charities was
revocation of exenption and those provisions |limted only private
benefit and private inurement. | am not persuaded that they are
needed today, but if they are to be considered, | would not
confine the provision to the Tax Court and, in fact, believe that
the District Courts may be nore appropriate venues for actions
requiring renedi al renedi es under equity principles. Furthernore,
we shoul d be extremely cautious in noving toward the inposition
of federal standards of behavior for charities, both in regard to
the standards to be adopted, and the effect such provisions woul d
have on state |laws and state enforcenent authorities. The aim
should be to pronote uniformty under both regimes, and this wll
require both tine and greater consideration of the basic
principles that woul d be adopt ed.

Under Heading Grelating to Governance and Best Practi ces,
you recomend granting the IRS “authority to require the renoval”
of fiduciaries and enpl oyees of charities in the event that they
have been found to have violated “self-dealing rules, conflicts
of interest, excess benefit transactions rules, private inurenent
rules, or charitable solicitation laws.” | amunclear as to how
it is contenplated that this power woul d be exercised,
particul arly where the basis for action was violation of state
law (e.g. charitable solicitation laws or limts on transactions
involving conflicts of interest). Further, the sanction of |oss
of exenption is particularly inappropriate in these situations.

The Discussion Draft recognizes the futility of attenpting
to increase regulation wi thout al so increasing the funds
necessary for enforcenent. Under Heading H, it is proposed to
provide $25 mllion to States for exenpt organization oversight
and enforcenent pursuant to a formula that woul d provide
“$100, 000 for each State with matching federal dollars for each
new dollar in State spending”. It is unclear to me how this would
operate, specifically howit would be allocated anmong i ndivi dua
states, including whether it would be directed toward states with
no current enforcement programs or to those with active, but
underfunded charity regulation efforts. State regulation has two
aspects, regul ation of the behavior and operation of charities
that falls in each state to the office of the attorney general
but is actively conducted in less than fifteen states, and
regul ation of charitable fundraising which is carried out in nore
than half of the states, with some progranms such as in New York
and Illinois conducted within the office of the attorney genera
and ot hers such as in Pennsylvania by the secretary of state or
ot her state official.

In a study of government regulation of foundations I
conducted in the mddle 1960s | suggested federal subsidies to
support regulation of charities in states which enacted statutes
and adopted prograns that net certain federal m nimum standards
of behavior for charitable fiduciaries, while encouraging the IRS



to defer enforcenment in cases in which a state attorney genera
initiated a conplaint. The purpose was not only to provide
incentives to the states to increase regulation, but to pernit
the application of state court equity powers to the correction of
viol ations of the federal prohibitions against private benefit
and private inurenent as a substitute for revocation of
exenption. The staff proposals appear to endorse such a concept,
but it cannot work w thout adequate subsidy. | have serious
doubts as to whether $25 million will be adequate for the task. |
al so question the adequacy of the ampbunts recomrended for
facilitating public access to Form 990, an effort that | strongly
support .

Anot her aspect of enhanced federal regulation reconmended
in the proposals relates to conversions of corporations fromtax
exenpt to taxable. | amsending to you under separate cover a
copy of a study |I nmade of state regulation of conversions that
points out, first, the extent to which a magjority of the states
adopt ed measures to regul ate conversions in the |ate 90s, and,
second, the divergent interests of the states and the IRSin the
process. Your proposal does not recognize adequately the role of
and the interest of the states in this process and, | fear, wll
i npede state regulatory efforts, particularly if no changes are
made in the limts on the Service's ability to exchange
information with state regul ators. Please note in this context
the objections | have raised to confiscation of charitable assets
as a penalty.

On a nore technical note, the proposal relating to
conversions is described as applying to “exenpt organi zations”.
It is not clear whether it would apply to BlueCross Bl ueShield
and simlar insurers that are not exenpt under section 501(c)(3)
and even in many cases under (c)(4), but are nonethel ess
consi dered charities under state | aw. Conversions of these
organi zati ons have been as troubl esone, if not nore so, than
conversion of tax exenpt charities and there is no reason for
there to be two sets of limts depending on the specia
considerations that led to denial of charitable status under the
tax | aws.

ADDI TI ONAL COMMENTS ON SPECI FI C PROPCSALS

1. Heading A Item1 - Five-year Recertification of Exenpt
Status: | wonder whether charities mght conply as part of Form
990 filings, simlar to the manner in which public charities
establish conpliance with the public support tests of sections
170(b) (1) (a)(iv) and 509(a)(2). Cobviously, it will be necessary
to stagger the five year cycles and it would be advisable to
grandfat her certai n organi zati ons — possi bly those that are
subject to certification such as hospitals, universities, and
nuseuns.



2. Heading A Item 2 - Donor Advised Funds: | agree that

addi tional regulation of donor advised funds is advisable and the
proposal s you suggest are reasonable with the exception of the
proposed prohibition against foreign grants. A donor advised fund
isin a better position to assure that all requirenments for
foreign grant-making are nmet, and it provides the nost efficient
and effective manner in which individual donors can funnel their
contributions for exenpt purposes abroad. In addition, the 10th
limt appears to discourage, rather than encourage, responsible
grant-making and | wonder if this was intended.

3. Heading A Item 3 — Supporting Oganizations: | would prefer
revi sion of the regul ati ons governi ng Section 509(a)(3) Type II
suppporting organi zations to close any | oopholes, but if this is
not agreeble, the category should be elimnated. However,
transition rules that permt existing organizations to nodify
their organi zational structure will be needed. There is precedent
for this in the transition rules in the Tax Reform Act of 1969.

4. Heading B, Item1l - Prohibiting or Limting Conpensation of
Private Foundation Trustees and Disqualified Persons: In |ight of
t he excesses that have recently cone to light, there may be nerit
to placing a limt on trustee conpensation, but | believe we
should retain flexibility rather than adopt an outright
prohibition. In taking action on this matter, you will need to
address the status of corporate and professional trustees, such
as banks and trust conpanies. If they are to be prohibited from
recei ving conpensation, or limted in the amount they may
receive, as trustees, they should nonetheless be permtted to
charge for services such as investnent advice or account
managenent currently covered under a trustee fee agreenent.
Section 4941 does permt disqualified persons to receive
reasonabl e paynments for services. This provision will need to be
coordinated with a limt on or prohibition of payment of fees.
The proposed limts on conpensation to disqualified persons
appears punitive and woul d adversely affect far too great a

uni verse of individuals who serve foundations well than the

evi dence of inpropriety appears to merit.

5. Heading C, Item1 — Treatnent of Adm nistration Expenses of
Foundations: | would prefer to see greater flexibility than you
propose, particularly in order to avoid penalizing a foundation
that incurred heavy adm nistrative expenses, for exanple while
exerci sing expenditure responsibility correcting a m sspent grant
or while it was nodifying its grant program Sone tine period in
whi ch expenses coul d be averaged m ght be the answer. | also
guestion the legitimacy of inposing processing fees which wll
only serve to further increase expenses.

6. Heading C, Item 2 — Encouragi ng Foundations to Make Large
Grants by Elimnating the Section 4940 Excise Tax: | believe that



government should not indirectly attenpt to undermine the ability
of charities to continue to benefit society in perpetuity.
Accordingly, | believe this proposal is inappropriate.

7. Heading C, Item4 - Limting Arounts Paid for Travel, Meals

and Accommodation: | would favor establishing a nonprofit rate
for all charities, but cannot endorse the inposition of a penalty
on the organi zation. | wonder, further how practical it will be

for large public charities such as universities and hospitals to
conply with the exception and why it is necessary.

8. Heading E, Item1 - CEO Certification of Financial Reports:
woul d also |ike to see provisions that woul d assure that
trustee/directors are provided with copies of Form 990 and
audited financial reports, whether as a specific requirenent, or
with certification by the Board Chairnan

9. Heading E, Item5 - Establishing Standards for Filing Form
990: There is a great need for appropriate standards for
charities, but | amnot sure whether the IRS is the appropriate
entity to fornmulate them It would be better if they were
formul ated by the exenpt organi zation conmmunity, with input from
nmenbers of FASB with special expertise in exenpt organization

i ssues (as opposed to its general nenbership,) and then possibly
with “approval” by the IRS.

10. Heading I, Item4 — Valuation Resolution: |In the discussions
of abuses in the valuation of contributions of |and and tangible
personal property, | have been struck by the absence of any

references to the work of the IRS Art Advi sory Panel that assists
the IRS in regard to valuation of contributions to charities as
well as for estate and gift tax purposes. It is mnmy understanding
that it has played an inportant role in assuring the integrity of
the val uation process. If that is the case, | wonder whether it
could be used as a nodel for valuation of the other types of
property where there appear to be abuses.

CONCLUSI ON

| have been honored by your request to provide these
comments and hope you and your staff will call on ne if | can
provide additional information or clarification.

Si ncerely,

Marion R Frenont-Smth



