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(1)

CHARITIES AND CHARITABLE GIVING:
PROPOSALS FOR REFORM

TUESDAY, APRIL 5, 2005

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:06 a.m., in

room SD–628, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Also present: Senators Hatch, Snowe, Thomas, Santorum,
Bunning, Rockefeller, Jeffords, Lincoln, Wyden, and Schumer.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Thanks to everybody for coming.
This hearing is on two very important subjects. The first is

strengthening the role of charities in this country. The second is
closing the tax gap that relates to charities and to charitable gifts.

Last week, the commissioner of the Internal Revenue Service
came out with the preliminary findings on the tax gap. The news
is not good. We continue to have a tax gap of well over $300 billion
a year. That is the difference between the amount of tax volun-
tarily paid and the amount of tax that should be paid.

Like a loaf of bread, the tax gap is made up of many slices. There
is not one specific problem or issue that makes up the whole. If we
are going to close the tax gap, then we are going to have to do so
one slice at a time.

In one particular area, we become familiar with the problem of
individuals taking big tax deductions based on estimates, often pie-
in-the-sky estimates, for gifts of closely held stock, in addition to
the real and tangible property that is given to charity.

What we see too often is the charity receiving a very small
amount of support, at best, from this kind of gift. At the same time
the taxpayer gets a tremendous benefit from the tax deduction.

I have here a Spring Bok from South Africa. [Laughter.] Unfortu-
nately, some people think that its name is really a ‘‘free buck.’’ The
Spring Bok is known for its ability to leap when startled. I was
surely startled myself when we learned of this new tax scam.

The story in this morning’s Washington Post makes me think
that many people think that the ‘‘tax’’ in taxidermy is meant to
allow them to write off safaris to Africa as tax deductions if they
give away the stuffed animal.
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This type of scam gives new meaning to the term ‘‘tax gaming.’’
I expect the Internal Revenue Service to be very active in big game
hunting when it comes to this particular type of tax shelter.

So, Mr. Commissioner, I would suggest the next head that needs
to be mounted—figuratively, of course—is the appraisers who have
been promoting this sort of scam. This taxidermy problem is just
one example of what we are seeing too often when it comes to cer-
tain tax deductions for gifts to charities. Similar problems with
valuation exist throughout the tax code. Finding solutions is part
of slicing away at the tax gap.

Now, the second aspect of today’s hearing is strengthening the
charitable sector. From the earliest days of European settlements,
charity has been central to our national character.

In his sermon to the Puritans sailing to the Massachusetts Bay
Colony, John Winthrop said that they would be ‘‘creating a city
upon a hill for all to see.’’ The Reverend Winthrop said that ‘‘to suc-
ceed in a new land, the Puritans needed to be a model of Christian
charity.’’

The years between then and now have proven the importance
and the value of the ethic of giving. Today’s tax code recognizes the
importance of charities and helping those in need. It provides tax-
exempt status to charitable organizations and tax deductions for
charitable giving.

Congress, the administration, and the charitable sector itself are
all obliged to make certain that these tax preferences are used as
intended. Congress has not taken on serious review of tax-exempt
organizations since 1969, and that is the year that man first
walked on the moon.

Today, I am submitting for the committee record a letter from
our good IRS commissioner Mark Everson. Mr. Everson’s letter to
Senator Baucus and me makes it clear that a lot has changed since
1969.

Congress must revisit the laws in this area to make sure that it
is charity that benefits from the laws rather than the private inter-
ests.

Last year, the Finance Committee had a hearing and a round-
table discussion on this subject. We considered a staff discussion
paper. Since then, we received the Joint Committee on Taxation’s
thoughtful proposal in this area, and the IRS commissioner’s de-
tailed observations.

We have also engaged the charity sector, which is providing rec-
ommendations and reactions to the nonprofit panel. It is my hope
that, in the near future, the Finance Committee can move legisla-
tive reforms that will strengthen charitable governance and ad-
dress this part of the tax gap.

Those revenues can offset the costs of what we know as the
CARE Act, which has been under the able leadership and advocacy
of Senator Santorum. I am confident we can consider a mark that
will take meaningful steps to address this part of the tax gap, help
see that charities act in the interest of their charitable purpose,
and, finally, engage in charitable giving. Today’s hearing gives
committee members an opportunity to explore these matters in de-
tail.
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In the absence of Senator Baucus, who was necessarily delayed,
I call upon Senator Rockefeller for a statement for the Minority.

[The letter from Commissioner Everson appears in the appendix.]

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV,
A U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Thank you, Mr. Chairman. I am very
pleased that you have called this meeting. Just from listening to
your statement, as an average citizen, I would guess about 50 per-
cent of foundations were cheating and 50 percent were doing good
work.

I find that most unfortunate, because there is no mention made,
or reference made, except for the second part of the discussion, how
to strengthen—and a good deal of John Winthrop—to make founda-
tions stronger.

I know, from very personal experience, that foundations and
charities do a tremendous amount of good work. I hope that our
panelists, if they so feel, will reflect on that.

In a time when maybe one of the great scams of all time is the
enormous tax cuts which have been given to people without any-
thing at all required in return, and now the effort to make them
permanent, forever, while we struggle with Social Security, Med-
icaid, and Medicare—that is kind of an interesting thing, too.

I also assume that when the chairman spoke about $300 billion
of shortfall, that he was not just referring to foundations, but he
was referring to the number of people in other groups that do not
pay taxes. It was not clear from his statement.

The CHAIRMAN. But you are right. It includes everything.
Senator ROCKEFELLER. Yes.
I have a lot of experience with foundations, a lot with my own

family. I have worked a lot with foundations. I am on a lot of foun-
dation boards now that have to do with my State of West Virginia,
having to do with research on Alzheimer’s, having to do with eco-
nomic development, having to do with a whole lot of different areas
of the State that need help that do not get, and will get much less,
help from the Federal Government in the coming years.

I find a lot of these organizations to be absolutely excellent and
to be doing things that others are not, and making possibilities for
people that the government will not, or chooses not to do.

For example, the Bennendom Foundation is an enormously pow-
erful and wonderful foundation in West Virginia. They do untold
good. They are based in Pittsburgh, but, happily, Michael Bennen-
dom was born in West Virginia and the greater part of that money
goes to West Virginia. Most of the private and public colleges and
universities in West Virginia could not operate without the
Bennendom Foundation and what they have done in the past.

The Greater Kennaw Valley Foundation, the Eastern West Vir-
ginia Community Foundation, the Nature Conservancy in West
Virginia all are doing excellent work in my home State.

In the past couple of years, we have seen reports of some inde-
fensible abuses of the nonprofit sector for personal enrichment. I
take these problems very, very seriously. I would also like to take
them in perspective.
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I want to fix those problems, but I want to fix those problems in
a way which does not discourage foundations from continuing to
operate or individuals’ instincts, which are needed now more than
ever, both for public service in a non-financial way, and for public
service in a financial way for those who can afford to do that.

I am concerned that Congress may inhibit charities’ abilities to
fulfill their missions if we impose unreasonable—I think we have
to impose some very reasonable—strictures on hiring, compensa-
tion, administrative expenses, or reporting. For example, we must
take into consideration the vast differences between organizations,
some of which provide direct services and will naturally have high-
er administrative costs.

I also want to be careful not to discourage charitable gifts from
individual citizens. Indeed, this Congress has approved legislation
to try to encourage charitable giving, and I assume did so for a rea-
son, and I do not think we should move unreasonably in the oppo-
site direction now.

Many of the proposals that the committee is considering will dra-
matically improve the transparency of nonprofit organizations. I
happen to think that this is a very good way that we can guard
against abuse and fraud at foundations and charities, where they
exist, by requiring nonprofit entities to file more complete informa-
tion with the Internal Revenue Service and by making more of this
information available to the public. The government also, and the
media also, and the donor community can provide valuable scrutiny
to ensure that organizations are truly fulfilling their charitable
missions according to all the laws.

I am very pleased that the representatives of nonprofit organiza-
tions with whom I have met have encouraged Congress to improve
disclosure requirements for the nonprofit community. I believe that
we can work together to do something reasonable and proper in
this respect.

As we have seen in the recent case of the Nature Conservancy,
when questionable behavior is brought to light, organizations can
act aggressively, and do act aggressively, to reform and protect
against abuses. In fact, I will go further.

The government standard now in place at the Nature Conser-
vancy is considered the gold standard for nonprofit governance, and
I applaud them for their recent actions. They went through a bad
patch, but they did what they needed to do and they have come out
very well.

Concerning one of the most important consequences of greater
disclosure is the opportunity for the IRS to directly review whether
organizations’ actions are consistent with their missions.

I am interested in strengthening the enforcement abilities of the
IRS to make sure that it can provide effective oversight, and I will
have questions with respect to the people that you have to do that.

I am looking forward to today’s witnesses about how Congress
can help eliminate fraud and abuse conducted under the guise of
charity, where that exists. We must prevent nonprofit organiza-
tions from benefitting from abusive tax shelters. We also ought to
make certain that wealthy individuals are not able to game the
system by taking charitable deductions for schemes that provide
little or no real public benefit.
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I believe, in closing, Mr. Chairman, that we can take what I
would call prudent steps—I have always found that a comforting
phrase—to eliminate unethical practices in the nonprofit sector,
and we need to be reasonable, forceful, and accurate about those
prudent steps.

Then we will really be doing a favor to many, many high-quality
ethical organizations—they want this—that do so much good every
day, not just in my State, but all across the world. So, I look for-
ward to this committee’s striking the right balance, and I thank
the Chairman.

The CHAIRMAN. Thank you.
Our first panel is going to provide us with an overview of the

problems and possible——
Senator SANTORUM. Mr. Chairman?
The CHAIRMAN. Senator?
Senator SANTORUM. Would it be appropriate if I just make a cou-

ple of brief comments?
The CHAIRMAN. Senator Santorum.

OPENING STATEMENT OF HON. RICK SANTORUM,
A U.S. SENATOR FROM PENNSYLVANIA

Senator SANTORUM. Thank you. I will ask that my full statement
be made a part of the record.

The CHAIRMAN. I suppose it is legitimate, since you are the spon-
sor of the CARE Act, and because of your leadership in this area.
Proceed.

Senator SANTORUM. Well, I thank you, Mr. Chairman. I am a
sponsor of the CARE Act, and I feel very, very strongly about the
role of nonprofits in our communities across America, and obviously
introduced the CARE Act because I would like to see more re-
sources go to these very organizations which are out there meeting
educational, human services, and other needs to those who are less
fortunate in our society.

As I have spoken with the Chairman in the past, I have some
very serious concerns about some of the initiatives that are being
put forward by the committee. I just want to make mention of a
few that I have very serious concerns about.

The reason I have concerns is not because the committee has not
shown that there are some problems out in the nonprofit world.
There are problems everywhere. The question is, has there been
adequate enforcement? I think that is really what we should be fo-
cusing on.

I wrote a letter to Secretary Snow recently and asked him wheth-
er these problems, many of which have been raised in previous
hearings and the newspapers, could be handled simply through in-
creased enforcement.

His response to me was, it is too soon to tell. That does not sound
like a ringing endorsement for moving forward on a broad array of
new proposals to potentially hamper the ability of nonprofits to be
able to meet their charitable missions.

So I think we really do need to look at enforcement. I got a letter
recently from an organization that looked at the 94 instances of
‘‘abuse’’ that were cited in the June 22, 2004 hearing.
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[The letter and other supporting materials appear in the appen-
dix on p. 279.]

I am told that all but two, actually, are illegal under current law,
of these abuses that have been cited. So, is there a need for addi-
tional legislation here when what seems like the overwhelming
problem is inadequacy of enforcement by the IRS in this area?

Again, I am willing to sit down and look. I think there are many
in the nonprofit community and those who are concerned about this
who would like the opportunity to have some input. I just wanted
to put my marker down here that I do have some concerns.

I have concerns about taxation of fraternal organizations and
what that would mean to their ability to be able to do the good
works that they do. A lot of them are in my State and do a lot of
wonderful things for the community.

There are some concerns out there, and I appreciate the Chair-
man’s leadership in bringing some of those concerns to light. I can
tell you from the standpoint of having worked with a lot of non-
profits in my career here in the U.S. Senate, those nonprofits who
are out there doing the good work want this cleaned up too, be-
cause it hurts them. It hurts their ability to go out and fund-raise.
It hurts their ability to go out and meet their mission.

So, they want the bad actors cleaned out just as bad as, I think,
members of this committee would like to see it done. We want to
do so without hampering their ability to meet their charitable mis-
sion. I think that is what the Senator from West Virginia just said,
and I will look forward to working with him, as well as the Chair-
man, in making sure we have a nice, balanced approach here.

Thank you, Mr. Chairman.
The CHAIRMAN. Yes. I think if you get a chance to study the

Commissioner’s letter, you will find out that it is not just enforce-
ment, but it is also the need of some change in legislation.

[The prepared statement of Senator Santorum appears in the ap-
pendix.]

The CHAIRMAN. Now to our panel.
We have Commissioner Everson. I particularly want to thank

you, Commissioner, because you and your staff have sent this very
thorough letter to Senator Baucus and me regarding these prob-
lems. I commend you for this letter and commend it to everybody
who is interested in this issue. I would say, without question, it is
one of the most thoughtful and thought-provoking letters that I
have received from an agency of the Federal Government.

We also have Mr. George Yin, Staff Director for the Joint Com-
mittee on Taxation. His organization, earlier this year, responded
to a request of Senator Baucus and me for proposals in dealing
with the tax gap.

His report and findings will be part of a more detailed hearing
focusing on that tax gap coming up April 15. However, today we
are asking Mr. Yin to comment on the extensive recommendations
made on improving tax compliance in the areas of charity and
charitable giving.

Then we have Mr. Leon Panetta, who has distinguished himself
as a member of Congress and as a member of the previous admin-
istration, and now is connected with the Panetta Institute in Cali-
fornia, and also is associated with various nonprofit panels.
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Finally, we have the attorney general of the State of Minnesota,
Mike Hatch. It is important that the Finance Committee, as we
consider reforms, bear in mind the roles that States traditionally
have played in attending to charities carrying out their mission,
and also take this opportunity to learn from the States.

Unfortunately, there are only a handful of States that are active
in the area of charities. But we are pleased, today, to have you,
General Hatch, with us, because you have been a leader in this
area, and particularly in the area of tax-exempt foundations.

Now, we are going to depart a little bit from our usual 5 minutes
because Commissioner Everson and Mr. Yin both have been given
10 minutes because they have an extensive amount of material to
cover. We have asked them to be very thorough.

Then we will have the traditional 5 minutes for oral statements.
Everybody’s written statement, regardless of how long, will be in-
corporated into the record.

So, Mr. Everson?

STATEMENT OF HON. MARK EVERSON, COMMISSIONER,
INTERNAL REVENUE SERVICE, WASHINGTON, DC

Mr. EVERSON. Mr. Chairman, distinguished members of the com-
mittee, I do not think I will use all that time, but certainly we can
cover a lot of details in the questioning.

Thank you for inviting me here today. I am pleased to be a part
of this panel, particularly with Mr. Panetta. He demonstrates to
me that there is life after OMB, although I am not sure that there
is life after OMB and the IRS. [Laughter.] So, we will see.

I commend you for bringing attention to the need for reform
within the charitable sector. I share your admiration for the work
undertaken by this sector and believe that the overwhelming ma-
jority of charitable organizations do their utmost to comply fully
with the letter and spirit of the tax law.

But we are now at an important juncture. As I discussed with
you last spring, and as I discuss at length in my written testimony,
problems exist. Simply stated, there are increasing indications that
the twin cancers of technical manipulation and outright abuse that
we saw develop in the profit-making segments of the economy are
now spreading to pockets—pockets, I would say, Senator Rocke-
feller—of the nonprofit sector.

The government recognizes the challenges in this area and is
moving to address them. We welcome the Finance Committee’s
work and the work of the Joint Committee to determine what help
the IRS might need as we augment our efforts in the tax-exempt
arena.

Similarly, it is heartening to see leading members of the non-
profit community itself taking steps to address abuses. I congratu-
late the Panel on the Nonprofit Sector convened by the Inde-
pendent Sector for delivering a constructive report calling for
strengthening the accountability of charities and foundations.

I wish the accounting, legal, and business communities had been
as enthusiastic about confronting abuses and the erosion of profes-
sional ethics when corporate governance problems and the pro-
liferation of shoddy tax shelter promotions first became evident.
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The extent of our concern is such that we have made deter-
mining abuse within tax-exempt and governmental entities, and
the misuse of such entities by third parties for tax avoidance or
other unintended purposes, one of our four service-wide enforce-
ment priorities, and we are dedicating resources to this task.

Although the IRS budget for fiscal year 2005 increased by only
one-half percent, we have boosted our budget for exempt organiza-
tion examinations by over 20 percent.

The President’s 2006 budget requests an additional $14.5 million
to further step up our activities in the tax-exempt sector. Our focus
areas include those about which the committee has publicly raised
concerns: abusive tax avoidance transactions, supporting organiza-
tions, conservation easements, and the seemingly high level of com-
pensation for officers and directors of charities and foundations, to
name a few.

We are beginning to see results. For example, in the area of cred-
it counseling, we are on record that too many of these organiza-
tions are operating for the benefit of insiders who are improperly
in league with profit-making companies. We have responded ag-
gressively and now have more than half the tax-exempt credit
counseling industry, in terms of revenues, under examination.

We have either revoked or proposed the revocation of tax-exempt
status for 20 percent of the industry, again, measured by revenues.
We are moving in the right direction, but I know that we are by
no means done and need to continue our work.

Before closing, I would like to raise three points for your consid-
eration. First, while the nonprofit sector has grown and become
more complex, there has been little change in the law.

An overall review of the rules is timely. In particular, we need
to ask whether the IRS has the flexibility it needs to respond to
compliance problems. We are too frequently forced to choose be-
tween inconsequential penalties, on the one hand, or the nuclear
option, revocation of tax-exempt status, on the other. De minimis
penalties may have little impact on the troublesome behavior, and
revocation may not be in the public interest.

Second, we need to promote transparency through more elec-
tronic filing. The Interim Report of the Panel on the Nonprofit Sec-
tor supports mandated electronic filing for all 990 returns.

I must note, however, that at present the IRS does not have the
authority to mandate electronic filing for organizations that file
fewer than 250 returns annually. This severely reduces the number
of exempt organizations that can be required to file electronically.
The administration supports reducing the 250 return threshold. I
hope that this is part of any reform discussion.

I also believe there should be a discussion of sharing enforcement
information with other agencies, particularly State regulators. You
need only look at our recent work with the States on abusive tax
shelters to see how valuable an active partnership can be. I know
this committee has previously supported information sharing in
your CARE legislation. I hope that this is a topic in the coming re-
view.

To put a finer point on information sharing, I return to credit
counseling organizations. It seems unconscionable to me that the
FTC and the State of Minnesota must do their important work in
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this area without the full benefit of our audits and criminal inves-
tigations.

Moreover, as you listen to Mr. Johnson on the next panel, think
how we could work with the State of Tennessee as they tackle abu-
sive cases like the one he describes.

Mr. Chairman, I admire the energy you, the committee, and your
staffs are bringing to this topic. If we do not act to assure the in-
tegrity of the nonprofit sector, there is a risk that Americans will
lose faith in charitable organizations. If that happens, they will
stop giving, and those who need will suffer.

Thank you.
The CHAIRMAN. Thank you, Mr. Everson.
[The prepared statement of Mr. Everson appears in the appen-

dix.]
The CHAIRMAN. Now, Mr. Yin?

STATEMENT OF GEORGE K. YIN, CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION, WASHINGTON, DC

Mr. YIN. Thank you very much, Mr. Chairman and members of
the committee. It is a pleasure to testify today about the exempt
organization proposals in the recent Joint Committee on Taxation’s
staff report on options to improve tax compliance and reform tax
expenditures. As the Chairman indicated, the report was a re-
sponse to a request of the Chairman and the Ranking Member.

As the Chairman asked, I will briefly highlight today the pro-
posals dealing with charitable contributions, and then turn to those
concerning the operation of exempt organizations.

In the case of charitable contributions, the report focuses on the
most significant area of potential noncompliance, namely, the valu-
ation of non-cash charitable gifts.

Under present law, taxpayers are entitled to deduct the fair mar-
ket value of most charitable gifts of capital gain property to a pub-
lic charity. When property value is uncertain, this rule presents
compliance burdens for the taxpayer, noncompliance opportunities,
and law enforcement difficulties.

As Commissioner Everson’s written testimony indicates, chal-
lenging taxpayer valuations is a very resource-intensive task for
the IRS. Even a preliminary determination that the amount of a
deduction may be questionable requires an up-front commitment of
resources. If a serious challenge is to be made, more resources are
needed to secure alternate appraisals and opinions.

Adding to the problem is the fact that the interests of the donor
and the donee are generally aligned, with each party therefore will-
ing to give the donor’s claimed value the benefit of the doubt.

The staff report contains several options intended to improve
compliance for charitable contributions of property. The report does
not propose changing the current law rules with respect to cash
gifts or gifts of publicly traded securities which do not present valu-
ation concerns.

First, in general, for contributions of appreciated property, the
report proposes that the tax deduction be equal to the taxpayer’s
basis in the property. This is the present law rule for gifts to most
private foundations, as well as gifts of certain property to public
charities.
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In most cases, basis is a more certain amount than fair market
value and subject to easier proof by the taxpayer and verification
by the IRS. Thus, this option could be expected to improve compli-
ance, reduce burdens and disputes, and lessen the amount of IRS
enforcement effort.

The general treatment of gifts of property just discussed would
not be helpful for gifts that have depreciated in value, such as
clothing and household items. In such cases, the deduction is lim-
ited to the value of the property. Thus, a determination of value
is still necessary.

The relatively small value of any item of clothing or household
good makes it unlikely that the IRS challenges many of these de-
ductions, leaving taxpayers with significant flexibility in valuing
such gifts.

Moreover, taxpayers may have a natural tendency to over-value
such items due to their attachment to them. Because this situation
is vulnerable to error and noncompliance, the report proposes that,
at a minimum, the potential amount of error should be capped.
Thus, the report suggests limiting the deduction of gifts of clothing
and household goods to $500 per year.

In the case of conservation easements, a rule limiting the chari-
table deduction to the taxpayer’s basis in the easement is of no
help in easing the potential noncompliance problem. If a deduction
is to be allowed for such easements, a determination of value is
still necessary.

For several reasons, determining the value of conservation ease-
ments may be even more difficult than in the general case. First,
the value of the interest given away is a function of the contract
terms crafted by the donor and will vary from case to case. There
may be few, if any, comparables to help determine value.

Second, conservation easements constitute only a partial interest
in the property rights held by the taxpayer, meaning that valuation
must consider the taxpayer’s continuing interest in the property
after the gift.

Third, in many cases, taxpayers who make these contributions
are already subject to significant State and local restrictions on the
use of their property. Such restrictions vary considerably from ju-
risdiction to jurisdiction, and would have to be taken into account
in valuing the easement.

Because these valuation difficulties present the greatest chal-
lenge in the case of easements placed on property used by the tax-
payer as a personal residence, the report proposes that no deduc-
tion be allowed for such contributions.

For other gifts of easements, the report proposes limiting the de-
duction to 33 percent of the value of the easement, or in the case
of historic structures, to the lesser of that amount, or 5 percent of
the value of the structure.

Moreover, the gift must be pursuant to some clearly articulated
Federal, State, or local government policy in favor of the conserva-
tion objective. The report also proposes heightened appraisal stand-
ards and requirements in the case of these contributions.

The second broad category of noncompliance in the exempt orga-
nization area is in the operation of the organization. An organiza-
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tion that is granted exemption from Federal income tax warrants
exemption not as a matter of right, but as one of privilege.

To maintain exemption on an ongoing basis, organizations are re-
quired always to conduct their operations in a manner that is con-
sistent with the basis of the exemption.

Under present law, organizations are required to obtain a deter-
mination from the IRS that they are tax-exempt as a charity and,
thus, eligible to receive deductible contributions.

However, once charitable status is granted, it rarely is revoked.
There is no mechanism in present law requiring a periodic review
of the basis for an organization’s charitable status.

The report proposes to change this situation by requiring that
every 5 years charitable organizations other than churches file in-
formation that would enable the IRS to determine whether the or-
ganization continues to be organized and operated exclusively for
exempt purposes.

The proposal will apply to new organizations and those receiving
charitable status within 10 years of enactment of the proposal.

Related to the issue of an organization’s ongoing basis for tax-ex-
emption is the effect of a public charity’s dissolution, or other ter-
mination, of exempt status. Federal tax law requires that, upon
dissolution, the charitable assets of the organization continue to be
dedicated to charitable purposes, yet there is no Federal enforce-
ment mechanism of this requirement in the case of public charities.

In order to provide the Federal Government with a means to en-
force the dedication to charity requirement, the report proposes a
termination tax on liquidation or conversions of a public charity.
The tax would also apply to private foundation terminations. The
tax could not be recovered against assets held by the charity for
charitable purposes.

The proposal also is designed to ensure that when insiders are
involved in the acquisition of a charitable organization, the acquisi-
tion is subject to the present law rules that tax abusive insider
transactions.

One of the primary compliance concerns in tax law today is abu-
sive tax shelters. The increasing involvement of exempt organiza-
tions as accommodation parties in tax shelter transactions contrib-
utes to the erosion of the tax base by improperly extending the ben-
efit of the tax exemption to non-exempt parties.

The report provides for an excise tax on the participation by any
exempt organization, not just charitable organizations, in listed or
certain reportable transactions.

Under the proposal, if an exempt organization participates in
such a transaction knowing, or with reason to know, that the
transaction is prohibited, the entity is subject to tax of 100 percent
of the entity’s net income attributable to the transaction.

If the exempt entity is eligible to receive deductible contributions,
the Treasury Department may suspend eligibility for 1 year. The
entity-level tax does not apply to certain pension plans and similar
tax-favored accounts.

An excise tax would also apply to the entity managers that ap-
prove the entity’s participation in the transaction. A lesser penalty
would apply in cases in which an exempt organization participates
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in a transaction that is later determined by the Treasury Depart-
ment to be a prohibited tax shelter transaction.

Mr. Chairman, I see my time is about up. I know you have a
number of witnesses. I appreciate very much the time you have
given to my testimony.

Let me just assure the committee that we will continue to exam-
ine potential areas in the exempt organization area, as well as
other areas, where noncompliance concerns may be present.

The CHAIRMAN. Thank you, Mr. Yin.
[The prepared statement of Mr. Yin appears in the appendix.]
The CHAIRMAN. Now, our former colleague, Mr. Panetta.

STATEMENT OF LEON PANETTA, DIRECTOR, PANETTA INSTI-
TUTE FOR PUBLIC POLICY, CALIFORNIA STATE UNIVERSITY,
SEASIDE, CA

Mr. PANETTA. Mr. Chairman, thank you. It is a pleasure to be
back visiting with a number of my old friends on this panel.

I testify here in my capacity as a member of the Citizens Advi-
sory Group to the Panel on the Nonprofit Sector. The panel was
convened at your encouragement and, as you know, issued this in-
terim report which helps to, I think, identify some of the steps that
need to be taken in order to ensure that these organizations meet
higher ethical standards.

During the course of my career, I have had the opportunity, obvi-
ously, to work with and review the work of charities, foundations,
and nonprofits from the perspective as a member of Congress, Di-
rector of the Office of Management and Budget, Chief of Staff to
the President, and now as a co-director with my wife of a nonprofit
institute that tries to encourage young people to get into public
service.

Whether large or small, these organizations—and there are some
1.3 million charities, foundations, and religious congregations—I
think are absolutely crucial to fulfilling the needs of the Nation.

Alexis de Tocqueville recognized the unique role of citizens work-
ing together to care for one another, to build communities. Let me
quote from de Tocqueville: ‘‘Americans of all ages, all stations of
life, and all types of disposition are forever forming associations.
Where in France you would find the government, or in England,
some territorial magnate, in the United States you are sure to find
an association.’’ He recognized the importance of these groups to
our democracy.

It is true today. American people contribute $201 billion to these
organizations, largely because of their independence and their re-
markable ability to innovate, to collaborate, to provide services in
nutrition, in health, in education, and other areas of social needs,
to test creative ideas, to build communities, and to support the
arts. They generally do it with less bureaucracy, less red tape,
fewer dollars, and bigger bang for the bucks than a government or-
ganization.

Today, I think these organizations, I might say, are perhaps
more important than ever, and more valuable than ever. At a time
of huge deficits, budget cuts, and diminished resources, they are
vital to meeting the basic human and social needs that are critical
to our democracy.
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But to be effective, to justify the Federal and State incentives
that are provided to the donors, they must operate with integrity
and trust, particularly at a time when trust is being undermined
in a number of the basic institutions in our society.

Unfortunately, there have been, and there continue to be, abuses:
siphoning off of funds, misuse of dedicated contributions, self-deal-
ing, scams for tax avoidance such as the non-cash contribution
scam that was reported in the Washington Post.

They represent a small percentage of those organizations, but as
always, because of what they do, they undermine trust in the work
of the entire nonprofit sector. I join with you in saying that these
abuses must be brought to an end.

I commend you for your vigilance and your commitment. I be-
lieve that your actions have already encouraged efforts to try to im-
prove this sector. The challenge, as always—and I think all of you
understand this—is to find the right balance, the right balance be-
tween new laws and regulations, the balance for a need for strong-
er enforcement by the IRS, and in addition, the need for tougher
self-regulation by the nonprofit sector itself.

The panel’s interim report provides a framework for this action,
and I would commend it to you. Obviously, in terms of actions by
the Congress, you have heard suggestions.

I would agree that you have to require audits for organizations
over a certain level. You have to define and clarify rules for donor-
advised funds, along with a number of other steps relating to con-
flicts and whistle-blower protections. Our institute has imple-
mented a lot of these on the basis of best practices.

In IRS enforcement, you absolutely have to increase IRS funding.
We have been through this, as you know. In the budget negotia-
tions, we always look to the IRS as one of the important factors to
try to find needed funds. They ought to be supported because they,
in fact, are crucial to the collection of fees and the enforcement of
penalties.

I would give them the software to enable electronic filing of the
990 series, as well as allow attorneys general to share in access to
the IRS information, with appropriate restrictions.

Lastly, on self-regulation, because in the end you cannot legislate
honesty, and all of the good will in the world is simply not enough,
to be credible and effective, standards must be enforced by the non-
profit sector. They must be given the authority to investigate, to
implement an administrative process, and to enforce penalties. I
would strongly recommend that the nonprofit sector establish a na-
tional council on nonprofit accreditation.

It would provide standards on governance, transparency, and ac-
countability. It would make the appropriate adjustments so that
you meet the diverse needs of small, intermediate, and large orga-
nizations.

It would provide the necessary education and training that is so
sorely needed. I have to tell you, in this area, most nonprofits have
no understanding of the management requirements, the needs that
we are seeing with Sarbanes-Oxley.

The importance of self-regulation is that it would relieve the bur-
den of the IRS, or help relieve their burden, it would preserve the
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independence of the sector, and, most importantly, would place re-
sponsibility where it belongs.

These organizations do public good, they are important to our de-
mocracy, but they cannot do this without public trust. I hope you
will work with us in establishing that trust.

Thank you, Mr. Chairman.
The CHAIRMAN. We have appreciated the report that the private

sector has put out in regard to the nonprofits.
[The prepared statement of Mr. Panetta appears in the appen-

dix.]
The CHAIRMAN. Thank you, Mr. Panetta.
Now, General Hatch?

STATEMENT OF HON. MIKE HATCH, ATTORNEY GENERAL,
STATE OF MINNESOTA, ST. PAUL, MN

Mr. HATCH. Mr. Chairman, members of the committee, I sub-
mitted a statement. I would like to make a few additional com-
ments.

Nonprofits have changed. We have all changed over the years.
Not all of them, but many have. They have grown. They are huge.

Let me put it a different way. All the members of this committee
could easily be making more money somewhere else. You are here
for a reason. You are here because you are mission-driven. The
nonprofit area is the same way. It was started, it began, and it was
fostered because of mission-driven people.

But today, many of these nonprofit organizations are very large.
There has been lots of merging activity that has gone on. We have
now entered the era of the professional executive. That is fine, but
sometimes these professional executives lose the sense of mission.

The problem that has been created is that these large nonprofits
no longer have accountability tools in place for their stakeholders.
If we take a look at other organizations, like city councils, you have
accountability by election, by a State auditor, by Freedom of Infor-
mation Act laws, and by open meeting laws. There are all sorts of
restrictions on the public official in terms of accountability, even
though I think most people go into politics or government because
of a mission-driven sense. It does not matter what political party,
they are mission-driven.

Public stock corporations also have accountability. The executives
are accountable to a board and, like it or not, there are institu-
tional investors that have the stock that make the board account-
able. Plus, in a public corporation, there is a pretty easy measure-
ment gauge, namely profit. If you are not making a profit, you are
out. So, there is a pretty strong accountability standard in a for-
profit company.

The hardest group in terms of accountability, however, are non-
profits. There are many stakeholders and many issues that are con-
fronted by the nonprofit executive. But as nonprofits have evolved
over time and grown in size and use, for the professional, non-mis-
sion-driven executive, the first priority for that executive has now
become, what is in it for me? When my office conducted our non-
profit audits—and issued reports on them—we saw some remark-
able abuses.
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We have seen abuses in big nonprofits as well as small non-
profits. I do not want to cast a broad brush here over all charitable
organizations, but there are significant problems. The acts of a few
bad apples lose trust for all charitable organizations.

Self-regulation will not do it. The governing board of a nonprofit
is the directors. Most of those directors are selected by the execu-
tives themselves. They are indebted to the executives when they go
on that board. They are mission-driven in some cases. They are not
going to pay attention, however, to the finances of a multi-billion
or multi-million dollar nonprofit.

In some cases, the board members are community-driven activ-
ists who have a sense of mission but do not have the expertise to
read, digest, and discuss the financial statements of a charitable
organization that may have tens or hundreds of millions of dollars
in assets and/or revenue.

In other cases, board members may be executives who do have
that sophistication, but very frankly, they are concerned about the
mission, too. They know, if they are going to start pulling up rocks
on the administrative costs, they are not going to have the execu-
tives being friendly to what they want as the mission for that orga-
nization.

So, people on the board, when you are dealing with, in some
cases, a multi-billion-dollar organization, they simply do not have
the time, the ability, or the sophistication to be able to work
through the detail that is necessary to demand the accountability
from that professional executive.

The reforms you have proposed make sense. For instance, one
proposal relates to the conversion of nonprofits. I have seen many
occasions where not-for-profits have been converted to for-profits
with a huge loss of mission to the public. I have seen examples
where for-profits basically manipulate and run a not-for-profit orga-
nization.

The nonprofit becomes a virtual shell, paying out all their money
in administrative costs, which loses the mission of that organiza-
tion. You see individual abuses by executives that simply should
not be tolerated.

These proposals, I do not think, harm the nonprofit industry,
they help it. They reform it. They allow it so that you, and I, and
everybody else can make contributions, knowing full well that the
best people are involved in that process.

I will leave the rest of my time.
The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Hatch appears in the appendix.]
The CHAIRMAN. Now we will take 5 minutes in the order people

are coming. First of all, me, as Chairman, then Senator Rockefeller,
then Senators Jeffords, Wyden, Bunning, and then Senator Hatch.
We will have 5-minute rounds.

I am going to start with you, Commissioner Everson, but I would
also ask General Hatch to join in.

I read with great interest your discussion in the March 30 letter
about compensation. The difficulty of enforcement in this area
seems to be great. I also read, Mr. Hatch, your thoughtful com-
ments about high salaries.
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There are too often cases of high salaries in the charitable sector
that the general public views as outrageous. However, the unfortu-
nate reality is that the law limiting outlandish compensation is too
uncertain and difficult for the IRS to effectively administer.

So, could both of you give me your thoughts on this issue in gen-
eral, as well as whether it would be beneficial for Congress to re-
visit the current laws if we are going to expect the IRS to be able
to effectively deal with the problems of compensation?

In particular, I would also like your views on the Joint Com-
mittee on Taxation proposal in this area, and if we should also re-
quire organizations to first consider nonprofit comparisons in terms
of determining salaries.

Mr. Everson, and then General Hatch.
Mr. EVERSON. Yes, sir. I would be happy to comment on that. We

are concerned about compensation. You may remember, last year
we actually initiated 2,000 contacts with different organizations on
this subject, asking them to explain to us what their compensation
policies were, how they reviewed compensation, to try to establish
a standard of comparability.

We are in the course of going through that information. So far,
we have completed about 500 of those inquiries and we see prob-
lems in this area, particularly with loans to people who work in the
organizations, and also with other perks. So, it is an issue.

I think the issue is a little bit broader than that, though, because
it extends to the dealings with related parties. It is not only com-
pensation that is important here. Someone can have an interest, an
indirect interest, in other related parties, something we have seen
in the credit counseling organizations.

So, I would suggest that you not limit the scope of your inquiry
here or any policy changes to merely compensation. It is a basket
of areas. We do think comparability is an important launching
point.

I think the Joint Committee has talked about shifting the burden
of proof, if you will, on what is reasonable here. That could be
something that would be quite workable.

The CHAIRMAN. General Hatch?
Mr. HATCH. Mr. Chairman, the rebuttable presumption of rea-

sonable standard needs to go. One of the problems, particularly in
the health care area, the nonprofits, is you have a whole industry
of consultants out there who are making money, and a large
amount of money, simply pushing up salaries.

Right now, the standard is, as long as you have an outside con-
sultant saying what the salary ought to be, and as long as the
board of directors is independent in approving it, you are home
free. You have a nice safe harbor there.

The IRS and my office, and no other office, is going to contest it
because you have got this rebuttable presumption of reasonable-
ness standard. That has got to go. I mean, the CEO of a for-profit
HMO in my State took home $111 million last year.

With that, in a for-profit, basically it is Katie-bar-the-door for
every other health care corporation in America, because all they
have to do is point to that and they can take all the money they
want, and the IRS and the AGO are going to have a tough time
dealing with it. That is what they point to.
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A not-for-profit is different than a for-profit. They ought to be.
They are not acting any differently now, in the health care area.
When we audit these hospitals, we are finding they are not doing
any charity care. The charity care that they claimed was charity
was the bills that they could not collect. It was bad debt.

The for-profits have bad debt as well. They did not even have a
charitable list to offer to the people coming into the hospital. They
would offer, they would comply, with emergency room treatment
and offer it there, but they would hound them afterwards on the
collections. There was no charity care.

So, on the salary side of it, again, the nonprofit executive will
have a consultant for the board who will point to the salary of the
for-profits. But it should be a different standard. A not-for-profit
executive is not going to be thrown out if there is not a profit. The
not-for-profit executive stays on forever. It is his board. Very rarely
are you going to see that kind of a change.

Then you have these consultants going back and forth, displaying
the salary statistics of the ‘‘median’’ executive. And of course the
board of a nonprofit hospital feels that their hospital is better than
average. It is called the ‘‘Lake Wobegon’’ effect. Nobody is going to
go on a board who feels that it is below average.

So, as long as you have consultants to tell you that your hospital
is above average, and you believe that it is, you are going to award
your executives an above-average salary. The consultants then go
to the next hospital and point out that we have just got the salaries
up at that hospital, and we can get your salary up, too.

And so you have this ratcheting effect. You will see articles out
there pointing out that executive compensation in this area is ac-
celerating the highest in the country.

I think it is the highest group in the country. The reason is be-
cause of this standard that is being applied. We have created a
whole industry of consultants going around increasing the salary.

The CHAIRMAN. Senator Rockefeller?
Senator ROCKEFELLER. General Hatch, that is actually a very in-

teresting statement, and one which I am inclined to agree with.
I do not remember those consultant groups. Back when I was

serving on, frankly, some family foundations, it was done from
within. Is that a recent development? Because I agree with you.

In public service these days, I mean, all of our constituents think
that we are over-paid. It is just that some people cannot afford to
keep a home here in Washington and back in some other State that
they may be representing.

How long has that been going on?
Mr. HATCH. Mr. Chairman and Senator Rockefeller, I do not

know. I am not a historian on it. I can tell you, though, I gave a
speech to a group of people, and I made reference to the days of
the hospital bake sale. People under 40 did not know what I was
talking about. They did not understand that term.

So, something is going on. Something has changed. You will no-
tice, and I suspect when the hospital bake sale went out, in came
the professional and in came the consultants.

The rebuttable presumption of reasonableness standard begs for
consultants to go out and make a career of getting executive sala-
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ries higher. It gives them a nice, safe haven. You use those consult-
ants, and they can up the salary of the executive.

By the way, guess who retains them? Who is the first one to
interview these consultants? And who recommends them to the
board? Of course, it is the executives whose salaries are going to
be increased.

The CHAIRMAN. Just for information, my staff tells me—and I
will ask George for verification—but this was a change in the law
that came in 1987, Section 4958.

Mr. YIN. It was 1996, Mr. Chairman.
The CHAIRMAN. 1996?
Mr. YIN. And it was part of the intermediate sanctions rules that

came in 1996. In our report, we did recommend that that rule be
abolished.

The CHAIRMAN. All right.
Give Senator Rockefeller more time. Go ahead.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
This would be to Commissioner Everson. You indicated that the

amount of the percentage or the number of people who will be
working on these problems—and we all recognize that there are
these problems—will be going up by 20 percent, even though, in a
sense, the more fundamental statement is that the half a percent
increase that you got, because that means that 20 percent, is com-
ing from somewhere else, which is important.

Mr. EVERSON. Yes, sir.
Senator ROCKEFELLER. I will not ask you where it is coming

from, because you may not have decided yet.
There is an enormous amount of backlog. I think in Cincinnati

you have about a 6-month backlog there in trying to look for people
who are applying for tax-exempt status.

Sort of realistically, in the way of what we do in government, so
often what we say is, we will just triple the amount of people who
are working on that, and then it is not necessary that you get those
people or that those people are not siphoned off into other jobs be-
cause of priorities that then shoot their public profile up that you
have got to go after it.

What is your philosophy on that, and how certain are you that
you can get them as it relates to the 6-month backlog? What can
they do? I mean, this is a backlog of people applying.

Mr. EVERSON. Yes.
Senator ROCKEFELLER. We are also talking about trying to re-

duce abuses.
Mr. EVERSON. You are covering a lot of ground there. We start

from something that actually goes back to Director Panetta’s days
at the OMB, when GPRA, the Government Performance and Re-
sults Act, first came into play.

We have established a strategic plan that I made reference to be-
fore, where we have established these four mutually reinforcing en-
forcement priorities, one of which gets to the charitable sector and
governmental entities.

What that does is, it keeps us focused on the fact that we have
to allocate appropriate resources to that task. So as we go forward,
that guides our internal decision making within the agency.
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When we look at things in this area, you are right. The initial
determination is an important task when we look at whether some-
one deserves this exemption when they come in with a proposal.
We get something like 90,000 requests a year for exemption. We
have to look at those carefully.

We have just updated the information we request in that context.
But we have to balance that work with audits, of course. I would
stress to you that audits in this sector are the lowest of anything
we do as a percentage.

They are lower than individual audits which, while we have re-
covered individual audits from 618,000 in the year 2000 to over a
million last year, that is still less than 1 percent.

In this sector, they are down less than half a percent. So, that
is what we are doing. We are trying to ramp up the audits as well
and get current on those determinations.

Senator ROCKEFELLER. Thank you very much.
Thank you, Mr. Chairman.
The CHAIRMAN. Now, Senator Jeffords?
Senator JEFFORDS. Mr. Everson, I appreciate the work you and

your organizations are doing to combat abuse in this area with the
limited resources that you have. I think there is a special outrage
of the scams involving charities because of the cynical portrayal of
public trust.

I realize a precise accounting is impossible, and I wonder if you
could give us at least some idea of the revenue impact, even if it
is only an educated guess. With the recent update of the tax gap
study, I think it would be helpful to get a sense of what share the
nonprofit sector might be contributing.

Mr. EVERSON. Yes, Senator. We are now refining the information
in the tax gap. What we announced last week, and which will be
the subject of the committee’s hearings next week, are really the
preliminary results that size the overall gap. We have provided a
range that we will work to refine as the year goes on.

Deductions are clearly a problem in here. Our information on de-
ductions indicates that, out of the total gross tax gap—which is be-
fore the recoveries the IRS gets; we size it at $312 billion to $353
billion—that something in excess of $10 billion, about $15 to $18
billion, is overstatement of deductions by individuals.

Charitable contributions are in there. I would decline at this
stage to give you a specific accounting of that until our statisticians
have done more work. I have been cautioned many times by them
not to get out in front of the results. But this is a contributor to
the tax gap, just as the Chairman said.

Senator JEFFORDS. Mr. Yin, I recognize that there may be prob-
lems in setting values for real property donations, but I do not ac-
cept the notion that only cash in publicly traded securities should
receive full value for donations.

Simply put, a farmer donating his land or an easement on his
land deserves full value every bit as much as a donor of cash or
securities.

The government has no trouble taxing land-based appraisals, so
I do not think we can have it both ways. Can you expand on the
steps we take, and can take, to improve compliance while still
granting full value for such donations?
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Mr. YIN. Senator, I would be happy to do that. Our proposal and
report was focused on the issue of noncompliance, but obviously we
are not oblivious to the policy implications of our recommendations
as well.

In the area of charitable contributions, I think the focus of the
committee should really be on two things. First, you need to get
some sense of, to what extent does the tax benefit actually induce
a higher level of giving? Presumably, the policy goal of the com-
mittee is to induce a greater amount of giving.

When you examine that, you need to differentiate between an ac-
tual permanent level of greater giving as opposed to simply giving
in a different form or at a different time, which may be of lesser
concern from the committee’s standpoint.

The second thing is to say, if we want to induce a certain amount
of giving and we want to induce a certain amount of increased per-
manent giving, what would be the best way to do that from the tax
side?

There you need to evaluate the relative efficiency of different
mechanisms to provide tax incentives to induce giving. If you pro-
vide a mechanism that is susceptible to noncompliance, essentially
the cost to the government of the noncompliance portion buys the
government nothing. That simply is a waste of taxpayer dollars.

So, if there is some alternative mechanism, either through the
tax system or outside of the tax system, that would provide the
same degree of additional giving in the charitable sector without
the degree of noncompliance, then it is a win-win situation. You
have the same degree of charitable giving that you are trying to in-
duce. You have it at a lesser cost to the government, thereby sav-
ing the taxpayer’s dollar.

So, we are happy to work with you, Senator, and obviously with
the committee and your staffs, to see if we can come up with sug-
gestions along those lines.

What we are trying to present here is that property gifts are sus-
ceptible to noncompliance, and therefore there is an element there
of wasted taxpayer money that buys nothing from the government
standpoint.

Senator JEFFORDS. Commissioner Everson, you indicate in your
testimony that the IRS is currently auditing 50 donors of conserva-
tion easements. Can you expand a bit on the types of transactions
that concern you most? Could you do the same for two other cat-
egories you mentioned, open space and facade easements?

Mr. EVERSON. I would say, generally, Senator, that we have pi-
loted programs in this area in a couple of different locations, in a
couple of cities around the country. This is of concern to us. We are
trying to get at it when we make our audit selections for individ-
uals, typically high-income individuals, where what we have done
is we have doubled the audits of high-income individuals over the
last 4 years. This is definitely in the mix.

Now, what we are also doing within our structure that looks at
the organizations is going to the organizations themselves and try-
ing to see what they are doing to bring in this kind of activity.

Again, the general statement here would be that there are two
sides of this. One is the individual who is seeking to reduce tax.
The other is the organization that is seeking to bring in funds or
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some benefit through fees, through these kinds of problems, or
other transactions where they are in the more typical tax shelter
area. So, we go after it from both sides in all these areas.

Senator JEFFORDS. Thank you, Mr. Chairman.
The CHAIRMAN. Yes.
Now, Senator Wyden?
Senator WYDEN. Thank you, Mr. Chairman.
Mr. Everson, to begin with you, it seems to me that responsible

charities are becoming the last strand in the social services safety
net. If you do not get this right, which I would define as drawing
a bright line between the abusers and the responsible, one of two
bad things is going to happen: more low-income people get ham-
mered again or taxpayers get fleeced.

I want to ask you some questions with respect to drawing that
bright line. The first picks up on a suggestion my good friend, Leon
Panetta, and you both have touched on, and that is the question
of electronic filing.

Why not simply say that everything has to be online in one place
so that you all, prospective donors, everybody is in a position to see
who is a rip-off artist and who is responsible? Would that not make
sense and be a relatively low-cost exercise?

My understanding—and Leon, maybe you can correct me on
this—is that the responsible charities are willing to do this. We
have talked to them. They have said, put it all online. So if we are
going to do what you have suggested, have this electronic filing, let
us do it fast, let us put it all online in one place, and everybody
knows where we are.

Mr. EVERSON. Let me first say that I concur with your assess-
ment, Senator, of what is at stake for our country. Those stakes are
very important.

Again, I do not want to say that we have already reached a point
of no return. Hardly the case. This committee, the Congress, and
the administration all have the ability to get on this before this
really gets bad, the way the tax shelters as a whole did, or cor-
porate governance as a whole did. So, I applaud the sentiment you
are speaking to.

Transparency. This sector has transparency. The rules are dif-
ferent. Tax returns for corporations or individuals are not public in-
formation. There is a reason why the law provides this trans-
parency, so that that scrutiny that washes out the bad apples, in
many instances, takes place. So, we do believe in increased trans-
parency and we do believe in the mandatory electronic filing which
will get that information out there.

Senator WYDEN. Well, again, I want to go on. But you have
called for electronic filing. It is not that great to just have the filing
and then not put it in one place where everybody can be held ac-
countable.

Now, let me ask you about something else. I am told that you
all collect these excise taxes from private foundations’ investment
earnings, and that only a small portion of that money is used for
oversight in this area. Somehow, $500 million, or thereabouts, gets
collected from excise taxes from private foundations’ investment
earnings, but only about $30 million is being used for enforcement
in the area.
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Now, is that right? If not, why do we not use more than $400
million, again, to try to draw that bright line and separate out the
abusers and the non-abusers?

Mr. EVERSON. I am generally familiar with what you are speak-
ing to. I do not know the precise amounts, and will certainly check
and get back to you on that. I do believe there is an opportunity
for us to use those fees, probably more effectively, to augment our
resources.

But I have to look at it. I have asked our people to look at it,
and also, of course, to talk to OMB and make sure that we are all
in accord with the proper policies here.

Senator WYDEN. I think we ought to get on with it. Again, both
of these areas, it seems to me, go to the heart of striking the bal-
ance I am interested in.

The last point. Mr. Yin, I want to be clear with respect to do-
nated property, because many Oregonians have been coming to me,
and these are the pillars of our community, with questions about
this.

They want to make sure that people could deduct the fair market
value. Now, these are people, again, who have long histories in our
State. I gather that you say it is hard to do because we have got
all these problems making these calculations.

Well, how do we figure out a way to make sure we do not chase
away the legitimate donors because of some kind of bureaucratic
inconvenience? I would like your recommendations in that area.

Mr. YIN. Well, Senator, that is a very fair question. It is, of
course, similar to what Senator Jeffords was asking. I again would
just say that you need to think of the cost/benefit analysis. The
benefit that presumably the committee is striving for is to encour-
age a degree of charitable giving. That is the objective.

Then you need to look at the cost side to figure out, well, if it
is going to be a tax provision, what kind of a tax provision would
induce that? Let me give you an example. It generally is viewed
that cash gifts are less susceptible to noncompliance than property
gifts. I think most people would generally agree with that.

It would be possible for the committee to consider a rule, a
change, that would give even greater tax incentives to cash gifts
than is true currently, and conversely take away, reduce, eliminate
the tax incentives from property gifts.

With the proper mix, it might be possible to have little or no ef-
fect on the level of permanent charitable giving, and yet the benefit
to the government would be that, if in fact cash gifts have less non-
compliance, there would be a lesser cost to the government to
produce that benefit of a given level of permanent charitable giv-
ing.

Senator WYDEN. My time is up. But it sounds to me like you are
interested in trying to build the monitoring costs so as to ensure,
again, that there are not abuses into the overall work that is done
with the tax code, and I think that is a step in the right direction.

Mr. Chairman, I thank you and look forward to working with
you.

The CHAIRMAN. Thank you.
Now, Senator Bunning?
Senator BUNNING. Thank you, Mr. Chairman.
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Mr. Yin, I would like to follow up on what Senator Wyden was
just questioning. If you are having problems evaluating a piece of
property for a donation, or an easement, or whatever it might be,
for gift purposes, for the tax code, why is it that we do not use the
assessed value of that taxed property? That is what they are pay-
ing taxes on.

In other words, if I own a piece of property, or I want to give this
piece of property to a tax-exempt organization, I am paying taxes
on that piece of property. Why is that assessment that I have not
a fair value?

Mr. YIN. Well, that is a good question, Senator Bunning. Let me
try to give you a couple of responses.

Senator BUNNING. Do not tell me about the PVAs.
Mr. YIN. I do not know what PVAs are.
Senator BUNNING. Property value administrators.
Mr. YIN. Thank you, sir.
No. I was going to say two thoughts that come to me. One is that

of course not all of the property that is being given in a charitable
contribution is property that is subject to some kind of an assess-
ment. Obviously, you can think of the household goods and items
like that.

Senator BUNNING. But you have put a value on household goods
in your suggestion.

Mr. YIN. That is correct. That is correct. But my general point
is, not all property that would be subject to the kind of charitable
contributions would be assessed, so there would not be an assessed
value.

The larger point, I suppose, is that the assessed value will vary
from jurisdiction to jurisdiction as to exactly what it is that they
are assessing and how the manner of assessment is.

Some jurisdictions will assess at 100 percent, some jurisdictions
will assess at less than that. Some jurisdictions are very current
in their assessments, some jurisdictions have assessments that
really have not been reviewed for years.

Senator BUNNING. Then why can you not have a formula built
in? If they are assessed at 60 percent, you have a formula that
would make it 100 percent. The same goes with those jurisdictions
that are supposed to be assessing value at 100 percent of property
value.

Mr. YIN. Again, I think some formulas and rules of thumb might
be developed, but there are going to be, certainly, any number of
instances where you simply do not have a current assessment or
one that you would consider to be reliable enough to base the tax
consequence upon.

Senator BUNNING. Well, there is a very, very fine line that you
are trying to draw, and it is almost impossible to draw it, as far
as what this piece of property is worth if I give it to a non-taxable
organization.

Mr. YIN. Well, Senator, I completely agree with that statement.
That is why what we are really trying to do is, we are asking, or
suggesting to the committee, that it might want to consider moving
away from that line which is under current law and moving to a
line which does not require that kind of an inquiry.
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Because as you point out quite correctly, that is an extremely
fine and difficult line to figure out. It is very difficult for the tax-
payer initially, very burdensome to the taxpayer, and very difficult
for the IRS to verify and enforce.

Senator BUNNING. Mr. Commissioner, in testimony that was sub-
mitted by the United Way for the second panel today that we will
be hearing, the suggestion was made that nonprofits be asked to
report concrete results annually that are tied directly to their mis-
sion and not just be asked to report on the level of activity that
they engage in. The suggestion was made that this type of report-
ing could be made on the annual form 990.

Could you comment on this suggestion? From a practical point of
view, how could such information be quantified and reported?

Mr. EVERSON. I have not studied the testimony in detail, but I
am intrigued by this idea, because it does go to the heart of the
idea that a charity should be operating for the public good. So, get-
ting back to what you are doing that has advanced the public good
in a report to the public—because, again, this information does all
become public—that is the distinction here from other tax returns.
That seems to me that is something we ought to take a look at.

Again, if we can get all this stuff up online through the manda-
tory electronic filing, there will be a lot more transparency, and you
will be able to tinker with the reporting in just this kind of man-
ner, or in other areas, to get the information that you and other
members of the Congress think is important to understanding what
is happening.

Senator BUNNING. Well, you can see why United Way would like
it that way, because they think they are pretty up front on the way
they handle their contributions, and they would like others to do
likewise, I believe.

Mr. EVERSON. Transparency is a very good thing in this area.
Senator BUNNING. Thank you.
The CHAIRMAN. Thank you.
Senator Lincoln, now.
Senator LINCOLN. Thank you, Mr. Chairman. Mr. Chairman, I

would like consent to have a statement from the Arkansas Commu-
nity Foundation included in the record at the appropriate place.

The CHAIRMAN. Of course. We will receive that.
Senator LINCOLN. Thank you, Mr. Chairman.
[The prepared statement of the Arkansas Community Founda-

tion appears in the appendix.]
Senator LINCOLN. Thank you to the panel here that has been

very helpful today. Just a couple of questions.
Mr. Yin, to the extent that abuse in the charitable world is lead-

ing to this tax gap in terms of missed revenue, which baseline is
the abuse affecting the most? Are most of the people seeking to
avoid estate taxes through trust arrangements or are they seeking
more income tax evasion? Do you have any estimates as to where
we are losing the money and the breakdown of how much we are
losing to each of those baselines?

Mr. YIN. I do not have that information. I can certainly try to
obtain the information for you. I would say, just as a general reac-
tion, because the estate tax only applies to relatively few taxpayers,
whereas the income tax applies much more broadly, the breadth of
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the tax gap concern would be presumably greater on the income
tax side than on the estate tax side.

On the other hand, of course, there are some very large gifts that
are being given at the time of death that would not typically occur
in an inter-vivos way. So, it may be that, looking at the two, there
would be some kind of trade-off between the two, but we could cer-
tainly try to get that information for you.

Senator LINCOLN. I would appreciate it. If you could help us deci-
pher some of that information, that would be helpful.

[The information appears in the appendix.]
Senator LINCOLN. Mr. Everson, looking at, I guess, the

partnering that you mentioned, about partnering with the States
and the Federal Trade Commission, could you describe to us a little
bit more in detail about this Federal Investigation Unit that is now
under organization, as you have testified to be online, what will it
do? When will the specific plans be in place and on the drawing
board? Do we have time lines for that?

Mr. EVERSON. As we augment our enforcement efforts in this sec-
tor, we are doing a number of things. One of them is what you just
mentioned. We are looking at potentially criminal activities in this
area in a way that strengthens the link between our staffs inter-
nally who are doing exams, and then the criminal investigating
unit, which is a separate unit of the IRS. So, we are working on
that and pushing forward.

The broader point that you are making, though, gets to the pro-
tection of taxpayer privacy. We cannot share the specific results of
either our audits or our criminal investigations with regulators in
your, or other, States that look over these activities. That is the
rub. We can only sit down and say, here is what we are seeing ge-
nerically.

But if a charitable organization is doing something bad in Min-
nesota and in Vermont, we cannot sit down and say, this is what
we are seeing with XYZ organization in Vermont, these are the real
facts, and then that regulator in Minnesota can marry that infor-
mation up and reach a more informed conclusion of what is wrong.

Senator LINCOLN. So does that mean the transparency does not
help us as much if we cannot overcome that hurdle?

Mr. EVERSON. I think that is an absolute limitation on the effect
of transparency. Yes, it is, Senator.

Senator LINCOLN. The other thing you mentioned is shifting re-
sources in order to be able to accomplish these things. Are there
any other areas that are going to become a problem if you shift re-
sources over to the nonprofit away from those other areas? Do we
need to be alarmed about that?

Mr. EVERSON. I think that you are asking a question that gets
generally to the President’s budget request for 2006. I believe that
the request the administration made is a strong and balanced re-
quest. We are asking for an additional 8 percent in funding for en-
forcement activities.

This brings back direct revenues to the country. Our enforcement
revenues increased last year up to $43 billion. It is a great return.
There are indirect benefits when people do not play fast and loose
with their own return.
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Now, having said that, we have been asked to do some belt-tight-
ening on the service side of the organization. I am comfortable with
what has been requested. We have been asked to take a 1 percent
cut on the service side of the organization.

We have detailed plans that we are developing now. This level
of belt-tightening is consistent with what other domestic, non-
homeland, non-DoD agencies are being asked to do in this difficult
period, as you know.

Senator LINCOLN. Thank you.
Mr. Panetta, it is great to see you. Coming from a small, rural

State where we are very dependent on very small nonprofits in our
small communities to really take up a lot of slack, as we look at
other types of Federal reimbursements in the budget and the types
of cuts that we are looking at, particularly in terms of Medicaid
and others, as some of those reimbursements are being advocated
to go down in some areas where it will seem drastic, do you have
any ideas of what that impact might mean, when you have got a
State like mine where 76 percent of my nursing home residents are
covered by Medicaid and 50 percent of my births are? We talked
a little bit about health care and some of these other nonprofits
that take up some of that slack.

Mr. PANETTA. That is what I mentioned, that I cannot think of
a more important time to try to ensure that these organizations
continue to meet the needs of people, as you go through budget
cuts that are clearly going to impact service to people in need.

In California, if you combine the Medicaid cut with cuts at the
State level that are part of the State budget, you are going to have
a huge impact in terms of people that are going to need to have
services of one kind or another. The only place that that is going
to come from—it is not going to come from the county, it is not
going to come from other organizations—is from the nonprofit sec-
tor.

Senator LINCOLN. So it is essential we get it right.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Hatch, then Senator Schumer.
Senator HATCH. Well, thank you, Mr. Chairman. I welcome all of

you to the committee. Leon, it is great to see you again. I appre-
ciate all of the service you have given, both during your service in
Congress, and afterwards as well.

Mr. Yin, like others, I am concerned about the staff of the Joint
Committee’s recommendations to eliminate the deduction of the
fair market value of donations of appreciated property.

Now, you mentioned in your testimony that changing the deduc-
tion to the basis of the property would improve compliance, reduce
burdens and disputes, and lessen the IRS enforcement effort. I
have no doubt that this is all true. However, I believe this change
would also result in fewer donations to charities.

Now, have you analyzed the potential effect on the amount of do-
nations, or a change in the deductible amount from fair market
value to the basis the property might have, and are there other
ideas to reduce potential over-valuation abuse in the donations of
appreciated property that might not be part of reducing donations
to legitimate charities?
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Mr. YIN. Well, Senator, again, our focus was on noncompliance.
But on the policy implications of the proposal, there certainly have
been various studies that have tried to measure the responsiveness
of taxpayers to the tax incentives. Roughly how much additional
charitable giving is stimulated by a dollar of revenue cost? How
much does that produce? There is a range.

I am not sure that the studies focus on the difference between
tax benefits in the form of cash contributions as opposed to prop-
erty contributions. So in direct answer to your question, there
would be a degree of uncertainty as to what the effect would be.

I would just like to, again, reiterate the point I tried to make ear-
lier, which is that there are a variety of ways in which the com-
mittee might try to induce a certain level of charitable giving, as-
suming that that is the committee’s objective.

Senator HATCH. I will look at your remarks.
Mr. YIN. And to the extent a mechanism can be designed which

is less susceptible to noncompliance, then you are able to accom-
plish your goals at a lower taxpayer cost.

Senator HATCH. All right.
General Hatch, I want to spend a few minutes with you because

you have raised some very important issues on nonprofit hospitals,
in particular. You indicated that some of these nonprofit hospitals
are over-paying executives, at least many believe that. They are
giving emergency care, but then dunning the people to such a de-
gree that they never come back. They would not even think of com-
ing back.

In addition, I have heard that some of them are secreting their
funds offshore instead of using them for truly charitable purposes,
which is to help people. On the other hand, I have heard the other
side of the coin too, where one of the leading hospital chains has
at least $800 million a year in uncompensated care.

So, tell me about that. Tell me what we should do about this.
Mr. HATCH. There are a number of issues that are raised in your

question.
Senator HATCH. I mean, cousin to cousin, I am throwing you a

real softball here.
Mr. HATCH. You are. [Laughter.] That is a tough one, actually.

We are talking, number one, about cost shifting. You see health
care premiums going up double digits. One reason is for uncompen-
sated care. Somebody is going to have to pay it. We know that
there have been cutbacks in various funding programs, the end re-
sult being there is going to be higher levels of charity care. We
know there are more uninsured in this system.

The health care system, in and of itself, has no accountability.
There are about 15 transactions between the time that an employer
and an employee pay a premium to the time that a provider is pro-
viding treatment to the patient. Those 15 transactions are a huge
bureaucracy. Over 40 percent of our health care right now is just
spent on administrative costs.

Senator HATCH. Part of that is our fault here, too.
Mr. HATCH. Well, it is our system.
Senator HATCH. That is right.
Mr. HATCH. It is a system that needs to be radically changed.
Senator HATCH. I agree with you.

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00035 Fmt 6633 Sfmt 6633 20838.000 SFINANC2 PsN: SFINANC2



28

Mr. HATCH. Because employers cannot afford this any more, and
we cannot afford it any more.

Senator HATCH. Am I right that a lot of these nonprofits are
shipping their funds overseas so they do not have to use them
charitably?

Mr. HATCH. That, I am not aware of. We did not find that. It
could have happened and we just did not see it, but I am not aware
of that.

There are two issues that come up that I think are not being dis-
cussed here. One, is criminal, but one is more regulatory. A lot of
the issues I raised in my statement are more regulatory. For in-
stance, the HMO executive takes a $35,000 trade mission to Brazil,
even though the HMO can only do business in Minnesota. I would
not call that criminal, but I would say it is an awful lavish waste
of money. Or spending $10,000 to go to Australia to attend a sem-
inar that is entitled, ‘‘Are We Pricing the Consumer out of the Cost
of Health Care?’’

Or the Alina executives that went on a wine retreat in Napa Val-
ley, spending about $40,000 on hot air balloons. They came back
and they said the purpose of the trip was to ‘‘find their moral cen-
ter.’’

When the accountant asked them, is this really a business pur-
pose for Alina and the guy says, well, we do not think the media
will catch on. In other words, what was significant to the executive
was not whether the attorney general would catch on or the IRS,
it was whether the media would catch on.

These are not criminal, but they are just awfully stupid, and
they are things that ought not occur. We do need better oversight.
These are very large institutions. It is very hard to ask executives,
civic organizers, community activists to sit on the board of a billion
dollar company and effectively know what is going on. It is just too
hard.

Mr. PANETTA. Could I comment, too?
Senator HATCH. Sure. Then I would like Mr. Everson to comment

on my totality of questions here, what is happening to these funds
and are they being treated fairly.

Mr. PANETTA. Senator, if I could just comment. It goes back to
Senator Rockefeller’s concern about establishing compensation. We
have seen this in the private sector. I have served on private
boards, I have served on nonprofit boards.

On private boards, you could make the same accusations about
boards of directors that you are making with regards to nonprofit
boards. I mean, boards of directors generally went there, did the
golf tournament, signed off on most of the things that were done.
That has changed.

I mean, the boards I am on now, the boards of directors are tak-
ing much more interest in what goes on in the organization. You
have got to place larger responsibility on these boards of directors.
Yes, they are from the community. I serve on a board for a commu-
nity hospital in my area.

I have to tell you, that board is, today, a lot more vigilant about
what is going on in terms of compensation, in terms of these other
requirements because of the pressure that has been brought to
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bear because of some of the scandals that have taken place in the
corporate world.

Senator HATCH. Mr. Everson, I would like your comments on all
of this.

Mr. EVERSON. A couple of comments. First, Senator, we have not
yet seen significant indications of funds going overseas. Now, I will
follow up to see whether there is anything that I am not aware of,
but that has not been brought to my attention.

Generally, talking about hospitals or other issues of like kinds of
organizations, my concern here would be that you are seeing a slow
melding, an indistinguishable difference, if you will, between profit
making and nonprofit entities.

So, those that are nonprofit are paying the same high salaries,
perks, benefits and everything to individuals associated with the
organization, and it is increasingly difficult to draw a distinction
between what they are doing for reasons that you are talking about
of providing, say, charitable care, and what our profit-making enti-
ty is doing.

So the real stake here is that, over time, not just with people in-
flating their deductions for grandma’s painting, but that more and
more of the supposedly taxed economic activity of the country will
end up in this sector that is not taxed because it is easier to orga-
nize there. There is less scrutiny and people can live well with less
accountability.

So, we think this is something that needs to be looked at. A lot
of it comes back to adequate enforcement by us. The bright lines
here are difficult to draw. It relies, in fact, on the good judgment
of our career examiners, sir.

Senator HATCH. Thank you. Thank you very much.
The CHAIRMAN. Senator Schumer?
Senator SCHUMER. Thank you, Mr. Chairman.
I want to thank all of our witnesses, and particularly welcome

my former roommate of 10 years, Leon Panetta, who lived in our
little house on D Street until he was asked by President Clinton
to be OMB chair, and his wife came to Washington, and he pre-
ferred her to us. I do not blame him. [Laughter.] She was a lot
neater, too.

In any case, I want to thank the Chairman and Ranking Member
for holding this hearing. It is a subject I have a great deal of inter-
est in, and I am sorry I could not be here all morning. We had the
Patriot Act hearing in the Judiciary Committee.

I would like to work more closely with you and your staff as we
look at the process of reforming tax-exempt organizations. I have
a few questions, but first I want to make a few brief comments.

First, while charities and nonprofits play an important role in all
our States, they play an integral role in New York. They are part
of the fabric that makes New York a great and special place. In no
other State represented on the committee do tax-exempt organiza-
tions play such an essential role.

In fact, the New York metropolitan area contains the largest con-
centration of philanthropic capital in the world. We have, in New
York City, more than 27,000 nonprofit organizations that employ
528,000 people. There is an annual payroll of $22 billion, and they
serve more than 2.2 million city residents, most of them poor, most

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00037 Fmt 6633 Sfmt 6633 20838.000 SFINANC2 PsN: SFINANC2



30

of them indigent. So it is immensely important to both the economy
and the provision of social service in my State that the nonprofit
sector be healthy. While people may immediately think of large or-
ganizations like the Ford Foundation, the truth is, most of these
tax-exempt organizations are actually very small. Nationally, of
65,000 private foundations, the vast majority have assets under
$50 million. Of 1.4 million public charities, 98 percent have reve-
nues under $5 million.

So as the commission ponders necessary reforms, I urge them to
consider what Derrick Box said at last June’s hearing, namely that
crafting new, one-size-fits-all rules for all tax-exempt groups, re-
gardless of size, may be unduly burdensome for many of the small-
er organizations that support or directly provide important social
services.

Second, I was stunned to learn about Commissioner Everson’s
new report on the tax gap. According to the IRS, $300 billion in tax
revenue goes uncollected every year due to tax avoidance and eva-
sion.

I have heard that the gap could be closed with better enforce-
ment of existing laws, not passing new laws. In my view, Congress
has to provide the IRS, your organization, with the resources it
needs to do the job.

But I would argue that the same is true in large part for tax-
exempt organizations, because my constituents tell me many re-
forms sought by the committee could be better accomplished with
greater enforcement of the laws on the books.

I urge the committee to consider which areas truly require new
laws, such as regulating donor-advised funds and supporting orga-
nizations, and which abuses would be better reduced with the
threat of better tax enforcement.

Finally, I know the panel on the nonprofit sector was formed at
the urging of the Chairman and the Ranking Member. It has pro-
duced an excellent interim report. Hundreds of dedicated people
committed thousands of hours to the panel’s work. I think we owe
it to those who have worked so hard to craft the panel’s rec-
ommendations to wait until the final report is presented before the
committee considers specific legislation.

Now, two questions. First, for Mr. Yin. One of the Joint Tax
Committee’s recommendations involves requiring a taxpayer who
donates appreciated property, other than publicly traded stock, to
take a deduction for their basis in property rather than the fair
market value. I understand there have been abuses here. I know
Senator Hatch mentioned this.

But there are many successful entrepreneurs who donate to char-
ity by giving shares of restricted stock in their company. I know
you, Commissioner, mentioned, well, let us look at ways they can
give cash. These folks do not have cash. They have the stock and
not much else.

So, if we were to greatly restrict this, you would end up with
fewer charitable contributions, not a switch from stock to cash. The
anecdotal evidence I have received from my constituents is that
such a change would be devastating. I was wondering if the Joint
Committee has done any analysis as to how limiting these deduc-
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tions to one’s basis in the property might reduce charitable giving
by the entrepreneurial sector.

Mr. YIN. Thank you, Senator. In the case of closely held stock,
certainly there may be situations where the donor would have a
limited amount of liquid resources. On the other hand, there are
often situations where, for example, there is an ample amount of
liquid resources within the company itself. In fact, one of the stand-
ard tax planning devices that is often used to attract donations of
stock of that sort is to have the donor donate the stock of a closely
held company to a charity, and then to have that stock be re-
deemed by the company through a cash payment to the charity.

After all, if in fact there really is little or no market for this
stock, the stock is of little value to the charity as well. So, the char-
ity, in the end, would like to get some cash. By carrying out the
transaction in that way, the effect, really, is simply to do nothing
more than to allow the donor to avoid paying capital gains taxes
or dividend taxes on that cash coming out of the company.

Senator SCHUMER. But are there not a lot of companies that
would not want to do the process that you suggested?

Mr. YIN. I think, on the contrary, for most closely held compa-
nies, that is exactly the way they would prefer to carry out the
transaction because they are not interested in having somebody
other than themselves or somebody very close to them own stock
in the company. They are interested, however, in avoiding paying
some taxes and this is, again, a fairly standard way in which they
can accomplish that end.

Senator SCHUMER. All right. Well, I will certainly look at that.
But from what I have heard, it may not do the job.

Can I ask one more question, Mr. Chairman? Are we running
late?

The CHAIRMAN. Yes.
Senator SCHUMER. All right.
The CHAIRMAN. But I do have to go to the Ranking Democrat

here to ask one additional question that he wanted, then I am
going to go to the second panel.

Senator ROCKEFELLER. Thank you, Mr. Chairman.
First of all, the Ranking Member is Max Baucus.
The CHAIRMAN. But you are now the Ranking Member.
Senator ROCKEFELLER. I know.
The CHAIRMAN. How does this sound: the next Ranking Member?
Senator ROCKEFELLER. I want to ask unanimous consent that his

statement be included in the record. He asked me to do that, so I
am obliged to do that.

The CHAIRMAN. I do not know whether he can do that or not.
[Laughter.]

Senator ROCKEFELLER. Will you contemplate that then?
The CHAIRMAN. Yes. We will do that.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
[The prepared statement of Senator Baucus appears in the ap-

pendix.]
Senator ROCKEFELLER. I want to ask a somewhat deliberately

provocative question of you, Mr. Everson.
The CHAIRMAN. I thought it was a little question.
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Senator ROCKEFELLER. The statement was made earlier that
about $16 to $18 billion—I am not even sure that I heard it cor-
rectly—has to do with tax evasion, et cetera. I am quite sure that
not all of it has to do with foundations.

Two questions. Number one. I am just asking you, do you know
of any studies that have been made of the percentage of founda-
tions that exist in this country that do for large States like Senator
Schumer’s and small States like mine what we think they do, and
they are important, how many of them are, in a sense, cheating or
abusing? That fellow who raised his salary so he could get his
daughter married, which is an all-time disgusting example.

But those things catch attention and they raise an issue enor-
mously. But then on the other hand, we went to the $350 billion
or $320 billion of individuals or corporations that are not paying
their taxes.

In a proportionality sense, when you say you are going to raise
by 20 percent the number of people who are focused on founda-
tions, I wonder what happens.

Are you doing an equal thing with respect to corporations and in-
dividuals who are not paying their taxes? Because those folks are
probably not helping with Medicaid in New York or West Virginia
hospitals.

Mr. EVERSON. Certainly. The budget request we put forward for
fiscal year 2006 requests about $265 million of new enforcement
monies. As I indicated at the top of the hour, about $14.5 million
of that, or 5 percent, goes to the tax-exempt government entities.

The measures that I took, in 2005, to try to increase this funding
for tax-exempts by 20 percent were unsuccessful, frankly, despite
the good efforts of this committee to help the IRS receive the Presi-
dent’s request. The monies that I was given were fairly meager
compared to what the President had requested. He had asked for
about $500 million, we got $48 million.

So, I have sort of said, what am I going to do with the little bit
of money we got? I decided to try to move the needle in this area
because the stakes were so great. Does this go after the tax gap,
per se, that augmentation I spoke of on the exempt organizations?
No, but it goes to Senator Schumer’s point.

We cannot only attack the tax gap. The IRS’s responsibilities are
many. They extend beyond the taxable segment of the economy. We
have been given the responsibility to ensure the integrity of tax-
exempt organizations, so that is what we are doing in this instance.

Senator ROCKEFELLER. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. I thank this panel. I am glad it took a long time,

because you all have good information for us, and I think we will
make good use of that information. Thanks to all of you.

Now we go to the panel of Dr. Jane Gravelle from CRS, a very
detailed, independent analysis in three areas of concern to our com-
mittee: donor-advised funds, supporting organizations, and dona-
tion of property. Dr. Gravelle’s report will be included in the
record. I strongly encourage anyone interested in these matters to
read this report that is very nonpartisan and look at it closely. It
is an eye-opener in terms of problems that we face in these three
areas.
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Let me add that I think it is an example of the type of analysis
that we need more of, but do not get nearly enough of, be it from
government, academia, or think tanks.

This analysis from CRS looks at specific tax code sections, as
well as organizations that are created by tax code regulations, and
holds them up to a hard light of analysis to see what is actually
happening in the everyday life of nonprofits. It is too rare, if we
ever get this. I thank Dr. Gravelle. Thank you very much for your
efforts.

The second person is an attorney from Tennessee, Mr. Richard
Johnson, who will let us have a first-hand experience of his efforts
to deal with a private foundation where the wheels came off.

Then Mr. David Kuo, who was, until recently, at the White
House, where he was a senior advisor to the President’s Faith-
Based and Community Initiatives.

Then we go to Brian Gallagher, president of United Way. He
knows first-hand the problems that confront charities and will
speak to United Way’s efforts to bring reform internally, as well as
comment on proposals for reform.

Finally, Ms. Diana Aviv, whom we had a news conference with,
who is president of the Independent Sector, an umbrella group of
many of our Nation’s charities, and is spearheading this effort of
the Nonprofit Panel that was formed in response to a letter from
Senator Baucus and me to the Independent Sector asking them to
provide input from the charitable sector. That preliminary report
was aforementioned to the first panel.

We will go just the way I introduced you. So, Dr. Gravelle?

STATEMENT OF DR. JANE GRAVELLE, SENIOR SPECIALIST IN
ECONOMIC POLICY, CONGRESSIONAL RESEARCH SERVICE,
WASHINGTON, DC

Dr. GRAVELLE. Mr. Chairman, members of the committee, thank
you. I am Jane Gravelle, Senior Specialist in Economic Policy at
the Congressional Research Service, and I thank you for the oppor-
tunity to appear here today.

I discuss two types of entities that allow individuals to deduct
contributions before the gift is actually made to a charity: donor-
advised funds and supporting organizations.

Payments to donor advised funds are treated as completed gifts
for tax purposes and the fund is legally controlled, but the donor
effectively makes the choice. I also discuss gifts of appreciated
property, and I relate this discussion to the Senate staff discussion
proposals and the Joint Tax Committee proposals.

My main findings may be summarized as follows. Donor-advised
funds and supporting organizations allow the tax-free accumulation
of assets intended for charitable purposes, as is the case of a pri-
vate foundation, whether or not subject to private foundation rules.
They are, therefore, uniquely tax-favored.

Both donor funds and supporting organizations have grown rap-
idly and are a significant part of the mix of charitable assets. Dis-
tributions from large donor funds and supporting organizations are
a third the size of distributions from private foundations, which in
turn account for 10 percent of all giving. Assets and large donor
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funds grew at an average annual rate of 25 percent from 1995 to
2003, increasing 5-fold over that period.

There are two issues. First, do these organizational structures in-
crease giving or do they harm charities by deferring giving? Sec-
ond, are these organizational forums used for private benefits rath-
er than charitable purposes?

Concerns that funds may not be paid out to charities appear jus-
tified. A survey of several community donor funds found that 19
percent of donors made no distributions during the year. Data on
large supporting organizations showed that 25 percent made no
distributions, and two-thirds distributed less than 5 percent.

While tax subsidies should increase giving, econometric studies
of charitable giving suggest that the response of donors to timing
is much, much more powerful than aggregate giving responses.

A well-known study found that the effects encouraging delay are
3 to 28 times the size of effects encouraging giving. This analysis
also showed that a dollar of tax revenue lost encourages from 8
cents to 51 cents of additional permanent giving, and much more,
of course, in shifting.

When giving is funneled through these special organizations, it
may also be reduced by management fees. In addition, emerging
econometric evidence and economic research on the effects of de-
fault roles is relevant to the effect of these forms of tax-preferred
giving.

These studies suggest that individuals disproportionately choose
options that require no action. After making contributions to donor
funds and receiving the tax deduction, individuals may simply
leave them there.

While there are no data to quantify abuses, there is considerable
indication of their existence from witness testimony, practitioner
websites, and from supporting organizations’ data on loans made
back to the donors. Among the abuses is a practice called round
tripping, where donor-advised funds donate to foundations and the
foundations then donate to donor-advised funds.

Type III supporting organizations may be particularly vulnerable
to abuse because the supported charity does not have control of the
organization. Although even where the supported charity does have
control, there is certainly pressure to take into account the pref-
erences of the donor.

Gifts of appreciated property that account for 25 percent of giv-
ing by tax itemizers rises to 50 percent at the highest income lev-
els. Again, statistical evidence suggests that tax benefits for appre-
ciated property gifts are much more likely to shift the form of giv-
ing rather than the level.

Data also suggest that there may be problems in valuing a sig-
nificant fraction of these gifts because they are not publicly traded.
Options for revision include eliminating the additional tax benefit
for donor-advised funds and supporting organizations or applying
all of the private foundation rules.

The Senate staff discussion proposals are actually much more
modest than these approaches. They suggest applying self-dealing
to all charities, eliminating Type III supporting organizations, and
applying a minimum distribution requirement to donor funds. Let
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me say, a minimum distribution requirement for donors funds is
much less restrictive than a per-account minimum distribution.

Gifts of appreciated property to donor funds would be sold within
a year or disallowed as gifts altogether. Donor funds could not
make grants to foundations or to individuals, and foundations could
not give to donor funds.

Donor funds cannot be used for grant selection. Such a provision
would prevent, for example, the fund paying for the donor and fam-
ily to snorkel the reefs of Cozumel to ascertain the degree of reef
damage before providing a grant for reef damage reduction. I think
we have heard today many other instances of this kind of use of
funds.

For appreciated property that is not publicly traded, the Joint
Tax Committee would restrict the deduction to basis for all dona-
tions. The Senate staff proposal is much more limited. It would
subject valuation disputes to final offer arbitration, which should
induce more realistic valuations and a greater willingness to reach
a negotiated agreement with the IRS.

Thank you.
The CHAIRMAN. Thank you.
[The prepared statement of Dr. Gravelle appears in the appen-

dix.]
The CHAIRMAN. Now, Mr. Johnson?

STATEMENT OF RICHARD JOHNSON, MEMBER, WALLER
LANSDEN DORTCH AND DAVIS, PLLC, NASHVILLE, TN

Mr. JOHNSON. Thank you, Mr. Chairman and distinguished
members of this committee, for allowing my law partner, Joseph
Woodruff, who is standing over there, and myself the opportunity
to provide you with our assessment as to how this committee’s pro-
posed reforms may have affected the situation in the Maddox Foun-
dation and the regulatory efforts to correct that situation we are
currently litigating.

Also, due to the unselfish efforts of our client, Ms. Tommye Mad-
dox Working, who is also here with us today, these problems are
now in the process of being rectified by the District Attorney Gen-
eral of metropolitan Davidson County, Tennessee, Hon. Victor S.
Johnson, III, in a private, relator-type civil action.

Our written testimony details the history and the purpose of the
Maddox Foundation, the assumption of control by its current direc-
tor, Ms. Robin Costa after the Maddox’s death, and the removal of
the foundation from its intended home in Tennessee.

Likewise, our written testimony details the many allegations of
breaches of fiduciary duties that have occurred since the Maddox’s
death, and how the proposed reforms might have prevented the
problems we are now facing.

For the sake of brevity, please allow me to focus the committee’s
attention on only three of what we consider the most significant
abuses: purchase of professional sports teams, director compensa-
tion, and excessive administration expenses, and three of the most
significant areas of proposed reform: governance, compensation of
disqualified persons, and enhanced enforcement.

As we detail in our written testimony, Ms. Costa has used what
we estimate as over $8 million of foundation assets, first, to pur-
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chase and then to operate, two minor league professional sports
teams. In 1 year alone, in 2003, Ms. Costa spent more than $4 mil-
lion of foundation money to operate these for-profit sports teams.

In documents filed with the court, Ms. Costa admits that the
foundation entered into a contract with a casino for purposes of the
foundation providing lodging to visiting hockey team players, as
well as players coming to try out for the hockey team. All of these
expenditures are claimed on the foundation’s tax returns to be
charitable contributions.

Ms. Costa attempts to justify this characterization by claiming
that the sports teams are program-related investments. She even
has attempted to obtain the endorsement of the Internal Revenue
Service on this characterization by filing, more than a year after
the fact, a request for a private letter ruling. Now, that private let-
ter ruling request is still pending.

The characterization, we submit, is totally inappropriate, for a
number of reasons, not the least of which would be that these
sports teams are jeopardy investments, and Ms. Costa is holding
herself out to the public as their owner and president.

In fact, when the purchase of the teams was announced, the
hockey team issued a press release which quoted Ms. Costa saying
that she ‘‘fell in love with hockey and with the River Kings,’’ and
‘‘as a new owner, you’ll see a lot of me.’’

Since moving the foundation out of Tennessee, Mrs. Costa has
been able to operate the foundation without independent oversight.
She alone decides how the foundation money is used.

Her compensation is not reviewed and approved by an outside
board. Consequently, she has paid herself annual compensation
from the foundation calculated on what was represented to be the
total value of the foundation’s assets, although the foundation did
not own all the assets at the time.

Plus, she paid herself compensation out of a wholly owned com-
pany that comprises one of these foundation assets. This double
dip, however, is not the end of the compensation story. She also
paid to herself, without prior court approval, executor and trustee’s
fees, again calculated on the Maddox’s assets. The total through
2003 of this triple dipping is in excess of $3.2 million. We do not
yet know the whole story.

Until last November when the probate court in Nashville ordered
an accounting of the foundation, Ms. Costa had never opened the
books and records to an independent audit. We have prepared two
charts graphically to demonstrate the magnitude of disparity be-
tween the Maddox Foundation expenses and the genuine charitable
contributions.

Mr. Chairman, as you can see, in total, out of $16 million of foun-
dation funds spent, $5.4 million went directly to charities. Or if you
will look at our pie chart, 66 cents out of every dollar went to over-
head, compensation, and operation of sports teams, as well as to
payments to third parties.

We have also provided examples in our written testimony of the
harmful impact the manipulation of the Maddox Foundation has
had on charities in our State, and we can reach no other conclusion
than that the charities are the victims.
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Establishing national standards for governance, oversight and fi-
nancial accounting as proposed would help prevent these types of
excesses. Requiring that independent directors set and approve
compensation paid to disqualified persons would help to avoid cir-
cumstances where a foundation director holds a compensation com-
mittee meeting by merely looking in the mirror.

Providing funding to States to prosecute claims, including claims
based on the violation of the Internal Revenue Code, and expand-
ing the jurisdiction of the public’s access to the U.S. Tax Court will
greatly enhance the tool box available to regulators. Common-sense
reforms such as those under consideration by this committee could
have preserved Dan and Margaret Maddox’s legacy for their in-
tended beneficiaries, the charities of Middle Tennessee.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Johnson appears in the appen-

dix.]
The CHAIRMAN. Mr. Kuo?

STATEMENT OF DAVID KUO, FORMER SPECIAL ASSISTANT TO
THE PRESIDENT AND DEPUTY DIRECTOR, WHITE HOUSE OF-
FICE OF FAITH-BASED AND COMMUNITY INITIATIVES, ALEX-
ANDRIA, VA

Mr. KUO. Chairman Grassley and members of the committee, I
am David Kuo. For 21⁄2 years, I served as Special Assistant to the
President and Deputy Director of the Office of Faith-Based and
Community Initiatives at the White House under President George
W. Bush.

My perspective on the topics we discuss this morning is informed
by various vantage points on the charitable sector I have had dur-
ing the past 15 years.

I have worked in senior positions here in the U.S. Senate, in ad-
vocacy organizations, and in the White House. I founded, and for
3 years built, a charitable organization to objectively determine the
efficacy and the efficiency of social service organizations.

I was even recruited by a dotcom company with the promise that
I would be able to manage what was going to be a remarkably huge
foundation. They were going to give away 1 percent of gross rev-
enue to charity. Since they would be making hundreds of billions
of dollars annually, that meant a lot of money for charity. Suffice
it to say, things did not turn out quite as promised.

I also approach this from a certain philosophical perspective. I
believe in government’s inviolable duty to help the poor. This is not
just a political philosophy for me, it is also theology.

I believe that Jesus’s command to care for the least among us
means that we have to bring to social problems every available re-
source and every best effort. It is in that spirit that I want to speak
today to government, to the nonprofit sector, and to us as individ-
uals.

I believe in President Bush’s compassionate, conservative philos-
ophy as articulated at the start of his 2000 campaign: ‘‘It is not
enough for conservatives like me to praise charitable efforts. With-
out more support and resources, both public and private, we are
asking charities to make bricks without straw.’’
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His proposals for $8 billion per year in new spending and chari-
table tax incentives for non-itemizers and IRA roll-overs were im-
portant policies that sent the unmistakable message to the public
that charity, compassion, and care for the poor were to be corner-
stones of his domestic policy.

Four years later, these tax incentives and other spending pro-
grams have not yet been enacted. The White House certainly could
have done more. That has already been said. However, were it not
for the President’s interest in these issues, we probably would not
be here today.

But what about Congress? Save for the tireless action of this
committee that has repeatedly pushed for charitable tax incentives,
I have been astounded by the lack of interest in these matters by
your colleagues.

The CARE Act is a perfect example. For the last 4 years, the
CARE Act has had overwhelming bipartisan support and has gone
nowhere. Why? In large part, it is because of widespread Congres-
sional apathy and a desire for political gamesmanship on all sides.

The White House does know how to get what it wants, but just
as certainly, Congress knows how to get what Congress wants.
Why has Congress not been a passionate advocate on behalf of
charities and the poor in the midst of an economic crisis, a down-
turn in charitable giving, and an upturn in social service needs?

As members of the U.S. Senate, you are called and pulled in
every different direction. Every problem, every constituency de-
mands more from you, and of you. But I can think of no other area
in American politics so ignored by American political leaders than
matters of charity, of care for the poor, and of substantive debate
and discussion on matters of civil society.

No, America’s poor do not have a powerful voice. They are not
likely to flood your office with calls, e-mails, or letters. Yet, there
are more poor Americans today than ever before. It is always easy
politics to blame either the other party or the White House, but I
just wonder why these matters have been such a low priority for
the U.S. Congress.

It is not, however, just Congress that has ignored these charities.
Without any doubt, the charity abuse stories that we hear today
are the result of a lack of IRS enforcement of existing laws.

Having had my own 501(c)(3) organization that examined other
groups, I saw first-hand cases of willful misuse of funds. That kind
of stuff was hardly a secret in the charitable world.

Yet, where is IRS enforcement of these existing laws? It has been
AWOL. But now we are to believe that new laws are the answer?
By themselves, they are not. They may serve the appetite of a pub-
lic that wants action, because nothing spells action louder than a
new bill. But without dramatic enforcement enhancements, we will
all be back having the same debate years from now.

Make no mistake, however. I am not some shiny, happy charity
cheerleader. If we do not face the fact that loopholes need to be
closed, reforms made, and accountability had, we will have failed
just as much as if we had done nothing.

The IRS cannot enforce laws that make no sense or that provide
loopholes for the wealthy in the name of charity. Clearly, more
stringent rules need to be put in place regarding the use of donor-
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advised funds, and it hardly seems a stretch to require accounts to
pay out a certain amount annually to charities.

More publicly disclosed information about charities also seems to
be a no-brainer. Charities are, by their very definition, here to
serve the public interest. The public deserves to know what they
are doing.

I would like to add one more thing. We need to begin looking at
information in different ways. To date, charities tend to be judged
by how well their accountants make their books look like all the
money is going to serve targeted populations.

Why? Because that is how ‘‘efficient’’ charities are judged and
have been ranked by media, like U.S. News & World Report. Unfor-
tunately, this mind-set has prevented us from asking a more im-
portant question: how well?

Efficacy is a far more important and relevant gauge than effi-
ciency. We need to begin asking charities to tangibly measure how
well they are doing their jobs, not just how efficiently.

Charitable abuses are real and offensive. They must be elimi-
nated. Serious fines must be imposed. Violators need to be exposed.
But we must be careful amidst these reports not to allow these
abuses to create new laws that punish the overwhelming majority
of donors, organizations, and the recipients of nonprofit services. I
am concerned about changes in non-cash deductions—in clothing
deductions, for instance—that may be examples of disproportionate
use, given the problems.

Finally, the United States faces record budget deficits, not be-
cause of abuses in the charitable sector, but because of choices and
priorities that our government has made.

Much of the rhetoric around charity that we have been hearing
lately seems to suggest that the charitable sector is just a great
target for raising more funds to ensure the continuity of our exist-
ing ways of government waste. Does that not strike the committee
as a bid odd, perhaps even a bit perverse?

Everything we are discussing today is about the culture of char-
ity that we are creating. The culture of charity is hurt by a lack
of enforcement. It is hurt by loopholes and exemptions and tricks
that benefit the rich in the name of the poor.

It is also hurt by laws that inadvertently discourage charitable
giving. Nowhere is that clearer than in the estate tax. Congress
will be revisiting this matter in the coming months.

As it does so, I hope that it, and this committee, will bear in
mind the huge consequences that matter has to the charitable com-
munity. Conservative estimates show that a total repeal of the tax
would cost the charitable sector more than $10 billion per year.
That is a lot of money, and it certainly discourages the culture of
charity.

I want to close by again thanking you, Senator Grassley, and
thanking the committee and the exceptional staff, for pushing this.
We are having a vigorous debate this morning about charity, about
giving, and about helping others. Everyone here should be excited
about that debate, because this sector will emerge stronger and
more powerful in the end.

Thank you.
The CHAIRMAN. Thank you.
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[The prepared statement of Mr. Kuo appears in the appendix.]
The CHAIRMAN. Mr. Gallagher?

STATEMENT OF BRIAN GALLAGHER, PRESIDENT,
UNITED WAY OF AMERICA, ALEXANDRIA, VA

Mr. GALLAGHER. Thank you, Mr. Chairman, Senator Rockefeller,
distinguished members of the committee. I appreciate the oppor-
tunity to speak to you today about issues of governance, account-
ability, and performance in the nonprofit sector.

As president of United Way of America, I am here today rep-
resenting my organization, but also 1,348 local United Ways
around the country.

When I first came to United Way of America 3 years ago, my
goal was to rally local United Ways around our true mission, which
is to improve lives by mobilizing individuals and organizations into
collective action.

But traumatic world events interceded. There were the attacks
of 9/11 and the response of the charitable community to that event.
There were a series of corporate scandals: Enron, WorldCom, Tyco,
and after that, a scandal closer to home for us, the United Way of
the National Capital Area. This was now my local United Way, and
it made me sick.

When the Washington Post story came out, I received a letter
from Chairman Grassley asking how United Way of America mon-
itors the work of local United Ways and what changes we would
make to improve those operations across the system, and the sector
as a whole.

Across the Nation, United Ways were operating ethically and
doing great work. It does not matter if the vast majority of United
Ways are operating at the highest level, however, if one, or two, or
three are not. It erodes confidence in all of us. I knew I needed to
focus on accountability first so that we could get on to the real
work, which is mission. Change needed to happen fast.

In a front-page Washington Post article, I made it clear that the
volunteer board and the CEO at the National Capital Area United
Way had to go, and they did. New volunteer and professional lead-
ers enacted real reform, and since then have rebuilt trust and con-
fidence.

Next, United Way of America rewrote all of our membership
standards. I personally reviewed those new standards with Senator
Grassley before they were implemented within our system.

Working with Senator Grassley’s office was one of the reasons
that these stronger standards were adopted overwhelmingly by our
members in less than a full year. The new standards have success-
fully raised the bar on our operations, and we have instituted
third-party review and oversight over all local operations.

We disaffiliated more than 50 local United Ways that failed to
meet one or more of our new membership requirements, and for
the rest of us, this was a reaffirmation of the values of trans-
parency, accountability, and disclosure.

United Way action was necessary, and now the entire sector
needs to wake up on this issue. We all must ensure and promote
greater accountability. If we cannot, then there should be legisla-
tion that makes meaningful and common-sense reforms.
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Last summer, the staff of the Senate Finance Committee cir-
culated a white paper containing a number of options for improving
accountability in the nonprofit sector. For the record, we agree with
much of what is in this paper. In fact, some of the language used
in the paper, especially related to the IRS Form 990, was taken
from United Way’s new membership requirements.

Specifically, we agree with the proposals around responsibility,
disclosure, and effective operations, including that the chief execu-
tive officer, not just the chief financial officer of a nonprofit, should
be required to sign and be responsible for the information on the
Form 990. There should also be a certification that the volunteer
board has reviewed the annual Form 990 and all audits.

Second, that the IRS should review every nonprofit’s tax-exempt
status every 5 years to ensure that they continue to operate exclu-
sively for charitable purposes.

Finally, Congress should increase funding for IRS enforcement.
We support this increase, even if funding must be provided through
increases in fees assessed on our own sector, as long as we can be
certain that the new fees will be used for their intended purpose.

Finally, if I ended my remarks now after addressing financial
and legal accountability only, I would be doing our sector a huge
disservice. Research shows that, while trust in nonprofits is alarm-
ingly low, more regulation is not what people are looking for. Fi-
nancial accountability is just table stakes. Yes, we do need to get
that right first, but ultimately the American public should hold our
sector accountable for delivering on our missions.

In fact, the number one reason that people do not have faith or
trust in the nonprofit sector, is that donors do not know how char-
ities spend their money. The American public does not give us
money just because our operations are clean. They really give us
money because they want to make a difference, they want to im-
prove people’s lives.

To that end, I respectfully suggest that the ‘‘results’’ section of
the annual Form 990 be expanded and strengthened. Nonprofit or-
ganizations should be asked to report concrete results annually
that are tied directly to their missions, not just on the level of their
activity.

This section should be moved from Part III of the annual form
to Part I, reflecting its importance. We owe it to the public to dem-
onstrate that their investments are making a difference and get-
ting real results.

Thank you for your time, your commitment, and your consider-
ation.

[The prepared statement of Mr. Gallagher appears in the appen-
dix.]

The CHAIRMAN. Now, Ms. Aviv?

STATEMENT OF DIANA AVIV, PRESIDENT AND CEO,
INDEPENDENT SECTOR, WASHINGTON, DC

Ms. AVIV. Chairman Grassley, Senator Rockefeller, and distin-
guished members of the committee, I come before you as the presi-
dent and CEO of Independent Sector, a national coalition of char-
ities and foundations and corporate philanthropy programs that

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00049 Fmt 6633 Sfmt 6633 20838.000 SFINANC2 PsN: SFINANC2



42

collectively represents tens of thousands of nonprofit organizations
across the country.

I am also here as the executive director of the Panel on the Non-
profit Sector, convened last October by Independent Sector.

We welcomed your encouragement to form the panel because we
recognize how important it is for our sector to operate according to
the highest possible ethical standards.

We know that the wrongdoing of even a few can damage the
public’s trust in all organizations, even though the vast majority of
organizations operate legally and ethically. Therefore, our goal is to
eliminate abuse.

This commitment to higher ethical standards is shared across
the sector by the 24 distinguished leaders who comprise the panel,
by the 150 experts who are participating in the panel’s work and
advisory groups, and by thousands of people who have joined our
conference calls, submitted comments, and are now attending our
field hearings across the country.

These people are all volunteering their time because they under-
stand the importance of this work. On March 1, the panel released
its interim report, and I ask that it be submitted for the record.

[The interim report appears in the appendix on p. 85.]
Ms. AVIV. Maintaining public trust in charitable organizations

requires a balance between a viable system of self-regulation and
effective government oversight.

The panel’s report recommends actions to be taken by charitable
organizations, by the IRS and State charity oversight officials, and
by Congress. Together, these create a comprehensive package of re-
forms in which no single action stands alone. I will highlight a
handful of these recommendations.

First, penalties should be increased on managers and board
members of foundations who, at the expense of the organization,
receive or approve improper financial benefits.

Second, making reliable and timely information about charitable
organizations easily accessible to all interested parties will go a
long way toward deterring unethical behavior.

We encourage the IRS to mandate electronic filing of all Forms
990, with adjustments to be made to accommodate the relevant at-
tachments. We will offer recommendations in June on how the
forms themselves can be improved to ensure consistency, reliability
and accuracy.

Third, we believe that organizations whose annual receipts fall
below $25,000 should file an annual notice with the IRS providing
some basic information. Additionally, organizations with annual
revenues of more than $2 million should be required to have an
audit, and those above $500,000 should be required to have an
auditor review their financial statements.

Fourth, Congress should remove the barriers that prevent the
IRS from sharing information about ongoing investigations with
State charity regulators, something it now does with State revenue
officers.

Fifth, more needs to be done so that taxpayers do not over-value
property that they donate to support charities. However, we have
deep concerns about the proposals that would discourage donors
from giving appreciated property to charitable organizations.
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We do not want to see these programs damaged by solutions that
throw out the baby with the bath water. We will be getting back
to you on this with specific recommendations on how to address the
problem without hurting the program.

Sixth, although donor-advised funds are an important channel
for stimulating philanthropy, gaps in current law have allowed im-
proper use by some of these charitable assets. We need explicit
rules that prohibit improper benefits to the donor. Our report con-
tains a number of recommendations in this regard.

Seventh, the panel strongly believes that effective law enforce-
ment is integral to eliminating harmful behavior. We want to build
on the good work of Commissioner Everson to ensure that there are
adequate resources for oversight and education. We urge you to
work with your colleagues to see that additional funds are ear-
marked for this purpose.

Finally, the key to meeting our goal of no abuse is the actions
of the sector itself. We have recommended a series of steps that are
vital for charitable organizations themselves to take, such as the
establishment and dissemination of conflict of interest policies, the
inclusion of financially literate people on their boards of directors,
and the creation of independent audit committees.

The panel is just halfway through its work. Our final report is
due to this committee in June, and we intend to make rec-
ommendations on such issues as board composition, compensation,
and governance. While we understand the desire to begin moving
forward now, we believe that you will be well-served by considering
the recommendations in our final report as well.

I want to extend special thanks to you, Chairman Grassley, and
to Senator Baucus, for your leadership in this area, which already
has had a significant impact on our sector’s practices and proce-
dures.

As I travel around the country, I am constantly asked for more
information on the issues and guidelines for action, which I believe
are as a result of your calling attention to these issues.

You all know about the invaluable work charitable organizations
undertake in your respective States and in your communities. The
nonprofit sector must remain a vital component of American life.
It must maintain its independence and its creativity. It must al-
ways be responsible and transparent.

Governments should provide vigorous oversight of the sector
without discouraging legitimate charitable activity; but at the heart
of this effort to improve ethics and operations must be the actions
of the sector itself.

Mr. Chairman, Senator Rockefeller, members of the committee,
I would be happy to answer any questions.

[The prepared statement of Ms. Aviv appears in the appendix.]
The CHAIRMAN. All right. If it is all right with Senator Rocke-

feller, here is what I would like to do. I would ask four questions,
myself, and then I will give you whatever time you need to ask
questions. Then I have a closing statement, even though it might
take a little bit longer than 5 minutes.

Senator ROCKEFELLER. All right.
The CHAIRMAN. Before I ask the first question, for Mr. Kuo, you

raised the point about the frustration with the CARE Act not being
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passed. I said at the start of the hearing, we intend to work with
Senator Santorum to enact a package of CARE Act reforms.

As you know, last Congress the Senate did act. Unfortunately,
we had objections from going to conference. Hopefully, we will not
encounter that this particular year, and we will be able to move
that through the Senate and to conference.

I am going to start with Dr. Gravelle. I was very interested in
your comments about the impact of beneficial tax treatment of gifts
and appreciated property on cash, and then, of course, on the other
side of it, non-cash giving.

You spoke about tighter rules on gifts of appreciated property,
that you do not anticipate a real decline in charitable giving, but
that individuals will look at then giving cash instead, if we would
have these reforms to determine a more reasonable value for gifts.
Would you comment on that, please?

Dr. GRAVELLE. Well, on the econometric study, the statistical
study that I cite in my report, which tried to look at this issue of
substitutability between our gifts of appreciated property and cash,
what they found was there was a very, very high degree of substi-
tution.

This is much like the timing effect, an order of magnitude of the
timing effect I talked about, which, as I indicate, was about 3 to
28 times. Twenty-eight is for very high income donors. So, that sta-
tistical evidence, which is all the evidence that we have right now,
suggests that there is a big substitution effect, but not a very large
permanent effect.

That would suggest, if people found the tax benefits for gifts of
property to be reduced, they would most likely give cash instead.
Cash, of course, I think in most cases, is much more valuable for
the charities.

In fact, if you look on the Internet, you will find charities dis-
cussing the problems they face with peculiar gifts of property and
how difficult sometimes it is to cash them in or to use them.

The CHAIRMAN. All right.
Mr. Johnson, you indicated in your testimony that Ms. Working,

the Maddox’s step-granddaughter, I believe it is, is funding the liti-
gation with her own personal funds. Now, that does not happen
very often, and it surprises me.

Would you explain her motives? I would also like to ask you to
comment on the importance of the authority Ms. Working has
under the relator statute to bring this action to address these
issues.

Mr. JOHNSON. Thank you, Mr. Chairman, for the question. In the
18 years that I have been practicing law, I have not worked with
a client as unselfish as Ms. Working.

What I attribute it to is, I find that she has a deep desire, or she
almost feels there is an obligation on her part, to make sure that
her grandfather’s charitable intentions are carried out. She sees
those charitable intentions being frustrated. I will give you several
examples.

First, for example, Mr. and Mrs. Maddox attended Covenant
Presbyterian Church there in Nashville. The minister there has
filed an affidavit in our case. What had happened was the Mad-
dox’s wanted to have a new sanctuary built. After their untimely
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deaths, the foundation had made a commitment to pay $2 to $4
million to the church for building that sanctuary.

Well, after the foundation moved to Mississippi, Ms. Costa told
the minister, well, we cannot fulfill that commitment, that the
foundation does not have the assets to do that, and instead gave
the minister $5,000 for the church.

Now, there is testimony from a witness who has stated that Ms.
Costa referred to those types of gifts as gag gifts, go away gifts. In
addition, there was, for example, the administrative expenses and
travel expenses.

Mr. Maddox was a supporter of Belmont University. If you would
look on the 2002 990 PF, it would show that there was a $5,150
charitable contribution to Belmont University. Well, $500 of it was
cash and $4,650 of it was for expenses for charter trips by Ms.
Costa back and forth to Nashville.

Then the administrative expenses. I will be brief, Mr. Chairman.
The foundation had credit cards. Ms. Costa charged to the founda-
tion meals for the hockey players, gas, florists, pet store charges.

There was an $8,000 charge to a casino, approximately $4,000 to
a LaCosta Resort & Spa, approximately $13,000 for statuary from
the Colleton Gallery in La Jolla, California. So, these are the rea-
sons why she feels like she needs to pursue it.

As to your second question, the private relator action, as a prac-
tical matter, we saw that this was, in Tennessee, the only mecha-
nism we had to pursue this foundation. The District Attorney’s re-
sources are very slim.

With your proposed reform, adding a Federal alternative would
have been something that we would have seriously looked at, be-
cause as I read it, either the Internal Revenue Service is carrying
the ball, or at least we are sharing the ball. And I can tell you, Ms.
Working has spent a lot of money pursuing this.

The CHAIRMAN. That brings up a short question, and the last
question for you. Do you know what, if anything, the IRS is doing
about this situation at the foundation?

Mr. JOHNSON. Ms. Costa, in her answer in the litigation, at-
tached a letter from the IRS that in effect said that the 2001 tax
year was clean. There were no changes to the 990 PF. Now, we be-
lieve that what they will argue is, they are going to use this letter
to suggest that the IRS has blessed the way the foundation is being
administered. We are skeptical of that claim.

However, if you adopt some of the reforms that you have sug-
gested, and I would ask Mr. Woodruff to show this, it is easy to
show you, if you will look at 2001, there is $450,000 of compensa-
tion to the director, Ms. Costa.

Now, with your reforms, the disclosure of affiliated entity com-
pensation, the disclosure of how you justify and rationalize the
compensation, you would find that, in addition to what was shown
on the 990 PF, which was $275,000 of compensation, that was,
based on the testimony of the consultant, on $180 million of assets
rather than $49 million of assets.

You would also see that $125,000 was also paid to her from a
wholly owned company that the foundation now owns, plus $50,000
from trusts that the Maddox’s assets went through to the founda-
tion.
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So, your proposed reforms would provide greater disclosure,
greater transparency, and may make the IRS’s job a little easier.
We do not know what the IRS looked at to make that determina-
tion.

The CHAIRMAN. All right.
Now, Ms. Aviv, my last question. We, like you, have looked at

some organizations assisting Native American communities, par-
ticularly in education, and find that little money is going to help
those in need. I know you are familiar with those things.

This is similar to a situation that our Finance Committee has in-
vestigated with the attorney general of Pennsylvania of an organi-
zation cashing in on public support for the Make-A-Wish Founda-
tion by raising money for a similarly named organization.

I understand from your recent field hearings you conducted that
you have come across similar concerns. Could you mention those
for the benefit of the committee?

Ms. AVIV. Sure, Senator Grassley. I was in Denver about 2 weeks
ago, and we had a field hearing in which the charities and founda-
tions from around the Denver area joined Senator Worth and Sen-
ator Brown and me at these field hearings. There was an indi-
vidual who stood up by the name of Rick Williams from the Amer-
ican Indian College Fund who attended the field hearing, and he
indicated that there are a number of problems within the American
Indian community with respect to fraudulent charities attempting
to raise money on the backs of poverty issues within those par-
ticular communities, and that it simply was not going to those folks
who needed the money most.

So the problem is in two categories. The first is fraudulent claims
in direct-mail letters about crises in communities in order to raise
considerable sums of money that do not go to the tribes.

The second is scams allowing businesses to donate large quan-
tities of goods that are, in essence, useless and dumping them in
American Indian communities. Now, both of these practices are il-
legal, although they say that they are continuing and that they are
not getting the kind of relief they need, so their view is that they
need this prosecuted.

They have sent to me just yesterday about a foot and a half of
material supporting all of this, which I am happy to share with you
and your staff, on the background of this. The specifics of the case,
I am not as familiar with as to what he said.

But he also issued a warning to everybody in the room who was
listening to this. Do not assume that because people raise funds in
the name of charity that we should automatically assume that they
are honorable. We really need to do our homework ourselves to see
that the funds do go for charitable purposes.

The CHAIRMAN. Yes.
Senator Rockefeller?
Senator ROCKEFELLER. Thank you, Mr. Chairman. I will not ask

a question. I will just make a very brief statement. I think this has
been a superb panel. Both of them are that way.

I should point out to the panel that our Chairman has an unbe-
lievable knack for raising questions that cause all kinds of concepts
that have not been carefully reviewed before, or budget priorities,
or things, and it always ends up in doing good. If the private sec-
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tor, the foundation sector, is concerned, you ought to try the folks
at the Department of Defense. They live in terror of Chairman
Grassley.

The next thing I would like to say is, I was very moved by what
everybody said. David Kuo, I was profoundly moved by what you
said, the way in which you said it, and the terms that you used
to, in essence, voice what I was feeling all weekend as I watched
nonstop the death of the pope and the reaction of the people. And
they were all young people. They were all young people, at least
where the television reached.

I think that that was because, not so much they knew him or
they agreed with everything that he had ever said, or they honored
his historical courage, but I think it was for this very simple ques-
tion that you raise, and that is, people reaching out to the dispos-
sessed and poor.

He went to 139 countries, which I still cannot absorb into my
thinking, and he did it when there was no enormous reason for him
to do it, except, I think, to say, we care everywhere about every
person who is hurting and is in trouble and does not have rep-
resentation, and I will represent them, he said.

I am not a Catholic, but I found myself just extraordinarily
moved by that weekend. I found it very much in consort with the
spirit of what you said, very much in consort.

That leads me to my final statement, Mr. Chairman. I use the
example of, somebody raised their salary so their daughter could
get married. I abhor abuse in the foundation sector, the third sec-
tor, whatever you want to call it.

I abhor it. I abhor it because of the damage it does to others be-
cause people grab onto it, the media grabs onto it, it becomes an
enormous factor, and then people generalize and assume every-
thing is that way. I know it is not. I know it is not, because I have
just seen enough that are trying to do the right thing.

I also felt, Mr. Chairman, in this hearing, from both sides of the
dais here, that there is, I think, a very workable approach to solv-
ing these problems. A lot will come, as some have said, from with-
in.

I think a very good example of that is the Nature Conservancy,
who have done a superb job in reforming themselves and were
shocked by what they went through, and then set about to make
themselves, as I indicated, kind of a gold standard.

But I think there is a real desire to make this work right without
affecting the inherent beauty of the American people which de
Toqueville referred to, not in them and their organizations, but in
their desire to give of themselves to others.

That is religious in its derivation, and it is also that America was
formed in a very different way. People moved out west in the mid-
dle of the 19th century, they got their land, they put up white
fences, and worried about educating their children. But it has al-
ways been in the American spirit, partly because of religion, this
desire to help other people.

I will extend it to say that I can remember when I was Governor,
we had terrible floods in West Virginia, where only 4 percent of the
land is flat, and 96 percent is one shape or another of a mountain.
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So, the water gathers very quickly and places are ruined easily.
Virtually every time in the 8 years I was Governor I would open
up National Guard armories, and nobody would come.

The reason they did not come is because their neighbors were
taking them in. It was a sense of family. I think it is tremendously
important that that not be destroyed in what we are doing here,
that foundations are needed more than ever, that the American
spirit is needed more than ever to contribute to foundations, for
people to get on boards of foundations, and to do much more dis-
ciplined work, which perhaps they are now doing, where some
foundations are so staff-driven, that boards become almost rubber
stamps. It is a terrible thing when that happens, and it does.

But I think when you look at transparency, governance, over-
sight, I think we can do things here. We can pass legislation that
will be effective, together with what is being done already within
the foundation community.

I think the foundation community has been rocked by this. They
have been rocked at least two other times I can think of in the 20
years that I have been here. But they survived because that is the
American spirit, that is the American way of contribution. People
want to do it.

One little caveat, just as a warning, on proving what you have
done each year. I tend to think that is a good idea, on balance. I
think one has to be careful, however, when one is dealing with, for
instance, agricultural sciences.

I know one foundation that was trying to figure out how to take
a grain of rice and quadruple what it produced, and it did, but it
took a long time. I doubt the reports during all of those years
would have been very easy to write, and were certainly very boring
to read. Also, in medical science, where you are talking about the
cure of extraordinary diseases.

On the other hand, all things being said, I think people should
do that. Now, I worry about, will they have the resources in some
smaller foundations to be able to do that? Because that is a very
hard task to be looked at by the Commissioner, and all the rest of
it.

But on balance, I think, Mr. Chairman, we are on our way here
because of your good work in your classic Iowa manner in which
you identify a problem with ferocity, and yet love, and then we all
react to it. I see solutions coming, and I feel good for the future
of foundations, provided we act prudently, which I think we will.

Thank you, Mr. Chairman.
The CHAIRMAN. I think, Senator Rockefeller, your statement says

better than I have ever said the motivation behind making sure
that the tax exemption is used wisely by charitable organizations,
because we do, as you suggest, want to promote greater use of
charitable giving and foundations and organizations, and you have
expressed it very well, and I would associate myself with your re-
marks. I would say, in summation, that that is the purpose of the
work that we have been doing for the last year.

I would just like to summarize a little bit for myself, in about 2
or 3 minutes.

The testimony today has made it clear that there is a need for
reform, and particularly reforms that deal with this part of the tax
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gap. We have heard good suggestions that will allow us to address
the problems.

Balancing these efforts, I want to make certain of the vitality of
nonprofits, in the same vein as Senator Rockefeller just expressed.
Particularly, though, I want to make sure that, in keeping that vi-
tality, in anything we do, as far as normal charities and churches
are concerned, that they are not unduly burdened by government’s
reforms.

I want to note the work of the Nonprofit Panel which has been
well represented here today by Ms. Aviv, Mr. Gallagher, and Mr.
Panetta. So as you do your work in the next few months, consider
that today we have heard extensive and thoughtful comments of
problems in the nonprofit sector. These comments need to be
passed on and made clear to the charitable sector as you conduct
your discussions and meetings.

Too often, as charities across the country consider proposals for
reform, they do so in an atmosphere that does not reflect the unfor-
tunate realities that are coming out in a hearing like this.

I strongly encourage the Nonprofit Panel that their work must
be one not only of dialogue with charities, but informed dialogue
that starts with serious and significant education of the problem
before it. Without education, it is only natural that some charities
will respond as if the sky is falling.

It is, unfortunately, those who turn a blind eye to the problems
of the charitable sector or seek only a fig leaf of reform who are
potentially causing real long-term damage for nonprofits. Those
who are seeking real reforms to address the issues raised by the
Commissioner and others today will help ensure continued public
confidence and support for nonprofits. By doing so, they act in the
true interests of their charities.

Given the limited time frame, I encourage the Nonprofit Panel
to concentrate its work, first, on the area of governance. It is par-
ticularly vital that the panel provide us serious proposals that the
IRS can efficiently administer in the areas of self-dealing, govern-
ance, and payment of benefits.

The Finance Committee has taken a rare step of reaching out ex-
tensively. It is my hope that this experiment is not only a success
in terms of trying to bring change to charities, but it also may be
something we can build on in other areas in the work of this com-
mittee. It is an experiment where I hope we will see serious pro-
posals, and see them quickly. Thank you.

Do you have one question you want to do?
Senator LINCOLN. I do.
The CHAIRMAN. How long is it going to take? I have a meeting.

Could you adjourn the meeting?
Senator LINCOLN. Sure. Absolutely.
The CHAIRMAN. I trust her. [Laughter.] Here is what I would like

to do, though, before she goes. Obviously, you have been around
here for 3 hours now, and have presented your testimony. I thank
you very much and look forward to working with you, particularly
if you continue your panel work. Thank you very much.

I will turn it over to you. When you are done, then the hearing
automatically is adjourned.
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Senator LINCOLN. Absolutely. And thank you, Mr. Chairman, for
putting such detail into a very important issue, and all of these
groups that do a tremendous amount, the good actors, deserve that.
So, thank you, Mr. Chairman.

I guess I have been a little bit concerned, and I wanted to get
your response here, about what looks to be some of the illegal inte-
gration of politics in some of the nonprofits and not-secular indus-
tries. I guess my specific alarm came from recent reports that show
that obviously there are politicians who have been able to raise
money for lobbying and funnel that money to people who can ar-
range broadcasting and advertising for nonprofits, particularly on
religious radio and TV stations. The stations then broadcast infor-
mation, propaganda, what have you, supporting those politicians,
the positions of the lobbyists and their clients.

So much of all that we know, oftentimes—until we get to this
point where we have testimony and witnesses—is what we read in
the news, read in the papers.

But from your standpoint, being so involved with a lot of those
different groups when you were in the Office of Faith-Based Initia-
tives, were you aware of any of the nonprofit religious-based media
organizations that were willing to participate in that political strat-
egy or messaging in exchange for dollars, exchange for money?

Mr. KUO. No, Senator. I am not aware of any sort of quid pro
quo, so to speak, where there was any explicit, implicit, or any
other ‘‘plicit’’ acknowledgement.

I think behind your question is the question, was there sort of
a pay or play, play for play sort of thing, were religious groups
given money in exchange for support, or vice versa? I am not aware
of anything remotely resembling that, no.

Senator LINCOLN. Again, some of the accounts that we hear in
the reports indicate that, again, all of what we are investigating is
making sure that those who are in the nonprofit arena and those
that are taking that political status through the tax code are doing
the things that they are designated to do, but not going forward,
and a lot of that.

So if you did not see any or were not aware of any of that kind
of activity that occurred——

Mr. KUO. And I am specifically speaking in terms of government
grants. I assume that was what was behind your question, were
groups brought in for support in exchange for government grants.
That is what I understood your question to be.

Senator LINCOLN. Well, not necessarily just grants. I mean, we
are talking about, certainly, the political arena—the whole political
arena, not just government dollars that come through—but cer-
tainly in terms of the context of what nonprofits are there to do,
whether or not they were working on behalf of politicians in return
for what lobbyists were doing and what political support was going
on in the direction for those politicians.

Mr. KUO. Again, I do not know of anything specific along those
lines.

Senator LINCOLN. Did you see any of the reports or see any of
the articles that were concerning the casino gambling, particularly,
on the nonprofit radio?
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Mr. KUO. No, none at all. But again, I left the White House in
December of 2003.

Senator LINCOLN. Those are just accounts in the media.
Mr. KUO. No. I am not aware of any of those.
Senator LINCOLN. All right.
Well, thank you all so much for your help. I appreciate it, and

I know the Chairman does. We are looking forward to coming up
with some of the solutions that we can. Thank you.

The committee is adjourned.
[Whereupon, at 12:55 p.m., the hearing was concluded.]
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RESPONSES TO QUESTIONS FROM SENATOR HATCH

Question: Ms. Aviv, I want to start by commending Independent Sector for con-
vening the Panel on the Nonprofit Sector and for yours and the panel’s hard work
in producing the interim report. It is my understanding that the Finance Staff’s ini-
tial discussion draft last summer called for the repeal of the exemption for Type III
supporting organizations. The Interim Report of the Panel on the Nonprofit Sector
acknowledges that there have been some Type III supporting organization abuses,
but recommends targeted anti-abuse rules, accompanied by appropriate penalties to
eliminate the abuses, instead of repeal of the exemption. Is this correct?

Answer: Thank you, Senator Hatch, for your commendation of the work of Inde-
pendent Sector and the Panel on the Nonprofit Sector. The panel is continuing its
work examining problem areas within the sector and carefully considering specific
remedies that would deter abuse and punish willful wrongdoing. Our final report
will be ready in June with additional recommendations for action. You are correct
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in stating that the Senate Finance Committee’s discussion draft called for the elimi-
nation of Type III supporting organizations, while the Panel on the Nonprofit Sector
supports preserving Type III organizations. The panel does acknowledge in its in-
terim report that there have been inappropriate uses of Type III supporting organi-
zations, but we also believe there is a legitimate and unique charitable purpose
served by Type III supporting organizations, and that most of these organizations
provide real benefit to the charities they support. The panel recommends targeted
anti-abuse rules and increased penalties for misconduct. We are currently reviewing
specific recommendations regarding the nature of anti-abuse rules and specific pen-
alties, including a number of the suggestions made to the committee by Mr. John
Dedon. The panel’s recommendations will be included in the final report.

Question: Can you describe to the committee the benefits to the community pro-
vided by Type III supporting organizations and how you would stop the acknowl-
edged abuses short of repealing the exemption for these organizations?

Answer: A Type III supporting organization is a public charity organized and op-
erated exclusively for the benefit of one or more other public charities. As with other
types of supporting organizations there must be a close and continuous relationship
between the Type III and the supported organization. The uniqueness of a Type III
supporting organization is that legal control of a Type III lies neither with the sup-
ported organization nor with the contributor or his/her family. Instead, the rules for
Type III supporting organizations allow for independent ownership and manage-
ment of assets that are exclusively dedicated to the benefit of one or more supported
charities.

Communities benefit from Type III supporting organizations in a variety of ways,
depending on the kind of charitable institutions receiving support through them. In
general, the flexibility currently allowed in the use of Type III supporting organiza-
tions provides a way for charitable organizations to receive valuable assets for pub-
lic purposes that might otherwise be retained for the private benefit of the donors
and their families. In our review of Type III supporting organizations, the panel
identified a number of instances in which Type IIIs were uniquely suited to meet
the needs of the charity, the donor, and, in some cases, governmental entities. Some
examples are:

• A donor wishing to ensure that a gifted collection is exhibited by a museum and
not sold to support other activities could contribute the collection to a Type III
supporting organization which would provide it to the museum but retain inde-
pendent legal control. Without such an entity to ensure that the collection is
both displayed and retained, the donor might well keep it in private hands.

• Type III supporting organizations have proved useful to governmental entities
in advancing their public purposes. In one instance, agreement on the conver-
sion of a nonprofit hospital was reached when the parties agreed to place the
sale proceeds in a supporting organization to the community foundation. A Type
III supporting organization was created at the insistence of the State attorney
general, because it would give the new entity a strong separate identity from
the community foundation.

• Public colleges and universities often have Type III supporting organizations
that independently hold and manage important assets, such as technology as-
sets, that might otherwise become subject to control and potential appropriation
by State governments for other, unrelated State programs.

• Type III supporting organizations are also useful when a donor wishes to sup-
port a number of charities with differing short- and long-term needs. The inde-
pendent management of Type IIIs allows for more effective balancing of char-
ities’ competing goals.

The panel has found that the flexibility that makes Type III supporting organiza-
tions uniquely suited to meeting the needs of donors and charities also provides
room for abuse by some. There are cases where donors have inappropriately main-
tained de facto control over assets, creating the functional equivalent of a private
foundation, while avoiding the rules that apply to private foundations. The panel
believes that clarification of current guidelines and regulations is needed along with
new, targeted anti-abuse rules and appropriate penalties. Specific recommendations
for anti-abuse rules will be included in the panel’s final report.

Question: Ms. Aviv, it appears we have a real problem with tax abuse by a few
bad apples in the non-profit sector. How can we best prevent these abuses without
harming or discouraging those whose only intent is to do good?

Answer: The vast majority of America’s 1.3 million nonprofit organizations are
now, and have always been, responsible, ethical and accountable in the conduct of
their programs and the management of their funds. But, yes, there are bad apples
who have called into question the work of all charitable organizations. Independent
Sector and the Panel on the Nonprofit Sector are determined to assure the public
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and the Congress that we are serious about preventing and punishing misconduct
in the nonprofit sector and equally serious about preserving an environment in
which the hundreds of thousands of lawful, ethical and accountable nonprofit orga-
nizations can continue to serve and enrich our communities, our Nation and the
world.

Maintaining the public trust in charitable organizations requires a balance be-
tween a self-regulatory system, including a viable system of management and gov-
ernance standards and proactive educational programs, and vigorous governmental
oversight and enforcement. In our interim report, the panel recommended actions
for the charitable sector and charitable organizations, actions that might be taken
by the IRS, and legislative actions to improve governance and oversight of the sec-
tor. The panel is currently looking at complex and difficult issues, such as the valu-
ation of non-cash gifts, rules for board compensation and the board’s role in setting
executive compensation, prudent investment rules, regulation of international
grantmaking and charitable organizations. Recommendations on these and other
issues will be contained in the final report along with more specific language to
strengthen the general recommendations contained in the interim report. For in-
stance, where the interim report stated that there should be a legal definition of
donor-advised funds, the final report will suggest what that definition should be.

As in any aspect of life, those who set out to deceive others or violate laws will
likely find a way to do so. The nonprofit sector is no exception. The panel is deter-
mined, however, to make it as difficult as possible to break the rules for exempt or-
ganizations and to make it as certain as possible that those who willfully abuse non-
profit status will be detected and punished. We are working from within the sector
on codes of ethics and accountability, models of transparency and good governance.
We are working with the IRS on designing better forms that provide the type of in-
formation needed for good law enforcement, but also for more informed philan-
thropic decisions by the public. And we will continue to work with Congress to help
shape the most effective laws to target abusive behavior. At the same time, we are
also hoping that Congress will continue to encourage charitable giving and seek to
assure the American public that most charities are worthy of their support.

Question: Ms. Aviv, do you see any significant difference between the donation of
a facade easement and the donation of a conservation easement? Is there a dif-
ference in the level of abuse in these two areas? Should there be different rules gov-
erning the deduction of such donations?

Answer: Current law provides several distinct, and often complex, rules for dona-
tions of land and real property for conservation and historic preservation purposes.
Generally, no deduction is available if the use of the property is inconsistent with
the conservation or historic preservation purposes of the gift or for transfers that
have no material effect on the value of the property or that enhance, rather than
reduce, the value of the property for the donor.

The panel is currently studying areas in the current laws and regulations gov-
erning such donations to make recommendations in its final report. Specifically, we
have identified some gaps in the standards for appraisers and the penalties that can
be imposed on appraisers that provide gross misstatements of a property’s value for
taxpayers to use in claiming income tax deductions. We are also looking at steps
that the IRS is undertaking to address some of the alleged abuses reported in recent
press stories. Finally, the panel is studying steps that charitable organizations can
take to more effectively monitor how the property is used following the original do-
nation and to assist efforts to ensure that the valuations claimed by taxpayers for
these important charitable contributions are fair and accurate. We expect to provide
detailed recommendations in the near future.

RESPONSE TO A QUESTION FROM SENATOR ROCKEFELLER

Question: Adam Meyerson, the president of the Philanthropy Roundtable, has
raised some concerns about the possibility of the IRS reviewing the tax-exempt sta-
tus of organizations every 5 years.

He expressed concern that inviting the IRS to review nonprofits every year could
lead to politically motivated interference. Specifically, he worried that the IRS could
impose enormous administrative burdens on organizations as part of a review proc-
ess, and that, under some circumstances, the IRS may be acting to sideline an orga-
nization the administration does not support.

Does this concern ring true to you? How can Congress protect against politically
motivated enforcement actions while we encourage the IRS to take a more active
role in overseeing tax-exempt entities?

Answer: Charitable organizations are stewards of the public’s generosity, serve a
public purpose and should be open to public scrutiny. If the information collected
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on a 5-year review would add significantly to the transparency needed by donors
to make good philanthropic decisions, then there might be merit to warrant the ad-
ditional paperwork. It is important to weigh any gain in transparency, however,
with the additional costs that would be incurred by the charitable organizations and
by the IRS, which would have to review all the reports.

The panel is currently reviewing this proposal and other opportunities for increas-
ing transparency and accountability. Two new subgroups are currently looking into
possible revisions of the annually filed forms 990 and 990–PF to see if including ad-
ditional information on these forms would meet the same need as a new 5-year re-
port. We have not yet drawn a conclusion on the usefulness of a 5-year review
versus filing expanded 990s annually.

It seems to me that whether or not the IRS should review the tax-exempt status
of charitable organizations every 5 years is a separate question from how to prevent
politically motivated enforcement actions. Even without a 5-year review process in
place, I get calls from nonprofit organizations who believe that Federal and/or State
charity regulators are investigating them for political reasons. It is not only the IRS
that has the power to audit or harass a charity, but virtually any public agency with
which charities contract or participate in grant programs. Because we live in a de-
mocracy with elected officials and political appointees, some very partisan, in posi-
tions of power, there is always the possibility that someone will overstep the line
and engage in politically motivated actions. Fortunately, most public servants know
where the line is and respect the rule of law.

Abuse of power is a subject Congress, executive branch agencies, State agencies
and nonprofit organizations must guard against all the time. The solution to halting
bad practices in the public sector is the same as the solution to halting bad practices
in the charitable sector: clear rules, tough penalties, and sufficient training to as-
sure that office holders—elected and appointed—understand their responsibilities. I
would also add that the Panel on the Nonprofit Sector has made a recommendation
that charitable organizations should have policies and procedures to protect whistle-
blowers with credible information about wrongdoing. Federal and State government
agencies already have such policies, but employees may not know about them or the
laws may not be adequately enforced. A review of such procedures for new employ-
ees might help, as would a reminder to supervisors to take reports of wrong-doing
seriously.

PREPARED STATEMENT OF HON. MAX BAUCUS

Thank you, Mr. Chairman.
Winston Churchill once said, ‘‘We make a living by what we get. We make a life

by what we give.’’ We are here today to discuss how Congress can encourage more
giving, while preventing abuse by bad actors.

We are lucky to live in a country where people give of both their riches and their
energy to make a better world. In my home State of Montana, small charities with
few resources provide many essential services.

The Flathead Foodbank in Kalispell prepared over 11,000 boxes of food and
served almost 8,000 people just last year. This group makes sure that the sick, el-
derly, and poor in Northwest Montana have someone to depend on.

At the Montana Job Training Partnership, over three-quarters of folks who walk
through their door are able to find good stable jobs. This group helps Montanans
build a better future for themselves and their families.

And if you hike among the pristine wilderness of the Elkhorn Mountains, you can
thank the 3-person team at the Prickly Pear Land Trust for protecting over 1,500
acres of wildlife, trails, open space, streams and productive agricultural land in cen-
tral Montana.

These charities, while limited in the funds they employ, provide a powerful benefit
to Montana. They add to my State’s quality of life, making Montana a compas-
sionate and environmentally attractive place.

When I consider the reforms that we are here to discuss today, I am going to keep
groups like the Flathead Food Bank, the Montana Job Training Partnership, and
the Prickly Pear Land Trust in mind. I recognize that any reform effort needs to
be a balance between cracking down on the bad guys, and not unduly burdening
the good guys.

That said, I am serious about working together with Senator Grassley to root out
abuse where it exists. Today we’ll hear from IRS Commissioner Everson and others
about charities that are used to foster personal wealth rather than good deeds.

In January, I sent a letter with Senator Grassley to the IRS asking them to look
at the most significant compliance issues that they could identify within the tax-
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exempt sector. I appreciate the IRS’s prompt and thorough response. IRS cited some
troubling practices by individuals who use charities to engage in tax shelters.

We must forcefully address incidents of deliberate cheating among tax-exempt or-
ganizations. Failure to do so undermines the public’s confidence in the charitable
sector and the tax system in general.

We will also hear from the Independent Sector—the charitable community’s na-
tionwide representatives—and their distinguished representative, Leon Panetta.
Welcome back, Leon. I am glad to hear that Independent Sector brought you on
board to help with their Panel on the Nonprofit Sector. The panel has done a good
job recognizing the need for reforms in the charitable sector to promote trans-
parency, best practices and good governance.

When Senator Grassley and I sent a letter to Independent Sector last September,
we asked them to provide guidance to us in a timely fashion. They have done so.
Their response provides an excellent starting point to begin the discussion on re-
forms. I look forward to your testimony.

George Yin, from the Joint Committee on Taxation, will also testify today about
proposals the Joint Committee on Taxation has developed to address abuses in the
nonprofit sector. I commend the hard work of the staff at the Joint Committee in
this area, even if I cannot endorse every proposal they have put forward.

In particular, I am concerned that their proposal on land conservation may have
gone too far. While I want to make sure that scams in the land preservation field
are addressed, I also want to ensure that farmers and ranchers in Montana can con-
tinue to get a fair deduction for donating easements that protect valuable open
space.

The Joint Committee proposal would eliminate the deduction for charitable con-
tributions of conservation easements that include a principal residence. This would
prevent many working farmers and ranchers from claiming a deduction for dona-
tions of easements.

One of Montana’s greatest resources is its open space. I want to make sure that
generations of future Montanan’s can appreciate the clean streams, rolling fields,
and rugged mountains as I did growing up. I intend to work to ensure that farmers
and ranchers continue to play a key role in preserving Montana’s open space.

I am eager to hear from the other witnesses scheduled to testify today. Brian Gal-
lagher has done a terrific job turning the United Way around, and Diana Aviv is
a tireless and effective advocate for charities at the Independent Sector. I am glad
that they are here today to share their thoughts about reform.

I am also pleased to welcome Attorney General Hatch. States play an important
role in regulating charities, and I am eager to hear about the successful steps he
has taken in Minnesota to ensure a vibrant charitable sector.

Finally, I am glad to welcome the rest of our witnesses—David Kuo, Jane
Gravelle, and Richard Johnson. Thank you for appearing here today and contrib-
uting to this important conversation.

PREPARED STATEMENT OF HON. JIM BUNNING

Thank you, Mr. Chairman.
I am pleased that the committee is examining charitable institutions today. There

have been many recent press reports about abuses in the charitable arena, and
these reports have had a negative impact on the reputations of charitable organiza-
tions everywhere. It has become obvious there are certainly some bad actors taking
advantage of the charitable community, but I think it is important that we don’t
lose sight of the millions of souls who are doing good everyday through charity
work. In order to ensure that the above-board organizations are able to continue to
raise the funds and gather the volunteers that they need to continue to make the
important—and in some instances life-saving—contributions to our society, we need
to work to make sure that public confidence is not eroded.

I support the efforts that this committee is undertaking to ensure that charitable
contributions go toward the charitable purposes which the donor intended and
which the public expects of those organizations to which we grant special privileges
through our tax laws. I look forward to working closely with Chairman Grassley and
Senator Baucus on these issues in the coming months in order to achieve the goal
of shutting down abusive practices. As we examine proposals, however, I plan to
work to make sure that, while we go after bad actors, we do not impede the millions
of individuals who are providing necessary services to our country and its citizens.

I look forward to hearing today’s testimony. Thank you.
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PREPARED STATEMENT OF HON. MARK EVERSON

Mr. Chairman, Senator Baucus, distinguished members of the committee, thank
you for the opportunity to discuss a number of issues relating to tax-exempt organi-
zations. The country rightfully takes pride in its tax-exempt sector. It is composed
of millions of dedicated volunteers and staff who faithfully and impressively carry
out critically important work. On them, many within the United States and
throughout the world rely.

My remarks will focus on problems with abuse that we are encountering in the
tax-exempt area. In making these observations, I am not talking about the inspiring
work that the charitable community does day-in and day-out. Nor am I overlooking
that the overwhelming majority of these organizations try hard to comply fully with
the letter and spirit of the tax law.

But we must recognize that we are now at an important juncture. We can see that
abuse is increasingly present in our sector, and we must work to address it. We will
act vigorously, for to do otherwise is to risk the loss of the faith and support that
the public has always given to the charitable community. And if that is lost, the
bountiful vitality of the American charitable sector will wither.

The administration strongly encourages and supports donations to our charities.
But you and I share the same concern. Some entities now use their privileged status
to achieve ends that Congress never imagined when it conferred tax exemption.
They are wantonly abusing the generosity and faith of the public. I therefore appre-
ciate your efforts, and those of the Joint Committee on Taxation, to consider
changes that will make our oversight of this area stronger, our ability to remediate
abuse swifter, and the strength of the charitable sector more secure.

As I begin, let me also extend my appreciative congratulations to the Panel on
the Nonprofit Sector, convened by Independent Sector, for its fine interim report.
I have read it from cover to cover. It represents an impressive effort to move the
tax-exempt community to a better place. The IRS strongly supports the Eight Guid-
ing Principles of accountability and governance, and commends Independent Sector
and the Panel on the Nonprofit Sector for their role in encouraging adherence to
these standards of excellence.

Good governance and accountability are important, given the size and impact of
the tax-exempt sector in our economy. Although our exempt organization master-
file data is imprecise, the IRS lists 1.8 million tax-exempt entities, and the number
is constantly growing. More than 300,000 entities have been added to our rolls since
2000. Total assets of these organizations approximated $2.5 trillion in 2002, with
revenues of $1.25 trillion. Collectively these organizations file more than 800,000
annual returns.

The IRS Strategic Plan for 2005–2009 recognizes the significance of this sector for
tax administration. The Strategic Plan sets out four key objectives designed to en-
hance tax law enforcement over the next 5 years. One of these objectives directly
addresses the charitable sector. That objective is to ‘‘Deter abuse within tax-exempt
and governmental entities and misuse of such entities by third parties for tax avoid-
ance and other unintended purposes.’’

Despite the importance of this sector, until recently our enforcement budget was
not keeping up with its growth. From 1995 through 2003, there was an increase of
over 40 percent in the number of exempt organization returns filed, yet IRS staffing
of the exempt organizations function steadily declined.

The chart below shows how we are turning this around. Using 1995 as a bench-
mark, the chart shows the percentage increase in exempt organization returns filed,
together with the percentage changes in staffing and staffing per exempt organiza-
tion, on a year-by-year basis. Although our staffing devoted to exempt organizations
has declined, we have begun to reverse this trend.
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Although I will discuss this at greater length later, let me say here that by Sep-
tember we will see a 30-percent increase in enforcement personnel for Exempt Orga-
nizations over September 2003 levels.

I will divide my testimony today into four parts. First, we outline external factors
currently impacting this sector. Second, we outline our findings regarding compli-
ance issues facing this sector and specific steps we have taken. Third, we outline
our broader response to these compliance problems. Finally, we identify unresolved
policy issues that should be part of any discussion on reform.

EXTERNAL FACTORS IMPACTING THE SECTOR—A LESS COMPLIANT ENVIRONMENT

A number of factors are impacting compliance in the tax-exempt area. As might
be expected, these factors do not necessarily operate independently of one another.
Taken together, however, they add up to a culture that has become more casual
about compliance and less resistant to non-compliance. These are attitudes that we
must work together to change.

Increase in size and complexity of the tax-exempt sector. This sector has grown rap-
idly over the past decade, and this growth has impacted the manner in which orga-
nizations do business. The number of exempt entities on our master-file has in-
creased by almost 500,000 since 1995, to 1.8 million today. In fiscal year 2002, the
reported value of the assets of these organizations was approximately $2.5 trillion.
Further, most recent figures show reported annual revenues for Internal Revenue
Code (Code) section 501(c)(3) organizations at $897 billion. This growth impacts our
ability to regulate and creates other pressures within the sector. For example, com-
petition for donations has increased, and with that pressure we have seen changes
in fundraising practices and reporting. We have seen many organizations that might
be considered inefficient when considering the ratio of fundraising expenses to chari-
table outlays. In addition, as individual organizations grew, the skyline changed,
with more organizations entertaining complex business structures and transactions.
The prime example in this area is the transformation of health care providers and
the increased merger activity in the health care sector that we saw in the 1980s
and 1990s.

The lack of an adequate enforcement presence in recent years. In the Tax Exempt
and Government Entities Division (TE/GE), as in the rest of the IRS, our enforce-
ment presence faded in the late 1990s. A number of factors contributed to this de-
cline. In the area of exempt organizations, we were, and continue to be, struggling
with yearly increases in the number of applications for tax exemption. In TE/GE’s
Exempt Organizations (EO) function, overall staffing declined and fewer and fewer
employees were deployed to do traditional enforcement work.

This decline in enforcement presence, combined with the significant growth of the
tax-exempt sector noted above, created opportunities for noncompliance. We simply
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did not do enough ‘‘policing’’ in the area to support the good actors in their quest
to voluntarily comply with the rules.

Lax attitudes towards governance. An independent, empowered and active board
of directors is the key to ensuring that a tax-exempt organization serves public pur-
poses, and does not misuse or squander the resources in its trust. Unfortunately,
the nonprofit community has not been immune from recent trends toward bad cor-
porate practices. Like their for-profit brethren, many charitable boards appear to be
lax in certain areas. Many of the situations in which we have found otherwise law-
abiding organizations to be off-track stem from the failure of fiduciaries to appro-
priately manage the organization. For example, as we will discuss below, we have
found issues relating to how executive compensation is set and reported by non-
profits. Similarly, issues exist as to whether sufficient due diligence and care is
taken in filing tax and information returns.

The rise of abusive transactions: tax shelters and artifices to pay personal expenses.
As in the governance area—and arising in part from the same lax practices—some
parts of the regulated community have become involved in abusive transactions.

In the tax shelter area, abusive programs often require a ‘‘tax-indifferent party’’
to make the scheme work. Tax-exempt organizations are natural candidates. We are
concerned that tax-exempt entities are being used as accommodation parties to en-
able abusive tax shelters. Of the 31 categories of listed transactions, nearly half may
involve tax-indifferent parties either as accommodation parties or as active partici-
pants.

We believe that the tax-exempt organization that participates or allows itself to
be used in an abusive transaction may be inappropriately trading on its privileged
tax-exempt status. Some shelter promoters use tax-exempt organizations to create
abusive shelters where, for a fee, the tax-exempt entity lets the promoter exploit its
tax-free status.

Other abusive transactions involving charities are less complex, but just as corro-
sive to the credibility of the tax system and to the public’s faith in our charitable
sector. These transactions often share the same guiding principle: a donor receives
a deduction for a charitable contribution while maintaining control over the contrib-
uted assets, often using them for personal gain. We list several examples below, in-
cluding abusive donor-advised funds and supporting organizations.

The terrorist acts of September 11, 2001. One of the most disconcerting revelations
since the horrors of September 11 has been that certain terrorist organizations have
used charities to raise and move funds or otherwise support terrorist activity. Espe-
cially troubling is the fact that the 40 charitable organizations designated as financ-
ing terrorist activity include six U.S.-based charities. Although those represent a
minuscule part of the charitable sector, curtailing possible corruption and abuse is
a critical element in how we now regulate the charitable sector. September 11 has
had an impact on the way we design, process, and review forms and the business
processes by which we recognize exemption and review continued operational com-
pliance.

Improved transparency in the tax-exempt sector. A positive development in recent
years is the improvement in ‘‘transparency’’ within the tax-exempt sector. ‘‘Trans-
parency’’ refers to the ability of outsiders—donors, the press, interested members of
the public—to review data concerning the finances and operations of a tax-exempt
organization. By creating a means by which the public may review and monitor the
activities of tax-exempt organizations, we promote compliance, help preserve the in-
tegrity of the tax system, and help maintain public confidence in the charitable sec-
tor. To achieve these goals, we began in the mid- to late-1990s to image Forms 990,
the annual information returns filed by many tax-exempt organizations. We put this
information on CDs and provide it to members of the public, including a number
of watchdog groups that monitor charitable organizations. These groups put the in-
formation up on their websites, where it is available to the press and to the public.
This process has resulted in increased press and public scrutiny of the tax-exempt
sector, which we believe is highly desirable. It has also increased the ability of the
IRS and State regulators to access Form 990 data, because they are more readily
available.

CURRENT COMPLIANCE PROBLEMS IN THE CHARITABLE SECTOR—
ABUSES AND MISUSES OF EXEMPT ORGANIZATIONS

Now I want to turn to some of the specific reasons why our emphasis on the tax-
exempt sector is required. Each year the IRS publishes a list of its ‘‘Dirty Dozen,’’
the schemes that have the dubious honor of sinking to the lowest level of tax abuse.
This year, for the first time, abuses involving exempt organizations have a signifi-
cant representation on the list, occupying four spots.
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One can divide these abuses into two broad categories. The first group involves
charities that abuse their tax-exempt status. The second group involves charities
that are misused by third parties. Both of these groups are targets of the strategic
objective I mentioned a moment ago: to deter abuse within tax-exempt and govern-
mental entities, and also to deter the misuse of tax-exempt and governmental enti-
ties by third parties.
Charities that abuse their status

One group of organizations that abuse their status is charities established to ben-
efit their donors. Generally, the abuses share the same theme: a donor receives a
charitable contribution deduction while maintaining control over the contributed as-
sets, often using them for personal gain. I will list several examples.

Abusive donor-advised fund arrangements. A donor-advised fund typically is a
separate fund or account established and maintained by a public charity to receive
contributions from a single donor or a group of donors. These funds can offer a con-
venient way for a donor to make charitable gifts. However, for the payment to a
donor-advised account maintained by the charity to qualify as a completed gift to
the charity, the charity must have ultimate authority over how the assets in each
account are invested and distributed in furtherance of its exempt purposes. Al-
though the donor may recommend charitable distributions from the account, the
charity must be free to accept or reject the donor’s recommendations.

We have found that certain promoters encourage individuals to establish pur-
ported donor-advised fund arrangements that are used for a taxpayer’s personal
benefit, and some of the charities that sponsor these funds may be complicit in the
abuse. The promoters inappropriately claim that payments to these organizations
are deductible under section 170 of the Code. Also, they often claim that the assets
transferred in the funds can grow tax-free and later be used to benefit the donor
in the form of compensation for purported charitable projects, to reimburse them for
their expenses, or to fund their children’s educations.

We have a compliance team that is vigorously addressing abuses of these funds.
Currently, we are examining the returns of over 200 donors, and have several orga-
nizational examinations underway, with more planned. We have denied the exemp-
tion application of one organization that is now challenging our action in court, and
have proposed revocation of tax-exempt status in another case.

Section 509(a)(3) supporting organizations established to provide benefits to found-
ers. Supporting organizations are public charities that, in carrying out their exempt
purposes, support another exempt organization, usually another public charity. The
category can cover many types of entities, including university endowment funds
and organizations that provide essential services for hospital systems. The classi-
fication is important because it is one way a charity can avoid classification as a
private foundation, a status that is subject to a much more restrictive regulatory
regime. There are three types of these organizations, depending upon the relation-
ship between the supporting organization and the organizations it supports. Briefly,
Type I supporting organizations are controlled by the supported organization in a
manner comparable to a parent and its subsidiary. Type II supporting organizations
share common supervision and control with the supported organizations. Most prob-
lems we are finding are in Type III organizations, where the relationship is least
formalized. We have found some issues with the Type I organizations as well, where
the supported organization may be controlled by the promoter.

Some promoters in this area have encouraged individuals to establish and operate
supporting organizations purportedly described in section 509(a)(3) that they can
control for their own benefit. There are a variety of methods of abuse, but a common
theme is a ‘‘charitable’’ donation of an amount to the supporting organization, and
a return of the donated amount to the donor, often in the form of a purported loan
that may never be repaid.

For example, we have seen contributed amounts that have ultimately been re-
turned and then used by the donor to purchase residential property. To disguise the
abuse, the transaction may be routed through one or more intermediary organiza-
tions controlled by the promoter, some of which may be offshore.

We are aggressively combating this abuse. An IRS compliance team has obtained
the client lists of several promoters. We have approximately 100 examinations un-
derway, with more planned. We have revoked the exempt status of one supporting
organization, which is challenging our determination in Tax Court. Two cases in-
volving individuals who claimed charitable contribution deductions to supporting or-
ganizations are currently docketed in Tax Court. Fifteen individuals are under ex-
amination for promoter penalties, and three cases involving supporting organiza-
tions are being considered for criminal investigation.
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Corporation sole abuses. Corporations sole are a repeat entry on our dirty dozen
list. A corporation sole is an entity authorized under certain State laws to allow reli-
gious leaders to hold property and conduct business for the benefit of a religious en-
tity. The leader can incorporate under State law in his capacity as a religious offi-
cial. A corporation sole may own property and enter into contracts as a natural per-
son, but only for the purposes of the religious entity. Title in property that vests
in the officeholder as a corporation sole passes to the successors in office, and not
to the officeholder’s heirs. The purpose of a corporation sole is to ensure continuity
of ownership of property dedicated to the use of a religious organization.

The corporation sole form of organization serves a valid function for legitimate re-
ligious entities. However, some promoters are urging use of corporation sole statutes
for tax evasion. Individuals incorporate under the pretext of being a ‘‘bishop’’ of a
religious organization or society. The idea promoted is that the arrangement entitles
the individual to exemption from Federal income taxes as a nonprofit, religious or-
ganization as described in section 501(c)(3).

The position is without merit. In Rev. Rul. 2004–27, 2004–12 I.R.B. 625, the IRS
announced that persons relying on this scheme to avoid Federal income tax could
be subject to civil and criminal penalties. Similar sanctions will be applied to the
promoters of this abuse. We have almost 50 promoter investigations underway in-
volving corporation sole abuses, and the Department of Justice has obtained perma-
nent injunctions against seven promoters. Three persons have been indicted in con-
nection with corporation sole scams. In addition, almost 250 returns have been iden-
tified as having links to abusive corporation sole arrangements and have been
placed in the examination process. Of these, 90 returns are under active examina-
tion and several are under consideration for the application of fraud penalties.

Charitable trust problems and abuses. Some promoters have set up purported
charitable or split-interest trusts that can be used for the taxpayer’s personal ben-
efit. There are a variety of schemes, without legal merit, designed to allow individ-
uals to deduct amounts that ultimately will be used for their personal expenses. The
charitable trust typically is a nonexempt charitable trust that serves as a holding
entity of the individual’s assets. Individuals retrieve these assets at will, generally
through loan transactions, gifts, or by having the trust pay for expenses directly.

We have also seen a variety of abusive promotions involving charitable remainder
trusts, which have both charitable and non-charitable elements. These trusts are
typically funded with highly appreciated property. One marketed scheme attempts
to abuse the tax rules governing the character of distributions from the trust to the
transferor by timing distributions in a year when the trust has little or no ordinary
income or capital gain. The claim is that the transferor thus avoids any significant
tax liability from the sale of the trust’s appreciated property. This type of abuse is
specifically prohibited by Treasury regulations, and this transaction and other simi-
lar transactions have been designated as listed transactions.

There are other variations on this theme, and we are still investigating the extent
to which these schemes have been sold. In sum, trusts that are designed for chari-
table purposes are being manipulated for tax avoidance by their creators. We have
over 40 charitable remainder trust examinations underway involving variants of the
above abuse in which the total amounts sheltered exceed $1 billion.

Abusive credit counseling organizations. Certain credit counseling organizations
are abusing their tax-exempt status, albeit in a much different manner. Increas-
ingly, it appears that some credit counseling organizations have moved from their
original purposes, that is, to counsel and educate troubled debtors, to inappropri-
ately enrolling debtors in proprietary debt-management plans and credit-repair
schemes for a fee. These activities may be disadvantageous to the debtors and are
not consistent with the requirements for tax exemption. Further, a number of these
organizations appear to be rewarding their insiders by negotiating service contracts
with for-profit entities owned by related parties. Many newer organizations appear
to have been created as a result of promoter activity.

We are taking strong actions to eliminate the abuses. To date, we have identified
60 credit counseling organizations for examination. Of those, almost 50 examina-
tions have begun, accounting for over 50 percent of the industry by gross receipts.
We have revoked or proposed revocation of tax-exempt status for credit counseling
organizations representing over 20 percent of the industry’s gross receipts. We are
using the knowledge we have gained from examining industry abuse to screen new
applications more effectively.

To help our credit counseling compliance activities, our recent revision of Form
1023, the application for recognition of tax exemption filed by charities, now asks
questions to help identify applicant organizations that have close ties to service or-
ganizations owned by insiders. On the Form 990, the annual information return
filed by exempt organizations, we now ask whether organizations provide credit
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counseling, debt management, credit repair, or debt negotiation services to help us
identify organizations that have shifted to or added credit counseling activities after
having established tax-exempt status as a different kind of charitable organization.

Finally, we are partnering with the States and the Federal Trade Commission
(FTC) to leverage our resources. We are developing strategies to address consumer
concerns, coordinate our enforcement actions, and share information.

Organizations recognized by the IRS as described in section 501(c)(3) often are ex-
cluded from coverage under FTC rules, as well as State and local consumer protec-
tion laws. We remain very concerned that the potent combination of exemption from
income tax and from consumer protection laws is encouraging those who are moti-
vated by profit rather than charity to seek tax exemption. Our vigilance on credit
counseling is even more important given that the bankruptcy legislation that re-
cently passed the Senate includes a provision mandating credit counseling for many
debtors. If this legislation is enacted into law, it is imperative that we ensure that
those individuals in bankruptcy receive the required counseling from legitimate or-
ganizations.
Misuse of charities by third parties

I have discussed charities that abuse their tax-exempt status. Others charities are
misused by third parties, often unknowingly, but sometimes with the charity’s
knowledge and consent.

Overstated deductions. A common problem occurs when a taxpayer takes an im-
proper or overstated charitable contribution deduction. This happens most fre-
quently when the donation is of something other than cash or readily marketable
securities. Last year, when I appeared before this committee, I listed several specific
concerns in this area, and I would like to take this opportunity to thank the Con-
gress for the provisions in the American Jobs Creation Act of 2004 that will reduce
compliance problems with donations of vehicles and intellectual property. Let me
discuss some problems that remain.

Conservation easements. In recognition of the need to preserve our heritage, Con-
gress allowed an income tax deduction for owners of significant property who give
up certain rights of ownership to preserve their land or buildings for future genera-
tions.

The IRS has seen abuses of this tax provision that compromise the policy the Con-
gress intended to promote. We have seen taxpayers, often encouraged by promoters
and armed with questionable appraisals, take inappropriately large deductions for
easements. In some cases, taxpayers claim deductions when they are not entitled
to any deduction at all (for example, when taxpayers fail to comply with the law
and regulations governing deductions for contributions of conservation easements).
Further, the conservation easement rules place the charity in a watchdog role. In
a number of cases, however, the charity has not monitored the easements, or has
allowed property owners to modify the easement or develop the land in a manner
inconsistent with the easement’s restrictions.

Another problem arises in connection with historic easements, particularly facade
easements. Here again, some taxpayers are taking improperly large deductions.
They agree not to modify the facade of their historic house and they give an ease-
ment to this effect to a charity. However, if the facade was already subject to restric-
tions under local zoning ordinances, the taxpayers may, in fact, be giving up noth-
ing, or very little. A taxpayer cannot give up a right that he or she does not have.

Last year, we published Notice 2004–41, 2004–28 I.R.B. 31, which describes an-
other abuse. A charitable organization purchases property and places a conservation
easement on the property. The charity then sells the property subject to the ease-
ment for a price that is substantially less than the price paid by the charity for the
property. As part of the sale, the buyer makes a second payment designated as a
charitable contribution to the charity. The total of the payments fully reimburses
the charity for its cost. In some cases, the second payment is really part of the nego-
tiated purchase price of the property and therefore is not a contribution.

Now let me explain what we are doing about these problems. Notice 2004–41 de-
scribes a specific abuse, but it also provides a warning. The IRS will look at the
substance, rather than the form, of abusive transactions, and will impose appro-
priate penalties against the abusers.

We are modifying our tax forms to aid in the identification of abuse. We added
new questions to Form 1023, the application for recognition of tax exemption filed
by charities, that will help us identify organizations with conservation donation pro-
grams. We are considering changes for our next revision of Form 990, the annual
information return filed by exempt organizations, that will allow the IRS and the
public to better identify organizations that take easements and to understand what
they do with them. We also will revise Form 8283, the form the donor files to sup-
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port a non-cash charitable contribution, to clarify what is permissible and to disclose
better information on the type of property donated.

While this will enable us to better target our enforcement efforts in the future,
we have an active enforcement program now as well. We are currently looking at
the activities of more than a dozen promoters. We are examining charities that we
believe may have been involved in particular abuses and those charity officials who
may have unduly profited from their positions with a charity. We are currently ex-
amining 48 easement donors and also are reviewing deductions taken for nearly 400
open-space easements, to be followed with a review of over 700 facade easements.
We will use all civil and criminal tools at our disposal to combat abuses.

Other non-cash charitable contributions. We also have persistent problems in tax-
payers’ valuation of deductions taken for non-cash charitable contributions. Valu-
ation issues are often difficult. Overvaluations may arise from taxpayer error or
abuse, as well as from aggressive taxpayer positions. Additional enforcement con-
cerns are whether consideration has been received in return, and whether only a
partial interest has been transferred.

I have read with much interest the Joint Committee on Taxation’s description of
problems in the area of clothing, household items, and other contributions of prop-
erty, and I agree that these are resource-intensive for us to audit. Overvaluations
are difficult to identify, substantiate, and litigate. Further, donors and the recipient
charities do not have adverse interests that would help establish a correct valuation.

As I mentioned, the Congress addressed two major abuses with legislation that
targets vehicle donations and patent and other intellectual property donations. This
has greatly helped us administer this area of the tax law, but problems remain with
respect to the valuation of other property.

Abusive tax shelters involving tax-exempt accommodation parties. An ‘‘accommoda-
tion party’’ is a term generally used to describe a tax-indifferent party’s involvement
in a transaction that does not necessarily affect the entity’s primary function, but
is designed to provide tax benefits to a taxable third party. We have seen an in-
creased use of various tax-exempt entities, including charities and other tax-exempt
organizations, private and government retirement plans, Indian tribal governments,
and municipal governments, to achieve abusive results.

In one listed transaction, Notice 2003–81, involving tax-avoidance using offsetting
foreign currency option contracts, we have found both otherwise-legitimate and sus-
pect charities to have been involved.

Disclosure is an important way for the IRS to identify participants in abusive
transactions. The IRS requires participants to disclose their participation in listed
and other reportable transactions on Form 8886, which must be filed with the orga-
nization’s annual return. We have begun to name accommodation parties as partici-
pants in listed transactions (see Notice 2004–30). However, not all potential accom-
modation parties have a return-filing requirement. Those that do not file returns in-
clude churches, small exempt organizations, State and local governments, State and
local government retirement plans, and Indian tribal governments. Thus, even
where we specifically designate accommodation parties as participants, these enti-
ties are not required to disclose their participation in these transactions. As I re-
ported to you last year, we have worked around this problem to some degree by re-
vising Form 8886 to require the other participants to identify the tax-exempt parties
in a listed transaction.

Increased disclosure to the IRS will help in this area, even without a sanction.
However, it is as yet unclear whether disclosure to the IRS will prove a meaningful
deterrent to exempt entities engaging in this behavior. We welcome a discussion of
the issues raised by this committee and the Joint Committee on Taxation staff, as
well as the Panel on the Nonprofit Sector.

Compensation issues. There has been much publicity about high salaries and gen-
erous compensation at some charities and foundations. An exempt organization is
entitled to pay reasonable compensation for the services it receives. Moreover, what
some may consider excessive levels of compensation may meet the requirements of
current law in this area. High compensation is not necessarily an abuse under the
law if it is warranted based on the value of services performed for the exempt orga-
nization. The key to this determination is whether the compensation is comparable
to that paid by similar organizations for similar work. The organizations being used
for comparison may be nonprofit and for-profit organizations, but it is not always
clear that the comparison actually used in a particular case is appropriate for the
particular position. In addition, there is a major risk that organizations that effec-
tively allow key executives too great a voice in determining their own compensation
will not end up with objective and reasonable compensation levels.

Excess compensation by an exempt organization is not permissible. An organiza-
tion that overcompensates its officers and directors risks revocation of its tax-ex-
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empt status. In the case of charities and social welfare organizations, the IRS also
can impose an excise tax on certain individuals who receive more than their due.

Last year, we began a comprehensive enforcement project to explore the seem-
ingly high compensation paid to individuals associated with some exempt organiza-
tions. This is an aggressive program that includes both traditional examinations and
correspondence compliance checks. Its purpose is to enhance compliance by identi-
fying practices organizations use to set compensation, learning how organizations
report compensation to the IRS and the public, and creating positive tension for or-
ganizations as they decide on compensation arrangements. This project also has an
educational component.

We are contacting a broad spectrum of nearly 2000 public charities and private
foundations and asking for detailed information and supporting documents on their
compensation practices and procedures, and specifically how they set and report
compensation for specific executives. We also are asking organizations for details
concerning the independence of the governing body that approved the compensation,
and for details concerning the duties and responsibilities of these executives. We
also are looking at organizations that failed to supply, or did not fully complete,
compensation information on Form 990. We are requiring them to file amended re-
turns immediately to supply information missing on any part of the Form 990.

We have completed our review of over 500 of these contacts. It is too early to state
any findings definitively, but we are seeing issues in the reporting of loans and de-
ferred compensation, as well as whether all ‘‘perks’’ are being appropriately re-
ported. There may also be an issue of spreading compensation among several affili-
ated organizations, which decreases transparency.

Terrorist financing. We want to ensure that U.S. charities have no role in financ-
ing terrorist activity, and we continue to assist in the fight against terrorism and
those who fund it. On the criminal side, we have ongoing investigations concerning
potential terrorist financing. Efforts by special agents in our Criminal Investigation
function have played an important part in designations of several entities as ter-
rorist organizations by Treasury’s Office of Foreign Assets Control. Since 2001, in
conjunction with other agencies, our actions have contributed to the sentencing of
44 individuals in terrorism-related cases, 32 of them for money-laundering.

We have created a Lead Development Center to pilot a counter-terrorism project,
including a focus on the abuse of charities. It uses advanced analytical technology
and subject matter experts to support ongoing investigations and proactively iden-
tify potential patterns and lawbreakers. The center is staffed with personnel from
both our criminal and civil functions, and it integrates its work with the larger Fed-
eral law enforcement community, chiefly through our participation in the Joint Ter-
rorism Task Forces led by the FBI. Using data from tax-related information that
is protected by disclosure laws, the center can analyze information not available to
other law-enforcement agencies. By combining that data with public-source informa-
tion and with data gathered by other law-enforcement agencies, the center can per-
form a complete analysis of all financial information relating to specific investiga-
tions.

On the civil side, the tax-exempt status of six entities has been suspended auto-
matically by operation of section 501(p). We are also exercising due diligence to en-
sure that individuals designated as terrorists have no place in U.S. charities. Appli-
cations for tax-exempt status are screened for terrorist names. We have adopted
procedures and are developing the electronic capability to review filed Forms 990
and 990–PF for terrorist names. Name matches are coordinated with the appro-
priate office for verification or further action.

We are seeking better information about U.S. charities with international activi-
ties. Our recent revision of Form 1023 asks for more specific information on foreign
activities, and we expect that our forthcoming revision of Form 990 will have similar
questions. We also are seeking better baseline information about the practices of or-
ganizations that make grants to foreign entities, and the level of oversight the orga-
nizations exercise over the use of the funds abroad. For this purpose we are exam-
ining over 100 charities that make grants or have operations overseas. Depending
upon what we find, we will institute new compliance programs or issue new guid-
ance or educational material, as appropriate.

In addition, we asked for public comments on international grant-making. Among
other things, we are interested in the practices that charities find work best for
them to ensure that their assets are used only for their intended charitable pur-
poses. The IRS intends to issue a publication that discusses some of the methods
used by charities with international operations.

Political activity of non-profits. Section 501(c)(3) organizations are statutorily pro-
hibited from intervening in political campaigns. Each election cycle we become in-
volved with significant allegations of wrongdoing, and this problem shows no indica-
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tion of abating. In 2002, a mid-term election year, our records indicate that we re-
ceived approximately 70 complaints alleging campaign activity by charities. In 2004,
a presidential election year, that number was over 200. These are difficult cases,
and our actions often trigger questions and concerns from the public and the Con-
gress.

In the 2004 election cycle, we took a more active stance than we have in the past
in an attempt to reduce the number of violations. Early in the campaign year we
issued a news release, as well as a mailing to political parties explaining the prohi-
bition against campaign intervention. During this past summer, we began a project
designed to respond to reports of campaign intervention on an expedited basis. We
also pursued other educational avenues, including the sponsorship of seminars and
the distribution of plain-language publications that explained the rules. Our objec-
tives were to ensure that charities understood the rules and the need to avoid polit-
ical campaign activity, without chilling the ability of charities to speak out on im-
portant issues of public policy.

A committee of experienced career employees selected about 130 organizations for
examination by our revenue agents. The selected organizations represented all seg-
ments of the political spectrum. We intend to repeat this project in future election
cycles, with modifications that include, among other things, an earlier starting date
in the election year and greater up-front publicity.

IRS RESPONSE: REVITALIZING AND REFOCUSING EXEMPT SECTOR ENFORCEMENT
AND ENHANCEMENTS TO TRANSPARENCY

Revitalization—recent budget increases
Because of the priority we have given to the charitable sector, as expressed in the

key objective in the Strategic Plan to deter abuse and misuse of tax-exempt entities,
the budget for our EO function increased significantly in fiscal year 2004 and fiscal
year 2005. Although the IRS budget increased only one-half of one percent in fiscal
year 2005, the TE/GE budget increased 9 percent, the EO budget increased 13.8 per-
cent, and the EO examinations budget increased 21 percent. In EO examinations,
this increase will translate, by September, into a 30-percent increase in staffing over
September 2003.

We have translated the increase in funding into concrete results. In fiscal year
2004, we added 70 new agents to conduct exempt organizations examinations, and
additional employees for our new EO Compliance Unit, which reviews Forms 990.
This year, the fiscsal year 2005 budget supports the creation of the EO Financial
Investigations Unit, and I have reallocated resources to EO to hire 69 additional
compliance employees.

For next fiscal year, fiscal year 2006, the administration has requested a 4.3-per-
cent increase in the IRS budget, with nearly an 8-percent increase in enforcement.
If the Congress approves the request, the amount we plan to dedicate to the tax-
exempt area would be used to combat abusive promotions involving tax-exempt enti-
ties, to start examinations quickly when we detect a risk, to give agents better infor-
mation for their first contact with taxpayers, and to increase vigilance against the
misdirection of exempt organizations’ assets for illegal activities or private gain.
Refocusing of efforts—pursuing the right cases

We also are refocusing the way we approach exempt organizations. We are ex-
panding our presence in the community, and making data about exempt organiza-
tions more accessible to our agents and to the public.

To enhance compliance, we are interacting with a greater number of exempt orga-
nizations. We established two new offices to help us do this. First, our new EO Com-
pliance Unit is designed to review Forms 990 and correspond with organizations on
inconsistencies, errors, and other matters that do not require an examination. For
example, the EO Compliance Unit may correspond with a non-filer to solicit a Form
990 when we know from other sources, such as a State bingo regulatory agency,
that the organization has gross receipts that exceed the $25,000 filing threshold.
The Compliance Unit has also sent educational letters to charities that report the
receipt of substantial contributions that, coupled with low fundraising expenses,
could indicate a reporting problem. Our letters provide instruction on the proper re-
porting of fundraising income and expenses. We will monitor future returns of these
organizations to see if their behavior has changed. This unit has also played a key
role in our compensation initiative.

At the tougher end of the compliance spectrum is our Financial Investigations
Unit, which we are now organizing. This unit will specialize in our most difficult
and significant cases in the civil context, including fraud and terrorism, and will
serve as a strike force when we need to move quickly.
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These new units will be aided by two new groups. The Data Analysis Unit, which
became operational in 2004, will use innovative data capture to better select cases
for examination. The comparison of State bingo databases to our master-file is an
innovative example of the type of work this unit will perform. A separate, newly
funded group will identify and follow up with selected Form 990 filers in the first
years of their operations, bridging the gap between what an applicant organization
tells us when it applies for exemption and how it actually operates.

We have also refocused our staff to work the most troublesome areas. EO is devot-
ing approximately one-third of its examination staffing to EO’s priority compliance
areas this year, all of which are among the issues I have referred to earlier, up from
a much lower percentage in fiscal year 2004.
Enhancements to transparency

Transparency is a lynchpin of compliance within the sector. Therefore, part of our
work is to improve exempt organization transparency, including better data quality
and better data availability. With our e-filing initiatives, planned changes to Form
990, expanded imaging of returns, and changes to the application process and the
Form 1023, we expect substantial progress toward this goal.

All exempt organizations can now file their annual returns electronically. Elec-
tronic filing was available for Form 990 and 990EZ filers in 2004, and is now avail-
able this year for private foundations, which file Form 990–PF. We want to encour-
age e-filing because it reduces taxpayer errors and omissions and allows us, and ul-
timately the public, to have ready access to the information on the return. For this
reason, we have required e-filing in certain cases. Under proposed and temporary
regulations, by 2007 we will require electronic filing for larger public charities and
all private foundations. Due to statutory restrictions, discussed below, at this time
we can only do so for organizations that file at least 250 returns with us annually.

We are also working on improving the Form 990. The current form is not particu-
larly ‘‘user-friendly,’’ and does not give us all the information IRS agents need to
do their jobs; the public is similarly constrained. We are at work revising the form.
We anticipate that the revised form will have specific questions or even separate
schedules that focus on certain problem areas. For example, filers should not be sur-
prised to find specific schedules or detailed questions relating to credit counseling
activities, supporting organizations, compensation practices, and organizational gov-
ernance. The timing of the revision of the Form 990 is somewhat dependent on our
partners, including the States, 37 of which use the Form 990 as a State filing, and
software developers.

We are also expanding our Form 990 imaging capabilities. We already image the
returns of public charities and private foundations. This month, for the first time,
we are imaging the returns of our many categories of exempt organizations that are
not section 501(c)(3) organizations. This will allow our agents immediate access to
these returns, and will allow us to respond quickly to public requests for returns.
While important at this time, it is our hope that imaging will become a relic of the
past as electronic filing becomes the norm.

In November, 2004, we revised Form 1023, the form that charities file when they
apply for tax exemption. This was a comprehensive redesign. We ask many new
questions that focus on potential problem areas, and others that are designed to re-
duce the need for our personnel to request more information from the applicant. We
also ask questions that we hope will lead our charity applicants to focus on self-
governance issues and organizational best practices.

As we move forward, we will increase compliance efficiency by making closed ap-
plication files more accessible. As budget permits, we intend to replace our anti-
quated microfiche storage system by imaging the application files so that they can
be readily viewed by our compliance personnel and the public.

IRS FOCUS AREAS FOR DISCUSSION OF REFORMS—UNRESOLVED ISSUES

Notwithstanding our revitalized and refocused program, we believe there are sev-
eral areas that should be included as part of any discussion of reform in the tax-
exempt area. The first such question is whether there are additional bright-line
tests that are available to aid the public in complying with, and the IRS in admin-
istering, the law. A debate on reform also should include the following questions,
identified below.

Have changes in practice or industry created gaps in the statutory or regulatory
framework? There has been huge growth in the tax-exempt sector, but much less
change in the law governing those organizations that qualify for tax-exempt status.
Since 1969 there has been only limited review of the rules relating to tax-exempt
organizations. Some within the community have argued that it is time for a more
thorough review, and we welcome that.
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As we regulate various parts of the TE/GE community, compliance in some areas
becomes difficult to administer, where industry practice, or the industry itself,
changes, but the rules remain constant decade after decade. An example we noted
above is the credit counseling area. This industry grew up in a different time, under
different rules, but now has evolved into something substantially different from
what it was. There also have been great changes in technology that should be con-
sidered. One important issue, for example, is how rules that are several decades old
apply in an Internet, often virtual, environment.

Does the IRS have the flexibility to respond appropriately to compliance issues? We
believe a discussion about reform should address whether we have the proper range
of tools to enforce compliance in a measured way, where appropriate. In many areas
of our jurisdiction, our remedial tools are not effective. Often our only recourse is
revocation of tax exemption, a ‘‘remedy’’ that may work a disproportionate hardship
on innocent charitable beneficiaries. Moreover, even where we have an intermediate
sanction, it may not work as intended.

Similar discussions may be worthwhile with respect to the rules on political inter-
vention in campaigns by exempt organizations and the reporting requirements for
political action committees.

With regard to abusive tax shelter transactions, the accuracy-related penalties im-
posed by the Code are not sufficient to deter a tax-exempt accommodation party,
which has no taxable income to understate. Likewise, IRS’s compliance sanctions for
exempt organizations do not fit these situations. Participating in a transaction as
an accommodation party rarely affects the tax status of a charity or other tax-ex-
empt entity.

In some areas, activities of exempt organizations have transformed greatly in re-
cent decades, but the rules governing tax exemption have not, leaving the IRS with
difficult and fact-intensive administrative challenges. An example is health care, an
evolving industry that has changed dramatically over the last few decades. Some
tax-exempt health care providers may not differ markedly from for-profit providers
in their operations, their attention to the benefit of the community, or their levels
of charity care. Further, some exempt providers have entered into joint ventures
with for-profit organizations, sometimes placing their entire health care operation
in the venture and transforming themselves into what is effectively a tax-exempt
holding company with a charitable grant-making function. Although this is not im-
permissible, we insist that the charitable entity ensure that the charitable purposes
of the venture are not sacrificed for the sake of maximizing profits. However, it can
be difficult for the IRS and the courts to wrestle with fact-intensive cases.

Finally, in our attempts to ensure that exempt organization funds are not di-
verted to improper purposes, including terrorism, we do not have tools comparable
to those applicable to private foundations to sanction public charities that fail to
monitor their grants. For those organizations that need not file for exempt status
and do not file annual returns, such as small organizations that normally receive
not more than $5,000 annually and churches, the problem is compounded because
we have little ability to monitor their operations against diversion of assets.

Should more be done to promote transparency? Transparency is a lynchpin of
compliance within the tax-exempt sector. However, there are legitimate questions
about whether to enhance transparency, and if so, how to proceed. As I noted to
you last June, limitations on our ability to communicate with State charity officials
prevent us from fully leveraging the relationship and jurisdiction we share with
them. Further, there are segments of the TE/GE community that we are unable to
track, including several categories of legal non-filers (for example, those exempt or-
ganizations that are not required to file a Form 990, such as churches and organiza-
tions with less than $25,000 in gross receipts). Our master-file is replete with errors
concerning these organizations.

Finally, one of our key transparency initiatives is the establishment of electronic
filing for Forms 990 and 990–PF. The recent report by the Panel on the Nonprofit
Sector, referenced above, supports mandatory electronic filing for all returns for
nonprofits, and we have issued temporary regulations requiring such filing for cer-
tain groups. While this will markedly advance the ability of the Service, the States,
and the public to access Form 990 data in real time, our ability to mandate e-filing
is limited at this time by statutory restrictions that prevent us from mandating elec-
tronic filing for any organization that files fewer than 250 returns with us. The ad-
ministration’s 2006 budget proposal echoes this concern. The administration’s pro-
posal would lower the current 250-return minimum for mandatory electronic filing,
but would maintain the minimum at a level high enough to avoid imposing undue
burden on taxpayers.

Does the IRS have the resources it needs to do the job? While this is a topic worthy
of discussion, I have outlined what we have done to expand our resources in the

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00178 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



171

tax-exempt area. I believe we have done a credible job of recognizing the task before
us and preparing to meet that challenge. To continue this work, I would ask the
committee to support the administration’s 2006 budget proposal, which calls for an
8 percent increase in our enforcement budget.

CONCLUSION

To conclude, let me briefly outline where I believe the IRS must head in the next
5 years if it is to be successful in reining in abuse and appropriately regulating the
tax-exempt sector.

First, while we must continue to maintain a high level of quality service to the
sector, we also must continue to strengthen our enforcement activities. To do this
we need to concentrate on the following tasks. We need to improve our business
processes. We need to develop and increase partnerships with other regulatory agen-
cies, such as the FTC, the Federal Election Commission, and State charity officials,
so that we can better leverage resources. We need to increase our ability to identify
potentially problematic areas and high-risk cases. We need to continue to ensure a
fair allocation of resources to exempt organization examinations to increase our
audit presence in the community. And we need to improve our case-building ability
through better access to researchable data.

Second, we need to increase electronic submissions. This is not only with respect
to Form 990 and 990–PF, for which we now have the capability to accept e-filing,
but also Form 1023 and other forms as well. This will increase the amount of data
accessible to IRS employees, other regulatory agencies and the public, and will allow
us to focus on problem areas faster.

Finally, we need to further tailor our compliance efforts by focusing on specific
segments of the EO community. This will allow us to target our resources, including
educational resources, to those areas where they will have the greatest impact.

I thank the committee for its attention. I am pleased to respond to your questions.

RESPONSES TO QUESTIONS FROM SENATOR HATCH

Question: Commissioner Everson, I think your testimony today was excellent. I
share your concern that we must ensure that abuse in the charitable sector is kept
to a minimum. However, I believe it is very important that we do not allow the pen-
dulum to swing too far in the other direction to the point where we are discouraging
citizens and businesses to donate to charitable causes. How can we make sure we
do not, in our efforts to crack down on abuses, also create roadblocks to charitable
giving?

Answer: We are aware of the vital role that charities have in our communities.
Without the funding that comes from donors, our charities simply cannot continue
to provide the services so many Americans, and people throughout the world, rely
on. It would indeed be unfortunate if well-intentioned efforts to stem abuses in some
organizations were to result in diminished giving to our many, many well-run char-
ities. I would hope that whatever remedies the Congress adopts to curtail the bad
apples are not so broad in scope as to reduce the flow of much-needed funds to good
charities.

In our view, a vigorous enforcement program that is appropriately targeted will
bolster, not damage, the culture of charitable giving. We also believe that a more
knowledgeable public will be better able to discern the most worthy organizations.
Many of our efforts will improve the information available to donors. These include
our efforts with Form 990, such as imaging the form, making it publicly available,
establishing and promoting electronic filing, and reviewing the form and cor-
responding with organizations on questionable entries.

I also believe that the charitable sector can provide much assistance to us as well
as to the committee in our endeavors to ensure that any reforms are good reforms.
I applaud the good work that the Independent Sector and the Panel on the Non-
profit Sector are doing to promote stronger governance and oversight of charities,
and I have every confidence that these and other voices in the charitable community
will continue to offer excellent advice to Congress and guidance to their members.

Question: Mr. Commissioner, I have been told that the area of charitable hospitals
is rife with abuse. Has the IRS examined tax-exempt hospitals and, if so, what rec-
ommendations do you have for legislative or regulatory reform in this area?

Answer: Hospitals have been a substantial part of the IRS Exempt Organizations
Compliance Program for at least a decade. Our examinations during that timeframe
have covered in excess of 1,500 hospital or hospital-related entities. The examina-
tions involved a wide range of tax issues, including unrelated business income,
inurement, taxable subsidiaries, joint ventures, physician recruitment programs, ex-
cise tax, excess funded pensions, the tax status of health maintenance organizations,
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employment tax, fundraising and several other issues. In addition, we also have a
compliance project regarding the issue of whether medical residents are eligible for
the student exception to FICA that now encompasses some 365 health organizations
and 1,950 residents.

As mentioned in my testimony, this area is of concern because of its size, com-
plexity and increasing difficulty in the ability to determine the difference between
for-profit and tax-exempt hospitals. In an effort to better measure the compliance
levels within the hospital area of the exempt community, we began a market seg-
ment study of hospitals in 2003, reviewing our work to date in this area. We are
scheduled to conclude this study this summer. This study is a considerable under-
taking, because examinations of hospitals are extremely complex and fact-intensive,
requiring large teams of examiners to handle each case. We expect the final study
to include recommendations as to how to improve the compliance level within the
health field and will be working with the Office of Tax Policy at the Department
of the Treasury and with committee staff on needed reforms. Of course, we will be
more than happy to discuss our findings as we move forward.

Question: Mr. Commissioner, do you believe the Service has the resources it needs
to go after abuses in the tax-exempt area in general and specifically where known
abuses occur, whether in tax shelter accommodation, overvaluation, tax-exempt hos-
pitals, or wherever the specific problems are?

Answer: One of our strategic objectives is to deter abuse of tax-exempt entities
and misuse of such entities by third parties. As stated in my testimony, I have in-
creased the resources we are devoting to our Tax Exempt and Government Entities
Division (TE/GE), which oversees the tax-exempt area. In fiscal year 2005, our budg-
et for TE/GE’s Exempt Organizations (EO) function increased 13.8 percent, and our
compliance staffing will increase dramatically in this area. It is vitally important
that the Congress approve the administration’s request for a 4.3-percent increase in
the fiscal year 2006 IRS budget, which includes a nearly 8-percent increase in en-
forcement. If the Congress approves the request, the amount we plan to dedicate
to the tax-exempt area would be used to combat abusive promotions involving tax-
exempt entities, to start examinations quickly when we detect a risk, to give agents
better information for their first contact with taxpayers, and to increase vigilance
against the misdirection of exempt organizations’ assets for illegal activities or pri-
vate gain.

Question: The number and size of tax-exempt entities appear to have grown very
significantly in the past few years. Is there any indication that this growth rate will
slow? How will the IRS keep up with this sector, especially as some who would
abuse the rules become more sophisticated and their improper actions become hard-
er to detect?

Answer: We have no reason to believe that current growth trends will not con-
tinue, though in the last 2 years the growth in applications for exempt status has
slowed.

In our efforts to improve our front-end determination process, we have revised
Form 1023, the application form for charitable status, which now asks for more in-
formation. We hope this will reduce the need for our staff to correspond with appli-
cants. We also have introduced a program to identify cases that may involve abusive
transactions early in the determination process, and to ensure consistent application
of the law. Ultimately, we will pursue electronic filing of the Form 1023.

To better identify and select problem organizations for examination, we are pur-
suing improved data in both quality and quantity available. Electronic filing will
help in this regard.

To administer tax law in an increasingly large and complex environment, we are
becoming more innovative and proactive in the ways we do business. We have estab-
lished a Data Analysis Unit to provide trend research and analysis to improve work-
load selection for our EO examination function. It will support EO compliance activi-
ties through identification of trends, support improved examination case selection,
and identify potential compliance issues through use of the Internet and various
IRS and non-IRS databases.

We are also establishing a new office in EO to combat fraud and suspect financial
transactions in the tax-exempt area. This Financial Investigations Unit will address
complex fraud and tax avoidance cases. The unit’s staffing will include revenue
agents, forensic accountants, and data miners, and it will serve as a strike force
when we need to move quickly in a specific case.

Question: I have been told that the current-law 2-percent excise tax on the net
investment income of private foundations was intended to fund IRS enforcement op-
erations? Is this true, and is that what the money raised from this tax is used for?

Answer: When the tax on the net investment income of private foundations (sec-
tion 4940 of the Internal Revenue Code) was adopted in 1969, a rationale for the
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tax was that private foundations should share the burden of the cost of more rig-
orous enforcement of tax laws relating to exempt organizations. See Staff of Joint
Committee on Taxation, 91st Cong., 2nd Sess., General Explanation of the Tax Re-
form Act of 1969, 29 (Joint Comm. Print 1970). This excise tax was originally set
at 4 percent, but was lowered to 2 percent in 1978.

In 1974, the Congress established the Office of Assistant Commissioner for Em-
ployee Plans and Exempt Organizations (EP/EO) and authorized the use of the sec-
tion 4940 tax to carry out the functions of EP/EO in former section 7802(b) of the
Code. Notwithstanding the authorization, the excise tax revenues have never been
appropriated for IRS use, and have always represented a part of general revenues.
The authorization to use these tax revenues for EP/EO was repealed in 1998, as was
the establishment of EP/EO itself, when the IRS was restructured pursuant to the
Internal Revenue Service Restructuring and Reform Act.

RESPONSES TO QUESTIONS FROM SENATOR ROCKEFELLER

Question: I understand that a large number of IRS agents hired during implemen-
tation of the 1969 Tax Act are becoming eligible for retirement. What impact will
this have on the EO division’s ability to continue its current work and, potentially,
to take on additional duties? What are your plans for ensuring sufficient staff re-
sources to ensure a smooth transition during this time?

Answer: We do not anticipate that near-term retirements will disproportionately
affect our existing workforce of EO revenue agents. However, we do expect it to be
necessary to replace many of our EO managers and technical staff. We have devel-
oped a hiring plan that foresees the need to replace EO employees lost through at-
trition, but we expect a challenge in finding and developing interested and capable
management candidates in some areas. Our efforts in replacing staff will be assisted
by hiring in 2004 and 2005. In fact, by September 2005, we will have a 30-percent
increase in EO Examinations staffing over September 2003.

Question: I understand that there is about a 6-month backlog in the Cincinnati
office for consideration of exempt status for new organizations. If this is true, how
will the EO division be able to handle additional work?

Answer: By way of background, EO has two major arms: EO Examinations is
headquartered in Dallas and examines exempt organizations to ensure they remain
in compliance with the requirements of law. EO Rulings and Agreements is
headquartered in Washington, DC, and has jurisdiction over the Cincinnati office
that handles new applications. Each arm has its own agents. To handle processing
of an increasing number of applications, prior to 2003 EO used many examination
agents to assist in processing the increasing volume of applications. As a result, the
number of EO examinations seriously declined. Since that time, EO has maintained
a strict policy of dedicating specific personnel to each function. Today, an increase
in workload or change in staff levels in one arm should not ordinarily affect the op-
erations of the other. Because the number of applications has normally increased
each year, we have fallen behind in processing them. This was necessary to restore
our enforcement presence in the community. We are taking steps to alleviate the
backlog.

We are improving the ability of the Cincinnati office to process its workload
through a combination of increased staffing and efficiencies in the workplace. As
part of my redirection of resources to EO, we will hire new determinations special-
ists to complement its existing staff. In November, 2004, we introduced a completely
redesigned application form for charitable status (Form 1023), which asks for more
information. We hope this will reduce the need for our staff to correspond with ap-
plicants. We are also developing a ‘‘cyber-assistant’’ for applicants that should re-
duce errors and omissions in the application process and thereby reduce staff time
devoted to corrections. We expect this Internet application to be available in 2007.
Ultimately, electronic filing of applications is the answer, and the ‘‘cyber-assistant’’
is a step in that direction.

Question: If the proposal requiring a 5-year review for every exempt organization
gets enacted, how will the IRS handle review of 1⁄5 of filings every year? How many
exempt organizations are currently examined every year? How will the IRS increase
its capacity to examine a greater number of organizations? How many revenue
agents are dedicated to oversight and review of exempt organizations? Has the num-
ber increased or decreased over the past 2 years? Past 5 years?

Answer: The 5-year review proposal represents a challenge if the expectation is
a review of each filing. The Joint Committee version, as proposed, is for newer ex-
empt organizations to file every 5 years (older organizations are exempted), with no
mandated requirement that IRS review those filings. Even this effort would require
diversion of existing staff resources or an increase in staffing.
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We recognize the need for follow-up after exemption. This year we are estab-
lishing an office that will review filings from ‘‘at risk’’ organizations, including a por-
tion of those that have been in operation only 3 years.

EO examined 5,754 entities in fiscal year 2003 and 5,800 in fiscal year 2004. In
addition, EO’s new Compliance Unit began operations in fiscal year 2004 with 1,475
correspondence compliance contacts. These numbers should increase with the infu-
sion of new staffing. As I mentioned in testimony, we hired 70 new EO examina-
tions agents last year and expect to hire additional agents by the end of fiscal year
2005. By September, 2005, I expect our EO examinations staffing level to be around
531 employees, up from 395 in September, 2003.

Question: Anecdotal information and media reports indicate wrongdoing and ques-
tionable activities of a few organizations. How widespread do you believe these prob-
lems to be? Do you know of any credible studies assessing exempt organization com-
pliance? How can Congress determine the size and scope of the noncompliance prob-
lem in the area?

Answer: We have seen problems in the areas I mentioned in my testimony, but
it is impossible to say with certainty how great the problems are. What I can say
is that, at least in those areas I have discussed, we need to act quickly to counter
a perception of corruption that derives, quite naturally, from continued press reports
of scandals.

The universe of tax-exempt organizations has many different segments with very
diverse purposes and activities. In the long run we will be looking at many parts,
if not all, of the tax-exempt community. We are performing market segment studies,
which seek to profile particular sectors of the tax-exempt community by using sam-
pling techniques to determine whether, and to what extent, compliance issues are
present. Generally, these initiatives and studies rely on taxpayer contacts and field
examinations to obtain information. When we complete these studies, we will be in
a better position to provide information on specific potential compliance problems,
or the particular market segments we have reviewed.

Question: Congress enacted the excise tax on private foundation income to fund
the cost of IRS oversight of exempt organizations, but I don’t believe that the rev-
enue generated has ever been used for this purpose. In 2001, the Joint Committee
on Taxation recommended elimination of the excise tax as part of their plan to sim-
plify the tax code. In his fiscal year 2006 budget, President Bush called for a flat
1 percent excise tax. How much money is raised annually from the excise tax? How
much of that is used for enforcement? Should this tax be eliminated, or at least flat-
tened?

Answer: You are correct that the revenue from the section 4940 excise tax is not
used to fund the cost of IRS oversight of exempt organizations. It is part of general
Federal revenues and is not appropriated for enforcement. In 1974, the Congress es-
tablished the Office of Assistant Commissioner for Employee Plans and Exempt Or-
ganizations (EP/EO) and authorized the use of the section 4940 tax to carry out the
functions of EP/EO in former section 7802(b) of the Code. Notwithstanding the au-
thorization, the excise tax revenues have never been appropriated for IRS use, and
have always represented a part of general revenues. The authorization to use these
tax revenues for EP/EO was repealed in 1998, as was the establishment of EP/EO
itself, when the IRS was restructured pursuant to the Internal Revenue Service Re-
structuring and Reform Act.

The amount raised from the tax has varied widely in recent years. Receipts of
about $503 million in fiscal year 2000 increased to $720 million in 2001, declined
to $490 million in 2002, $290 million in 2003, and $240 million in 2004. The admin-
istration has proposed simplifying the tax. Under the current two-tier structure of
the tax, a foundation may be discouraged from significantly increasing grant-making
in a particular year because doing so makes it more difficult for the foundation to
qualify for the reduced 1-percent excise tax rate in subsequent years.

PREPARED STATEMENT OF BRIAN GALLAGHER

Thank you, Mr. Chairman, Senator Baucus, and distinguished members of this
committee. I welcome the opportunity to speak to you today about issues of govern-
ance, accountability and performance in the nonprofit sector.

I am Brian Gallagher, President of United Way of America. I am here today rep-
resenting my organization and 1,348 local, independent United Ways across the
country that are working hard to improve people’s lives and have a measurable,
positive impact in communities across America.

When I first came to United Way 4 years ago, I was hired to change the organiza-
tion’s mission—to get United Way to focus on work that would show results. But
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traumatic world events interceded. We had the attacks on 9–11 and the response
of the charitable community to that event. There were corporate scandals at Enron,
WorldCom, and Tyco. And then a scandal erupted here, right in our own backyard,
at United Way of the National Capital Area.

I was embarrassed by that scandal, and it made me sick. Soon after it broke in
the Washington Post, we got a letter from Chairman Grassley asking how we mon-
itor our local United Ways and what changes we would recommend to improve the
way nonprofit organizations work.

It became clear to me that no matter how many United Ways operate ethically
and do great work, a handful can make us all look bad and erode the confidence
people have in us. I realized that if I didn’t focus on accountability first we would
never get to our real work around mission.

So I took advantage of the opportunity this request from Chairman Grassley gave
us to accelerate changes within United Way. First, I put pressure on the National
Capital Area United Way to make significant changes—and they did. United Way
of the National Capital Area has taken the necessary steps since then to institute
real reform.

Next, I called for a review and an overhaul of our existing membership standards,
which was adopted overwhelmingly by our members in less than a year. We moved
fast and aggressively. The revised standards (see Attachment 1) have successfully
brought other United Ways into line, and, as a result, we disaffiliated over 50
United Ways for failure to meet one or more of our new membership requirements.
But for every United Way that remained in the system, we reaffirmed the values
of transparency, accountability, and disclosure through compliance with these new,
higher standards.

We at United Way needed a wake-up call and have taken the necessary steps to
restore trust, but the entire non-profit sector also needs to wake up on this issue.
If we in the sector can’t make meaningful, common-sense reforms that will promote
greater accountability, then there should be legislation—because changes in non-
profit accountability must be made in order to restore trust.

Last summer the staff of the Senate Finance Committee circulated a White Paper
containing a number of options for improving accountability in the nonprofit sector.
For the record, we agree with the overall thrust of this paper. In fact, some of the
language used in the paper, especially related to the IRS Form 990 reforms, was
taken verbatim from United Way’s new membership requirements. I had personally
reviewed these requirements with Chairman Grassley before they were imple-
mented within our system.

Specifically, we agree with the proposals around responsibility, disclosure and ef-
fective operations—key elements of trust—including:

• That the Chief Executive Officer—not just the Chief Financial Officer—of a
nonprofit should be required to sign and be responsible for the information on
the IRS Form 990.

• That the IRS should review every nonprofit’s tax-exempt status every 5 years
to ensure that they continue to operate exclusively for charitable purposes.

• That Congress should increase funding for IRS enforcement—and we support
this increase even if funding must be provided through increases in fees as-
sessed on our sector, as long as we can be certain that the new fees will be used
for their intended purpose.

But we don’t agree with everything included in the White Paper. For example,
we disagree:

• That the size of nonprofit boards of directors should be limited by Federal law.
• That there should be government-mandated accreditation for nonprofits. Gov-

ernment regulation should focus on whether operations are legal, accountable,
and transparent, not on micromanagement.

But while we disagree on some of the details, we agree overall. We need to look
seriously at fundamental changes if we plan to change the operation and culture
of our sector. This is a great opportunity to address the trust issues that are facing
us.

Finally, if I ended my remarks now—after addressing financial and legal account-
ability only—I’d be doing our sector a huge disservice.

In a recent Internet poll conducted by United Way, we found that, while trust in
nonprofits is low, regulation isn’t what people are looking for. Only 35 percent of
respondents said that they thought there should be more regulation of charities by
the Federal Government.

The number one reason that people don’t have faith or trust in the non-profit sec-
tor is that donors don’t know how charities spend their money. It’s overwhelming—
71 percent of respondents who don’t trust charities said that their trust in non-prof-
its would be greater if they knew how the money was spent.
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Financial accountability is just table stakes. You have to get that right first. But
ultimately, the American public should hold our sector accountable for delivering on
our missions. Unlike the business world, we don’t have market forces in play that
directly reward the creation of value or punish the lack thereof.

To address that concern, I respectfully suggest that nonprofit organizations be
asked to report concrete results annually that are tied directly to their missions, not
just the level of activity. Perhaps a results section such as that can be added to the
annual Form 990.

We should be asked to report concrete results that are tied directly to our mis-
sions, not just the level of activity we produce. When you’re asking people to con-
tribute, you’re asking for an investment in your mission. And like a for-profit busi-
ness, you are then accountable to your investors, not just for keeping good books,
but for creating value and offering a concrete return.

For those of us in human development, that means efforts that lead to measurable
improvements in people’s lives ought to be the ones rewarded with public or private
investment. In other words, the organizations that produce the greatest results
should grow and be rewarded. Those that do not should be forced to change or go
out of business.

Producing results has become the major focus for United Way—we’re looking at
the conditions that exist in the world today and we’re transforming our business—
what we do, how we do it and, most importantly, how we define success.

Why should we change? Because our helping systems were built for a different
economic time and a different set of social conditions. In the U.S. we have evolved
from an agrarian economy to an industrial economy, to a service economy, and fi-
nally an information and technology economy. And we are now in a global market-
place which changes how money is earned and how wealth and income are accumu-
lated and distributed. It is why, during one of the longest macroeconomic expansions
in our history during the 1990s, we did not make real progress on some of our most
difficult social issues. Our systems were built for a time when economic good times
would lift all boats. It just doesn’t work that way anymore. So unless we get a laser
beam-like focus on real results, our health systems, education systems, child protec-
tion systems, and United Way systems will not create different strategies, work
with different partners, invest our resources differently, use the right metrics of suc-
cess, and therefore make progress which will satisfy donor and taxpayer aspirations,
and thereby earn their trust and confidence.

Getting results is a huge part of rebuilding and maintaining trust. We know from
our research that, when people see their local United Way as a leader in getting
results in the community, their trust is significantly higher than our national aver-
age. In addition, these local United Ways also outperform our system averages in
the amount of money they raise. I believe that if we applied the same logic to the
entire nonprofit sector, we’d find the same thing.

The American public doesn’t give us money just because our operations are clean.
They expect that they are clean, and they should have every right to do so. Why
they really give us money, however, is because they want to make a difference. They
want to improve lives. And we—at United Way and throughout the sector—owe it
to them to be able to demonstrate that their money, invested through us, is indeed
making a difference and getting results.

Thank you for your time and consideration. I would be happy to answer any ques-
tions that you may have.
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LETTER FROM IRS COMMISSIONER MARK EVERSON
SUBMITTED BY SENATOR GRASSLEY

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00192 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



185

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00193 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



186

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00194 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



187

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00195 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



188

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00196 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



189

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00197 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



190

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00198 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



191

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00199 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



192

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00200 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



193

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00201 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



194

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00202 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



195

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00203 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



196

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00204 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



197

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00205 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



198

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00206 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



199

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00207 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



200

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00208 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



201

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00209 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



202

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00210 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



203

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00211 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



204

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00212 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



205

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00213 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



206

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00214 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



207

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00215 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



208

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00216 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



209

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00217 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



210

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00218 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



211

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00219 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



212

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00220 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



213

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00221 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



214

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00222 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



215

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00223 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



216

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00224 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



217

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00225 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



218

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00226 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



219

RESPONSE TO A QUESTION FROM SENATOR ROCKEFELLER

Question: Anecdotal information and media reports indicate wrongdoing and ques-
tionable activities of a few organizations. How widespread do you believe these prob-
lems to be? Do you know of any credible studies assessing exempt organization com-
pliance? How can Congress determine the size and scope of the noncompliance prob-
lem in this sector?

Answer: There are no data to my knowledge that could indicate how widespread
are abuses, questionable activities, or lack of compliance. To fully measure the inci-
dence of such behavior, in addition to defining it, one would wish to take a random
sample of organizations and then audit them to determine the frequency of the ac-
tivity in question. Such a study would need to be carried out by the Internal Rev-
enue Service. The IRS has made such a compliance study in the past of individual
returns.

Absent such a study, only data that are largely anecdotal, data on examinations
reported by the IRS (as in Commissioner Everson’s testimony), or data that have
been gathered from returns are available. With respect to the issues I addressed in
my testimony, I cited a study reported in the Chronicle of Philanthropy that
searched a database to determine the number of supporting organizations with large
loans to officers and directors. The Form 990 returns of tax-exempt organizations
are public and have been put into a searchable database on the Internet by
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1 Harvey Lipman and Grant Williams, ‘‘Donors Set Up Grant-Making Groups, Then Borrow
Back Their Gifts,’’ Chronicle of Philanthropy, vol. 16, Issue 8.

2 Harvey Lipman and Grant Williams, ‘‘Assets on Loan,’’ Chronicle of Philanthropy, vol. 16,
Issue 8.

GuideStar, at www.guidestar.org. The Chronicle article reported 18 cases of sup-
porting organizations with loans above $100,000.1

Considering charitable organizations and loans more generally, another article in
the same issue of the Chronicle indicated that 10,700 organizations showed loans
of some size (out of a population of 264,000 organizations).2 This is a rate of about
4 percent. Of the 10,700 organizations, 2,278 said they were owed at least $10,000;
4,756 did not report the amount of loans.

Making loans to officers and directors by charities is not prohibited by Federal
law, so that this practice may be considered questionable but would not constitute
non-compliance with Federal tax law. The article indicated that 19 States and the
District of Columbia prohibit or limit these loans, but there were 221 organizations
reporting loans in these jurisdictions. This finding suggests a higher rate of loans
among those States that do not prohibit these loans than for those States that do
prohibit such loans.

Note, however, that this type of analysis can detect practices by organizations
that report the required information, but not by organizations that fail to report,
and presumably organizations in States that prohibit lending are more likely to con-
ceal such activities. Only a sample and audit approach can detect unreported activi-
ties, and even audits may not detect well-concealed behavior. Thus, it is reasonable
to expect a greater rate than 4 percent, perhaps significantly greater, but it is dif-
ficult to say how much.

One can use other types of data to try to estimate the magnitude of a problem,
as I discussed in my testimony. Tax return data on large supporting organizations
did show that two-thirds distributed less than the minimum amounts required by
private foundations, and if one considers delayed giving a problem, such data are
suggestive. More limited evidence from a private survey seemed to suggest similar
problems for donor-advised funds. As I discussed in my testimony, there are aggre-
gate data from individual and estate tax returns that indicate a potentially signifi-
cant problem with gifts of property that are difficult to value, but no way of knowing
the extent of overvaluation.

As noted above, the best approach, the sample and audit approach, can only be
done by IRS. For the 990 returns that are publicly available, analysis of the data
could be made by any group. Other tax returns, such as individual returns, are con-
fidential, and to analyze data on these returns, committees and agencies with access
would need to do the analysis. Although certain congressional entities have access
to confidential tax return data, IRS may still need to provide specialized samples.

PREPARED STATEMENT OF HON. MIKE HATCH

I. INTRODUCTION

Mr. Chairman, members of the committee, it is a privilege to appear before you
to discuss the regulation of nonprofit and charitable organizations. I applaud the
Senate Finance Committee for conducting these hearings and considering improve-
ments to foster increased accountability of such organizations. I also applaud the
many excellent suggestions for reform contained in the Senate Finance Committee
staff discussion draft and the report prepared by the staff of the Joint Committee
on Taxation.

Charitable organizations receive very generous local, State, and Federal tax ex-
emptions in exchange for performing their charitable missions. Nonprofit and chari-
table organizations play an important role in our communities and in bettering the
lives of our fellow citizens. Most are dedicated to fulfilling their charitable missions
and perform a genuine public service worthy of the tax exemptions they receive. Un-
fortunately, a surprising number of charitable organizations encounter governance
problems that threaten the proper stewardship of charitable assets. There are also
bad actors within the sector who personally profit at the expense of the charitable
organization and its mission.

The board of directors is responsible for the proper governance of a nonprofit orga-
nization. Unlike private corporations, nonprofit organizations do not have share-
holders to serve as a check to ensure that the board of directors exercises proper
stewardship. Nonprofit boards are essentially self-perpetuating. Strong State and
Federal Government regulatory oversight of the nonprofit sector is imperative to
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protect charitable assets, preserve the public’s trust, and ensure that tax exemptions
are well-deserved.

II. NONPROFIT HEALTH SYSTEM COMPLIANCE REVIEWS

A. Introduction
In Minnesota, there are over 25,000 nonprofit organizations, 2,500 charitable

trusts, 6,500 charitable soliciting organizations, and 250 professional fundraisers.
The Minnesota Attorney General is responsible for regulating these organizations.
This is a role attorneys general have played at common law dating back to 17-cen-
tury England, where it was recognized that the community has an interest in the
enforcement of charitable organizations, and the attorney general was responsible
to represent this community interest. Today, our office exercises its regulatory over-
sight pursuant to both statutory and common law. Unfortunately, we only have a
staff of eight engaged in such activity. We have no financial auditors. We have no
compliance auditors. As with most States, we rely on the Internal Revenue Service
(‘‘IRS’’) to determine if a 501(c)(3) organization is engaging in charitable activity
that meets the standards of the Internal Revenue Code.

We are frequently required to take action involving nonprofit and charitable orga-
nizations when the boards of directors make or allow the improvident use of chari-
table assets in a manner inconsistent with the mission of the organization and the
tax exemptions those organizations enjoy. Today I would like to focus specifically on
our findings involving nonprofit health care organizations, which amply make the
case why self-regulation is not the right approach, and why strong government regu-
lation of this sector is needed.

B. The Allina compliance review
In Minnesota, like the rest of the country, our health care system is in crisis.

Health care premiums have increased at double-digit levels year after year. Employ-
ers are getting squeezed by these costs, making it increasingly difficult for them to
offer health insurance to their employees. Health care also is prohibitively expensive
for many self-employed, retired, and uninsured citizens. In this climate, nonprofit
health care organizations owe a heightened duty to show proper stewardship over
nonprofit assets.

In 2000, the Office of the Inspector General (‘‘OIG’’) for the Health Care Financing
Administration completed a review of the spending practices of nine managed-care
organizations around the country that performed services for the Medicare program.
The OIG concluded that a number of these organizations had incurred expenses for
a variety of luxury items, such as Waterford crystal, season sporting tickets, and
travel.

Medica Health Plans (‘‘Medica’’) was one of the nine managed-care organizations
whose expenditures were reviewed by the OIG. Medica is a large, Minnesota-based
nonprofit health maintenance organization. The Medica president publicly an-
nounced that none of the expenditures uncovered by the OIG were billed to the
Medicare program, but instead were purchased with ‘‘private,’’ nonprofit, assets. Ac-
cordingly, members of the Minnesota State senate asked our office to commence an
investigation to determine the extent to which nonprofit assets were wasted on such
expenditures.

In 2000, we began a compliance review of Medica and its parent organization,
Allina Health Systems (‘‘Allina’’). Allina is registered with our office as a charitable
organization with tax-exempt status under section 501(c)(3) of the Internal Revenue
Code. It solicits funds from donors and operates numerous hospitals and clinics in
Minnesota. The purpose of the compliance review was to determine whether Allina
was exercising proper stewardship over its charitable assets.

The Allina compliance review required the commitment of a tremendous amount
of resources of the Attorney General’s Office over a 11⁄2-year period. Allina was a
$2.6 billion organization which controlled over 50 separate legal entities. These enti-
ties included nonprofit tax-exempt organizations, taxable nonprofit organizations,
for-profit organizations, joint ventures, trusts, partnerships, limited liability compa-
nies, and numerous operating units and divisions, both with and without separate
boards of directors. Allina refused to cooperate with the compliance review, and we
were forced to obtain a court order requiring it to produce records. The records it
ultimately produced documented a serious breach of accountability on the part of
both Allina executives and the board of directors.

Allina paid for employee travel to destinations such as Aruba, London, Paris, Ven-
ice, Grand Cayman, Athens, Cancun, Pago Pago, and Los Cabos. It paid for its
president and his wife to travel to Grand Cayman Island, including four nights at

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00229 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



222

a 5-star oceanfront resort costing over $600 per night. It paid for over 30 trips to
the Hawaiian Islands.

Allina paid $89,000 for its board members and executives, and their spouses, to
travel to the Phoenician Inn in Arizona. The Phoenician Inn boasts a $25 million
art collection, marble from the same Italian quarry that Michelangelo used for the
Pieta, chocolate for ‘‘tuck in’’ service flown in from Belgium 3 times per week, and
a 22,000 square-foot spa. Allina spent over $14,000 on food and alcohol and over
$4,500 on golf, tennis, and spas. One dinner alone cost over $5,000. Executives
charged the organization for $100 floral arrangements to decorate their $855 per
night suites. When we asked Allina to explain its ‘‘business purpose’’ for the trip,
it stated that the trip was designed to inspire discussions about ‘‘health care re-
form.’’

Allina similarly paid $42,500 to send executives and their spouses to the
LaQuinta Resort in California, which promotes itself as ‘‘one of the most coveted golf
resort destinations anywhere in the world.’’ They spent over $16,000 on golf, includ-
ing over $2,000 in golf lessons, $1,700 in spa charges, and $2,400 for a jeep tour.

On another occasion, Allina paid for its executives and spouses to take a 3-day
wine tour of Napa Valley, complete with private limousines and hot air balloon
rides. On yet another occasion, it sent executives to Monterey, California, where
they traveled in limousines and expensed thousands of dollars in meals at the area’s
most exclusive restaurant. Allina stated that the trip was designed to teach execu-
tives how to run a health care system with a ‘‘moral center.’’ The hospital adminis-
trator ordered an accounts payable clerk who questioned the propriety of the ex-
penses to pay the bills, noting that he doubted there was a ‘‘high exposure’’ of the
media learning about the junket.

Allina paid for private memberships for ten of its top executives in the Twin Cit-
ies’ most prestigious golf clubs. It reimbursed one executive $1,400 to analyze his
handicap, polish his golf clubs, and otherwise tend to similar needs.

Allina also spent thousands of dollars on executives’ season and playoff tickets to
the Minnesota Timberwolves, Minnesota Vikings, and Minnesota Twins.

Executives were reimbursed for lavish gifts to other executives and board mem-
bers, including $3,000 bronze sculptures, $1,300 golf clubs, and $600 Waterford crys-
tal.

Executives were handsomely paid. Allina offered executives approximately ten dif-
ferent incentive and bonus plans to augment 6-figure executive salaries by up to 150
percent. For instance, it compensated its executives with management incentive
plans, defined benefit plans, 401(k) plans, long-term incentive plans, supplemental
retirement plans, and mutual fund acquisition plans. The CEO in 1998 received
compensation of over $900,000 per year.

Allina manipulated its bonus plans to guarantee that executives would qualify for
bonuses. For instance, Allina’s management incentive plan required that it reach 80
percent of its budgeted annual net income for bonuses to be paid. When it became
clear that Allina would not meet that target as the end of the year approached,
Allina simply lowered the figure to 60 percent and paid $2.6 million in bonuses for
which executives were ineligible.

Allina paid long-time executives over $1 million as ‘‘retention bonuses’’ for simply
remaining employees of Allina. The president, for instance, was promised a ‘‘signing
bonus’’ of $100,000 when he moved from one Allina affiliate to another and an addi-
tional $200,000 if he remained an executive of Allina 2 years later. Allina then paid
the executive the $200,000 1 year early.

Allina also spent tens of millions of dollars on consultants who failed to document
their time or expenses.

Allina paid nearly $1 million per year for a part-time consultant to act as its chief
operating officer. Allina also paid for her $855 per month luxury sport utility vehi-
cle, luxury lakefront condominium, and first-class air travel. It paid for her
incidentals of daily living, such as her cable TV bill, utility bills, valet parking, maid
service, and even her shower curtains.

Allina paid $1.9 million to another consultant (who promoted herself as an ‘‘advi-
sor’’ to movie stars) to serve as the personal confidant of the COO. The confidant
billed $300,000 in expenses with no documentation. Another consultant was paid
over $150,000 to help groom the image of top executives. Allina paid $15,000 for a
sleepover retreat for senior executives in which they watched the movie 12 O’clock
High. It paid $37,000 to a consultant to organize the retreat. At these sleepover re-
treats, which occurred on a regular basis, executives were forced to sit in each oth-
er’s laps to ‘‘build trust’’ and play ‘‘ring toss’’ to find their ‘‘inner selves.’’

Allina’s ‘‘independent’’ auditor was paid over $35 million, mostly for acting as a
consultant. No detail was provided to justify the accounting firm’s professional fees,
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nor was supporting detail provided for over $4 million in expenses. The auditor re-
peatedly issued unqualified audits.

The organization was rife with conflicts of interest.
The Allina board of directors not only failed to prevent the above abuses, but ac-

tively participated in them.
C. The HealthPartners compliance review

After completing the compliance review of Allina in 2001, we commenced a com-
pliance review of HealthPartners, another large nonprofit HMO and hospital system
in Minnesota. HealthPartners was registered with our office as a charitable trust.
It has over $1 billion in revenue and operates over 19 nonprofit and for-profit sub-
sidiaries. The HealthPartners compliance review also took about a year and a half
to complete. As with Allina, the compliance review documented a lack of account-
ability and proper stewardship.

HealthPartners paid for over 100 flights to over 30 international destinations, in-
cluding every continent but Antarctica. It paid over $17,000 for its CEO’s ‘‘trade
mission retreats’’ to Brazil, Chile, and Ireland, though the organization only oper-
ates in Minnesota and western Wisconsin. It paid $9,000 for its CEO to travel to
Australia to find out: ‘‘Are we pricing consumers out of health care?’’

HealthPartners paid over $30,000 per year for its CEO and board members to
travel to 4-star Florida resorts, where they golfed, dined, and entertained them-
selves at the nonprofit’s expense. HealthPartners paid almost $250,000 for its execu-
tives’ membership in and use of country and golf clubs. It paid over $50,000 for its
CEO’s season tickets to the Minnesota Vikings.

HealthPartners paid for executives and board members to give each other expen-
sive gifts, including golf clubs, kayaks, crystal, and spa services. It paid for its
CEO’s living expenses, which it attempted to conceal in expense reports. For in-
stance, a Garrison Keillor satire and book on Harley Davidson motorcycles were
billed as ‘‘business strategies research.’’ Items such as the CEO’s lean cuisine din-
ners were billed as ‘‘supplies.’’

Executives received generous savings and retirement plans, such as ‘‘split dollar’’
life insurance plans, retention bonuses, mutual fund option purchase plans, capital
accumulation plans, and supplemental executive retirement plans. HealthPartners
took steps to conceal the payments by mislabeling them, and it improperly omitted
executives’ deferred compensation from the IRS Form 990.

After HealthPartners began to pay for massages at board meetings, masseuses
were implored to ‘‘bring more oil’’ to the next meeting. Ironically, the HMO refused
to cover massage therapy for victims of Parkinson’s Disease.

Once again, the HealthPartners board of directors not only failed to prevent these
abuses, but actively participated in them.

III. NONPROFIT HOSPITAL CHARITY CARE AND DEBT COLLECTION PRACTICES

Another important area I would like to address is our experience concerning the
billing, debt collection, and charity care practices of nonprofit hospitals. These issues
relate to whether nonprofit hospitals are appropriately fulfilling their missions in
a manner that justifies their tax-exempt status.

We should not in this country have a health care system that bankrupts patients
because they get sick. The very poor typically have access to government programs
such as Medicaid to help them with their medical bills. The middle class and work-
ing poor do not. With skyrocketing premiums, many employers are unable to offer
health insurance coverage for their employees, and many individuals are unable to
afford to pay for coverage. The reality is that even a short hospital stay can bank-
rupt a middle-class or low-income family who is uninsured or under-insured. Indeed,
Harvard University recently reported that approximately 50 percent of all bank-
ruptcies are caused in part by medical bills.

Medical providers are among the creditors most likely to refer debt to collection
agencies. Patients subjected to aggressive medical debt collection practices are more
likely to resort to financially unsound methods, such as credit cards and home eq-
uity loans, to pay off the debt. This sinks them even deeper into debt.

Medical debt also has serious health consequences. Over 50 percent of patients
with medical debt reported in one study that they delayed getting necessary treat-
ment because of their unpaid medical bills. These patients were uncomfortable seek-
ing additional treatment because they owed money, they were asked to pay cash up
front, or they were denied care because of the unpaid bills. Patients who postpone
medical care often resort to seeking more expensive and less effective care later on,
such as in the emergency room.

Many hospitals today are under pressure to absorb the cost of treating the unin-
sured. For instance, in my State, an additional 40,000 Minnesotans were recently
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cut from MinnesotaCare to balance the State’s budget. Since 1992, MinnesotaCare
had offered modest health coverage benefits for the working poor in exchange for
affordable premium payments. These cuts place increasing financial pressure on
hospitals.

Nevertheless, until the health care system is changed, nonprofit hospitals must
do their part not to bankrupt the uninsured. Nonprofit hospitals benefit from gen-
erous tax exemptions at the local, State, and Federal levels. As a result of these
exemptions and their nonprofit status, they owe the community a duty to treat the
uninsured in a fair and humane fashion. To do this, hospitals must take several ac-
tions.

First, hospitals must end brutal and inhumane debt collection practices. Some
nonprofit hospitals hire debt collectors to sue impoverished patients, to garnish their
meager bank accounts, hound them with harassing calls, or even to threaten them
with arrest. One disabled woman in rural Minnesota was so hounded by a hospital’s
debt collectors after incurring $75,000 in cancer treatment that she wrote to us that
she felt she had no options to satisfy her debt ‘‘short of killing myself.’’ We have
discovered debt collection lawyers who lie about serving summonses, who sue pa-
tients because hospitals bill insurers over a year late and are therefore barred from
collecting from the insurers, and at least one female patient who received treatment
for a fractured elbow and was billed for two penile implants. These types of debt
collection practices are not consistent with a nonprofit mission and subject the hos-
pital to litigation.

Second, hospitals and clinics charge substantially more to uninsured patients than
they charge to HMOs, insurance companies, or the government for the exact same
treatment. Third-party payors and the government use their market power to ex-
tract steep discounts from the retail, or ‘‘sticker’’ price, of hospital and clinic bills.
As hospitals and clinics seek to generate more revenue, they raise their retail price
for services, prompting insurers to demand even steeper discounts the next time
both sides negotiate. The result is that uninsured patients are billed an artificial
retail price that may be 50 percent or more than the cost an insurance company
or the government pays for the same services. In other words, nobody pays the re-
tail price but the hapless uninsured, who are usually poor.

The practice through which hospitals and clinics charge an inflated rate—which
nobody else pays—to the uninsured must end. These pricing inequities are incon-
sistent with a nonprofit mission. They also constitute consumer fraud.

Last Friday, Fairview Health Services (‘‘Fairview’’), one of the largest hospital
systems in Minnesota, took steps to give discounts of 40 to 100 percent to uninsured
Minnesotans with household income of up to 450 percent of the Federal poverty
level (i.e., a single person with household income of $43,065 or a family of four with
household income of $87,075). Persons with those incomes will also have their total
liability capped at $5,981 and $12,095, respectively. Fairview also entered into an
agreement with our office to improve the manner in which medical debt is collected
from patients.

Fairview’s leadership is a step in the right direction. One hospital, however, can-
not act alone for long, lest it become a dumping ground for the uninsured by other
hospitals. All hospitals must reform their retail prices so as not to gouge the unin-
sured with phony, artificially high rates that nobody else pays. For those Minnesota
hospitals that do not, we intend to examine their charity care and billing practices
and, where necessary, file lawsuits to correct them.

Third, hospitals must deliver a fair level of charity care. Many nonprofit hospitals
deliver charity care at paltry levels, far less than the need of their patients or that
their revenue, assets, or fundraising would allow. Hospitals also sometimes try to
inflate their supposed charity care through numerous devices. They may label as
‘‘charity care’’ the fact that they treat Medicare and Medicaid patients at the dis-
counted rates the government reimburses for treatment rendered to those patients.
They may label as ‘‘charity care’’ bad debt they write off. Or they may label as
‘‘charity care’’ various ‘‘educational’’ expenses that appear designed less to deliver
health care to the patient than to increase the hospital’s market share.

Finally, many nonprofit hospitals tout their benevolent good works to donors
when they solicit tax-deductible donations. A hospital that does this, while at the
same time billing the uninsured a phony retail price, not providing fair levels of
charity care, and hounding patients through unfair debt collection practices, engages
in the fraudulent solicitation of charitable donations.

I call on Congress to exercise leadership in helping to reform nonprofit hospital
billing, collection, and charity care practices. I also call on the IRS to crack down
on nonprofit hospitals that do not reform their practices.
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IV. NONPROFIT ORGANIZATIONS MUST BE REGULATED TO ACHIEVE ACCOUNTABILITY

Nonprofit organizations should establish internal standards for proper conduct
and strive to hold themselves accountable. Self-regulation, however, is no replace-
ment for strong government regulation. Nonprofit directors and executives some-
times suffer from a ‘‘halo effect’’ in which they believe that because their mission
is pure, their actions are above reproach. Indeed, during our health care compliance
reviews, executives expressed surprise that we would dare to question whether their
trips or country club memberships constituted proper stewardship. of nonprofit as-
sets, when ‘‘everyone else in the industry was doing it too.’’ When the board and
executives assume such an attitude, there are no shareholders to question their con-
duct; there is only the government to fulfill a role it has played for centuries.

Self-regulation alone also is not the answer because boards or trustees often ac-
tively participate in the abuses. We found this to be true in our health care compli-
ance reviews. It happens in other areas as well. We recently discovered that the as-
sets of an elderly woman’s charitable trust had been depleted by her trustee, who
was also her financial advisor. Through the purchase of annuities and life insurance
that named him as the beneficiary, the trustee transferred millions of dollars to
himself and his family, creating an estate tax liability that siphoned off the remain-
der of the trust’s funds, leaving no money for the intended charitable beneficiaries.

I would like to offer several additional observations gleaned from our experiences
with nonprofit health care organizations, as well as our experiences gained from
regulatory oversight of other types of charities.

First, the board of directors of a nonprofit organization is responsible to set the
tone and culture for the organization and ensure proper stewardship. Yet, we fre-
quently encounter directors of nonprofits who take a subordinate role to the paid
executives of the organization. Nonprofit boards are sometimes composed of good
people who are well-meaning but, for one reason or another, may not fill their role
in ensuring stewardship by the organization. This may occur because board mem-
bers are volunteers who are not appropriately engaged in the governance of the or-
ganization or are on the board primarily to lend credibility or fundraising prowess.
Our office is called upon on a regular basis to reform nonprofits which fail to follow
sound governance principles. We would support legislative efforts, such as those con-
tained in the committee staff paper, to prompt boards to follow prudent, basic gov-
ernance standards—such as to establish, review and approve basic organizational
policies and procedures.

Second, in some cases, nonprofit boards are too heavily comprised of directors who
are compensated by the organization. This leads to a ‘‘tail wagging the dog’’ effect,
where the board is led by the staff, rather than the other way around. In other
cases, the CEO hand-picks directors who are then awarded lucrative legal, insur-
ance, supplier, or other contracts by the organization. For example, we recently in-
vestigated a mental health organization with an important mission of serving cer-
tain hard-to-reach communities. Several ‘‘interested’’ board members were also em-
ployed by the organization, and they deadlocked with the independent directors on
the board. During the ensuing power struggle, the organization’s finances became
imperiled. Congress should limit the number of board members who may be com-
pensated by the organization and require conflict of interest policies to be adopted.

Third, far too many nonprofit organizations operate in this country for regulators
to catch all abuses. Congress should pass legislation to help increase the likelihood
that the most glaring abuses will be detected, including steps to ensure that bad
actors cannot carry out their wrongdoing through inertia. These reforms should re-
quire independent auditing firms to be replaced on a regular basis and require non-
profit organizations to justify their tax-exempt status to the IRS on a periodic basis.
I also understand that Congress is considering a proposal to target Federal dollars
to States for their charitable regulatory enforcement efforts. Any efforts by Congress
to provide funds to State agencies would be welcome, particularly in an era of
strained State resources.

Fourth, the selection criteria for undertaking an investigation may differ widely
among regulators. A case that is ‘‘too small’’ for the Federal Government may be
taken by a State regulator because of its local impact. A case that is too spread out
for any one State to take a parochial interest in may catch the attention of the Fed-
eral Government. A State may lack the resources to take a particular case. Other
cases may simply escape detection by various regulators for unknown reasons. For
instance, Minnesota was recently the first State in the country to take action
against the National School Fitness Foundation (‘‘NSFF’’), a Utah nonprofit which
operated on a national level and had tax-exempt status under section 501(c)(3) of
the Internal Revenue Code. NSFF purported to offer free physical education equip-
ment to school districts nationwide. It did this by getting school districts to pay its
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for-profit affiliate for equipment on the promise that districts would later be repaid
by NSFF with charitable donations it received. Instead, NSFF simply operated one
of the largest ponzi schemes in history, in which school districts had their ‘‘free’’
equipment paid for by newer districts entering the program. Over 600 cash-strapped
school districts entered into these arrangements at a cost of over $77 million. In
July, 2004, the president of NSFF’s affiliated for-profit company pled guilty to Fed-
eral criminal charges.

Congress should vest more regulators with more authority. The IRS should be
permitted to share data with State attorneys general. State attorneys general are
hampered in their enforcement efforts because the IRS cannot share data with
them. In the case involving the NSFF ponzi scheme, for example, while we were
able to provide information to the IRS, Federal law prohibited it from sharing infor-
mation with us. Further, State attorneys general should be allowed in their char-
ities oversight role to enforce Federal tax laws. This is an approach that has worked
well between the Federal Trade Commission and State attorneys general, where at-
torneys general are permitted to enforce Federal laws such as the Telemarketing
Sales Rule and Fair Credit Reporting Act. Similarly, the IRS and tax courts should
have the authority that State attorneys general have to seek the removal of board
members, officers, or employees who have engaged in improper conduct.

Fifth, executives and directors of nonprofits have no financial skin in the game.
They do not place their own money at risk, nor is their own money being spent.
We have frequently seen nonprofits spend money—particularly on travel and enter-
tainment expenses—in a manner more copious than many private corporations. We
certainly saw this in our health care compliance reviews. For example, we uncov-
ered dozens of private country club memberships paid for by nonprofit health care
organizations. Many for-profit corporations we interviewed noted that such expenses
are not deductible under IRS regulations and stated that they would not pay for
them in any event. Nonprofit organizations sometimes attempt to rationalize such
expenses on the basis that the executives earn less than they would in the private
sector. My response is that while this may be the case, those executives are free
to go work in the private sector. Congress should limit the amount that nonprofits
may spend for travel, meals, and accommodations to the rate the U.S. government
would pay for those items. There is absolutely no reason that a nonprofit that re-
ceives tax breaks from the government needs to spend more than the government
for travel and entertainment.

Sixth, particular reforms are also needed in the area of executive compensation.
The compensation of executives in some nonprofits, particularly the health care or-
ganizations discussed above, is grossly excessive. The IRS intermediate sanction reg-
ulations created procedures (i.e., board review, market comparability studies, etc.)
designed to ensure a substantively appropriate result. The regulations further pro-
vided that, if these procedures were followed, there would be a rebuttable presump-
tion that the compensation was reasonable. The thought was that if the proper pro-
cedural steps were followed, the proper result would be reached. This has not oc-
curred. Indeed, the sanctions have had an opposite effect with Minnesota health
care organizations. These organizations feel empowered to pay excessive salaries be-
cause they believe it will be difficult for regulators to question the substance of the
transaction if the required procedural steps were taken. The problem is that it is
far too easy to manipulate the procedural steps to obtain the desired result.

At the outset, executives of the health care companies we examined retained the
compensation consultant hired to provide the market comparison figures. The con-
sultant is then beholden to the executive who hired him and, wanting to please that
executive so as to be retained again in the future, will help justify the executive’s
salary. Next, the market comparisons relied on to justify health care executives’
compensation are those of other overly-paid health care executives. Then, because
no board of directors wants to hire a ‘‘below average’’ executive, boards typically pay
their executives a compensation package that is ‘‘above average’’ in the market to
reflect the board’s good judgment in hiring an above-average executive. This leads
to a ‘‘Lake Wobegon’’ effect, in which all health care executives are above average.
The problem is magnified during succeeding review periods.

For these reasons, I concur with the suggestion in the report by the staff of the
Joint Committee on Taxation to repeal the ‘‘rebuttable presumption of reasonable-
ness’’ under the intermediate sanctions test. Under that standard, a salary is pre-
sumed reasonable as long as the right procedural steps are followed. In this way,
regulators would become more liberated to question the substance of the transaction
for reasonableness, not just the procedures employed. Congress should also embrace
the staff suggestion that compensation consultants be retained and supervised by
the board so as to ensure a proper level of independence.
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Seventh, we regularly advise donors to use the Form 990 as a tool to make in-
formed decisions. Yet, Form 990s often are not particularly useful, especially where
they are incomplete, inaccurate, or late. I agree with the recommendations in the
Senate Finance Committee staff discussion paper that Form 990s should be signed
by the CEO, that penalties be increased for failure to file a Form 990, and that the
Form 990 more fully disclose the filing organization’s relationships with affiliated
tax-exempt and nonexempt organizations. The nonprofit health care organizations
we have examined are enormously complex entities, and it is far too easy for them
to masquerade their finances by steering money to other affiliates in the organiza-
tion, including for-profit affiliates. Greater transparency is needed.

Eighth, Congress should tighten up the standards for nonprofit credit counseling
organizations, particularly in the face of the mandatory credit counseling provisions
of the Federal bankruptcy bill. I was one of the State attorneys general who filed
a lawsuit against AmeriDebt, Inc., together with the Federal Trade Commission.
AmeriDebt aggressively marketed Minnesotans, touting its status as a 501(c)(3) to
bait vulnerable consumers into credit counseling. Instead of assisting consumers to
pay down their debts, AmeriDebt exacerbated their situation, charging large month-
ly and up-front fees which it then siphoned off to for-profit companies. For example,
one rural Minnesota consumer named in our complaint turned to AmeriDebt for
help paying her bills in the face of health problems. She believed that AmeriDebt,
as a nonprofit, would provide her free services. In fact, AmeriDebt took a $200 origi-
nation fee and $25 from each monthly payment that she thought would go to credi-
tors. Because the creditors were not paid, they started assessing the consumer late
charges. This woman, along with thousands of others, was in a far worse financial
position after turning to AmeriDebt for help.

V. CONCLUSION

A solemn trust with the public is created when an organization receives tax-ex-
empt status. That trust includes a duty to make provident use of the organization’s
assets to further the mission of the organization and better the community. When
one organization engages in the types of abuses described above, confidence in the
entire sector is degraded. Congress should take decisive action to promote more ef-
fective regulation of charitable organizations at both the State and Federal levels.

I thank you for the opportunity to appear before you today.

VerDate 11-MAY-2000 17:15 Dec 19, 2005 Jkt 095484 PO 00000 Frm 00235 Fmt 6601 Sfmt 6621 20838.000 SFINANC2 PsN: SFINANC2



228

PREPARED STATEMENT OF RICHARD JOHNSON
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PREPARED STATEMENT OF DAVID KUO

Chairman Grassley, Senator Baucus, and distinguished members of the com-
mittee, I am David Kuo, contributing editor to Beliefnet.com, the leading multi-faith
religion and spirituality website. For 21⁄2 years I was also Special Assistant to the
President and Deputy Director of the Office of Faith-Based and Community Initia-
tives at the White House under President George W. Bush.

My perspective on the topics we discuss this morning is informed by various van-
tage points on the charitable sector I’ve had during the past 15 years. I’ve worked
in senior positions here in the United States Senate, in advocacy organizations and
in the White House. For 3 years I founded and tried to create a charitable organiza-
tion to objectively determine the efficacy and efficiency of social service organiza-
tions. I was even recruited to a dot-com company with the promise that I’d be able
to manage what promised to be a huge foundation—they were going to give away
1 percent of gross revenues to charity, and, since they’d be making hundreds of bil-
lions of dollars every year, that meant a lot of money for charitable giving. Suffice
it to say that things didn’t turn out quite as planned.

I also approach it from a certain philosophical perspective. I believe in govern-
ment’s inviolable duty to help serve the poor. This isn’t just philosophy for me, it
is also theology. I believe that Jesus’s commands to care for the least among us
mean that we have to bring to social problems every available resource and every
best effort. I reject some conservative notions that suggest the government is the
enemy and must step out of the way and let the private sector take over. I similarly
reject some liberal notions that suggest the answer to every problem is another gov-
ernment program and more government money. Both of these noxious notions are
born of either ignorance or indifference. It doesn’t really matter which. My passion
isn’t for politics per se but for what politics can bring to bear on these matters. It
is in that spirit that I want to speak to government, to the non-profit sector, and
to us as individuals.

I believe in President Bush’s compassionate conservative philosophy as articulated
at the start of his 2000 campaign. ‘‘It is not enough for conservatives like me to
praise [charitable efforts]. It is not enough to call for volunteerism. Without more
support and resources, both private and public, we are asking them to make bricks
without straw.’’ His proposals for $8 billion per year in new spending and charitable
tax incentives for non-itemizers and IRA rollovers were important policies, but they
were something more—they were an unmistakable public signal that charity, com-
passion, and care for the poor were to be cornerstones of his domestic policy.

Four years later, these tax incentives and other spending programs haven’t yet
been enacted. The White House could certainly have done more. That’s already been
said. However, were it not for the President’s interest in these issues, we wouldn’t
be here today. That brings me to Congress. Save for the tireless action of this com-
mittee that has repeatedly pushed for charitable tax incentives, I have been aston-
ished by the lack of interest in these matters by your colleagues. The CARE Act
is a perfect example. For the last few years, the CARE Act has had overwhelming
bipartisan support, and has gone nowhere. Why? In large part it is because of wide-
spread congressional apathy and a desire for political gamesmanship on all sides.
I have been quoted as saying that the White House knows how to get what it really
wants to get. That is true. But, just as certainly, Congress knows how to get what
Congress wants. Why hasn’t Congress been a passionate advocate on behalf of char-
ities and the poor in the midst of economic crisis, a downturn in charitable giving
and an upturn in social service needs?

As Members of the United States Senate, you are called and pulled in every dif-
ferent direction. Every problem, every constituency demands more from you and of
you. But I can think of no other area in American politics so ignored by political
leaders than matters of charity, of care for the poor, of substantive debate and dis-
cussion on matters of civil society. No, America’s poor do not have a powerful voice.
They aren’t combined into the power of the AARP. They aren’t likely to flood your
office with calls, e-mails, or letters, and yet there are more poor Americans today
than there were 4 years ago. It is always easy politics to blame either the other
party or the White House, but I just wonder why these matters are such a low pri-
ority for the United States Congress?

It isn’t just Congress that has ignored charities. Without any doubt, the charity
abuse stories that we hear are the result of a lack of IRS enforcement of existing
laws. Having had my own 501(c)(3) organization that looked into the efficacy and
efficiency of other organizations, I saw firsthand cases of willful misuse of funds.
That kind of stuff was hardly a secret. And yet where is IRS enforcement of these
existing laws? It has been AWOL, and now we are to believe that new laws are the
answer?
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By themselves they are not. They may serve the appetite of a public that wants
action, because nothing spells action more than a new law. But, without dramatic
enforcement enhancements, we’ll all be back having the same debate 5 years from
now.

Make no mistake, however, I am not a shiny, happy charity cheerleader. If we
don’t face the facts that loopholes need to be closed, reforms made, and account-
ability had, we will have failed just as much as if we did nothing. The IRS cannot
enforce laws that make no sense or that provide loopholes for the wealthy in the
name of charity. Clearly, more stringent rules need to be put in place regarding the
use of donor-advised funds. It hardly seems a stretch to require accounts to pay out
a certain basement requirement annually. More publicly disclosed information about
charities also seems to be a no-brainer. Charities are by their very definition here
to serve the public interest. The public has a right to know a lot more than they
currently do about how these organizations operate, how much money individuals
are making, and how the money is being spent. Donors’ private information should
remain private, but charities need to see daylight.

I’d like to add one more thing. We need to begin looking at information in dif-
ferent ways. To date, charities tend to be judged by how well their accountants
make their books look like all the money is going to serve targeted populations.
Why? Because that is how ‘‘efficient’’ charities have been ranked by media like U.S.
News & World Report. Unfortunately, this mindset has prevented us from asking
a more important question. ‘‘How well?’’ Efficacy is a far more important and rel-
evant gauge than efficiency. We need to begin asking charities to tangibly measure
how well they are doing their jobs, not just how efficiently.

Charitable abuses are real and they are offensive. They must be eliminated, seri-
ous fines must be imposed, and violators need to be exposed. But we must be careful
amidst these reports not to allow these abuses to create new laws that punish the
overwhelming majority of donors or the recipients of non-profit services—the poor,
the addicted, those seeking education, those in need of health care or those who sim-
ply love art. I am concerned about changes in non-cash deductions and clothing de-
ductions; that may be using disproportionate force given the problems.

Finally, the United States faces record budget deficits, not because of abuses in
the charitable sector but because of choices and priorities that our government has
made. Much of the rhetoric around charity that I have been hearing lately seems
to suggest that the charitable sector is a great target for raising more funds to en-
sure the continuity of our existing way of government waste. Doesn’t that strike the
committee as a bit odd, perhaps even a bit perverse?

Everything we’re discussing today is about the culture of charity that we are cre-
ating. The culture of charity is hurt by a lack of enforcement. It is hurt by loopholes
and exceptions and tricks that benefit the rich in the name of the poor. It is also
hurt by laws that inadvertently discourage charitable giving. Nowhere is that clear-
er than in the estate tax. Congress will be revisiting this matter in the coming
months. As it does so I hope that it, and this committee, will bear in mind the huge
consequences that matter has on the charitable community. Conservative estimates
show that a total repeal of the tax would cost the charitable sector more than $10
billion per year. That is a lot of money and discourages the culture of charity.

I want to close by again thanking Senator Grassley, Senator Baucus and their ex-
ceptional staffs. We are having a vigorous debate this morning about charity, about
giving, and about helping others. Everyone here should be excited about the debate,
because the debate will lead to important changes, new understanding, and a
stronger charitable sector benefiting America.
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STATEMENT OF THE ARKANSAS COMMUNITY FOUNDATION
SUBMITTED BY HON. BLANCHE LINCOLN
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PREPARED STATEMENT OF LEON PANETTA

Mr. Chairman, members of the committee, I am pleased to be here in my capacity
as a member of the Citizens Advisory Group to the Panel on the Nonprofit Sector.
As most of you know, I have been in the public sector and the private sector and
I now serve as the director of the Panetta Institute, a nonprofit, non-partisan center
for the study of public policy located at California State University, Monterey Bay.
When I was in government, I was privileged to serve as a Member in the House
of Representatives, and as Director of the U.S. Office of Management and Budget,
and as Chief of Staff in the White House.

From those different vantage points I learned a great deal about the role of char-
ities and foundations in this country and came to appreciate, far more than I had
before, how essential to our communities and our Nation these organizations are to
serving the needs of a nation. Whether large or small, these organizations focus on
a wide range of services from helping the homeless or bringing opera to the schools,
cleaning the oceans or researching a cure for AIDS. Their ability to innovate, col-
laborate and tailor services to meet an immediate need, test a creative idea or build
a museum for the arts is something government officials support and applaud. Their
work in many ways represents the essence of our democracy.

The human as well as financial resources these organizations tap is inspirational.
We saw it most recently and most overwhelmingly following the tsunami crisis,
when the best of what we are capable of being came to the fore as millions of indi-
viduals and organizations contributed more than a billion dollars to help the victims
of this immense tragedy.

Are there abuses in the nonprofit field? Yes, sadly, there are. In the midst of in-
comprehensible human suffering and need in southeast Asia, there were a few scam
artists attempting to siphon off funds for their personal use, funds that would other-
wise have gone to help rebuild the devastated communities in Sri Lanka, India and
Thailand. There are a few charitable organizations that have not been good stew-
ards of the public trust, that have spent charitable dollars for purposes other than
those for which they were contributed.

I join you in saying that these abuses must end. I feel very strongly that chari-
table institutions must be above reproach, because they are so essential to every as-
pect of community life. The only way to guarantee their continuation is to ensure
an even higher level of public confidence and trust in the way they do business. We
cannot allow the small number of those who deliberately abuse the public trust to
hurt the good name of thousands of organizations that operate in good faith and
serve the public good with distinction.
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Having spent some time lately reviewing current laws and IRS regulations as well
as the Finance Committee’s staff discussion paper and the Joint Committee on Tax-
ation’s Options paper, I believe that collectively you have done an excellent job of
clearly identifying problem areas. I want to commend you for your vigilance and
your commitment to protecting what is best about this magnificent voluntary sector.
Already your attention to this area has stimulated many to look at their programs
and practices with an eye towards improvement.

The fundamental issue you confront today is how do you balance the need for new
laws and regulations with the need for stronger enforcement of existing laws with
the need for tougher self-regulation?

There may be some new laws or clarifying rules needed in certain areas of chari-
table activity, but we also need greater attention paid to adequate enforcement of
current law. Many of the stories I’ve seen describing excessive compensation and
self-dealing (where insiders benefit not the charitable cause) appear to be violations
of existing law. In those instances, the problems would not be solved by simply rais-
ing the bar, but by going after the violators.

The vast majority of abuses are already illegal, and the solution lies more in im-
proving—greatly improving—enforcement of the laws and regulations already on the
books than in creating more laws and regulations that increase the burdens on the
IRS. I say this having served in the public sector and being keenly aware of the
shortage of financial resources to achieve this important goal. I begin, therefore, by
encouraging serious consideration of increased funding for the IRS to allow for addi-
tional audits, collection of fees, and development and installation of software that
will enable mandatory electronic filing of all of the forms in the 990 series, including
attachments, and Form 1023, the application for 501(c)(3) status.

I believe that a good blueprint for action is provided in the recommendations in-
cluded in the Panel on the Nonprofit Sector’s Interim Report. As a member of the
Citizens Advisory Group, I had the opportunity to review the work of the Panel and
the well-considered advice it received from so many fine experts and organizations.
I believe it has achieved the important balance between adequate oversight and ac-
countability and the ability of charitable organizations to fulfill their missions.
Among the recommendations that I call to your attention are:

• Requiring audits for organizations with annual revenues over $2 million, and
mandating an independent public accountant’s review of financial statements
for those with budgets of $500,000 to $2 million (p. 23).

• Defining and clarifying the rules for donor-advised funds (p. 36).
• Increasing penalties for violations of the self-dealing rules (p. 40).
• Allowing better cooperation between State and Federal regulators (p. 47).
• Encouraging the IRS to move forward with mandatory electronic filing for the

Form 990 series (p. 21).
The Panel on the Nonprofit Sector is now preparing its recommendations on other

critical issues, and will release a final report in late spring. I encourage you to hear
the full scope of its recommendations before you take any formal action.

Even with improved regulations and the significant infusion of funds, there is a
limit to what can be achieved through new legislation and improved enforcement.
Without the collective will within the voluntary sector to uphold good standards of
ethical practice, we will not achieve the outcome we all wish for.

I have had the opportunity to meet many leaders of charitable endeavors. Their
purpose is to make life better in some way, and they try their best to live up to
their obligations. Too many of them don’t know as much as they would like about
board governance, management of organizations, audit processes, self-dealing and so
on. For them a good program of education would do wonders. I hope that this com-
mittee will favorably consider putting some meaningful resources behind a nation-
wide education system undertaken by the charitable sector itself. But I also encour-
age the sector itself to invest in this effort. A comprehensive education initiative will
take both public and charitable sectors coming together to achieve these outcomes.

Let me offer some thoughts that go beyond where the panel is at this time. I fer-
vently believe the best way to prevent abuse and raise the standards of the chari-
table sector is for the sector to demand of itself greater accountability. And I under-
stand that this is beginning to happen. Numerous organizations have held con-
ferences, workshops, seminars and other training sessions on the fiduciary respon-
sibilities of boards of directors, chief executive officers and others. Many of the sec-
tor’s leaders have begun to better educate themselves and their directors about the
law and filing requirements. And there are a host of organizations—national, re-
gional and local—devoted to standard setting and improving the practices of their
affiliates and those associated with them. I am aware that some fields of practice
require compliance and meeting of certain standards in order for the organization
and professionals to operate. Other standards are entirely voluntary.
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It is a good start, but it is far from sufficient. Self-regulation, to be credible and
effective, must have a structure, must demand high standards, and must have the
authority to investigate allegations of wrongdoing and enforce penalties. Without
such a structure, self-regulation is just an aspiration.

It is my view that the charitable sector needs a formal structure, a National
Council on Nonprofit Accreditation, that brings together all of the accrediting bodies
of the sub-sectors under one umbrella. They ought to have common standards re-
garding governance, transparency and accountability, allowing for the diverse needs
of small, intermediate and large organizations. Although the charitable purposes of
public interest groups, family service agencies, health systems and research centers
are significantly different, there are standards of operation that they must surely
share.

A National Council of some sort could write clear guidelines requiring that any
nonprofit institution seeking accreditation from any cooperating accrediting body
must meet the guidelines for board composition, audits, public disclosure of financial
information, and compliance with all laws and regulations governing exempt organi-
zations. These guidelines would be in addition to the sub-sector requirements for
curriculum development, physician certification or whatever is relevant in each sub-
sector to obtain accreditation today. Violations of governance and ethical standards
would be cause for suspension and finally revocation of accreditation, just as failure
to meet academic, health or safety standards.

An additional function of a National Council on Nonprofit Accreditation would be
education and training. I have been truly surprised to find that many, many people
working in charitable organizations or serving on boards or as trustees do not know
the laws and regulations that apply to their tax-exempt status, IRS filings, fiduciary
responsibilities and public disclosure requirements. While not denying that there is
abuse of tax laws that is knowing and purposeful, there are a great many errors
of omission and commission that are due to ignorance of the law or its application
to the specific organization. Examples are failure to file a Form 990, failure to re-
ceipt gifts over $250 or providing excess benefits to executives or trustees.

At the end of the day, relying on this type of self-regulation has three main ad-
vantages. It lightens the burden on the IRS and other regulatory agencies, all of
whom are already struggling to meet their responsibilities with limited resources;
it preserves the independence of the sector, which has been crucial to its ability to
address the needs and aspirations of Americans; and it places the responsibility
where it should be: on the organizations across the country that know that they will
maintain the support of the public only if they operate according to the highest pos-
sible ethical standards.

The charitable sector is indispensable to American life as we know it. Americans
value volunteer service to their communities, and they trust and rely on nonprofit
institutions that serve them. We send our children to religious schools or community
centers to learn the values in which we believe. People from all over the world come
to the United States for higher educations in some of the finest colleges and univer-
sities ever established. It is impossible to enumerate the myriad services charitable
organizations make available to families that would be unable to afford them in the
private marketplace—from shelters for the homeless to job training, cancer
screenings to literacy programs.

The charitable sector serves the public good. But it must do more. It must serve
well, and to do that there must be more accountability and transparency. The trust
placed in these organizations is more important than the dollars contributed to
them. The good work needs funds; the donors need trust. They are inseparable.

So I urge you to please keep the pressure on. Demand better enforcement of cur-
rent laws from the IRS and give them the means to do it. Demand passage of new
laws and promulgation of new regulations to curb abuse and increase penalties, but
do so cautiously and only where absolutely necessary.

And finally, demand that the charitable sector do a better job of self-regulation.
Those of us involved in the sector will make demands on ourselves as well: for high-
er standards of ethics and governance, for better training of professionals and volun-
teers about their duties and responsibilities, and for holding organizations account-
able for meeting those standards.

Together we have an obligation to give the public the trust they need to ensure
that they give to the Nation.

PREPARED STATEMENT OF HON. RICK SANTORUM

Mr. Chairman and members of the committee, I want to take this opportunity to
commend the efforts of charities throughout this country who work day-in and day-
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out to transform the lives of individuals, families, and communities. I believe strong-
ly that the philanthropic, generous nature of Americans is a big part of what makes
America a great nation. Neighbors helping neighbors, those blessed with financial
resources and talents walking alongside and learning from the least of these in our
communities.

I recently introduced S. Con. Res. 15, which encourages Americans to increase
their charitable giving. I have been working for several years with Senator Joe
Lieberman and this committee on a broad package of incentives to encourage chari-
table giving through the Charity Aid, Recovery, and Empowerment Act (CARE Act).
The CARE Act includes incentives for non-itemizers, IRA charitable rollovers, food
donation incentives, and corporate giving incentives. The CARE Act passed the Sen-
ate on April 9, 2003, by a vote of 95–5. The House of Representatives passed com-
panion legislation, the Charitable Giving Act, H.R. 7, on September 17, 2003, by a
vote of 408–13. Tragically for those in need, the bill was chosen as the first bill to
not be allowed to go to conference after passage by both chambers and thus pre-
vented from becoming law in the last Congress.

The CARE Act is currently included in S. 6 in the 109th Congress. The recently
passed Senate budget included an amendment which I offered to reflect our ongoing
support for completing this important package. I look forward to passage of a simi-
lar bill by the House and its consideration by this committee again and by the full
Senate.

Unfortunately, what brings us here today is not incentives for charitable giving
but a series of proposals which would collectively require the charitable community
and charitable donors to bear a significant burden for dubious public benefit. Of
course we want to discourage inappropriate behavior by those who may seek to
abuse the public’s trust. Included in the CARE Act—with the help of the Chairman
and this committee—are several key provisions which encourage transparency, dis-
closure, accountability, and better coordination between State and Federal authori-
ties tasked with charitable oversight responsibilities. These proposals are the next
logical step, combined with appropriate enforcement efforts of existing laws. I also
appreciate the work of the Independent Sector in their interim report and the Alli-
ance for Charitable Reform in developing proposals that meet the goals of the com-
mittee without unnecessarily burdening the important work of legitimate charities.

Some of the committee staff proposals and relevant Joint Committee on Taxation
tax proposals target problem areas which are limited in scope and in nearly all
cases inappropriate under current laws. As one illustration, in the initial hearing
that the Finance Committee had last summer on June 22, 2004, concerning areas
of abuse, one private group went through the transcript and found approximately
94 cited references to ‘‘abuses’’ in the charitable sector in the testimonies and writ-
ten statements. All but two are addressed in current laws and regulations.

Troubling for all aspects of the charitable community from social service organiza-
tions to volunteer firefighting departments are prescriptive proposals of charitable
governance. These include everything from the size of one’s board to Sarbanes-Oxley
corporate-style self-dealing rules. The reality is that a ‘‘one size fits all’’ approach
is not appropriate for the vast and diverse charitable sector in this country. There
are more than 1.2 million charities in this country. Most charities are small, focus
primarily on their mission, struggle with resources, and would find these require-
ments a distraction and burden imposed from Washington, DC. Many do not know
anything about these proposals and would not likely know much until after their
adoption—they are too busy feeding the hungry, mentoring children, helping the
disabled, restoring ex-felons, rehabilitating drug addicts, teaching kids how to read,
and serving the elderly. Clearly we should be capable in collaboration with the Exec-
utive Branch of more artful responses to these areas of concern, if necessary, rather
than proposing elimination of legitimate incentives altogether.

I recently asked Secretary Snow in a written question following a hearing wheth-
er it is necessary to consider sweeping changes in charitable governance, and what
evidence we have that this is a problem area which cannot be adequately addressed
by effective oversight and existing laws. In his response he mentioned the IRS’s cur-
rent review of compensation practices and procedures of 2000 charities and said,
‘‘Although the results of the IRS audit initiatives may indicate the need for par-
ticular governance reforms, it is simply too soon to tell.’’

Another problematic proposal is the elimination of fair market value deductions
for the contribution of land to charities. The JCT report recommends that any donor
receive only the basis for such a contribution. While I understand that their can be
legitimate concern over excessive evaluations in some cases, clearly we don’t have
to effectively throw out this incentive altogether. This is no longer a reform but a
tax increase and a barrier to charitable giving. We should instead be seeking nar-
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rowly targeted solutions for clearly demonstrated problems once the government has
established that enforcement of current law alone is inadequate.

Another proposal limits deductions of clothing and household items to an aggre-
gate annual total of $500 per taxpayer. This appears to be an arbitrary number ap-
parently intended to minimize inappropriate deductions. Yet the proposed solution
would eliminate legitimate in-kind contributions without providing any assessment
of its impact on charitable giving and its impact on organizations which do great
work—like the Salvation Army and Goodwill—but receive many of these in-kind
contributions.

As a final example, while a different category of charities—apparently because of
a misunderstanding about the charitable nature of their activities and some limited
abuses—I must add that I am deeply troubled by the Joint Tax Committee’s pro-
posal to impose taxes on fraternal benefit societies, reviving a proposal that was
considered in the mid-1980s and rejected. These organizations are a major source
for good in the United States, with 10 million members nationwide that devote
themselves to fraternal, charitable, religious, and patriotic activities. The Joint
Committee’s proposal would extinguish these organizations and the good that they
do at the very time that our society needs the private sector to step in and support
our communities. As I mentioned recently in the Congressional Record, this is a pro-
posal that clearly should be rejected once again.

I appreciate the Chairman’s commitment to ensuring the public trust and pro-
tecting the charitable community from abuse, but we need to tread carefully before
we would impose an added layer of burden on the social entrepreneurs helping those
in need around the country. We also need to think twice before we send the message
that those blessed with significant resources would be safer spending their money
on yachts rather than helping improve their communities. Unintended consequences
in this arena will have real world consequences in the lives of those in need.
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1 Joint Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expendi-
tures (JCS–02–05), January 27, 2005.

PREPARED STATEMENT OF GEORGE K. YIN

Mr. Chairman, Ranking Member Baucus, members of the committee, I am pleased
to testify today about the exempt organization proposals in the recent Joint Com-
mittee on Taxation staff report on ‘‘Options to Improve Tax Compliance and Reform
Tax Expenditures.’’ 1 As you know, the report was in response to a request of the
Chairman and Ranking Member.

In the report, the staff offered a range of proposals to address many potential
causes of noncompliance in the tax system. In my testimony today, I will describe
only the proposals involving the tax-exempt sector, particularly the charitable sec-
tor. I will first discuss proposals dealing with charitable contributions and then turn
to those concerning the operation of exempt organizations.
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NONCOMPLIANCE IN CHARITABLE CONTRIBUTIONS

In the case of charitable contributions, the report focuses on the most significant
area of potential noncompliance, namely the valuation of noncash charitable con-
tributions.

Under present law, taxpayers are entitled to deduct the fair market value of most
charitable contributions of capital gain property to a public charity. When property
value is uncertain, this rule presents compliance burdens for the taxpayer, non-
compliance opportunities, and law enforcement difficulties. Challenging taxpayer
valuations is a very resource-intensive task for the IRS. Even a preliminary deter-
mination that the amount of a deduction may be questionable requires an up-front
commitment of resources. If a serious challenge is to be made, more resources are
needed to secure alternate appraisals and expert opinions. The less likely the threat
of enforcement, the more likely is the possibility of overvaluation and noncompli-
ance. Adding to the problem is the fact that the interests of the donor and donee
are generally aligned because each wants to see the gift completed. Thus, each party
has a reason to give the value claimed by the donor the benefit of the doubt.

The staff report contains several options intended to improve compliance for chari-
table contributions of property. The report does not propose changing the current
law rules with respect to cash gifts or gifts of publicly traded securities, which do
not present valuation concerns.
General treatment of contributions of appreciated property

First, in general, for contributions of appreciated property, the report proposes
that the charitable deduction be equal to the taxpayer’s basis in the property. This
is the present-law rule for contributions to most private foundations as well as con-
tributions of certain property to public charities. In most cases, basis is a more cer-
tain amount than fair market value and subject to easier proof by the taxpayer and
verification by the IRS. Thus, this option could be expected to improve compliance,
reduce burdens and disputes, and lessen the amount of IRS enforcement effort. It
would also eliminate the greater tax preference under current law provided to these
types of property gifts than to contributions of cash.

As an alternative, the report suggests that a basis deduction might apply only to
taxpayers contributing property unrelated to the charity’s exempt function. Under
this alternative, for example, a taxpayer could still deduct the fair market value of
an appreciated gemstone given to a natural history museum, but could deduct only
the basis of appreciated closely held company stock or real estate contributed to the
museum.
Used clothing and household items

The general treatment of gifts of property just discussed would not be helpful for
gifts that have depreciated in value, such as used clothing and household items. In
such cases, the deduction is limited to the value of the property. Thus, a determina-
tion of value is still necessary.

Congress faced this same challenge last year in adopting rules for the donation
of vehicles. Before the new rules, vehicles, like clothing and household items, were
deductible at their fair market value at the time of the gift. Under the new rules,
a taxpayer generally is not allowed any deduction for a contribution of a vehicle
until the item is sold by the charity, at which point the sales price provides an indi-
cation of the proper amount of deduction. However, this solution obviously would
not be feasible for the many thousands of items of used clothing and other house-
hold goods given to charities each year.

The relatively small value of any item of clothing or household goods makes it
unlikely that the IRS challenges many of these deductions, leaving taxpayers with
significant flexibility in valuing such gifts. Moreover, taxpayers may have a natural
tendency to overvalue such items due to the attachment they have to the item.

Because this situation is vulnerable to error and noncompliance, the report pro-
poses that at a minimum, the potential amount of error should be capped. Thus,
the report suggests limiting the deduction for gifts of clothing and household goods
to $500. This option has sometimes been mischaracterized as granting taxpayers an
automatic $500 deduction with no questions asked. In fact, all of the current-law
substantiation requirements would continue to apply in order for the deduction to
be available; the proposal simply limits the deduction to no more than $500 each
year.
Conservation easements

Unlike clothing and household items, the value of a conservation easement gen-
erally exceeds the taxpayer’s basis in the easement. Yet a rule limiting the chari-
table deduction to the taxpayer’s basis in the easement is of no help in easing the
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potential noncompliance problem because in most cases, the taxpayer’s basis in the
easement will depend upon a determination of the fair market value of the property
interest. Thus, if a deduction is to be allowed for conservation easements, a deter-
mination of value is again necessary.

For several reasons, determining the value of conservation easements may be
even more difficult than in the general case. First, the value of the interest given
away is a function of the contract terms crafted by the donor, and will vary from
case to case. There may be few, if any, comparables to help determine value. Second,
conservation easements constitute only a partial interest in the property rights held
by the taxpayer. As difficult as it may be to determine if I have correctly valued
the old shirt I give to a charity, at least the charity owns it and I do not. How much
more difficult would the value determination be if I retained substantial rights to
the shirt after contributing it to the charity? Third, in many cases, taxpayers who
make these contributions are already subject to significant State and local restric-
tions on the use of their property. Such restrictions vary considerably from jurisdic-
tion to jurisdiction and would have to be taken into account in valuing the ease-
ment.

Because these valuation difficulties present the greatest challenge in the case of
conservation easements placed on property used by the taxpayer as a personal resi-
dence, the report proposes that no deduction be allowed for such contributions. For
gifts of easements placed on other historic structures, the report proposes a deduc-
tion equal to the lesser of 5 percent of the fair market value of the structure or 33
percent of the value of the easement. For all other gifts of conservation easements,
the deduction would be limited to 33 percent of the value of the easement. Moreover,
the gift must be pursuant to some clearly articulated Federal, State, or local govern-
ment policy in favor of the conservation objective. The report also proposes height-
ened appraisal standards and requirements in the case of these contributions.

NONCOMPLIANCE IN EXEMPT ORGANIZATION OPERATIONS

The second broad category of noncompliance in the exempt organization area is
in the operation of the organization. An organization that is granted exemption from
Federal income tax warrants exemption not as a matter of right but as one of privi-
lege. To maintain exemption on an ongoing basis, organizations are required always
to conduct their operations in a manner that is consistent with the basis for exemp-
tion. To the extent an organization deviates from its mission, there is noncompli-
ance.
Five-year review

Under present law, charitable organizations are required to obtain a determina-
tion from the IRS that they are tax-exempt as a charitable organization, and thus
eligible to receive deductible contributions. Typically, organizations apply for chari-
table status shortly after they are formed, and the IRS generally must make its de-
termination of such status based on statements of intent by the organization. How-
ever, once charitable status is granted, it rarely is revoked. Yet organizations may
change and grow significantly over time, sometimes in ways inconsistent with their
exemption. There is no mechanism in present law requiring a periodic review of the
basis for an organization’s charitable status.

The report proposes that, every 5 years, charitable organizations (other than
churches) file with the IRS information that would enable the IRS to determine
whether the organization continues to be organized and operated exclusively for ex-
empt purposes. The proposal applies to new organizations and organizations receiv-
ing charitable status within 10 years of enactment of the proposal. The filing would
be done electronically, perhaps as a schedule to the current information return, and
be made publicly available to encourage improved oversight of the sector by both
the public and by State officials. The IRS would not be required to take action or
make any determination with respect to a 5-year review filing, but would have the
discretion to review any filing and could revoke tax-exempt status retroactively or
prospectively, as warranted by the facts and circumstances.

As described in more detail in the report, the information to be filed as part of
a 5-year review filing would include a narrative about the organization’s prior, cur-
rent, and contemplated operations and practices; a description of the prior, current,
and contemplated trade or business activities of the organization and whether and
how such activities are related to the organization’s exempt purposes; a summary
of the organization’s compensation of management and senior employees for the pre-
vious 5-year period; a description of related-party transactions over the previous 5-
year period; a description of the organization’s material changes during the prior 5-
year period; and such additional information as the IRS may require. Private nonop-
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erating foundations would be required to show how much of the foundation’s re-
quired payout was made up of administrative expenses.
Termination tax on public charities

Related to the issue of an organization’s ongoing basis for tax exemption is the
effect of a public charity’s dissolution, acquisition by a for-profit company, and other
change of ownership or control. Federal tax law requires that, upon dissolution, the
charitable assets of the organization continue to be dedicated to charitable purposes.
Yet there is no Federal enforcement mechanism of this requirement in the case of
public charities. In contrast, upon their termination, private foundations generally
are subject to a tax equal to the amount of the aggregate tax benefit received by
the foundation over time (not to exceed the net asset value of the foundation), un-
less their assets are dedicated to charitable purposes.

As an example of this issue, a charitable nonprofit hospital may be acquired by
a for-profit hospital, thus terminating the nonprofit hospital’s charitable status. In
this case, the ‘‘dedication to charity’’ requirement of present law means that the
Federal Government has an interest in ensuring that a fair price is paid for the non-
profit hospital, and that the proceeds from the transaction be dedicated to charitable
purposes.

In order to provide the Federal Government with a means to enforce the ‘‘dedica-
tion to charity’’ requirement, the report proposes a termination tax on liquidations
or conversions of a public charity. The tax would also apply to private foundation
terminations, and differs from the present-law termination tax principally in that
the tax would be based on the net asset value of the charity and not on the aggre-
gate tax benefit. The tax could not be recovered against assets held by the charity
for charitable purposes. The proposal also would impose the present-law excess ben-
efit transaction rules to conversions of a public charity if, after the conversion, insid-
ers of the public charity are also insiders of the newly converted entity. This is in-
tended to ensure that, when insiders are involved in the acquisition of a charitable
organization, the acquisition is subject to the present-law rules that tax abusive in-
sider transactions.
Exempt organization involvement in tax shelters

One of the primary compliance concerns in tax law today is abusive tax shelters.
The increasing involvement of exempt organizations as accommodation parties in
tax shelter transactions is a growing concern. Such transactions contribute to the
erosion of the tax base by improperly extending the benefit of tax exemption to non-
exempt persons. Tax shelters involving exempt organizations also raise questions
about whether the facilitation of tax avoidance by an exempt organization can be
consistent with the basis for tax exemption. Although recent legislation addressed
many tax shelter abuses, such legislation does not prevent certain abuses that
might be perpetrated using exempt organizations.

The report provides for an excise tax on the participation by any exempt organiza-
tion (not just charitable organizations) in a transaction that the Treasury Depart-
ment determines is a listed transaction, or a reportable transaction that is a con-
fidential transaction or one with contractual protection. Under the proposal, if an
exempt organization participates in such a transaction, knowing or with reason to
know that the transaction is ‘‘prohibited,’’ the entity is subject to a tax of 100 per-
cent of the entity’s net income attributable to the transaction. If the exempt entity
is eligible to receive deductible contributions, the Treasury Department may sus-
pend eligibility for 1 year. The entity-level tax does not apply to certain pension
plans and similar tax-favored accounts. An excise tax would also apply to the entity
managers that approved the entity’s participation in the transaction.

The proposal also addresses the case in which an exempt organization participates
in a transaction that is later determined by the Treasury Department to be a pro-
hibited tax shelter transaction. Because the exempt entity did not know at the time
it entered into the transaction that it would later be prohibited, taxing all of the
entity’s net income attributable to the transaction may not be appropriate. However,
the proposal would impose an excise tax at the UBIT rate on the exempt organiza-
tion’s net income from the transaction after it has learned that the transaction is
prohibited. There also are obligations to disclose involvement in such transactions.

OTHER PROPOSALS

I will briefly touch on the other exempt organization proposals in the report.
Private foundation excise tax rates.—As you know, private foundations are subject

to a special set of restrictions and excise taxes that do not apply to public charities.
The excise taxes apply to acts of self-dealing, failure to meet the mandated payout,
excess business holdings, jeopardizing business investments, and taxable expendi-
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tures. The tax rates on the initial taxes have not been revisited since their enact-
ment in 1969. The report proposes a doubling of the present law initial rates of tax.

Intermediate sanctions.—Public charities are subject to excise taxes on so-called
‘‘excess benefit transactions’’ between the organization and an insider of the organi-
zation. This regime was enacted to provide a sanction short of revocation of exemp-
tion for abusive self-dealing transactions by public charities. The report concludes
that the sanction would be more effective if certain changes are made. For example,
present law provides organization insiders with a presumption that a transaction
is reasonable if certain steps are taken. The report recommends eliminating the pre-
sumption of reasonableness because it unnecessarily gives the taxpayer a procedural
advantage on a matter that already is difficult to enforce. The report also suggests
modifying the ‘‘initial contract exception’’ so that the sanctions apply to a contract
by an organization with a person who is contracting for a position of substantial in-
fluence within the organization.

Form 990–T.—The report suggests that the Form 990–T, which exempt organiza-
tions file to report unrelated business taxable income, be made public, so as to pro-
vide the public with a better picture of an organization’s business activities. The re-
port also proposes that large exempt organizations obtain a certification from an
independent auditor or counsel regarding the organization’s reporting of the unre-
lated business income tax.

Other proposals.—The report contains proposals that (1) require small charitable
organizations to file short annual returns, (2) expand the base of the tax on the net
investment income of private foundations, (3) limit the tax-exempt status of fra-
ternal beneficiary societies that provide commercial type insurance, and (4) estab-
lish additional exemption standards for credit counseling organizations.

We will continue to examine compliance issues in the exempt organizations area
and give consideration to possible additional proposals beyond those contained in
the report.

Thank you very much for this opportunity to testify.

RESPONSE TO A QUESTION FROM SENATOR LINCOLN

Question: Mr. Yin, to the extent that abuse in the charitable world is leading to
this tax gap in terms of missed revenue, which baseline is the abuse affecting the
most? Are most of the people seeking to avoid estate taxes through trust arrange-
ments or are they seeking more income tax evasion? Do you have any estimates as
to where we are losing the money and the breakdown of how much we are losing
to each of those baselines?

Answer: The ‘‘tax gap,’’ i.e., the difference between what taxpayers owe and what
taxpayers voluntarily pay on a timely basis, is comprised of three components:
(1) underreporting of taxes; (2) underpayment of taxes; and (3) non-filing of returns.
Underreporting of taxes is the largest component of the tax gap, accounting for more
than 80 percent of the total. Underreporting of income by individuals is the largest
subcomponent of underreporting, representing approximately half of the total tax
gap. Such understatement by individuals results not only from excluding income
from a return or underreporting income on a return, but also from taking improper
deductions (including charitable deductions), overstating business expenses, and er-
roneously claiming credits.

In my testimony, I stated that valuation of contributed assets is the most signifi-
cant area of potential noncompliance in charitable contributions. I believe that
misstatements of value in claiming income tax charitable deductions have a far
greater effect on the tax gap than misstatements of value in claiming estate tax
charitable deductions. Where a taxpayer overstates the value of a donated asset in
claiming an income tax charitable deduction, such overstatement generally results
in an understatement of the taxpayer’s tax liability by reducing the taxable income
reported on the taxpayer’s return. An overstatement of the income tax charitable
deduction could occur, for example, in the context of an outright transfer of an asset
(other than cash) to charity or through a transfer of such an asset to a split-interest
trust. In contrast, if the value of an asset is misstated for purposes of claiming an
estate tax charitable deduction, the misstatement generally will not affect the estate
tax liability. This is because the effect of the estate tax charitable deduction gen-
erally is to offset the entire value of the contributed asset, thereby removing the
asset from the taxable estate. However, where an estate tax charitable deduction
is claimed improperly, the improper deduction could increase the tax gap. For exam-
ple, in the case of a transfer to a defective charitable trust, an estate might claim
a charitable deduction to which it is not entitled, resulting in an understatement
of estate tax liability.
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IRS estimates of the tax gap support a conclusion that abuse in claiming estate
tax charitable deductions accounts for only a small portion of the total tax gap. In-
deed, such estimates show that all underreporting of estate taxes—not limited to
underreporting relating to charitable contributions—accounts for less than 1 percent
of the total tax gap.

Although we believe that abuses in claiming income tax charitable deductions ac-
count for a greater portion of the tax gap than abuses in claiming estate tax chari-
table deductions, we do not have estimates of the portion of the total tax gap attrib-
utable to such abuses. The IRS estimates that the portion of the tax gap attrib-
utable to individual income tax deductions is between $15 billion and $18 billion.
Commissioner Everson testified that income tax charitable deductions account for
a portion of this $15 billion to $18 billion estimate, but he stated that more specific
figures will not be available until the IRS conducts additional statistical analysis.

RESPONSES TO QUESTIONS FROM SENATOR ROCKEFELLER

Question: Anecdotal information and media reports indicate wrongdoing and ques-
tionable activities of a few organizations. How widespread do you believe these prob-
lems to be?

Answer: In general, the proposals in the Joint Committee on Taxation staff report
are directed toward two types of noncompliance in the exempt organization area:
noncompliance with exempt status rules and noncompliance with charitable con-
tribution deduction rules.

With respect to the first type, noncompliance occurs when an exempt organization
acts in a manner that is inconsistent with the basis for the organization’s exemption
from Federal income tax. This type of noncompliance can occur in a variety of ways,
and may implicate rules regarding revocation of tax-exempt status (due, for exam-
ple, to operation for a nonexempt purpose, private inurement, private benefit, sub-
stantial lobbying activity, or political activity), the unrelated business income tax,
intermediate sanctions, or any of the specific rules applicable to private foundations.
The second type of noncompliance occurs in the context of a charitable contribution
of property for which a fair market value deduction is available, if the amount of
deduction claimed by the taxpayer is not in fact the fair market value. Several re-
cent investigations and reports have identified both types of compliance problems
associated with certain activities and organizations (see answer to next question for
references).

The Joint Committee staff has not conducted an independent assessment of how
widespread particular forms of noncompliance in the exempt organization sector
may be. Rather, the staff proposals in this area primarily derived from an analysis
of the noncompliance opportunities created by present law. It general, noncompli-
ance is exacerbated by legal tests that rely upon difficult factual determinations.
Thus, for example, ensuring compliance in the context of charitable contributions of
certain types of property is difficult because enforcing the law requires the Internl
Revenue Service (‘‘IRS’’) to make a factual determination about the value of a spe-
cific item of property. Whenever enforcement of the law depends upon such deter-
minations, there are significant opportunities for noncompliance.

The staff proposals also took account of the limited amount of enforcement re-
sources available to the IRS. For example, the staff concluded that the current an-
nual information return does not provide information sufficient for the IRS to make
a determination that a charitable organization continues to be operated exclusively
for a charitable purpose, and that a procedure should exist that requires organiza-
tions to file every 5 years information with the IRS that is explicitly directed to the
organization’s continuing basis for tax exemption. By providing more useful and cur-
rent information to the IRS, the proposals should improve compliance levels even
without any change in IRS resources committed to that effort.

Question: Do you know of any credible studies assessing exempt organization com-
pliance?

Answer: We have not found a comprehensive study assessing compliance by all
types of exempt organizations There are a number of reports on particular abuses
or practices within the sector. See, for example, Marion R. Fremont-Smith and
Andras Kosaras, ‘‘Wrongdoing by Officers and Directors of Charities: A Survey of
Press Reports 1995–2002,’’ The Exempt Organization Tax Review 25 (October 2003);
Marion R. Fremont-Smith, ‘‘Pillaging of Charitable Assets: Embezzlement and
Fraud,’’ 2004 Tax Notes Today, 247–29 (December 23, 2004); Christine Ahn, Pablo
Eisenberg and Channapha Khamvongsa, ‘‘Foundation Trustee Fees: Use and Abuse,
The Center for Public and Nonprofit Leadership,’’ Georgetown Public Policy Insti-
tute (September 2003). In April 2002, the General Accounting Office prepared a re-
port: ‘‘Tax Exempt Organizations: Improvements Possible in Public, IRS, and State
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Oversight of Charities,’’ (GAO–02–526), which provides a helpful overview of some
compliance issues. The Exempt Organization (‘‘EO’’) function within the IRS estab-
lished in 2004 an EO Compliance Unit that you may want to contact about compli-
ance information within the sector. The Treasury Inspector General for Tax Admin-
istration released an audit report in December 2004 titled ‘‘The Exempt Organiza-
tions Function’s Market Segement Approach Needs Further Development’’ (2005–
10–020), which may provide some insight to how the IRS is addressing compliance
issues.

Question: How can Congress determine the size and scope of the noncompliance
problem in this sector?

Answer: In general, a systematic audit program for exempt organizations would
be the best means of assessing the extent of compliance within the sector, provided
results of the audits are maintained in a centralized database. To assess compliance
with respect to donations for charitable giving, this effort would ideally include the
linking of data on property received and sold by exempt organizations to the cor-
responding individual donor’s tax return. The EO compliance unit established in
2004 is a crucial first step in such a study. Providing for additional funding to in-
clude a research component for this initiative within the IRS, and a significant in-
crease in audits, could result in a better overall assessment of compliance within
the exempt organization sector.

Measures that foster and impove disclosure of information about exempt organiza-
tions would aid Congress, the States, and the general public in assessing the
amount of noncompliance, and improve enforcement of the law. For example, en-
couraging increased electronic filing of information returns and substantial revisions
to the principal information return (Form 990) should result in more accurate and
accessible information about exempt organizations. In addition, the Joint Committee
staff report proposed the public disclosure of the tax return filed by exempt organi-
zations to report their unrelated business income (Form 990–T) , which would pro-
vide the public with a clearer picture of an organization’s business activities that
are not related to exempt purposes. The staff report also proposed that certain small
organizations not currently required to file information returns with the IRS file
each year a short form that confirms the organization’s existence and provides con-
tact information, so that the IRS and the public have updated information about
small organizations. The staff proposal (mentioned above) to require section
501(c)(3) organizations to disclose additional information every 5 years with the IRS
also is directed to improving the quality of information about charitable organiza-
tions for compliance purposes.
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