CURRENT PROPOSALS FOR PUBLIC CHARITY
INTERMEDIATE SANCTIONS

by Marion Fremont-Smith

If all goes as members of the Ways and Means Committee
staff anticipate, either this year or next it is likely that
Congress will enact legislation containing a series of penalty
taxes on "public charities" similar to those contained in
Chapter 42 that have applied since 1969 to private foundations.
We commonly describe these taxes as the private foundation excise
taxes. Now we have a new nomenclature. They are referred to as
Intermediate Sanctions -- which is what they are, in fact, and
will be in the form of excise taxes that will apply in just the
way the private foundation ones operate -- that is, a first level
tax in a somewhat nominal amount for a violation and a second
level tax equal to the amount involved in the violation if it is
not corrected within a set period after notice from the Service.

The recent impetus for this legislation has come from
Treasury and Service officials who came to realize in the late
1980’s that revocation of exemption is an inappropriate sanction
to control the behavior of exempt organizations. The first
official call for public charity sanctions’was voiced in 1992 in
a report issued by the IRS Penalty Task Force. They were
included as a formal request to Congress during testimony
presented to the Oversight Subcommittee of the House Ways and

Means Committee by Commissioner Margaret Milner Richardson on



June 15, 1993. Actually, this request had been preceded by the
introduction of a bill by Congressmen Stark in 1991 that would
have imposed an excise tax on self-dealing transactions involving
medical service organizations. However, it was not given serious
attention at the time and although there were a few commentators
before that who had pointed to the need for a better way to deal
with transgressions that did not penalize the beneficiaries of
these organizations, the issue had not been given much attention
by members of the voluntary sector.

The first response to the Commissioner’s testimony
from the exempt organization community came from Independent
Sector whose Board of Directors approved draft legislation
imposing what it described as Public Charity Intermediate
Sanctions in October of 1993. The Independent Sector proposal
would apply to payments of unreasonable compensation and
transactions between public charities and insiders in which the
charity paid more or received less than fair market value. On
November 22, 1993, Congressman Stark introduced a revised version
of his earlier bill, entitled this time "The Exempt Organization
Reform Act of 1993". It would impose excise taxes in cases of
private inurement and self-dealing involving organizations exempt
under Sections 501 (c) (3) and (4) other than private foundations.

Most recently, on March 16, 1994, an Administration
representative, testifying before the Oversight Subcommittee,
called for legislation to meet what it described as the need for

carefully-targeted reform measures that would improve compliance
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with the tax laws by public charities. The administration’s
proposal was targeted at transactions involving "excess benefits"
provided by organizations exempt under Sections 501(c) (3) or (4)
to an insider in cases involving the payment of unreasonable
compensation or a non-fair market value transfer of the
organizations assets or income.

Assuming, as I believe we should, that some form of
intermediate sanctions will be enacted in the foreseeable future,
I would like to consider whether these proposals will serve to
compel compliance with rules governing the fiduciary duty of
officers and trustees by looking at the nature of the
transactions that are proposed as the subject of tax penalties;
who is to be punished for violations; the degree of involvement
considered necessary to cause the sanctions to be applied; and
whether there are any transactions that should be exempted
because of the amount involved or the nature of the
transgression.

DESCRIPTIONS OF CURRENTLY PROPOSED INTERMEDIATE SANCTIONS

The proposals now before Congress are alike in calling
for a two-tier set of excise taxes that follow the pattern of the
private foundation provisions as well as the limits on lobbying
codified in 1976 and the prohibitions against intervention in
political campaigns adopted in 1987. Where they differ is in
their response to the other questions I have posed. I will
attempt to describe these differences and then address some of

the problems raised by them. I hope that I can provide enough
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background to permit us in our discussion to reach some
conclusions as to the form of legislation we believe should be
enacted.

Before I turn to the descriptions, I do want to note
that there are segments of the bar and the independent sector
that oppose any form of intermediate sanctions. The objections
come on the one side from those who do not believe that the
situation is sufficiently grave and the extent of misdeeds
sufficiently widespread to warrant the degree of federal
intrusion contemplated in the proposed legislation and on the
other from those who fear any government interference in the day
to day operations of public charities. This latter group divides
into two sub-sets -- one which opposes any government
interference and the other which is fearful that intrusion of the
type proposed will inhibit the best individuals from serving as
directors and trustees of public charities and will prevent
public charities from entering into transactions that are
beneficial to them even if self-dealing is involved.

I. Descriptions of Prohibited Behavior

The first question -- what will we limit -- has the widest
range of answers, although even in 1969 there was general
agreement that a total prohibition on self dealing by private
foundations would be impossible to police, as well as
disadvantageous to the general public. The proposals now being
considered would prohibit, inter alia, non-fair market value

transactions, excessive compensation, private inurement/private
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benefit, political activities and excessive lobbying. The last
three are already subject to the sanction of revocation, so that
an intermediate sanction for acts of this nature would perpetuate
existing substantive standards that are conceded by all to be too
vague to be effectively enforced. They do not form part of the
proposals being considered by the Oversight Subcommittee, and I
will not describe them further, as it is evident that the Service
believes they would be unenforceable as part of a system
involving excise tax penalties.

The three proposals I will describe in detail each
attempt to be more specific. The Stark bill does this by
adopting a definition of "self-dealing" that mirrors Section
4941, although it then tacks on a prohibition against private
inurement that is not defined in any meaningful way. Thus, self-
dealing is defined as any direct or indirect transfer, lease, or
license of property between the organization and disqualified
persons unless it would occur as part of the course of ordinary
activities or business of the organization on a basis comparable
to similar transactions with non-insiders. As noted, this rule
is similar to that in Section 4941 and contains its exceptions
for loans without interest to the charity and the furnishing of
goods and services without charge. The separate prohibition
against inurement would apply to any "direct or indirect
inurement of any part of the net earnings" of the organization to
the benefit of any disqualified person, thereby iﬁcorporating the

vague standard now in the Code and there is no de minimis rule.
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The Independent Sector bill would prohibit the non-
charitable use of the income or assets of the organization,
further defined as either payment of unreasonable compensation or
any purchases, sales, leases or exchanges in which the value paid
by the charity exceeds the amount it receives from the self-
dealer, with an exception for services provided by the charity in
furtherance of its charitable purposes. The proposal does
include a de minimis rule whereby any transaction in which the
prohibitions would apply only when the value of the consideration
given»by the charity is greater than $5,000 and exceeds by more
than 15 percent the value of the consideration received by the
charity. 1In addition, if the transaction was a result of arm’s
length negotiation, the burden of proof would be on the Secretary
to establish, "by clear and convincing evidence," that the
transaction was a non-fair market value one.

The Treasury proposal would prohibit transactions by
Section 501(c) (3) and (4) organizations in which an individual
receives "excess benefit" by virtue of participating in a non-
fair market value transfer in which inadequate consideration is
paid to the charity by an insider for property or income. It
thereby incorporate a prohibition against payment of unreasonable
compensation. (It should be noted that the Administration has
not as yet proposed specific legislation, rather, it urged
adoption of the concept and offered to provide the text of a bill
within two weeks.) A facts and circumstances test would be used

to determine reasonableness of compensation or inadequacy of
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consideration, and determinations in regard to compensation would
be made on the basis of the standards found in Section 162.
Approval of the compensation or transfer of assets by an
independent governing body would weigh in favor of a finding of
reasonableness or adequate consideration. Further, if a non-fair
market value transfer was not made as compensation and reported
as such, it would be subject to tax even if the insider’s
compensation would have been reasonable had the transfer been
compensatory.
II. Application of the excise taxes

The second question relates to who is to be punished.
Here the proposals also differ among themselves as well as from
the private foundation provisions where the self-dealing
provisions apply only to disqualified persons and foundation
managers. Thus, the Stark bill imposes the penalty taxes for
self-dealing on "disqualified persons" and "organization
managers" and the tax on inurement to the organization, the
management and the beneficiary. Disqualified persons are defined
to include any person who was an organization manager at any time
during the 5 years preceding the date of the prohibited
transaction, members of his family and their 35%.controlled
entities. The definition of organization follows the private
foundation formulation but adds any person performing substantial
medical services as a physician for the organization under
contract. The term "beneficiary" is not defined. To be subject

to the tax, the manager must have acted knowing that the act was
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prohibited and his participation must have been willful and not
due to reasonable cause (hereinafter the "knowing-not willful
standard". As with the private foundation provisions, the second
level taxes would apply to the self-dealer if he failed to
correct the transaction and, in the case of a manager, if he
refused to approve of correction.

Independent Sector proposes that the taxes apply
to the beneficiary of a non-fair market value use if the
beneficiary is a disqualified person or a non-disqualified person
who participated in the use knowing it to be prohibited, and if
his action was willful and without reasonable cause. Otherwise
it is to be imposed on the charity. It would also be imposed on
any organization manager who could meet the "knowing-not willful
standard".

The Treasury proposal applies to "insiders" who are
defined as (i) the organizations officers, directors and
trustees, persons otherwise in a position to exercise substantial
influence over the organization’s affairs, the family members and
entities controlled by any of these individuals or in which they
have significant beneficial interests. It would also apply to a
former insider if the transaction was approved, formally or
informally, when the recipient was an insider.

III. Amount of the Taxes

As noted, each of the proposals would apply two-levels

of tax and, in two instances, opportunity for abatement. The

details are as follows:



Stark bill:
Initial tax for self-dealing:
on self-dealer 5%
on manager 2.5%
for inurement:
on organization 10%
on manager 2.5%
on beneficiary 5%
Additional tax for self-dealing:
on self-dealer 200%
on manager 50%
for inurement:
on organization 100%
on manager 50%
on beneficiary 200%
limit on manager at both levels $10,000
Amount involved = greater of money and fair market
value of property involved and that received
Independent Sector Bill
| Initial tax:
on organizatien 10%
on beneficiary 10%
on manager 5%
Additional tax
on organization 100%

on beneficiary 100%



on manager 50%
Limit on manager at both levels $10,000
Amount involved = amount of the excess
compensation or amount by which value of

consideration given exceeds amount received

Abatement of Initial tax: if violation was due to
reasonable cause and not to willful neglect and

act corrected within the correction period

Treasury proposal:

Initial tax:

on insider 25%

on manager 10%
Additional tax:

on insider 200%

on manager none

Amount involved = amount of excess benefit
Abatement of initial tax on insider if
there was reasonable cause for payment of the
benefit
The Treasury proposal also contains a discussion of the
relationship of the excise taxes and revocation of exemption, in
which it recommends that if the excess benefit is so egregious
that the organization can no longer be considered charitable,

both revocation and imposition of the excise tax should occur.
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In addition, the excise tax would apply to benefits provided by
the organization after it lost its exemption and there would be

an "exit" tax similar to that in Section 507.

REFLECTIONS ON THE PROPOSED STANDARDS AND REMEDIES

I suggest that we should evaluate these proposals
-- and any variants that have been or will be suggested -- in
terms of the appropriateness of the remedies proposed, their
likely success in preventing the abuses at which they are
directed and the extent of the burden they will place on the
organizations to which they are to be applied and the general
public which is the beneficiary of these organizations. As to
the first consideration, I admit to a strong bias against
imposing any taxes on the organization -- under any
circumstances. It would serve only to punish the beneficiaries
and in most cases would permit the wrong-doers to remain in
control of the organization. Thus, an excise tax on charitable
assets should be avoided under all circumstances. The Treasury
proposal follows this concept; the Stark bill does in the case of
self-dealing but not in its proscription against private
inurement. The Independent Sector bill attempts-to mitigate the
adverse effect of a tax on charities by providing that it is to
be imposed only if it cannot be imposed on the "beneficiary".
However, a non-disqualified beneficiary will not be subject to
tax unless it can be shown that he participated in the

transaction knowingly and his participation was not willful and
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was due to reasonable cause -- a standard that the Service will
find so difficult to overcome that it will be rare for it to
attempt to go after the individual and will rather seek the tax
from the public charity. The provision shifting the burden of
proof to the Service in the case of arm’s length negotiations,
while offering important protection to managers and disqualified
persons, will only increase the interest of Service personnel in
looking to the organization for its tax. A possible compromise
provision would be to permit abatement of any first level tax on
an organization if it went through an institutional correction
process in which the managers adopted procedures designed to
avoid similar occurrences in the future and, depending on the
circumstances, took specific action, including termination, with
respect to the individuals involved.

If it were determined that a tax should be imposed on
the charity whenever it cannot be applied to a self-dealer or a
beneficiary, it might be advisable to consider modifying the
vknowing and not willful" exception to cover participation when
the manager or self-dealer should have known his participation
wag in violation of the Code.

The question of whether the proposed remedies will
suffice to deter the unwanted behavior is closely tied to the
first for in cases it will depend on who is to be subject to the
penalty. If it is only the charity, or if the managers are
easily exempted, it will not be a sufficient deterrent. On the

other hand, and of more wide spread concern is the obverse of
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this objection, i.e., is the remedy so severe that it will
paralyze ordinary activity and prevent charities from attracting
as their managers the very persons they most want and need. At
its extreme, the argument is made that in small communities,
ordinary transactions necessary to the charity will be
discouraged, (the best person to serve on the board is the only
o0il dealer in town). The knowing and not willful standard is
designed to address this problem. Even more effective is a de
minimis proposal such as that in the IS bill. However, both
pragmatic and philosophical objections can be made to that
proposal. On the practical side, there is the view that the 15%
limit is far too lenient; its adherents point out that an excess
payment of $150,000 (15% of a transaction involving $1,000,000)
should under no circumstances be exempted). On the theoretical
side, critics of any de minimis exception argue that it is
inconsistent to require revocation of exemption for payment of a
benefit of $300 or even $4500, whereas provision of a benefit of
$5050 can be penalized without invoking the most extreme penalty.
I believe the practicalities warrant foregoing a stand on pure
theory and can tolerate the inconsistency in view of the distinct
advantages of having a limit on the number of transactions that
would need to be reviewed by a responsible board as well as by an
agent in the course of an audit.

By far the most troublesome aspects of all of the
proposals is the fact that they are attempting to deal with

behavior that is not easily subject to precise definition or
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measurement. It is simple to say "no self-dealing transactions"
and even to add that, nonetheless, it is proper for a manager to
provide goods to a charity free of charge or to loan money
without interest. It is even easy to permit bargain purchases by
the charity for items for which there is a readily available
market price. Once one moves beyond that, and particularly
whenever one must determine what compensation is "reasonable",
one finds oneself in a potential morass where there are no
guidelines, let alone a set of commonly agreed upon principles.
Thus, at a philosophical level, we can properly object to
including a prohibition against payments of unreasonable or
excessive compensation. However, almost every case of "wrong-
doing" by charities that has been brought to the attention of
Congress or been the subject of nation-wide publicity has
involved the issue of compensation, so that Congress cannot and,
it appears, will not now avoid the issue. Thus, we need to
consider how best to set some parameters -- should comparisons be
made only among salaries paid by exempt organizations or can and
should they be made to for-profit entities and, if so, how do we
determine which organizations are sufficiently alike to be
compared. You are well aware of the difficulties involved in
making these determinations, in great part as a result of the
papers presented by Peter and Beverly at previous meetings of our
Forum and I find that they have made me more cautious than ever,
but also without definite suggestions for dealing with the

problem. Perhaps we can take consolation in the fact that we had
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similar concerns after the Section 4944 limitations on jeopardy
investments and the catch-all prohibition against non-exempt
expenditures in Section 4945 were enacted, yet they have not
placed an unreasonable burden on foundation managers, rather,
they have undoubtedly improved the administration of foundations,
which is what we want to see happen with public charities.

It will be noted that the question of "excessive fund-
raising costs", which has been the subject of some limited
Congressional inquiry and a greater degree of public attention,
is not directly addressed in the substantive portion of any of
the proposals that have been described. Neither the Treasury
proposal nor the Stark Bill and its explanation deal with alleged
fund-raising abuses. In Independent Sector’s explanation of its
proposal, it states that cases involving allegedly unreasonable
fund-raising costs would be subject to the proposed taxes if the
Service could establish that the charity’s staff, outside fund-
raising "counsel" or other parties received more than reasonable
compensation, but it acknowledges that the provisions would not
reach situations in which the compensation was reasonable but the
costs equaled or exceeded the value of the contributions
received. The authors recognized that there may_be abuses
involved when a fund-raising effort is carried on solely for the
benefit of the individuals involved, but aamitted that "it is
extremely difficult to frame an intermediate sanctions rule that
can differentiate these abuse cases from the far more common

situation in which a fund-raising effort simply fails to live up
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to the charity’s expectations." I would add that it is equally
difficult to frame a sanction that would take into account the
difference between a new or unpopular charitable cause and one
that is well-known or has a particular appeal of the moment.
Presumably, the Treasury and Stark proposals would reach the same
fund-raising contracts that would be subject to tax under the IS
proposal, although they are not mentioned. My preference would
be for Congress to refrain from attempting to correct abuses of
this nature, which are being looked at by the states and can be
dealt with more appropriately in those forums.

As a final word, opponents of intermediate
sanctions are wont to say that the abuses at which they are
directed are far better dealt with by the states and that there
is no need to involve the federal government in matters well
within the province of the state attorneys general. This is
tantamount to saying that no regulation is either needed or
wanted for it is a fact that only ten or so states have
regulatory programs in place that are designed to deal with, let
alone look at the fiduciary behavior of managers of public
charities. Where they are comparatively well-funded and where
there is interest on the part of the attorney gemeral in active
enforcement, they may well be a better situs for regulation than
the IRS. However, in all the other states, including those which
do have an active program to regulate solicitation of charitable
funds, there will be no enforcement. Thus, it is all the more

important that we do our best to assure that the provisions

-16-



incorporated in the Code are the best we can persuade Congress to

adopt.

* % k& % % % *x *k * *

I have appended to this paper copies of the Stark bill and its
explanation, the text of the Independent Sector proposal and the
prepared Statement submitted by Assistant Treasury Secretary for
Tax Policy, Leslie B. Samuels, to the Ways and Means Oversight
Subcommittee on March 16, 1994. I have also added an excellent
Annotated Bibliography of Materials on Intermediate Sanctions
prepared by a subcommittee of ABA Section on Real Property,
Probate and Trusts prepared by a group headed by Victoria B.
Bjorklund, Chair of the Subcommittee. The Tax Section’s Exempt
Organizations Committee has released among its members a first
draft of a White Paper in which it would support intermediate
sanctions applicable only to the prohibitions against private
inurement, more than insubstantial private benefit,
electioneering and more than substantial lobbying activities by
organizations that have not made the election under

Section 501(h). I have not included it here, but believe that
copies may be available through the committee. I have also
addressed the matter in more general terms in a paper prepared
for an Independent Sector Research Seminar in Honor of Brian

O’ Connell that was held on March 17 and 18. Laura Chisolm
presented an excellent Commentary on this paper. We can provide
drafts to those interested, but only with the understanding that
they are not final and will be revised before publication.



CONGRESSIONAL RECORD — Extensions of Remarks

EXEMPT ORGANIZATION REFORM
ACT OF 1993 -

HON., FORTNEY PETE STARK
OF CALIFORNIA
DN THE HOUSE OF REPRESENTATIVES

Monday, November 22, 1993
Mr. STARK. Mr. Spaaker, following Is the
full text of & bill | introduced today, entitied
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Be {t enacted by the Senate and House of Rep-
resentatives of the Uuuad States of America in
Congress assembled,

BECTION 1. EXCISE TAXES ON ACTS OF SELF.
DREALING AND PRIVATE INUREMENT
BY CERTAIN TAX-EXEMPT ORGANE
EATIONS.

(a) IN GENERAL. —Chapter 42 of the Inoternal
Revenue Code of 1886 (relating to private
foundations and certain other tax-gxempt or-
ganirations) is amended by redesignating
subchapter D as subchapter E and by insert-
ing after subchapter C the following new sub-
chapter:

“SUBCHAPTER D—ACTS OF SBELF-DEALING AND
PRIVATE INUREMENT BY CERTAIN EXEMPT
OROANIZATIONS

“Sec. 4958, Taxes on certaln acts of self-deal-

ing.
“Sac. 4059. Taxes on private inurement.
“Bec. 4960, Other definitions.
*ERC. 4954 TAXES ON CERTAIN ACTS OF EELY-
DRALING.

*(a) INTTIAL TAXES.—

*(1) ON BELF-DEALER.—There s hmby im-
posed a tax on each act of self-dealing be-
tween a disqualified person and an applicable
tax-exempt organization. The amount of
such tax shall be § percent of the amount {n-
volved with respect to the act of self-dealing
for each year (or part thereof) in the taxzable
period. The tax imposed by this paragraph
shall be paid by any disqualified psracn
(other than an organization manager acting
only as such) who participates in the act of
solf-dealing.

2) ON OROANIZATION MANAGER.—ID any
case in which a tax is imposed by paragraph
(1), there is hereby imposed on the participa-
tion of any organization manager in any act
of self-dealing between a disqualified person
and an applicable taz-exempt organization,
knowing that it is such an act, a tax equal to
2.5 percent of the amount involved with re-
spect to such act of self-dealing for each year
(or part thereof) in the taxable period, unleas
such participation is not willful and is due to
reasonable cause. The tax imposed by this
paragraph shall be paid by any organization
manager who participated in the act of pelf-
dealing.

*(b) ADDITIONAL TAXES.—

(1) ON BELF-DEALER —In any case in which
an initial tax is imposed by subsection {(a)1)
on any act of self-dealing between a disquall-
fled person and an applicable tax-exempt or-
ganization and such act is not corrected
within the taxable period, there is hersby
fmposed a tax equal to 200 percent of the'
amount involved. The tax imposed by this
paragraph shall be paid by any disqualified
person (other than an organization manager
acting only as such) who participated in the
act of self-dealing.

“(2) ON ORGANIZATION MANAGER.—In any
case in which an additiona) tax {s imposed by
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paragraph (1), If a0 organlzation manager re-

fused to agree to part or all of the correc-

tion, there is hereby imposed a tax equal to

60 percent of the amount involved. The tax

imposed by this paragraph shall be paid by

any organization manager who refused to
to part of all of the correction.

*(¢) BPECIAL RULES.—

*{1) JOINT AND SEVERAL LIABILTTY.—If more
than ope person is liable under any para-
graph of subsection (a) or (b) with respect to
any one act of self-dealing, all such persons
ghall be jointly and severally liable under
such paragraph with respect to such act.

*(2) £10,000 LIMIT FOR MANAGEMENT —With
respect to any one act of self-dealing, the
mazimurm amount of the tax imposed by sub-
pection (a)X2) shall not exceed §10,000, and the
maximum amount of the tax imposed by sub-
section (b)X2) shall not exceed $10,000.

*(d) BELF-DEALING.—For purposes of this

on—

*(1) IN ORNERAL.—Except as provided by
paragraph (2), the term ‘sslf-dealing’ means
any direct or indirect—

*(A) transfer, lease, or license of property
between an applicable tax-exempt organisa-
tion and a disqualified person, and

*(B) lending of money or other extension
of credit between an applicable tax-exempt
or organization and a disqualified person.

“(2) EXCEPTIONS.—The term ‘self-dealing’
shall not include—

“(A) the lending of money by a disqualified
person to an applicable tax-exempt organiza-
tion if the loan {s without interest or other
charge (determined without regard to sec-
tion 7672) and if the proceeds of the loan are
used exclusively for exempt purposes,

{B) the furnishing of goods or facllities by
a disqualified person to an applicable tax-ex-
empt organization if the furnishing is with-
out charge and if the goods or facilities so
furnished ud'c used uolulivoly for exempt

. &0

*(C) any transfer, leass, or license of prop-
erty if—

*(1) such transfer, lease, or license (as the
case may be) is by a disqualified person in
the ordipary course of such disqualified per-
son's trade or business and such transaction
is on & basis comparable to the basis on
which similar transactions are made in the
ordinary course of such trade or business
with other parties, or

(1) such transfer, lease, or license (as the
cass may bs) is by an applicable tax-exempt
organization in the ordinary course of ita ao-
tivities and such transaction is made on &
baais comparable to the basis on which aimi-
lar transactions are made in the ordinary
course of such activities with other partles.

“3) EXEMPT PURPOSE.—For purposes of
paragraph (2), the term ‘exempt purpose’

meins—

*(A) in the case of an organization de-
scribed in section B0l(cX3), any purpose spec-
ified in saction 501(cX3), and

*(B) in the case of an organization de-
scribed in section S01(cK4), any purposes
specified in section 501(c)4).

*(d) OTHER DEFINITIONS.—For purposes of
this section—

*{1) TAXABLE PERIOD.—The term ‘tazable
period’ means, with respect to any act of
self-dealing, the period beginning with the
dats on which the act of self-dealing occurs
and ending on the earliest of—

‘(A) the date of malling a notice of defi-
clency under section 6212 with respect to the
tax imposed by subssction (aX1),

*(B) the date on which the tax imposed by
subssction (aX1) is asseased, or

“(C) the date on which correction of the
act of self-dealing 18 completed.

*(2) AMOUNT INVOLVED,—The term ‘amount
involved' means, with respect to any act of
self-dealing, the greater of the amount of
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money and fair market value of other prop-
erty given, or the amount of money and fair

market value of other property received. In’

the case of a Jease or license, the ambunt in-

volved is the fair market value of the leased

or lleens:d property. For purposes of this
p [—

‘“(A) I the case of the taxes imposed by
subsection (a), fair market value shall be de-
termined as of the date on which the act of
seli-dealing cocurs, and

‘“(B) in the case of the tazes Imposed by
subsection (b), fair market value shall be the
highest fair market value during the taxable

riod

‘(3) CORRECTION.—The terms ‘correction’
and "correct’ mean, with respect to any act
of self-dealing transaction, undoing the
transaction to the extent possible, but in
any case place the applicable tax-exempt or-
ganization in a financial position not worse
than that in which it would be if the dis-
quelified person were dealing nnder the high-
st fiduciary standards,

"SEC. 4058. TAIES ON PRIVATE INUREMENT.
_*{a) INTTIAL TAXES. — . .

*(1) OR THE OROAMIZATION.—There is here-
by imposed on any taxable Inurement a tax
equal to 10 percent of the amount thereof.
‘The tax imposed by this paragraph shall be
paid by the organization with respect to
which such {nurement ooccurred.

*(2) ON THE MANAGEMENT.—There is hereby
imposed on the participation of any organi-
sation mapager of an organization in any
taxable {purement which occurs with respect
to such organization, knowing that it is tax-
able inurement. a tax equzl to 2% percent of
the amount thereof, unless such participa-
tion is not willful and is due to reasonable
cause. The tax imposed by this paragraph
shall be paid by the organization manager
who participated in the taxable inurement.

*(3) ON THE BENEFICIARY.—There is hereby
imposed on any taxable {nurement a tax
equal to 5 percent of the amount thereof.
‘The tax imposed by this paragraph shall be
paid by the bepeficiary of such inurement.

**(b) ADDITIONAL TAXES.— .

*(1) ON THE ORGANIZATION.—In any case in
which an initial tax s imposed by subsection
(aX1) on any taxable Inurement and such
ipurement is not corrected within the tax-
able period, there is hereby Imposed a tax
equal to 100 percent of the amount of the
tazable inurement. The tax imposed by this
paragraphb shall be paid by the organization
with respect to which such inorement oc-
curred.

**(2) ON THE MANAGEMENT.—In any case in
which an additiopal tax iz imposed by para-
graph (1), if an organization manager refused
to agree to part or all of the correction,
there is bereby imposed a tax equal to 50 per-
cent of the amount of the taxable inurement.
The tax imposed by this paragraph shall be
paid by any organization mapager who re-
ﬁmnedwmuwmorm of the correc-

on.

*(3) ON THE BENEFICIARY.—In any case in
which an additional tax is imposed by para-
graph (1), there is hereby imposed a tax
equal to 200 percent of the amount of the
taxzable {nurement. The tax imposed by this
paragraph shel] be paid by the beneficiary of
such inurement.

“(c) TAXABLE INUREMENT.—For purposes of
this section, the term ‘taxable inurement’
fneans any direct or fndirect ipurernent of
any part of the net earnings of an applicable
tax-exemrpt organization to the benefit of
any disqualified person. Such term shall not
include any act of self-dealing on which tax
is irmposed under section 4958, r

“'(d) SPECIAL RULES.—For purposes of this
sectd

“{I) JOINT AND SEVERAL LIABILITY.—If more
than ane person is liable under any para-
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graph of subsection (&) or (b) with respect to
any one taxable Ipurement, all such persons
shall be jointly and severally liable under
such paragraph with respect to such
ipurement. !

*(2) LIMIT FOR MANAGEMENT.—With respect
to any 1 taxable inurement, the maximum
amount of the tax imposed by subsection
(a)X2) shall not exceed $10,000, and the maxi-
mum amount of the tax imposed by sub-
section (bX2) shall not exceed $10,000.

*(e) OTHER DEFINITIONS.—For purposes of
this section—

*(1) TAXABLE PERIOD.—The term ‘taxable
period’ means, with respect to any tazable
ipurement, the period beginning with the
date on which the inurement occurs and end-
ing on the earliest of—

“(A) the date of malling a notice of defi-
ciency under sectiop 6212 with respect to the
tax imposed by subsection (aX1), or

*(b) the date on which the tax imposed by
subsection (a)X1) is assessed.

*(2) CORRECTION.—The terms ‘correction’
and ‘correct’ mean, with respect to any tax-

able inurement, undoing the inurement to

the extent possible, establishing safeguards

to prevent ‘nture taxable ipurement.and

where fully undoing the inurement is not

possible, such additional corrective action as

l‘: prescribed by the Becretary by regula-
ons.

“SEC. 4080, OTHER DEFINTTIONS.

‘(a) APPLICABLE TAX-EXEMPT ORCANIZA-
TION.—For purposes of this subchapter, the
termm ‘applicable tax-exempt organization'
maps any organization which (without re-
gard to any act of self-dealing or taxable
inurement) would be described in paragraph
(3) or (4) of section 50l(c) and exempt from
tax under section 501(a). Such term shall not
include any private foundation.

*‘(b) DISQUALIFIED PERSON.—For purposes
of this subchapter, the term ‘disqualified
person’ with respect to any
transaction—

*(1) any person who was an organization
manager at any time during the 5-year pe-
riod ending on the date of such transaction.

*(2) any member of a family (as defined in
section 4946(d)) of any person describe din
paragraph (1), and

*(3) any 35-peroent ocontrolled entity of
persons describe din paragraph (1) or (2).

*(c) ORGANIZATION MANAGER.—For pur-
poses of this subchapter, the term ‘organiza-
tion manager' means, with respect to any ap-
plicable tax-exernpt organization, any offi-
cer, director, or trustee of such orgarization
(or any individua) having powers or respon-
sibilities similar to those of officers, direc-
tors, or trustees of the organization). Such
term includes any person performing sub-
stantial medical sarvices as a phyaician for
the applicable tax-exempt organization pur-
suant to an employment or other coptrac-
tual relationship.

**(d) 35-PERCENT CONTROLLED ENTITY.—For

of this section—

*(1) 85-PERCENT CONTROLLED ENTITY.—The
term ‘35-percent controlled entity' means—

*(A) & corporation in which persons de-
scribed in paragraph (1) or (2) of subsection
(b) own more than 35 percent of the com-
bined voting power,

“(B) a partnership in which such persons
own more than 85 percent of the profits in-
terest, and

*(C) a trust or estate in which such persons
own more than 35 percent of the beneficial
interest.

“2) CONSTRUCTIVE OWNERSHIP RULES.—
Rules similar to the rules of paragraphs (3)
and (4) of section 4946(a) shall apply for pur-
poses of this subsection.”

(b) APPLICATION OF PRIVATE INUREMENT
RULE TO TAX-EXEMPT CIvIC LEAOUES.—Para-
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graph (1) of section 301(c) of such Code is
amended to read as follows: °

‘“(4¥A) Clvic leagues or organizations not
organized for profit but operated exclusively
for the promotion of social welfare and no
part of the net earnings of which inures to
the benefit of any private shareholder or in-
dividual.

*(B) Local associations of employees—

“(1) the-membership of which is limited to
the employees of a designated person or per-
sons in & particular municipality, and

“(i1) which is operated exclusively for
chlrltﬁble. educational, or recreational pur-

(¢) TECHNICAL AND CONFORMING AMEND-
MENTS.— ;

(1) Bubsection (e) of section 4955 of such
Code {s amended—

(A) by striking “S8BECTION 4045" {n the head-
lu;:.nd inserting “SECTIONS 4945 and 4959",
an

(B) by inserting before the period “or a
taxable Ipurembnt for purposes of section
(2) Bubsections (a), (b), and (c) of section
4953 of such Code are each amended by in-
serting ‘4958, 4050, after *4855,".

(3) Bubsection (e) of section 6213 of such
Code is amended by inserting “4958 (relating
to acts of self-dealing), 4859 (relating to pri-
vate inurement),” before *'4571".

(4) The table of subchapters for chapter 42
of such Code is amended by striking the last
itemn and inserting the following:
“Subchapter D. Acts of self-dealing and pri-

vate innrement by certaln ex-
empt organizations. -
“Subchapter E. Abatement of first and sec-
ond tier taxes in certaip cases.”

(d) EFFECTIVE DATE.—The amendments
made by this section shall apply to trans-
actions occurring on or after January 1, 1994,

Ta



in a transter of 501(c)(3) and 501(c)(4) organi-
zation assets; second, clarify that private
inurement prohibitions apply to S01(c)4) orga-
nizations; and third, impose imtermediate sanc-
tions on both private inurement and self-deal-

the nonprotit sector and startmg up his own
business. To aessist Mr. Dresser in his new
venture, the board of trustees is ideri
the transfer of hall of the work force of the
nonprofit, the direct mail list that raised $13.8
million in contributions last year, the mail order

cal operation that reporied sales
of $10 mition last year, and #s home health
services thal generated $3.4 million in reve-
nues last year.

In considering the transfer of assets to the
current prescent, the foundation's board re-
fecled the idea of requiring Mr. Dresser to bid
or compete with other companies for the work
his new will perform.

Televangelist Pat Robartson, chaiman of
Christian Broadcasting Network [CBN], and his
son, Timothy, turred a $150,000 investment
mstockwmhsganwkmbyme 1892 sale
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.All the while, Robertson remains chairman
of tha nonprofd CBN that created the kuctative
Family Channel.

what was a good deal.

Ancther example of abuse by insiders in-
volved dfrectors of a nonprofit psychiatric hos-
pital purchasing the hospitars assets for $6.3
milkion 3nd selling them 2 years later for $29.6
million. In this case, although the IRS retro-
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$107,700 at § percent interest and
uﬂmno.mestdnved-awembol
charitable contributions being diverted

Under current law, the only sanction avail-
abletntulﬁStonrivammis
revocation of the organization's exempt status.
Unfortunately, the IRS rarely imposes this
sanction. in addition, even where i Is im-
posed, it may not be effective because there
&6 no penalties impesed directly on
$ans responsible for the erganization’s

3
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fnation. Treasury suggested that intermediate
sanctions for tax exempt organziations may be
needed. In the Treasury's view, suth sanc-
tions shouid be modeled on the private foun-
dation excise tax provisions that impose m:‘n-
efary penalties on responsible persons. My
fegislation takes this approach. i is based on
the private foundation rules applicable to seli-
de p

A summary prepared by the Joint Commit-
tee on Taxation follows:
EXPLANATION OF BILL

PRESENT LAW

Under the Internal! Revenue Code (the
*‘Code"), & tax-sxempt charitable organiza-
tion described in section 501(cX3) muost be or-
ganized and operated exclusively for a chari-
table, religious, educational, scientific, or
other exempt purpose specified in that sec-
tion, and no part of the organization's net
earnings may loure to the benefit of any pri-
wate shareholder or individual. Organizations
described in section 501(cX3) are classified as
either private foundations or public char-
fties. Organizations described in section
601(c)H4) also must be operated on a non-prof-
it basis, although there is no specific statu-
tory rule prohibiting the net earnings of
such an organization from inuring to the
benefit of shareholder or individual.

Under the Code. penalty excise taxes may
be imposed on private foundations, their
managers, and certain disqualified persons
for engaging in certaln prohibited trans-
actions (such as so-called *“'self-dealing™ and
“‘taxable expenditure’ transactions, see sec-
tions 4941 and 4945). In addition, under
presasnt law, penalty excise taxes may be im-
wosed when a public charity makes an im-
proper political expenditure (section 4£855).
However, the Code generally does not pro-
vide for the imposition of penalty excise
taxes in cases where a public charity (or sec-
tion 501(cX4) organization) engages in a
transaction that results in private
inurement. In such csses, the only sanction
that may be imposed under the Code is rev-
ocation of the organization's tax-exempt sta-
tus

BELF-DEALING

‘The bill would amend the Code to impose
Ppepalty excise taxes as an intermediats
sanction in cases where a public charity de-
scribed in section 501(cX3) (such as a hos-
pital) or organization described in section
501(cK4) (such as an HMO) engages in a self-
dealing" transaction with certain disquali-
fied persons. The bill refers to such organiza-
gou as “applicable ‘tax-exempt organiza-

ons.™

For purposes of the bill, “self-dealing™ gen-
erally means any direct of indirect transfer,
lease, or license of property between an ap-
plicable tax-exempt organization and a dis-
qualified person. However, the bill provides
exceptions for transfers of property by an or-
ganization (or disqualified person) in the or-
dinary course of its activities (or the per-
son’s trade or business), provided that the
transaction is made on a basis comparable to
the basis on which similar transaction are
made in the ordinary course of such activi-
ties (or business). Thus, the bill Iimposes pen-
alties on unique sales or exchanges of prop-
erty between applicable tax-exempt organi-
zations and disqualified persons (where there
is  significant potential for private
inurement). It does not, for example, pro-
hibit an organization from selling gift shop
items to s disqualified person on the same
basis that such itemns ordinarily are sold to
the general public. Likewise, a disqualified
persoc could sell fterns to an organization on
the same basis that the person ordinarily
sells such items to the public as part of the

person's trade or business. In addition, the
bill excludes from the definition of “‘self-
dealing” goods or facilities furnished free of
charge by a disqualified person to an exempt
organization for use in furthering the organi-
zation's exempt purposes.

Under the bill, “self-dealing™ also includes
the lending of money or other extension of
credit between an applicable tax-exempt or-
gunization and a disqualified person, other
than the lending of money by a disqualified
Person on a no-interest (and no-other-charge)
Ms.l(mmmmmﬁhytheomm-
sation to further its exempt a

“Disqualified persons™ would be defined
under the blll as any person who was an or-
ganization manager at any time during the
five-year period prior to the self-dealing
transaction at issue, as well as certain fam-
ily members and 35-percent owned entities.
The term ‘“‘organization manager” means
any officer, director, or trustee of a public
charity or social welfare organization (or
any individual baving powers or responsibil-
ities similar to those of officers, directors, or
trustees). The bill specifically provides that
any person performing substantial medical
services as a physician for the organization
shall be deemed to be an “organization man-

r-OO . '

The bill would provide for a two-tiered pen-
alty excise tax structure, aimilar to the ex-
cise tax penalty provisions applicable under
present law to prohibited transactions by
private foundations and political expendi-
tures by public charities. Under the bill, an
Initial tax equal to 5 percent of the amount
involved would be imposed on a disqualified
person who participates in self-dealing trans-
action. In general, the “amount involved"
with respect tw an act of self-dealing would
be the greater of (1) the amount of money
and fair market walue of other property
given, or (2) the amount of money and fair
market value of other property received. Or-
ganization managers who participate in self-
dealing transactions, knowing that the
transaction constitutes self-dealing, would
be subject to a tax equal to 2.5 percent of the
amount lovolved (subject to a maximum
amount of tax of $10,000), unless such partici-
pation was not willful and was due to reason-

" able cause,

Additional, second-tier taxes would apply
under the bill if the self-dealing transaction
is not *‘corrected,” meaning undoing the
transaction to the extent possible, but at
least ensuring that the organization is in a
financial position not worse than that in
which it would be if the disqualified person
were dealing under the highest fiduciary
standards. If a self-dealing transaction is not
corrected within a specified time period
(generally ending 90 days after the IRS malls
a notice of deficiency), then the disqualified
person would be subject to a tax equal to 200
percent of the amount involved. Any ergani-
sation manager refusing to agree to correc-
tion would be subject to tax equal to 50 per-
cent of the amount involved (subject to a
maximum amount of tax of $10,000). Under
the bill, if more than one person is liable for
a first-tier or second-tier tax with respect to
any one self-dealing transaction (or instance
of taxable Inurement, discussed below), then
all such persons would be jointly and sever-
ally liable for the tax. .

TAXABLE INUREMENT

In addition to imposing penalty excise
taxes on “self-dealing” transactions, the bill
also provides for a two-tiered penalty excise
tax regime applicable to cases involving
“taxable inurement.” “Taxable inurement
is deflned as any direct or indirect
inurement of any part of the net earnings of
8 public charity described in section 501(c)3)
or an organization described in section
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801(c)(4) to the benefit of a disqualified per-
son (as defined above). Thesé penalty excise
taxes would apply, for example, in cases
where'a disqualified person receives exces-
sive compensation from the organization.
The organization would be subject to a first-
tier pepalty tax equal to 10 percent of the
amount of taxable inurement (e.g., the
amount exceeding reasonable compensation).
Benpeficiaries of taxable inurement would be
subject to a first-tier penalty tax equal to 5
percent of the amount of the taxable
inurement. Orgarization managers who par-
ticipate taxable inurement would be subject
to a first-tier penalty tax of 2.5 percent of
the amount of taxable inurement (subject to
& maximum amount of tax of $10,000).
Additional, second-tier taxes would apply
if ““zaxable inurement” is not corrected with-
in a specified time period. In such cases, the
organization would be subject to a penalty
tax equal to 100 percent of the amount of
taxable inurement, the beneficiary would be
subject to a penalty tax equal to 200 percent
of the amount of taxable inurement, and an
organization manager who refuses to agree
to correction would be subject to & penalty
tax equal to 50 percent of the amount of tax-
able inurement (subject to a maximum
amount of tax of $10,000). For this purpose,
*correction” would mean updoing the tax-
able {nurement to the extent possible, estab-
lshing safeguards to prevent future tazable
inurement, and where fully undoing the
inurement is not possible, taking such addi-
tional corrective action as prescribed by the
Becretary of the Treasury by regulations.
APPLICATION OF PRIVATE INUREMENT RULE TO
SOCIAL WELFARE ORGANIZATIONS
The bill would amend section 501(c)d) to
provide tax-exempt status to civic leagues or
organizations not organized for profit but op-

‘erated exclusively for the promotion of so-

cial welfare, provided that po part of the net
earnings of such organization inures to the
benefit of any private shareholder or individ-
ual. The bill would not alter the present-law
standards under section 501(cX4) governing
the tax-exempt status of local associgtions
of employees.
EFFECTIVE DATE #

The provisions of the bill would be effec-
tive for transactions occurring after Decem-
ber 31, 1993
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INDEPENDENT
SECTOR

XPLANATION OF PROPOSED PUBLI ITY
ERMED ANCTIONS

Introduction '

Recent developments ‘have focused attention on the extent to
which absence of intermediate sanctions -- that is, sanctions
short of revocation of tax exemption -- undermine the Internmal
Revenue Service'’s ability to ensure compliance by public
charities with the requirements for tax exemption. .Responding to
this concern, Independent Sector in July 1993 adopted a policy
statement endorsing the establishment of appropriate public
charity intermediate sanctions. Pursuant to this policy
statement, a special Independent Sector task force has developed
the attached legislative proposal. This memorandum presents an
explanation of, and rationale for, this proposal.

The proposal adopts the two-level penalty tax mechanism of
the existing private foundation rules. For reasons outlined
below, it does not, however, adopt the substantive provisions of
the private foundation rules related to self-dealing, taxable
expenditures, or other prohibited transactions. Instead, the
proposed intermediate sanctions would apply to payments of
unreasonable compensation and other exchange transactions in
which a public charity pays more, or receives less, than fair
market value. Both types of transactions are already barred to
public charities under the private inurement and private benefit
rules of current law. Thus, the proposed rule does not establish
any new substantive restrictions on the operations of public
charities. Rather, it simply imposes more proportionate and ap-
propriately targeted penaltzes on violations of the existing
requirements for exemption. ..

I. Current Law

A. Tests for exemption
To qualify for exemption under section 501(c) (3) of the

Internal Revenue Code, an organization must be "organized and
operated exclu51ve1y for charitable ... purposes, " and ."no part
of the net earnings of [the organization may)] inure to “the
benefit of any private shareholder or individual." IRC

A NATIONAL FORUM TO ENCOURAGE GIVING, VOLUNT EERING AND NOT e FOR ¢ PROFIT INITIATIVE
1828 L Street, N.W. ® Washington, D.C. 20036 ¢ {202) 223-8100
FAX: (202) 457-0609
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§501(c) (3)." These statutory requirements have been interpreted
and applied by the Internal Revenue Service and the courts in
terms of two broad:tésts, one prohibiting private inurement of a
charity’s income or assets, and the second prohibiting more than
incidental private benefit from its activities.

Private ipurement test. The private inurement test

prohibits the transfer of any part of the net income of a charity
to "any private shareholder or individual.®? The regulations
define this category to include "persons having a personal and
pPrivate interest in the activities of the organization, "?® and
the cases and rulings typically characterize the inurement test
as applying to "insiders," that is, persons with some significant
degree of control over the actions of the organization.
Prohibited inurement may take a variety of forms. The
clearest and most common forms of private inurement involve the
payment of unreasonable compensation, or the transfer of
charitable assets for less than fair market value. However, the
ban on private inurement encompasses any arrangement through
which a charity distributes all or part of its net assets to an
insider, as, for example, where a charity’s officers are
compensated based on a percentage of the net revenue from all or
part of the charity’s operations.

Private béhefi; test. The private benefit test -- derived

from the statutory requirement that an organization be "organized
and operated exclusively for charitable purposes" -- requires
that an organization not have a "substantial® non-exempt purpose,
and that no more than "an insubstantial part of its activities"
be in furtherance of such a non-exempt purpose.* Thus, unlike
the absolute bar on private inurement, the private benefit test
recognizes that a charity will often confer some benefit on
private persons other than the charity’s intended beneficiaries,
but requires that this private benefit not be substantial in *

relation to the organization’s charitable purposes and %
activities.

In recent years, the Service has restated the private ol
benefit standard as requiring that any private benefit arising \

from a charity’s activities be incidental, both qualitatively-and - |
quantitatively, to the accomplishment of the charity’s exempt i

1 All statutory references are to the Internal Revenue
Code of 1986, as amended, and references to regulations are to
the Treasury regulations issued pursuant to the Code. .

2 Sec. 501(c) (3). .
3 Reg. §1.501(a)-1(c).

‘4 Reg. § 1.501(c)(3)-1(b).



purposes.® A private benefit is quantitatively incidental if it
is insubstantial when viewed in relation to the public benefit
conferred by the activity; it is qualitatively incidental if the
benefit to the public cannot be achieved without necessarily
benefiting private individuals.

Like private inurement, private benefit may take many
different forms. The payment of unreasonable compensation or
more than fair market value to unrelated parties, while not
inurement because of the absence of an insider relationship,
would constitute prohibited private benefit. Other examples of
impermissible private benefit include: spending virtually all of
an organization’s resources for fund-raising and administrative

Wi » ing used for charitable
pUYposes; leasing property which the charity does not need to
confer a benefit on the lessor; or churning a charity’s invest-
ments to increase the commission earnings of the charity'’s
investment manager.

B. Standards for determining reasonableness

of compensation and fair market value .

The reasonableness of compensation paid by a charity is
judged under the same tax law standard applicable to business
corporations: reasonable compensation is "only such amount as
would ordinarily be paid for like services by like enterprises
under like circumstances."® There is a strong presumption that
compensation determined through truly arm’s length negotiations
is reasonable; indeed, there are few if any cases in which the
Service has challenged arm’s length compensation agreements.

Where the parties are not dealing at arm’s length, the key
factors considered in evaluating the reasonableness of compensa-
tion include: the nature of the employee’s duties; the employee’s
background, experience, and knowledge of the business; the amount
of time the employee devotes to the business and the employee's
contribution to the accomplishment of the business’ objectives;
-and the amount paid by similar size organizations in the same
area for equally qualified employees for similar services.

The tax law standard for determining fair market value is
"the price at which the property would change hands between a
willing buyer and a willing seller, neither being under any
compulsion to buy or sell and both having a reasonable knowledge
of relevant facts."’

5 See, e.g., GCM 37789 (Dec. 18, 1978).
¢ Reg. § 1.162-7(b) (3).

7 Reg. § 1.170-1(c) (2).



The Service has consistently refused to issue advance rul-
ings on the reasonableness of compensation and the fair market
value of property on the ground that these issues depend on all
the facts and circumstances at the time of the transaction, and
cannot be conclusively determined by the Service in advance.

C. sence of t ediate pan ons fo ublic charities

If a public charity pays unreasonable compensation,
transfers property for less than fair market value, or otherwise
violates either the private inurement or the private benefit
tests, the only statutorily prescribed sanction is revocation of
tax-exempt status. However, as IRS Commissioner Richardson noted
at recent congressional hearings, revocation is often highly
disproportionate to the violation, and often punishes the wrong
parties by threatening the continued existence of the public
charity and its ability to perform needed services for its
community while allowing abusers to retain the benefits of their
misconduct.®

To provide a more proportionate and appropriately targeted
response to such public charity violations, the Service has, in
recent years, made increasing use of closing agreements, requir-
ing public charities to take various corrective acts as a condi-
tion for the Service’s agreement to refrain from proposing
revocation. However, because these closing agreements are
negotiated after the violation and are not publicized, they
provide limited guidance, or deterrence, for other organizations.

D. ntermediate panctions for pr te founda 8

By contrast, since 1969, private foundations have been
subject to a comprehensive set of intermediate sanctions ;
contained in Chapter 42 of the Code (IRC §§ 4941-4945). The 4
private foundation rules prohibit self-dealing, excess business
holdings, jeopardy investments, and so-called "taxable
expenditures, " including expenditures for political activity and
expenditures for noncharitable purposes, and also require private
foundations to meet an annual minimum charitable expenditure
test. o B ‘ :

Compliance with these rules is enforced through a two level
penalty tax system. Violation of any of the provisions triggers
a first level tax, egqual to 5 or 10 percent of the "amount
involved" in the violation, which is imposed on the foundation
or, in the case of a self-dealing violation, on the self-dealer.
A first level tax of 2 1/2 percent of the amount involved, up to
a maximum of $10,000, is also imposed on any foundation manager
who knowingly approves the. yviolation, unless the foundation

e Testimony of Commissioner Richardson presented to the
Oversight Subcommittee of the House Ways and Means Committee,
June 15, 1993. :



property, or purchase services (other than certain personal
services) from a disqualified person even if the disqualified
person offers terms substantially more favorable than the founda-
tion could obtain on the open market. Thus, the self-dealing
rules deny foundations the potential benefit of favorable
transactions with well-intentioned disqualified persons in order
to protect them from abusive transactions by self-interested

. insiders..

Congress in 1969 considered .this an appropriate trade-off
given its judgment that the then quite limited public oversight
of foundations had led to widespread abuse.

However, the current situation with respect to public
charities differs in three fundamental respects from that which
Congress faced in 1969 with respect to private foundations.
First, while the examples of abuse cited at the Oversight Subcom-
mittee hearings are disturbing, they fall far short of the
perceived widespread pre-1969 abuses in the foundation field.
Second, as Congress noted in 1969, public charities are subject
to substantially greater public accountability, both by virtue of
their generally more public boards and their greater dependence
on the public for continuing financial support. Finally, many
public charities, particularly small community-based groups, are
heavily dependent on support from board members of precisely the
sort that would be barred by the self-dealing rules. Any one
familiar with the operations of local charities can provide
numerous examples: a building contractor on the local YMCA board
may offer to renovate the Y’'s child care center at a substantial
discount; board members of a local arts group may provide below
market loans to enable the group to weather a financial crisis;
or a car dealer on the board of a senior citizen center may offer
the group a new van at dealer cost for its meals on wheels
program.

Taken together, these three factors underscore the desir-
ability of continuing to evaluate transactions between a public
charity and it officers and directors under a fair market value
standard rather than to bar such transactions altogether, as
under the foundation self-dealing rules. -

ack of cl ty of private inurement d private
benefit standards. Making public charity violations of the
private inurement and private benefit rules the standard for
imposition of intermediate sanctions would likewise produce
highly damaging results. While public charities are subject to
these rules under current law, the absence of sanctions short of
revocation has, as a practical matter, forced the Service to be
restrained in their application of those tests. By contrast,
making these inherently imprecise and potentially quite expansive
legal standards the trigger for intermediate sanctions would
allow the Service to be far more aggressive in applying the
inurement and private benefit tests to relatively minor transac-
tions that would never have been seriously considered as a basis



for revocation.

With respect to the inurement Test, major uncertainty exists
as to the range of individuals treated as insiders, the types of
transactions that will be viewed as distributions of net
earnings, and the interaction between the inurement and
reasonable compensation standards. In recent General Counsel

. Memoranda, the Service has, for example, attempted to extend the

application of the inurement rule by broadening the range of
persons treated as "insiders" to include all physicians on a
hospital’s medical staff, regardless of whether they are in a
position to control, or even exert significant influence over,
the hospital’s operations. Likewise, some Service rulings appear
to take the position that certain types of compensation E
arrangements are per se violations of the inurement rule withou
regard to whether the amount of compensation actually received
under the arrangement is unreasonable in relation to the services
rendered. However, existing case law provides substantial
support for the contrary position on each of these key points,
and both would doubtless become the subject of heated controversy
were the inurement test made the basis for imposition of
intermediate sanctions.

Similarly fundamental uncertainties inhere in the private
benefit doctrine. Most important, there is no clear analytical
framework for determining when private benefit will be considered
quantitatively or qualitatively incidental to the public benefit
arising from a transaction. For example, in cases involving
charitable fund-raising activities with high costs relative to
contributions, both the courts and the Service have struggled,
with limited success, to define standards for balancing the
private benefit derived by fund-raising consultants and others ,
against the benefit to the charity and the public. Moreover, ing
the context of intermediate sanctions, the uncertainty inherent
in the highly subjective nature of this balancing test would be
seriously compounded by the difficulty of predicting in advance
the success of a particular activity. If, for example, a _
fund-raising activity were dramatically less successful than a
charity anticipated, such that fund-raising costs equaled or even
exceeded contributions, could the Service argue that the activity
violated the private benefit standard and, therefore, should be
subject to intermediate sanctions? The absence of a clear answer
to this question is indicative of the fundamental problems
inherent in adopting the private benefit test, like the private
inurement test, as the basis for public charity intermediate
sanctions.

osing Int diate ctio B le

e 8 n By
contrast, imposing public charity intermediate sanctions on cases
involving payment of unreasonable compensation or non-fair market
value transactions would avoid the uncertainty and over-breadth
inherent in both of the foregoing options, while at the same time
establishing a rule that would reach the great majority of abuse




manager can establish that his action was not willful and was due
to reasonable cause.® _

A much more severe second level tax -- equal to 100 or 200
percent of the amount involved -- is imposed on the foundation or
the self-dealer if the violation is not corrected within a
statutorily defined "taxable period." A second level tax is also
imposed on any foundation manager who-refuses to-agree to all or
part of the required correction. The nature of the required cor-
rection varies depending on the nature of the underlying require-
ment. For example, in the case of an act of self-dealing, the
self-dealer must undo the transaction to the extent possible and
place the foundation in at least as favorable a financial
position as if the self-dealer had adhered to the highest
fiduciary standards. -

The Service has the authority to abate the first level tax,
except the first level tax on self-dealers, if the foundation
establishes that the violation was due to reascnable cause and
not to willful neglect, and if the violation was corrected within
the correction period.

This two level penalty tax system is generally regarded as
having provided an effective mechanism for enforcing the private-
foundation rules, and Congress has employed the same or similar
intermediate sanctions mechanisms in several provisions governing
lobbying and political activities of public charities.:®

® A foundation manager is considered to have knowingly
participated in a violation of the private foundation rules only
if: (1) he has actual knowledge of sufficient facts to determine
that the transaction is a violation, (2) he is aware that the
transaction may violated the rules, and (3) he negligently fails
to make a reasonable attempt to ascertain whether the transaction .
is a violation, or is in fact aware that it is. -

A foundation manager’s participation in a violation is will-
ful if it is "voluntary, conscious, and intentional."

Participation in a violation is "due to reasonable cause" if
the foundation manager exercised his responsibility on behalf of
the foundation with ordinary business care and prudence. In this
regarding, foundation managers who rely on a "reasoned written
legal opinion" are considered to have exercised ordinary business
care and prudence, and will not be subject to tax. See, e.g.,
Reg. § 53.4941(a)-1(b). :

10 See secs. 501(h), 4912, and 4955.



II. Proposed Public Charity Intermediate Sanctions
A. Defining the Scope of Public Charity Intermediate Sanc-

tions

The most critical decision in designing appropriate public
charity intermediate sanctions is defining the range of transac-
tion that would be subject to penalty tax:. Three basic alterna-
tives illustrate the possible range of options: (1) adoption of
some or all of the substantive requirements of the private
foundation rules, (2) making violations of the private inurement
and private benefit standards the trigger for intermediate
sanctions, or (3) imposing public charity intermediate sanctions
on only the most common and clearly defined violations of the
private inurement and private benefit rules -- namely, the
payment of unreasonable compensation and non-fair market value
transactions. For the reasons outlined below, both the first and
second options would be unnecessarily burdensome, and would
seriously undermine the ability of public charities to accomplish
their public service mission. The attached legislative proposal
therefore adopts the third alternative.

Over-breadth of the private foundation les. As noted
above, private foundations are subject to a detailed, wide rang-
ing, and strict set of operational restrictions. These include
rules on minimum annual charitable expenditures, permitted busi-
ness holdings, jeopardy investments, and so-called "taxable
expenditures." The recent Oversight Subcommittee hearings have
produced essentially no evidence supporting application to public
charities of these aspects of the foundation rules.?* Moreover,
while the hearings have produced some disturbing examples of
public charity involvement in self-dealing transactions, the
unreasonable compensation and non-fair market value transaction
rules of the attached proposal would squarely and effectively agd-
dress these abuses without burdening public charities with the
highly restrictive foundation rules which, as explained below,
would be seriously damaging to public charities.

The foundation self-dealing rules are designed to create an
absolute bar to most economic interaction between a foundation
and its "disqualified persons" -- that is, its officers,
substantial contributors, and certain related parties. A
foundation generally may not borrow money, lease or purchase

A case could perhaps be made for subjecting public
charities to the component of the ‘taxable expenditure rules that
prohibits expenditures for noncharitable purposes. See sec.
4945(d) (5). However, this.gtandard would entail the same
imprecision and uncertainty inherent in the private inurement and
private benefit tests. As discussed below in relation to those
tests (see pp. 12-14), such broad and imprecise rules would be
unduly burdensome and are not needed to met the Service’s
legitimate enforcement needs. '
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cases discussed at the recent Oversight Subcommittee hearings.

As noted above, the tax law standards for determining
reasonable compensation and fair market value are market-driven
standards that play a central role in many aspects of the tax law
as applied to taxable as well as tax-exempt organizations. These
standards have been the subject of literally thousands of court
decisions,..and thus their application -in various- contexts is il-
lumined by an unusually well-developed case law that would help
clarify the application of public charity intermediate sanctions.

These standards are also sufficiently broad to address the
Subcommittee’s and the Service’'s principal enforcement concerns.
Payment of unreasonable compensation, purchases of property from
insiders for more than fair market value, and personal use of
charitable assets (which, depending on the context, involves
either the payment of additional, potentially unreasonable,
compensation or a non-fair market value exchange) are the recur-
rent themes in the abuse cases presented by the Service and
others to the Oversight Subcommittee. Aal1l of these cases would
be squarely subject to the proposed intermediate sanctions.
Cases involving allegedly unreasonable fund-raising costs would
likewise be subject to the proposed penalty taxes where the
Service could establish that the charity’s staff, outside
fund-raising counsel, or other parties received more than
reascnable compensation for goods or services. while, to be
sure, there may be other violations of the private inurement and
private benefit that involve neither unreasonable compensation
nor non-fair market value transactions, a careful review of the
Oversight Subcommittee hearings, as well as of existing case law,
indicates that such cases are relatively infrequent and thus
provide scant justification for broadening the scope of public
charity intermediate sanctions.

B. The unreasonable compensation

and non-fair market value rules

. The unreasonable compensation and non-fair market value
rules are contained in proposed section 4913(d), under which they
are referred to collectively as non-fair market value use(s) of
the income or assets of a public charity.* Under proposed
section 45913(d) (1), the payment of unreasonable compensation by a

*  The proposed rule would not tax charities’ fund-raising
efforts where the charity paid no more than reasonable
compensation for goods or services purchased, even if
fund-raising costs equaled or exceeded contributions received.
While some such cases may involve abuses in which the
fund-raising effort is carried on solely for the benefit of the
individuals involved, it is extremely difficult to frame an
intermediate sanctions rule that can differentiate these abuse
cases from the far more common situation in which a fund-raising
effort simply fails to live up to the charity’s expectations.
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public charity would constitute a taxable "non-fair market value
use" regardless of whether the recipient is an insider for
purposes of the private inurement rule. Reasonableness of
compensation would be determined under the current law standard
outlined above (see p. 5).

Proposed section 4913(d) (2) would include within the defini-
tion of a "non-fair market value usge" any purchase, sale, lease,
or other exchange transaction in which the value of the

fair market value directly advances an exempt purpose. Thus,
purchase of property by a charity for more than fair market value

Proposed section 4913(d) (2) contains two de minimis rules
designed to ensure that public charities are not burdened by
valuation disputes involving small transactions or, in the case
of larger transactions, where there is only a relatively small
difference between the value of the consideration given by the
charity and the value of the consideration it receives. The
first of these rules exempts from the definition of *non-fair
market value use," and thus from the imposition of intermediate
sanctions, any transaction in which the money and other property
transferred by the charity has a value of less than $5,000. The
second rule provides that intermediate sanctions would apply only
where the value of the consideration given by the charity is more
than 15 percent less than the value of the consideration which it
provides. %

Further, section 4913 provides that where a public charity
Or a person involved in a transaction with a public charity can
establish that the terms of a transaction were determined through
the arm’s length negotiations, then the burden of proof shifts
from the taxpayer to the Service to establish by "clear ang
compelling evidence that the charity did not recejve fair market
value. This rule codifies a central principle, noted above, of
the existing case law on reasonable compensation and valuation --
namely, that the results of truly arm’s length negotiations are
generally accepted as defining fair market value.

cC. The Penalt ax Mechan

The proposed legislation incorporates the two-level- penalty
tax mechanism of the private. foundation rules discussed above.
Thus, any non-fair market value use of the income or assets of a
public charity would trigger a first level tax of § percent of
the "amount involved" (see P. 20 for an explanation of "amount
involved") in the non-fair market value use. As explained more
fully below, this tax would be imposed on either the persons



benefiting from the non-fair market value use or on the public
charity itself. Further, a first level tax of § percent of the
amount involved, up to a maximum of $10,000, would be imposed on
any organization manager who knowingly, willfully, and without
reas%nable cause "participates" in a non-fair market value

use.?

If the non-fair market value use is not corrected within the
prescribed "taxable period," a second level tax of 100 percent of
the amount involved would be imposed on either the persons

. benefiting from the non-fair market value use or on the public.

charity. Finally, a second level tax equal to 50 percent of the
amount involved would be imposed on any organization manager who
knowingly, willfully, and without reascnable cause refuses to
agree to part or all of the required correction.

axing disqual ed persons, As with the private foundation
self-dealing rules, if a non-fair market value use benefits a
disqualified person, then both the first and second level tax
would be imposed on the disqualified person rather than the
organization. The first level tax would be, in essence, a
penalty imposed on the disqualified person’s breach of his or her
fiduciary duty, and the second level tax would be intended to
force the disqualified person to make the required correction.
Imposing either tax on the charity would inappropriately punish
the charity and its intended beneficiaries while allowing the
disqualified person to retain the benefit of his or her
misconduct.

Taxing nondisqualified person beneficiari n rtain
limited situations. The proposed rules extend this rationale to
nondisqualified persons who benefit from a non-fair market value
use under a highly limited, but important set of circumstances:
that is where the nondisqualified person knowingly, willfully,
and without reasonable cause participates in the non-fair market
value use, and thus has demonstrated a clear intent to divert
charitable assets to private use. For example, if a professional
fund-raiser enters into a contract with a charity knowing that
the contract price exceeds the fair market value of the services
and, as such, constitutes a non-fair market value use, then the
first and second level penalty taxes would be imposed on the
fund-raiser rather than the charity. Likewise, if a
nondisqualified person leases office space to a charity knowing
that the rent exceeds fair market value and, therefore, that the
lease is a non-fair market value use, then the lessor, not the
charity, would be subject to penalty tax.

¥ As under the private foundation rules, an organization
manager who relies on a written legal opinion would not be
considered to have knowingly and willfully participated in a
non-fair market value use, and thus would not be subject to tax.



This rule will 'have very limited application since, as noted
above, if parties are truly dealing at arm’s length -- as will
generally be the case in transactions between a charity and a
nondisqualified person -- the results of the negotiation are
almost universally accepted as defining fair market value and
reasonable compensation for tax purposes. However, the rule will
have important application in the unusual, but highly troublesome
cases in which a person outside the circle of insiders defined as
disqualified persons for tax purposes nonetheless obtains suf-
ficient leverage over the operations of a charity to induce the
charity to use its resources for his or her benefit. While in
such situations the charity’s officers and directors have also
almost invariably failed to meet their fiduciary duty, the
greater culpability often rests.with the nondisqualified person
beneficiary. Moreover, imposing the penalty taxes on the
nondisqualified person beneficiary provides the necessary
leverage to force the beneficiary to make the charity whole. By
contrast, imposing the penalty tax on the charity would allow the
beneficiary to retain the benefits of his or her misconduct while
taking resources away from the charity’s intended beneficiaries.

Taxing the public a . In cases in which the non-fair
market value use benefits neither disqualified persons nor
nondisqualified persons who knowingly, willfully, and without
reasonable cause participated in the non-fair market value use,
then the penalty taxes would be imposed on the charity itself.

The amount of the penalty tax. The amount of both the first

and second level penalty taxes would be based on "the amount

involved" in the non-fair market value use. 1In the case of pay-
ments of unreasonable compensation, the amount involved would be
the amount of the excess compensation. In the case of non-fair
market value transactions, the amount involved would be the b
amount by which the value of the consideration given by the 4

public charity exceeds the value of the consideration received.

As under the private foundation self-dealing rules, the
first level penalty tax equals 10 percent of the amount involved
in the non-fair market value use for each year, or part of a
year, in the "taxable period." The taxable period begins on the
date on which the non-fair market value use occurs, or, in the
case of a continuing non-fair market wvalue use like the leasing
of charitable property for less than fair market value, the date
on which the non-fair market value use begins. The taxable
period ends on the earliest of the date on which the IRS mails a
notice of deficiency with respect to the first level tax
(generally, at the conclusion of an IRS audit) or assesses the
first level tax, or the date on which the correction of the
noncharitable act is completed.

Thus, for example, if in 1994 a public charity sells
property with a value of $1 million to a disqualified person for
a price of $250,000, and this non-fair market value use is not
corrected until 1996, then the first level tax on the
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disqualified person would egqual 5 percent of the amount involved
(i.e., 10% of $750,000 = $75,000) for each of the three years in
the taxable period (i.e., 1594, 1995, and 1996). 1In this case,
the total first level penalty tax would be $225,000.
e

Correction. Under the proposed rules, in any case in which
the non-fair market value use benefits a disqualified person or a
nondisqualified person who knowingly, willfully, and without
reasonable cause participated in the non-fair market value use,
correction would require the beneficiary to place the public
charity in a financial position not worse than that in which it
would have been in if the beneficiary had adhered to the highest
fiduciary standards in dealing with the charity.

For example, if a public charity pays unreasonable compensa-
tion to a disqualified person, correction would require the
repayment of the excess compensation plus interest. If a public
charity purchased property from a disqualified person for more
than fair market value, correction would require the disqualified
person to repay the excess, with interest.

Abatement. As with the private foundation rules, the first
level penalty taxes, other than the tax on organization managers,
could be abated if the person subject to tax satisfies the IRS
that the non-fair market value use was due to reasonable cause
and not to willful neglect, and if the event was corrected within
the correction period. 1In contrast to the foundation rules,
which do not permit abatement for the first level tax on
self-dealers, the proposed rules would permit abatement of taxes
imposed on disqualified persons and nondisqualified person
beneficiaries of a non-fair market value use on the same basis as
abatement of taxes imposed on the public charity.



INDEPENDENT
SECTOR

SEC. 495913. TAXES ON NON-FAIR MARKET VALUE USES OF THE INCOME
OR ASSETS OF A PUBLIC CHARITY.

(a) Initial Taxes.--

(1) On the Organization and Certain Beneficiaries of the
Non-Fair Market Value Use.--There is hereby imposed on each
non-fair market value use of the income or assets of a public
charity (as defined in subsection (d)), a tax equal to 10 percent
of the amount involved with respect to the non-fair market value
use for each year (or part thereof) in the taxable period. If
the non-fair market value use benefits a disqualified person, or
a nondisqualified person who participates in the non-fair market
value use knowing it to be a non-fair market value use (unless
such participation is not willful and is due to reasonable
cause), the tax imposed by this paragraph shall be paid by such
person. Otherwise, the tax imposed by this paragraph shall be
paid by the public charity.

(2) On Management.--In any case in which a tax is imposed
by paragraph (1), there is hereby imposed on the participation of
any organization manager in the non-fair market value use,
knowing that it is a non-fair market value use, a tax equal to §
percent of the amount involved with respect to the non-fair
market value use for each year (or part thereof) in the taxable
period, unless such participation is not willful and is due to
reasonable cause. The tax imposed by this paragraph shall be
paid by any organization manager who participated in the non-fair
- market value use.

(b) Additional Taxes.--

(1) On the Organization and Certain Benefi¢iaries of the
Non-Fair Market Value Use.--In any case in which an initial tax
is imposed by subsection (a) (1) on a non-fair market value use of
the income or assets of a public charity and the non-fair market
value use is not corrected within the taxable period, there is
hereby imposed a tax equal to 100 percent of the amount involved.
With respect to any non-fair market value use, the tax .imposed by
this paragraph shall be paid by the same person or persons
subject to tax under subsection (a) (1).
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(2) On Management.--In any case in which an additional tax
is imposed by paragraph (1), if an_organization manager refused
to agree to part or all of the correction, there is hereby
imposed a tax egual to 50 percent of the amount involved. The
tax imposed by this paragraph shall be paid by any organization
manager who refused to agree to part or all of the correction.

(c) Special Rules.--

(1) Joint and Several Liability.--If more than one person
is liable under any paragraph of subsection (a) or (b) with
respect to any non-fair market value use, all such persons shall
be jointly and severally liable under such paragraph with respect
to such non-fair market value use.

(2) $10,000 Limit For Management.--With respect to any one
non-fair market value use of the income or assets of a public
charity, the maximum amount of the tax imposed by subsection
(a) (2) shall not exceed $10,000, and the maximum amount of the
tax imposed by subsection (b){2) shall not exceed $10,000.

(d) Non-Fair Market Value Use of Income or Assets.--

(1) In General.--For purposes of this section, the terms
"non-fair market value use" and "non-fair market value use of the
income or assets of a public charity" mean any direct or
indirect--~

(A) payment of unreasonable compensation by a public
charity; or

(B) sale, exchange, leasing, or lending of property, or
furnishing of goods, services, or facilities, by or toa
public charity, if the value of the consideration given bﬂk
the public charity exceeds the value of the consideration
received by the public charity, unless the charity’s receipt

- of less than fair market value directly advances an exempt

purpose.

(2) De Minimis Rule.--No transaction shall be considered a
non-fair market value use unless the value of the consideration
given by the public charity is greater than $5,000 and exceeds by
more than 15 percent the value of the consideration received by
the public charity.

(3) Arm’s Length Negotiations. Where it is established
that the terms of a transaction were determined through arm’s
length negotiation, the burden of proof shall be upon the
Secretary to establish, by 'clear and convincing evidence, that
the transaction was a non-fair market value transaction.



(e) Other Definitions.--

(1) Taxable Period.--The term "taxable period" means, with
respect to any non-fair market value use, the period beginning
with the date on which the non-fair market value use occurs and
ending on the earliest of--

(A) the date of mailing a .notice of deficiency with
respect to the tax imposed by subsection (a) (1) under
section 6212,

(B) the date on which the tax imposed by subsection
(2) (1) is assessed, or

(C) the date on-which correction of the non-fair market
value use is completed.

(2) Amount Involved.--The term "amount involved" means--

_ (A) with respect to a non-fair market value use
described in subsection (d) (1), the excess compensation; and

(B) with respect to a non-fair market value use
described in subsection (d) (2), the amount by which the
value of the consideration given by the public charity
exceeds the value of the consideration received.

(3) Correction.--The terms "correction" and "correct" mean:

(i) with respect to any non-fair market value use which
benefits a disqualified person, or a nondisqualified person
who participated in the non-fair market value use knowing it
to be a non-fair market value use (unless such participation
is not willful and is due to reasonable cause), placing the
public charity in a financial position not worse than that
in which it would be if the disqualified person or
nondisqualified person beneficiary were dealing under the
highest fiduciary standards; and

(ii) with respect to any non-fair market value use, - the .
adoption and implementation by the public charity of
policies and procedures which provide reasonable protection
against a recurrence of the non-fair market value use.

(4) Public Charity.--The term "public charity" means any
organization described in paragraphs (1), (2), or (3) of section
509 (a). i

(5) Organization Manager.--The term *organization manager"
means- -



(A) any officer, director, or trustee of the organiza-
tion (or individual having powers or responsibilities
similar to those of officers, directors, or trustees of the
organization), and .

(B) with respect to any act (or failure to act), any
employee having authority or responsibility with respect to
such act (or failure to act). o '

(6) Disqualified Person.--The term "disqualified person®
has the meaning given to such term by section 4546 (a), except
that the terms *"private foundation" and "foundation manager"®
shall be replaced by the terms "public charity" and "organization
manager, " respectively. However, no person shall be treated as a
disqualified person by virtue of contributions made to a public
charity prior to January 1, 1994 unless the Secretary can
establish, by clear and convincing evidence, that such person is
a substantial contributor within the meaning of section
507(4) (2).

SEC. 4962, ABATEMENT OF FIRST TIER TAXES IN CERTAIN CASES?

(a) General Rule.--If it is established to the satisfaction of
the Secretary that

(1) a taxable event was due to reasonable cause and not to
willful neglect, and

(2) such event was corrected within the correction period
for such event,

then any qualified first tier tax imposed with respect to such #
event (including interest) shall not be assessed and, if
assessed, the assessment shall be abated and, if collected, shall
be credited or refunded as an -overpayment.

(b) Qualified First Tier Tax.--For purposes of this section, the
term "qualified first tier tax" means any first tier tax imposed
by chapter 41 or subchapter A or C of this chapter, except that
such term shall not include the tax imposed by section

4941 (a) (relating to initial tax on self-dealing).

(c) Special Rule for Tax on Political Expenditures of Section
501(c) (3) Organizations.--In the case of the tax imposed by sec-
tion 4955(a), subsection (a) (1) shall be applied by substituting
"not willful and flagrant" for "due to reasonable cause and not
to willful neglect." S

: Proposed changes in sections 4962 and 4963 are
underscored.



SEC. 4963. DEFINITIONS.

(a) First Tier Tax.--For purposes of this subchapter, the term
v"first tier tax" means any tax imposed by subsection (a) of sec-
tion 4913, 4541, 4942, 4943, 4944, 4945, 4951, 4952, 4955, 4971,
or 4875.

(b) Second Tier Tax.--For purposes of this subchapter, the term
"second tier tax" means any tax imposed by subsection (b) of sec-
tion 4913, 4941, 4942, 4943, 4944, 4945, 4951, 4552, 4955, 4971,
or 4897S. . :
(c) Taxable Event.--For purposes of this subchapter, the term
"taxable event" means any act (or failure to act) giving rise to
liability for tax under section 4913, 4941, 4942, 4943, 4944,
4945, 4951, 4952, 4955, 4971, or 4975.

(d) Correct.--For purposes of this subchapter--

(1) In General.--Except as provided in paragraph (2), the
term "correct" has the same meaning as when used in the section
which imposes the second tier tax.

(2) Special Rules.--The term "correct" means--

(A) in the case of the second tier tax imposed by sec-
tion 4942 (b), reducing the amount of the undistributed
income to zero,

(B) in the case of the second tier tax imposed by sec-
tion 4943 (b), reducing the amount of the excess business
holdings to zero, and

(C) in the case of the second tier tax imposed by sec-
tion 4944, removing the investment from jeopardy.

(e} Correction Period.--For purposes of ‘this subchapter--

(1) In General.--The term "correction period" means, with
respect to any taxable ‘event, the period beginning on the date on
which such event occurs and ending 90 days after the date of
mailing under section 6212 of a notice of deficiency with respect
to the second tier tax imposed on such taxable event, extended

by--

(A) any period in which a deficiency cannot be
assessed under section 6213(a) (determined without regard to
the last sentence of section 4961(b)), and .

(B) any other period which the Secretary determines is
reasonable and necessary to bring about correction of the
taxable event.



(2) Special Rules for when Taxable Event Occurs.-- For
purposes of paragraph (1), the taxable event shall be treated as

occurring-- -

(A) in the case of section 4942, on the first day of
the taxable year for which there was a failure to distribute

income,

(B) in the case of section 4943, on the first day on
which there are excess business holdings,

(C) in the case of section 4971 on the last day of the
plan year in which there is an accumulated funding
deficiency, and

(D) in any other case, the date on which such event
occurred.

-
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(TEXT)

Mr. Chairman and Members of the Subcommittee:

I am pleased to present the Administration’s views on the
important issue of the compliance with the tax laws by
public charities. This Subcommittee held hearings on June
15, 1993, and August 2, 1993, regarding the administration of
and compliance with the tax laws applicable to public
charities exempt from tax under section 501(c)3) of the
Internal Revenue Code (the “Code™). The first hearing fo-
cused on the difficulties encountered by the Internal Rev-
enue Service (the “IRS”) in enforcing the standards for tax
exemption. The second hearing provided illustrations of the
ways in which certain charitable organizations are misusing
their resources. Together, the hearings provide a solid foun-
dation for the conclusion that carefully-targeted reform
measures are needed to improve compliance with tax laws
by public charities. We command the Subcommittee for
demonstrating the need for reform.

Working with the staffs of the Subcommittee, the Ways and
Means Committee, and other appropriate Committees, the
Administration has developed a proposal that addresses the
issues raised by the Subcommittee’s prior hearings. Also, we
are aware of other proposals that relate to these issues.
Consequently, to facilitate the Subcommittee’s consideration
of solutions to this important problem, I would like to present
our proposal to improve compliance with the tax laws by tax-
exempt organizations. After presenting our proposal, we will
continue to work with you and other appropriate Committee
in considering necessary legislative action.

I will begin by summarizing the relevant standards for
exemption under current law and the difficulties encoun-
tered by the IRS in enforcing these standards. Next, I will
describe the detailed regulatory regime that the current law
imposes on private foundations. The private foundation
rules provide a useful frame of reference in considering
measures to improve compliance by other tax-exempt orga-
nizations. As I will explain, however, we believe that it
would be inappropriate to extend to other organizations the
detailed regulatory restrictions that apply to private founda-
tions. Finally, I will describe the Administration’s propaosals
for improving compliance with the tax laws by tax-exempt
organizations.

I. RELEVANT STANDARDS FOR EXEMPTION UNDER
CURRENT LAW

Section 501(c)(3) organizations. Section 501(a) of the
Code exempts from income tax any organization described
in section 501(c). Section 501(c)3) refers to organizations
that are organized and operated exclusively for certain
purposes, including religious, charitable, or educational pur-
poses. In addition to being organized and operated for a
specified exempt purpose, an organization seeking to qualify
for exemption under section 501(cX3) must comply with
statutory limitations on inurement as well as lobbying and

political activities. In particular, an organization qualifies
for exemption under section 501(cX3) only if (1) no part of its
net earnings inures to the benefit of a private shareholder or
individual, (2) no substantial part of its activities consists of
carrying on propaganda or otherwise attempting to influ-
ence legislation, and (3) it does not participate or intervene
in any political campaign on behalf of, or in opposition to, a
particular candidate.

Section 501(c) (4) organizations. Section 501(c)4) of the
Code refers to two categories of organizations. The first
category of organizations that qualify for exemption under
that section includes “[clivic leagues or organizations not
organized for profit but operated exclusively for the promo-
tion of social welfare.” Among the more common of these
social welfare organizations are public interest organiza-
tions, lobbying affiliates of charitable organizations exempt
under section 501(c)3), and health maintenance organiza-
tions. The second category of organizations that qualify for
exemption under section 501(cX4) includes certain “local
associations of employees” of limited membership. These
employee associations qualify for exemption, however, onl y
if they devote their net earnings exclusively to charitable,
educational, or recreational purposes.

Il. DIFFICULTY OF ENFORCING CURRENT LAW
STANDARDS FOR EXEMPTION AND THE NEED FOR
REFORM

Current law provides no sanction for violations of the
standards for tax exemption short of revocation of an orga-
nization’s exemption. As the Commissioner of Internal Rev-
enue, Margaret Milner Richardson, testified at the
Subcommittee’s hearing on June 15, 1993, the absence of a
sanction short of revocation has created significant difficul-
ties for the IRS in enforcing the standards for tax exemp-
tion. Since revocation is a severe sanction, it may be
disproportional to the violation in issue.

Assume, for example, that a large university pays one of
its officers excessive compensation. Although the resulting
“inurement” would violate one of the standards for tax
exemption, revoking the university’s exemption could be an
inappropriate response. It could adversely affect the entire
university community: employees, students and area resi-
dents. Moreover, the officer would be able to retain the
excessive benefits received from the university. Despite the
potential inappropriateness of revoking an organization’s
tax exemption in this type of case, it is the only sanction
provided under current law. Thus, the IRS could be faced
with the difficult choice of revoking the organization’s ex-
emption or taking no enforcement action.

The cases discussed at the August 2, 1993 hearing which
involved misuses of resources by tax-exempt organizations
illustrate the difficulties the IRS has had in enforcing the
standards for exemption. Although we do not believe that
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the cases of noncompliance are widespread or representa-
tive of the charitable community as a whole, these cases
cause us concern.

The cases of misused resources should also concern the
vast majority of tax-exempt organizations that fully comply
with the standards for exemption. These types of cases have
shaken the public's confidence in charitable organizations.
Consequently, charities should be interested in reducing the
occurrence of abuses, to prevent the further erosion of the
reputation of the charitable community as a whole. In
recognition of this fact, at least one large coalition of
nonprofit organizations, INDEPENDENT SECTOR, has
made proposals to improve the performance and account-
ability of public charities.

The evidence the Subcommittee and its staff have com-
piled should not be dismissed because it is “anecdotal.” The
cases studied by the Subcommittee and its staff demonstrate
that the system is not working as it should. These cases
simply should not occur. When they do, the notoriety they
receive undermines the public’s confidence in the charitable
community and in the tax system. Consequently, we believe
that a proposal for carefully targeted intermediate sanc-
tions is appropriate at this time.

Our belief that the cases of abuse the Subcommittee has
studied are not representative of the charitable community
as a whole should not forestall proposals for needed re-
forms. It does, however, guide us in determining the scope of
the appropriate response. We believe that it would be un-
justified to pursue now sweeping new regulation of public
charities on the basis of the cases that have been the subject
of Congressional and media scrutiny. In particular, as ex-
plained in the following section, extending to public chari-
ties the detailed regulatory regime that applies to private
foundations would be inappropriate. Instead, the record
compiled by the Subcommittee calls for a measured re-
sponse, with sanctions targeted at the specific types of
abuses the Subcommittee has identified.

Hi. Regulatory Provisions Applicable to Private Foundations

Current law imposes a detailed regulatory regime on a
subset of section 501(c)3) organizations referred to as pri-
vate foundations. In general, private foundations include all
section 501(c)3) organizations other than churches and
church-related organizations, schools, hospitals and medical
research organizations, and certain publicly-supported
organizations.

Tax on self-dealing. Among the regulatory provisions
that apply to private foundations is an excise tax on “self-
dealing." Subject to narrow exceptions, any sales, leases,
loans or other transfers between a private foundation and a
“disqualified person” are acts of self-dealing. See generally
Code §4941(d). The payment of reasonable compensation to
a disqualified person, however, is not self-dealing. Further,
if a private foundation makes goods, services or facilities
available to the public, providing them to a disqualified
person on the same terms does not result in self-dealing.

A person is a disqualified person in relation to a private
foundation if the person is a substantial contributor to the
foundation,' a foundation manager, or a person or entity
related to either. See generally Code §4946. Foundation
managers include the foundation’s officers, directors, or
trustees, or those with similar responsibilities.

The tax on self-dealing follows a two-tiered approach. If
an act of self-dealing occurs, the disqualified person and any
foundation manager who knowingly participated in the self-
dealing are liable for initial taxes of 5 and 2.5 percent of the
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“amount involved,” respectively, for each year in the “tax-
able period.” The taxable period for an act of self-dealing -
begins when the act occurs and ends with the later of (i) the
mailing of a notice of deficiency for the initial tax, (ii)
imposition of the initial tax, or (iii) correction of the act of
self-dealing.

If the act of self-dealing is mot “corrected” within the
taxable period, the disqualified person and foundation man-
ager are liable for a second, more severe tax (i.e., 200 and
50 percent of the amount involved, respectively). The liabil-
ity of a foundation manager for either the initial or second
tier tax is limited to $10,000. Correction of an act of self-
dealing involves undoing the transaction to the extent possi-
ble and, in any event, placing the private foundation in a
financial position no. worse than it would have been had the
disqualified person acted in accordance with the highest
fiduciary standards. )

Tax on taxable expenditures. Section 4945 of the Code
imposes a separate two-tiered excise tax on “taxable expen-
ditures.” Taxable expenditures include political or lobbying
expenditures, certain grants to organizations other than
public charities, and any other expenditures for noncharita-
ble purposes. The taxes on taxable expenditures apply to the
foundation itself and to any foundation manager who agreed
to the expenditure, The initial tax on the foundation is 10
percent of the taxable expenditure. The initial tax on the
manager is 2.5 percent of the taxable expenditure, subject to
a limit of $5,000. If the taxable expenditure is not corrected
within the taxable period, the foundation is subject to an
additional tax of 100 percent of the taxable expenditure, and
the manager is subject to a tax of 50 percent of the taxable
expenditure. The additional tax on the manager, however, is
limited to $10,000.

Abatement of taxes. If an event that gave rise to an excise
tax under the private foundation rules is corrected within a
prescribed “correction period,” the second tier tax is waived,
and any tax collected is credited or refunded. The correction
period begins when the taxable event occurs and generally
ends (subject to certain extensions) 90 days after the date of
mailing of a notice of deficiency for a second tier tax,

If the taxable event was due to reasonable cause and not
willful neglect, the first tier tax is waived, and any tax
collected is credited or refunded. The abatement of first tier
tax, however, does not apply to a tax on self-dealing.

Termination of private foundation status. In enacting
the private foundation rules, Congress was concerned that a
private foundation not be allowed to receive deductible
contributions and be exempt from tax on its income, and
then terminate its section 501(ck3) status after building up
its endowment, so that it would be free to use its resources
for non-charitable purposes. To prevent this result, section
507 of the Code provides that an organization’s status as a
private foundation subject to the detailed regulatory restric-
tions terminates only when the organization pays an exit tax
equal to the lesser of the value of its net assets or the
cumulative, aggregate tax benefit resulting from its qualifi-
cation for exemption under section 501(c)3). The aggregate
tax benefit is computed taking into account not only the tax
the foundation would have paid on its own income had it not
been exempt, but also the additional tax that substantial
contributors to the foundation would have paid had their
contributions not been deductible. The Secretary may abate
the exit tax, however, to the extent that the foundation
distributes its net assets to one or more other charitable
organizations in existence for at least 60 calendar months.

Rationale for distinction between public charities
and private foundations. When Congress enacted the reg-
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ulatory provisions applicable to private foundations in 1969,
it declined to extend those provisions to churches, hospitals,
and other “public charities” on the grounds that they are
subject to public scrutiny that reduces the risk of miscon-
duct. The distinction drawn by Congress in 1969 between
public charities and private foundations remains valid to-
day. Therefore, full extension of the private foundation rules
to public charities would be inappropriate and could hinder
their ability to perform legitimate charitable activities. For
example, the self-dealing rules would prevent a public char-
ity from engaging in transactions with insiders that are
favorable to the charity, such as receiving a low-interest
loan from an insider, or purchasing of goods or services
from an insider at a substantial discount.

Although we are concerned about the level of compliance
by certain public charities with the standards for tax ex-
emption, these concerns are not as great as those that led to
the enactment of the private foundation rules in 1969. Public
charities continue to face public accountability that reduces
the risk that they will use their resources in ways that are
inconsistent with their tax-exempt purposes. The document-
ed cases of noncompliance by public charities, however,
demonstrate a need to improve the ability of the public to
serve in the “watchdog” role envisioned for it in 1969. As
Iwill explain later, our proposal includes (i) an excise tax
targeted to types of transactions where significant abuses
may occur, and (ii) disclosure measures that would provide
the public with better access to more information regarding
public charities. These measures, taken together, should
adequately improve compliance by public charities and
improve the public’s ability to hold charities accountable,

IV. Proposals to Improve Compliance by Tax-Exempt
Organizations

The Administration’s proposal to improve compliance by
tax-exempt organizations includes a new excise tax and
several measures that would strengthen the disclosure re-
quirements that apply to tax-exempt organizations. The
excise tax is targeted at the types of abuses that have
generated concern and would provide a substantial deter-
rent to these abuses. The new disclosure requirements would
increase the information regarding tax-exempt organiza-
tions available to the public. This would improve the public's
ability to hold these organizations accountable for the ways
in which they use their resources.

A. Tax on “Excess Benefits”

Transactions subject to tax. The excise tax would apply
to any “excess benefit” provided to an insider-by an organi-
zation exempt from tax under section 501(c)3) or 501(c)4).
The excise tax would not apply; however, to benefits pro-
vided by a private foundation to which the excise taxes
described in the preceding section are applicable.

An excess benefit is the excess of the value of any benefit
provided by the organization over the consideration received
by the organization in return for the benefit. The consider-
ation received by the organization may include services
provided by the insider. The tax would apply to two types of
transactions: the payment of unreasonable compensation by
an organization or a non-fair market value transfer in which
an insider pays inadequate consideration for property trans-
ferred, leased, licensed or loaned by the organization, or the
organization pays excessive consideration for property
transferred, leased, licensed or loaned by the insider.

The insiders who would be subject to the tax include (i) the
officers, directors, and trustees of an organization and (ii)
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those otherwise in a position to exercise substantial influ-
ence over the organization’s affairs. Excess benefits pro-
vided to members of an insider’s family ? or entities in which
an insider or family members have significant direct or
indirect beneficial interests would be treated as provided on
behalf of the insider; thus the insider would be subject to tax
on these benefits. An excess benefit provided to a former
insider would be subject to tax if the relevant decision-
making body of the organization, formally or informally,
approved the benefit when the recipient was an insider.

Although the Subcommittee’s hearings focused on misuses
of resources by public charities exempt from tax under
section 501(ck3), our proposed excise tax applies to benefits
provided by organizations exempt under section 501(c)4) as
well. The restructuring of the health care market expected
to result from health reform could provide greater opportu-
nities for insiders of health care organizations, including
health maintenance organizations exempt under section
501(c)4), to divert to the insiders’ own benefit the resources
of these organizations. Extending the proposed excise tax to
benefits provided by section 501(c)4) organizations would
deter insiders from seeking to take advantage of the restruc-
turing of HMOs and other health care organizations. If, for
example, the board of an HMO exempt under section
501(c)(4) cause the HMO to sell its assets at a bargain price
to a for-profit corporation controlled by the board members,
the transaction would result in an excess benefit subject to
the proposed excise tax.

Factual determinations. The reasonableness of com-
pensation or the adequacy of consideration would be deter-
mined based on all of the facts and circumstances. The
reasonableness of compensation is a question of relevance to
taxable businesses, because section 162 of the Code allows a
deduction for compensation only to the extent that it is
reasonable. Those factors relevant in determining the rea-
sonableness of compensation for purposes of section 162
would also be relevant for purposes of the proposed excise
tax. These factors include the nature of the insider’s duties,
his background and experience, and the time he devotes to
the organization, the size of the organization, general and
local economic conditions, and the amount paid by similar
organizations to those who perform similar services.

The approval of the compensation or transfer by an
independent governing body of the organization would weigh
in favor of a finding of reasonableness or adequate consider-
ation. The weight to be given to this factor would depend on
the circumstances. For example, approval by a nominally
independent governing body may be given little weight if the
governing body is comprised of close friends of the organiza-
tion’s founder and president who routinely endorse proposals
made by that person. On the other hand, approval by a
governing body would be given greater weight if the govern-
ing body is truly independent and has a demonstrated record
of taking its fiduciary responsibilities seriously.

Determinations of the reasonableness of compensation
would be made in accordance with the procedures that
govern the resolution of any factual question involved in the
application of a tax rule. Therefore, taxpayers who disagree
with an IRS determination of unreasonableness would have
recourse to the normal review procedures, including, as
necessary, administrative appeals and judicial proceedings

Benefits provided to an insider can be justified as reason-
able compensation only if the organization in fact provided
the benefits as compensation for services. The determina-
tion of whether a benefit was intended to be compensatory
would be made based on all the facts and circumstances
The relevant facts would include whether the appropnate
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decimon-making body approved the transfer as compensa-

n 1n accordance with established procedures and whether
_ae organization and the recipient reported the transfer as
compensation on the relevant forms (i.e., the organization’s
Form 990, the Form W-2 provided by the organization to the
individua), and the individual's Form 1040). If a non-fair
marker value transfer is not made as compensation for
services. it would be subject to the new excise tax even if
the insider’s compensation would have been reasonable had
the transfer been compensatory.

Imposition of tax. The tax on excess benefits would
follow the two-tiered format of the excise taxes on private
foundations. If an organization provides an excess benefit to
an insider or a related person or entity, the insider would be
subject to an initial tax of 25 percent of the amount of the
excess benefit—that is, the portion of compensation that is
unreasonable, or the difference between the price paid and
the fair market value of property transferred. If the insider
does not repay the excess benefit with appropriate interest
within a prescribed period, the insider would be subject to a
second tax, equal to 200 percent of the excess benefit. If the
insider repays the excess benefit with appropriate interest
within a prescribed correction period, the second tier tax
would be waived or refunded. The initial tax would be
waived or refunded only if the excess benefit was provided
due to reasonable cause.

Under established tax benefit principles, repayment of an
excess benefit by an insider would be deductible only to the
extent that the receipt of the excess benefit increased the
insider's taxable income for a prior year. Payment of the
tax itself would be nondeductible.

1f a manager of an organization approves a transaction
knowing that it results in an excess benefit, the manager
would be subject to a tax of 10 percent of the excess benefit,
up to a maximum of $10,000. To ensure that the manager
bears the economic burden of the tax, any payment or
reimbursement by the organization of a tax imposed on a
manager would itself be treated as an excess benefit pro-
vided to the manager. Thus, the manager would be subject
to the excise tax as an insider on such payment or
reimbursement.

Relationship between excise tax and revocation, The
excise tax on excess benefits would be the sole sanction
available in those cases in which the excess benefit does not
rise to the level that it calls into question whether the
organization is a charitable organization. As discussed
above, in these cases, revocation is an inappropriate sanc-
tion because it is unduly severe and would adversely affect
the beneficiaries of the organization's charitable activities.
Revocation is an appropriate sanction only when the organi-
zation no longer operates as a charitable organization.

If an organization provides an excess benefit that is so
egregious that the organization is not viewed as a charitable
organization, the proposed excise tax would apply and, in
addition, the organization would be subject to revocation of
its exemption. To accomplish this result, the excise tax
would apply to benefits provided by an organization even
after it loses its exemption. Otherwise, an insider who
received a benefit that caused the organization to lose its
exemption could avoid the tax by “correcting” the benefit
and then causing the organization to repay the benefit to the
insider when the organization is no longer exempt.

In determining the circumstances in which the excise tax
should continue to apply to benefits provided by an organiza-
tion that loses its tax exemption, the private foundation
rules provide a useful analogy with the rules of section 507
related to the termination of private foundation status. Our
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proposal includes rules similar to those of section 507, under
which the excise tax would apply to benefits provided by a
formerly exempt organization prior to the time that the
organization either transfers its net assets to another quali-
fying exempt organization or pays an exit tax. The exit tax
would be computed in the same manner as the tax provided
in section 507(c) (i.e., the lesser of net asset value or the
cumulative, aggregate tax benefit from qualification under
section 501(c)3) or (4)). Thus, the assets of an organization,
to the extent attributable to its exemption under section
501(c)3) or (4), could mot be diverted to the benefit of
insiders after the organization loses its exemption.

We envision having customary authority to promulgate
such regulations as may be necessary or appropriate to
carry out the purposes and prevent avoidance of the excise
tax. y

Example. Perhaps the best way to illustrate our pro-
posed excise tax is to describe how it would apply to one of
the cases addressed in the Subcommittee’s hearings last
year. For purposes of illustration, 1 will use the case de-
scribed on page 147 of the bearing record (Serial 103-389).
This case involves a section 501(c)X3) organization that pro-
vides health care in a clinic type setting. The organization’s
board of directors is controlled by the CEO and a small
number of persons with whom the CEO or the organization
jtself have substantial business dealings.

The total compensation package of the CEO exceeded §1
million. The organization also made substantial credit card

yments and cash disbursements for personal expendi-
tures, including liquor, china, perfume, crystal, theater and
airline tickets,

The CEO's compensation would be an excess benefit,
subject to the excise tax, to the extent that it were deter-
mined to be unreasonable. The reasonableness of the CEO’s
compensation would be assessed looking at all of the facts
and circumstances, including the nature of the CEO's duties
and the compensation paid by similar organizations to those
who perform similar duties. The means by which the organi-
zation determined the compensation it paid the CEO would
also be relevant. In this case, although the organization’s
board presumably approved the CEO'’s salary, the facts
suggest that the board is not truly independent. The CEO
appears to have substantial influence over the board. There-
fore, even assuming that the board approved the compensa-
tion, that fact would be given very little weight in this
particular case.

If a portion of the CEQ's compensation were determined
to be unreasonable, the CEO would be subject to a tax of 25
percent of the unreasonable portion of the compensation. In
addition, any manager of the organization who approved the
compensation knowing thatit was unreasonable would be
subject to a tax of 10 percent of the excess benefit, up to a
maximum of $10,000. If the CEO did not repay the excessive
portion of the compensation within a prescribed period, the
CEO would be subject to an additional tax equal to 200
percent of the excess benefit.

In determining the reasonableness of the CEO's compen-
sation, the payments of personal expenses would be treated
as compensation only if the organization made the payments
in compensation for the CEO’s services. The compensatory
nature of the payments could be demonstrated, for example,
by board approval of the payments as compensation or by
the reporting of these payments as compensation on the
relevant Forms 990, W-2 and 1040.

The facts in this case indicate that the payments of
personal expenses were not part of the CEO's authorized
compensation. If the payments were not compensatory, the
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full amount of the payments would be excess benefits,
subject to the proposed tax. The tax would apply even if the
CEO’s total compensation would have been reasonable had
these expenditures been included in his compensation. If the
payments were not in fact compensatory, they could not be
justified as reasonable compensation.

B. Penalties for Failure to Meet Form 990 Filing
Requirements

As previously noted, public charities are not subject to the
detailed regulatory regime that applies to private founda-
tions because public scrutiny reduces the risk of misconduct
by public charities. The effectiveness of public scrutiny
depends on the availability of relevant information about
public charities. The primary vehicle for this information is
the Form 980, which most tax-exempt organizations must
file annually.’ The Administration’s proposal includes sever-
al measures to improve both the information provided on
the Form 990 and the availability of that information to the

ublic.

¢ The Form 990 can serve as an effective vehicle for
providing public oversight of charitable organizations only if
those organizations file timely, complete and accurate
forms. As the Subcommittee’s hearings have demonstrated,
compliance with the filing requirement has been poor in
many instances. A number of organizations file incomplete
or inaccurate Forms 990,

Noncompliance with the Form 990 filing requirement
may be largely attributable to the relatively low applicable
penalties, The penalty under current law for a failure to file
a timely, complete and accurate Form 990 is only $10 for
each day during which the failure continues. Further, the
maximum penalty for any one return cannot exceed the
lesser of $5,000 or 5 percent of the gross receipts of the
organization for the year.

To improve compliance with the Form 990 filing require-
ment, the Administration’s proposal would increase the pen-
alty for a failure to file a timely, complete and accurate
Form 990 from $10 to $100 a day for organizations with
gross receipts in excess of $1 million for the year, subject to
a maximum of $50,000 for any one return. For organizations
with gross receipts of $1 million or less, the penalty would
be increased to $20 a day, with the maximum for any one
return limited to the lesser of $10,000 or 5 percent of the
gross receipts of the organization for the year.

C. Provision of Copies of Return, Applications for
Exemption 5

The Form 990 must be readily available to the public if it
is to effectively facilitate public oversight of charitable
organizations. Current law requires an organization other
than a private foundation to make available for public
inspection those portions of its Form 990 that do not include
information regarding contributors to the organization. The
form must be available at the organization’s principal office
and at any regularly-maintained regional or district office
that has more than 3 employees. The organization must also
make available copies of any application for exemption filed
with the IRS, any papers submitted in support of the appli-
cation, and any letter or document issued by the IRS in
response to the application. An organization that fails to
make available a return or application for exemption is
subject to a penalty under section 6652(cX1)C) of $10 for
each day on which the failure continues, subject to a maxi-
mum of $5,000 for failures with respect to any one return. If
the failure is willful, however, a separate penalty of $1,000
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applies with respect to each return or application for
exemption.

Public oversight of charitable organizations is significant-
ly hindered by the fact that interested members of the
public must travel to an office of an organization to inspect
its Form 990 and any application for exemption. Further,
organizations are required only to allow inspection of the
relevant forms, they are not required to provide copies of
the forms to interested members of the public.

To improve the public’'s access to relevant information
regarding exempt organizations, the Administration’s pro-
posal requires these organizations to provide copies of their
Forms 990 and applications for exemption and related ma-
terials to any person who requests these documents and pays
a reasonable fee to cover copying and mailing costs. The
Secretary of the Treasury would promulgate regulations
regarding reasonable fees that could, for example, specify a
per page limit. Organizations would also be required to take
measures to ensure that the public knows of the availability
of their Forms 890. In particular, an organization would be
required to include in its fundraising solicitations an express
statement regarding the availability of its Form 990.

The Administration’s proposal would increase the penalty
under section 6652(c)1XC) from $10 to $20 per day. The
maximum penalty per return would be increased from
$5,000 to $10,000.

We intend to develop rules to protect organizations from
the burdens of complying with requests for documents made
as part of an organized harassment campaign. One approach
to this issue would be to apply a limit on the number of
requests that the organization would be required to fulfill
within a given period. We would appreciate the views of the
Subcommittee regarding appropriate means of addressing
this issue.

D. Additional Information to be Provided on Form 990

The Form 990 should provide the public with all informa-
tion related to the consistency of the organization’s activi-
ties with the standards for tax exemption. Both current law
and the Administration’s proposal include excise taxes on
activities inconsistent with the standards for exemption. As
described above, the Administration’s proposal includes a
tax on excess benefits that would generally violate the
prohibition on inurement. Under current law, sections 4911
and 4912 impose taxes on excess and disqualifying lobbying
expenses. To ensure that the public has access to informa-
tion regarding transactions that give rise to these excise
taxes, the Administration’s proposal requires an organiza-
tion to report on its Form 990 the payment of tax imposed
by section 4911 or section 4912, and transactions involving
the payment of excess benefits subject to the proposed
excise tax, including excess benefits for which the tax was
asserted but then waived due to repayment.

The Form 990 should also provide interested members of
the public with information regarding significant changes in
the management of an organization. Therefore, the Adminis-
tration’s proposal would require an organization to report on
its Form 990 changes in the membership of its governing
board, and a change in the identity of the certified public,
accounting firm retained by the organization to examine its
books and records.

Our colleagues at the IRS have been working with the
Subcommittee staff to identify means by which the Form
990 may be improved. As a result of these efforts, the IRS
has already made several changes to the Form, including
the separate listing of cash and noncash contributions and
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expenditures, and expanded information about transactions
involving key employees or related persons. In addition, the
IRS is studying the issue of the reporting of fundraising fees
and activities. We welcome any further recommendations
that the Subcommittee may have in this area,

E. Disclosure of Nonexempt Status

We propose one additional measure that, although not
directly related to compliance with the standards for tax
exemption, would improve compliance with the provisions
regarding the deductibility of charitable contributions. Sec-
tion 170 allows a deduction for contributions or gifts to or
for the use of certain types of organizations, including those
that are exempt under section 501(c)3). Many organizations
that are tax-exempt, however, are not eligible to receive
tax-deductible contributions. Prior to 1988, tax-exempt or
other nonprofit organizations were not required to disclose
to potential contributors that contributions to these organi-
zations are nondeductible. Section 6113 of the Code, enacted
as part of the Revenue Act of 1987, requires such a disclo-
sure by tax-exempt organizations ineligible to receive de-
ductible contributions. Contributors could mistakenly
believe, however, that they can deduct contributions to any
nonprofit organization. Therefore, the Administration’s pro-
posal would amend section 6113 so that a nonprofit organi-
zation that refers to itself as such in a fundraising
solicitation would have to disclose that contributions to the
organization are not deductible.

Mr. Chairman, these are the measures the Administration
proposes to improve compliance with the tax laws by public
charities and certain other tax-exempt organizations. Our
proposal is a measured response to the types of abuses that
have caused concern. The proposed excise tax on excess
benefits would deter insiders of an organization from using
their positions of influence to receive unreasonable compen-
sation or to cause the organization to enter into non-fair
market value transfers, In addition, our proposed disclosure
measures would significantly improve the public’s ability to
hold exempt organizations accountable for the ways in
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which they use their resources. On the other hand, our
proposals would mot interfere with legitimate exempt
activities.

The Administration’s proposal would substantially reduce
the occurrence of the types of abuses that have caused
concern, thereby restoring confidence in the charitable com-
munity. These are goals shared by all, including the vast
majority of charitable organizations that devote their re-
sources to.worthy charitable purposes. Therefore, we ask
the members of the Subcommittee and the charitable com-
munity to support -our proposal and help us achieve these
important goals.

Mr. Chairman, this concludes my prepared remarks. I am
available at this time to answer any questions you or the
other members may have regarding the Administration’s
proposal,

-

' A substantial contributor to a private foundation is a person who
contributed or bequeathed to the foundation an a gate amount
that exceeds the greater of $5,000 or 2 percent of the total contribu-
tions and bequests received by the foundation before the close of the

ear in which the foundation receives the contribution or bequest
rom the person in question. Code ?§507(d)(2); 4946;&&)‘

* The members of an individual's family woul determined
under section 4946(d) of the Code, which would be amended (for
purposes of both the private foundation rules and the proposed
excise tax) to include an individual's siblings as members of the
individual's family.

’Certain organizations are e:emrted by statute from filing a
Form 990. These organizations are (1) churches and certain church-
related organizations, and (ii) certain organizations that normally
have annual receipts of $5,000 or less. In addition, the filing
requirement does not apply to the exclusively religious activities of
a religious order. The statute provides the Secretary with the
authority to relieve other organizations from the filing réquirement.
This authority has been exercised to exempt from filing, for exam-
ﬁle. organizations other than private foundations that normally

ave annual gross receipts of not more than $25,000. For a list of
other organizations exempted from the filing requirement by ad-
ministrative discretion, see section 1‘6033-2(5)(1} of the regulations
Eng Revenue Procedures 83-23, 1983-1 C.B. 687, and 86-23, 1986-1
.B. 564,

End of Text
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(Note: The revenue ruling is scheduled to appear in Internal Revenue Bulletin 1994-21, dated April 4, 1994.)

Part |
Section 6621.— Determination Rate of Interest
26 CFR 301.6621-1: Interast rate.

Rev. Rul. 94-21

Section 6621 of the Internal Revenue Code establishes
differential rates for allowance of interest on tax overpay-
ments and assessment of interest on tax underpayments.
Under §6621(a)1), the overpayment rate is the sum of the
federal short-term rate plus 2 percentage points. Under
§6621(a)2), the underpayment rate is the sum of the federal
short-term rate plus 3 percentage points.

Section 6621(c) of the Code provides that for purposes of
interest payable under §6601 on any large corporate under-
payment, the underpayment rate under 6621(a)2) shall be
applied by substituting "5 percentage points” for “3 percent-
age points.” See §6621(c) and §301.6621-3 of the Regulations

on Procedure and Administration for the definition of a
large corporate underpayment and for the rules for deter-
mining the applicable date. Section 6621(c) and §301.6621-3
are generally effective for periods after December 31, 1990.

Section 6621(b)(1) of the Code provides that the Secretary
shall determine the federal short-term rate for the first
month in each calendar quarter.

Section 6621(b)(2)(A) of the Code provides that the federal
short-term rate determined under §6621(b)1) for any month
shall apply during the first calendar quarter beginning after
such month,

Section 6621(bX2)B) of the Code provides that in deter-
mining the addition to tax under §6654 for failure to pay
individual estimated tax for any taxable year, the federal
short-term rate which applies during the third month follow-
ing such taxable year shall also apply during the first 15
days of the fourth month following such taxable year.

Section 6621(b)3) of the Code provides that the federal

short-term rate for any month shall be the federal short-
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