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Senate Finance Committee Proposes
Sweeping Changesin Nonprofit Regulation

The Senate Finance Committee has proposed ideasfor legidation that would significantly increase
regulation of tax exempt organizations. Committee Chair Charles Grassey (R-1owa) hasheld two
“Roundtable” discussionson these proposasandinvited further feedback fromthe nonprofit com-
munity. The Committee's"Discussion Draft,” released on June 21, 2004, includesdozens of pro-
posed changesto existing law intended to tighten oversight of and curb abuses by nonprofits,
induding:

= Five year review of tax exempt satusby the IRS. Every fiveyears, atax exempt organization
would berequiredto reapply to the [RSfor continuation of tax exempt status. Applicantswould be
required to pay adiding scale processngfee. Fallureto filethefive-year return could result inloss

of tax exempt status. |

The Committee’s draft
includes dozens of proposed
changes to existing law
intended to tighten oversight
of and curb abuses by
nonprofits.

w Apply privatefoundation self-dedling rulesto pub-
liccharities. Generdlly, any kind of sdf-dedling trans-
action betweenapublic charity and disqudlified per-
sonwouldresult in excise taxesto the disqualified
personsand the charity’ s managerswho approved
thetransaction. Intermediate Sanctionsruleswould
be modified accordingly.

[
w Donor advised fund (“DAF’) restrictions.

The Discussion Draft proposed 11 restrictions on DAFs, including (1) aDAF could not make
grantsto individualsor non-operating private foundations, (2) contributionsto aDAF other than
cash or publicly traded securitieswould haveto be sold within one year of contribution; (3) aDAF
would haveto secureagrantee' sacknowledgment that the grant will not convey aprivate benefit to
the advising donor; (4) private foundationscould not make grantsto DAFs, and (5) aDAFwould
haveto pay out 5% of the DAF s assets each year. A tax would beimposed on DAFsthat fall to
meet thispayout requirement.

= Revise exemption standardsfor credit counseling organizations. Nonprofitsthat provide such
counseling would be required to charge no fee or anominal fee for services provided to low-
incomeindividualsand families and would be subject to other new regtrictions. Senator Grasdey
indicated that greater regulation of credit counsaling groupswill behistop priority in drafting new
legidation.

(continued on page 2)
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NonProfit Regulation Changes......[continued from page 1]

w Form 990 changes. Tax exempt organizationsthat arerequired to filean |RS Form 990 would berequired to do
electronicaly. Increased disclosuresrequired on the Form 990 would includerelated organizations, insider transac-
tions, performance goals, frequency of Board meetings, and tax opinionsinvolving conflictsof interest transactions. A
nonprofit’s CEO would be required to signadeclaration under pendty of perjury that the nonprofit hasimplemented
policiesto ensurethat the Form 990 complieswith the Internal Revenue Code. The IRScould impose significantly
higher fines (up to $2 million per year) for failureto timely filethe Form 990 or to include required information.

= New Board duties and standards. The Board of atax exempt organization would be required to consist of no
fewer thanthree and no morethan 15 members. No more than one Board member could be compensated by the
organization, and acompensated member may not serve asthe Board Chair or treasurer. Any individua who isnot
permitted to serve on the board of apublicly traded company could not serve on an exempt organization’sboard.
The Board would have to establish program objectives performance measures, a conflicts of interest policy, and a
legal compliance program. ThelRSwould havethe authority to requiretheremova of any board member, officer, or
employeewhomit determineshasviolated prohibitionsagaingt excess benefit transactionsand private inurement.

= |ncreasing Sate and federa capacity for regulating exempt organizations. Congresswould appropriate an addi-
tional $200 millionto theIRS, and $25 millionin matching grantsto states, for regulation of tax exempt organizations.
Sateswould havethe authority to bring lawsuits againgt such organizationsbased onviolationsof federal tax laws. A
director of atax exempt organization could suetheorganizationinU.S. Tax Court, or fileacomplaint withthe IRS, if
thedirector allegesthat the organization hasviolated applicablelaws.

None of these proposals have yet been introduced aslegidation. The Finance Committee'sfirst Roundtable discus-
sion, held on June 21, 2004, was attended by hundreds of nonprofit executives and focused on abusesinthe non-
profit community. The second Roundtable, held on duly 22, 2004, was closed to the public. The approximately 100
inviteeswho attended were primarily nonprofit officialswho submitted comments on the Discussion Draft (http://
finance.senate.gov/stepages/round.htm).

Commentators generaly affirmed the Discussion Draft’stone and intent, and agreed with some of its substantive
provisons. For instance, most agreed that current enforcement of tax exempt lavsby the RS and state attorneys
general isinadequate, and needsto be strengthened through such means asincreased funding and changesto the
content and processing of Forms990. Many of the proposed governance provisions, however, particularly the 5-
year re-gpplicationrequirement, were opposed at the Roundtable. Some nonprofit officias expressed concern over
whether the IRS Exempt Organizations Division should betasked with greater responsibilitieswhen it is having
difficultly monitoring existing charitiesand enforcing existing laws.

w Senator Grassey plansto introduce some of the Committee’s proposals as legidation as soon asthisfall. A copy
of the Finance Committee’'s Discussion Draft isavailable onthe ECFA web Site, at http://www.ecfamembers.org/
pdf/discussion_draft.pdf. To comment on any of the Committee's proposals, contact the Committee or any of its
members, whose contact informationisavailableat http://finance.senate.gov/stepages'committee.htm.
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Liability & Risk Management

AmeriCorps Program Struck Down as Establisnment of Religion

Afederd district court has struck down the AmeriCorps Education Award Program (“Program”) onthe
groundsthat it hasthe effect of advancing religion, inviolation of the Establishment Clause of the First
Amendmert.

The Program is administered by the Corporation for National and Community Service (“CNCS”). It
provides participantsnationa service awardsfor completing atermof at least 1700 hoursof serviceduring
a9-12 monthperiod. Once participants have completed thisservice, they receive an award of $4725to
pay their sudent loansor educationa expenses.

TheProgramisadministered by AmeriCorpsgrantees such asstate and loca governmentsand secular and
religious nonprofit organizations. These granteesreceive $400 per Program participant fromAmeriCorps
in exchangefor recruiting, training, supervisng, and placing Program participants. Many of these Program
participants satisfy their nationa service requirement by teaching in Catholic schools. One of thelarger
granteesistheUnivergity of Notre Dame,
which joined the case as a Defendant-

Intervenor. The Court found that there was
TheAmerican Jawish Congress(‘AXC") @ totql _blurrlng_ o_f_ rellglou_s _and
chdr:eengedtheProgran’so?nsti;utiondity on-religious activities”...religious
intheU.S. Digrict Court for the Digtrict - .

of Columbia. On.uly 2, 2004, thecourt  @CtiVities were ongoing and com-

held that the Program violated the ~ mingled with secular activities...
Establishment Clause because:

1) The$4725 Program grants madeto teacherswho provided religiousingtruction as part of their national
servicedirectly funded and advanced religion. Many grantee schoolsrequired that Program participants
meet certainreligious criteriaand participatein prayer and religiousinstruction. Also, the Court found that
thesecular and rdigiousportionsof many grantees teaching wereso dosaly commingled asto beinsegparable,
resulting inthe direct funding of religion. For instance, Notre Damerequired itsAmeriCorpsteachersto
participate in prayer services, take courseson integration of faith and education, and livein “intentional

Nonprofit ~idtian communities.”

Alertis
published
monthlybythe  2) The$400 adminigtrative grants madeto religious schoolsdid not require themto separately account for
v rﬁ"rrr'r']aolfaw thefundsor exercisesufficient oversight over their useto ensurethat the fundswere used for purely secular

Gammon &  purposes. The Court found thesegrantsweretoo closely linked with the schools' religious purposesand
Grange, P.C. activities,

CNCS argued that under federa law and CNCS regulations, the Program participantsin religious schools
could teach rdigioussubjectsor lead sudentsin prayer during their “freg”’ time, and did not includethistime
aspart of their 1700 hoursdedicated to AmeriCorps-related nationa service. CNCSrequired participants

(continued on page 4)
|
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AmeriCorps Program......[continued from page 3]

to keep written recordsdocumenting these 1700 hours, avoid any religious prayer or instruction inthese hours, and submit
theserecordsto AmeriCorps. The AJC disagreed, claiming that thelack of adequate oversght sysemsmadeit impossble
for CNCSto monitor whether participants counted only “secular” teaching hourstoward their 1700-hour quota

Thecourt agreed with AJC. Citing CNCS'sapparently poor record-keeping practices, the court found that therewas*a
total blurring of religiousand non-religiousactivities’ when theteacherstaught religion classesin the same school inwhich
they recorded national service hours. Thecourt noted that religiousactivitieswere ongoing and commingled with secular
activitiesthroughout the entire school day. 1t determined that because of thisdirect funding of religiousactivity, one could
reasonably believe that the government was endorsing the teachersreligious messagesand “indoctrinating” studentswith
religionin violation of the Establishment Clause.

The court’sdecision emphasized CNCS'sfailureto put adequate oversight proceduresin place to ensure governmental
fundswerenot being used for religious purposesor activities. The Court suggested that CNCS should haverequired amore
specific accounting of thegrantees actual use of government funds. The court also suggested that it wasaviolation of the
Establishment Clausefor AmeriCorps granteesto require participants to hold specific religious beliefs or engagein specific
religious practicesasacondition of enrolling in AmeriCorps-funded programs.

The partieshave until the beginning of September to decidewhether to apped, and Notre Dame hasindicated that it will
appeal. If anappeal isfiled, however, some commentators believethat the court of appeals could resolve thedisputeona
satutory bads, and thereby avoid the difficult congtitutiond questionsaltogether. Thiscould limit any broader impact thet the
decision might have on other faith-based initiatives and related government programsthat fund religious organizations.
American Jewish Congressv. Corporation for National and Community Service, Civil Action 02-1948 (DDC July 2,
2004).

= This case raisesthe questions of whether and how faith-based organizations can receive and use
government fundsin their religious programs without violating the Establishment Clause. The
AmeriCorps caseopinion underscoresthat religiousorganizationsmust havereasonable oversight
and accounting systemsin placeto adequately document that government fundsarebeing spent on
purely secular ingtruction and activities. Beforeaccepting government funding, religiousorganizations
should count theadministrative, legal, and ministry-related costsof doing so.

Princeton University Sued For Diverting Donor-Restricted Funds

Heirsof the A& P supermarket fortune have sued Princeton University, claiming that Princetonillegally diverted over $100
million fromarestricted fund established by their parents.

In 1961, Charlesand Marie Robertson created the Robertson Foundation at Princeton and donated 700,000 sharesof A& P
stock, thenvalued at $35 million, to the Foundation. They created the Foundation to finance an expanded graduate program
at Princeton’sWoodrow Wilson School of Public and International Affairs. The Foundation’s Certificate of Incorporation
states that its purpose is to enable “men and women dedicated to public service [to] prepare themselves for careersin
government service, with particular emphasis on the education of such personsfor careersin those areas of the Federa
Government that are concerned with internationd relationsand affairs.” The Foundation's assets have sncegrown to over
$600 million.

(continued on page 5)
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Princeton Sued......[continued from page 4]

Although the Foundation isindependent from Princeton, Princeton exercises effective control over the Foundation by
virtue of itspower to appoint amgjority of the Foundation’strustees. Three of thetrustees—two of the Robertsons
children and their cousin—are plaintiffsin thelawsuit filed in New Jersey Superior Court.

Thelawsuit, origindly filed in 2002, was recently amended to allege that Princeton hasimproperly and systematically
diverted more than $100 million fromthe Robertson Foundation to variousuniversity programs outside the scope of the
Foundation’smission. It also alegesthat Princeton has attempted to fraudulently concedl itswrongdoing by refusing to
provide Robertson family trustees with accurate documentation on Foundation programs and expenditures, and by
meaking falserepresentationsin the Foundation’sannual written reports.

Theamended suit also allegesthat Princeton’s“donor shell game” extendsto other university programs. It states,
“Princeton hasapattern and practice of violating donors conditionsandimproperly spending restricted giftsin waysthat
benefit the university’sown genera fund.” Thelawsuit citesa 2003 memo by auniversity employee who allegedly
audited variousrestricted giftsfor Princeton’s Office of Religious Lifeand found Princeton had ignored the religious
purposesof donors giftsand diverted fundsintended for religiouslifeto non-religious uses.

The amended lawsuit requests punitive damages and Robertson family legal fees, and also asksthat the New Jersey
Superior Court:

= Order an amendment of the Foundation’s organizing document to remove Princeton’s controlling interest inthe
Foundation, and providethat al Foundation trustees be appointed by the Robertson family;

w Order Princeton to return control of the Foundation’sinvestment portfolio to the Robertson family; and

= Order Princeton to remburse the Foundation, withinterest, for al Foundation fundsthat werediverted and used for
iImproper purposes.

A statement by Princeton has accused the Robertson family of making * unsubstantiated and misleading claims.”

= Thiscaseraisesimportant issuesinvolving donor intent and control over giftsthat donorsgiveto
charities but designateor resrict for particular purposes Nonprofit organizationsshould adopt policies
regarding the acceptance and administration of such designated or restricted gifts. Among other
safeguards, charitiesshould requirethat any such gift beaccepted only if thedonor’sstipulated useis
consigent with thecharity’ stax exempt purposes. It isalsoadvisablefor thecharity toretain, through
awritten agreement with the donor, a “variance power” to apply the gift to other uses should the
charity determinethat thedonor’suseisnolonger consistent with the charity’spurposes. For more
information and general guidance, see Nonprofit Alert® M emo, Donor Designated Gifts: Pitfallsand
Provisos. Seelast pageto order.
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Nonprofit and Tax Exempt Organization | ssues

| RS Approves Scholarship Program I nvolving Student Fundraising

ThelRS hasruled that scholarship paymentsreceived by seminary studentswho agree, asacondition of recelving the
scholarships, to help raise fundsto pay for the scholarship programare excludible fromthe students' taxableincome.

The seminary’s scholarship program is designed to reduce the cost of seminary education to its studentswho are
pursuing seminary degrees, and to improve thestudents' theological and practical understandingsof Christian steward-
ship. Studentswho receivescholarshipsagreeto takea seminar to learn practical sewardship skillsand principlesand
practicesof fundraisng / “friend-raising,” thento apply those principlesthrough fundraising and donor relations activi-
ties.

Participating studentsarerequired to secure asponsoring church that makesafinancial commitment to the scholarship
program. They are also expected to provide names of potential new donorswhom they will contact about providing
financial support to the program. These contactsgive studentsan opportunity to apply the stewardship-related prin-
ciplesthey arelearning inthe program. The studentsare aso expected to send thank-you lettersand periodic reports
to pledging donors. However, the scholarshipsare not contingent on the studentsachieving any particular fundraising
targetsor other gods.

TheRSruled that the scholarshipsprovided through the programare* qualified scholarships,” which meansthat they
areexcludiblefromtherecipients taxableincome. For scholarshipsto be“qudified,” they cannot begiven as payment
for servicesthat are required asacondition of receiving the scholarship. Here, the | RS determined that eventhoughthe
scholarship recipientsare expected to providefundraising servicesto the seminary, those fundraising servicesare prima-
rily educationd innature, asthey help the students apply sewardship principlesand develop practical skills. ThelRS
congdersany benefit the seminary derivesfrom such servicesto be* coincidentd, insubstantial, and inconsequential.”
Accordingly, the IRSruled that the scholarshipsare qualified and excludiblefrom the students taxableincome. IRS
LTR 200414039.

= Thisprivateletter rulingtechnically appliesonly to the seminary and itsstudents, and isnot binding on
thelRSvisavisany other taxpayer. Whether a particular payment constitutesa “ qualified scholar ship”
isavery fact-specificdetermination. Sill, thisruling suggeststhat nonprofitscan structuretheir scholar-
ship programsto requirestudents, asa component part of their educational programs, to provide some
servicesthat practically benefit theorganization. Thisisgood newsnot only for theological schools, but
for any other educational institution that seeksto make education more affordablefor sudentswhile
deriving somebenefit from those students’ services. For moreinformation on thelegal issuesinvolved in
offering scholarships, see Nonprofit Alert® M emo, Scholarship & Tuition Reduction Programs. Please
contact Steve Clarkeat smc@qg-law.com or (703) 761-5000if your organization isconsidering the devel-
opment of such a scholar ship program.



mailto:smc@gg-law.com
http://www.gg-law.com/Publications/NonprofitAlertMemos/EmployeesVolunteers.lsp

Nonprofit Alert page 7 August/September 2004

| RS Approves Ancillary Joint Venture Between Nonprofit and For-Profit

The IRShasissued arevenueruling addressing acertain“ancillary” joint venture between anonprofit and afor-profit entity.

Revenue Ruling 2004-51 posesahypothetica scenario involving auniversity that offersteaching training seminars, and forms
an LLCwithafor-profit company that will offer the seminarsat off-campuslocationsusing interactive video technology. The
LL C'sgoverning documentsprovide that theuniversity controlsal content, teachers, and completion requirementsfor the
seminars, whilethe company controlsthelocations, administration, and marketing of the seminars. Thegoverning documents
aso limit theLLC'sactivitiesto conducting teacher training seminars, and prohibit the LLC fromengaging inany activitiesthat
would jeopardize the university’stax exemption. The university and company each hold a50% ownership interest inthe
LLC, proportionateto their respective capital contributions. Each party appointsthreedirectorsto the LL C'sgoverning
board.

ThelRSruledthat thisarrangement would neither jeopardizetheuniversity's
tax exemption nor result in unrelated businessincometax (“UBIT”), be- o . ; L
causethe L L C activitiesare essentially educational in natureandthusare ~ 11iS IS the first “ancillary” joint
substantially related to the university’ stax exempt purposes. Itcitedthe ~ venture ruling issued by the
university’scontrol over seminar content and teechers, andnotedthet the ~ IRS in the past several years
company’s LLC activities furthered—rather than undermined—the  jnyolving a nonprofit that en-
university’seducationa purposeindistributing the seminars. gages in a joint venture as a

Even if the LLC activities had not been substantially related to the |~ S€condary activity rather than
university' sexempt purposes, the IRSnoted that theLLC would notjeop- @ Primary activity.

ardize the university’stax exemption becausethe LL C activitieswere an
insubstantia portion of itstotal activities.

Rev. Rul. 2004-51 isthefirst “ancillary” joint ventureruling issued by the IRS inthe past severd yearsinvolving anonprofit
that engagesinajoint venture asasecondary activity rather thanaprimary activity. Inother recent IRSjoint venturerulings,
the charitiesinvolved had no activitiesother than thoseinvolved inthejoint venture. Asinthoserulings, thel RS suggestedin
Rev. Rul. 2004-51 that, to avoid UBIT, the charity must exercise sufficient control over thejoint ventureto ensurethat it
furthersthe charity’stax exempt purposes. However, the RS did not indicate what minimal level of control by acharity is
needed to ensurethat the venture s activitiesfurther exempt purposes. The RS makes such decisionson a case-by-case
bass. A“safeharbor” level of control would involve the nonprofit appointing amgjority of the directors/trusteesof ajoint
venture. To read this Revenue Ruling, click on http://www.irs.gov/publ/irs-drop/rr-04-51. pdf.
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Communications Law Developments

FCC to Auction Open FM Spectrum

The FCC will be accepting applicationsin August and conducting an electronic auction in November for new
commercial radio stationson 290 vacant allotmentsonthe FM dial acrossthe United States. Applicationsfor the
new gationsaredueonAugust 6, 2004. Nonprofit entitiesmay file applicationsfor new commercia frequencies, on
whichthey could either operate commercia or non-commercia stations. However, anonprofit would not be alowed
to participateintheauctionfor astation if amutually-exclusive gpplication for thestationsisfiled by afor-profit entity.
If multiple nonprofits(but no for-profits) apply for the same station, the FCC would use its comparative selection
criteriato avardthelicense. To seeadescription of gpplication and auction procedures, click on http://wireless.fcc.gov/
auctions/37

Legal Wake-Up Call Seminar Announced

Nonprofit leadersareinvited to join usfor our Legal Wake-Up Call at Gammon & Grange'sofficesin McLean,
Virginia, on\Wednesday, September 15, 2004, from 7:30-10:30 am. Thisisaninformational breskfast seminar
to discusstwo relevant nonprofit-related legal issues: Lobbying and Political Activity by Nonprofits, and Your
Nonprofit'sWebste. If you areinterested in attending, please RSV Pto jsh@qgg-law.comor call 703-761-5000.
Directionsto our office are available on our web site, at www.gg-law.com. If you areunableto attend but would
liketo beon our e-mall list, pleaselet usknow.

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

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