








POLICING THE GOOD Guys

disciplinary proceedings for such violations.453 The PCAOB has the
power to impose a wide range of sanctions, including suspension or revo-
cation of SEC registration for public companies in violation of the rules,
and the imposition of civil fines ranging from $100,000 to $15
million.454

FINRA regulates brokers and brokerage firms who are required to
be members of FINRA.455 The majority of FINRA's governing body is
drawn from outside the securities industry, which ensures public involve-
ment and transparency in its operations.456 FINRA derives its enforce-
ment powers from the Securities Exchange Act of 1934, as amended,
which authorizes the SEC to approve FINRA-promulgated standards and
rules.457 Although FNIRA is not structurally part of the federal govern-
ment, it exercises substantial oversight authority. For example, by virtue
of its relationship with the SEC, FINRA has the power to sanction those
who transgress its rules and levy fines.458 Enforcement actions taken by
FINRA may be appealed first to the SEC and then to a federal courts.459

To maximize the effectiveness and efficiency of regulation of the
charitable sector, the enforcement model of regulation is preferable to the
advisory or accreditation models. The enforcement model vests author-
ity to promulgate rules and to bring enforcement actions for wrongdoings
in the agency that has developed specialized expertise. Consolidation of
rule-making authority and authority to sanction transgressions in one
agency provides efficiencies in the administration of those rules; a sec-
ond agency does not have to interpret the rules of another agency to
enforce the law, as would be the case with the advisory model. An
agency with specialized expertise in the charitable sector could better
tailor enforcement rules to suit the unique aspects of the charitable sec-
tor-in particular, the lack of private interests with standing to enforce
breaches of fiduciary duties. Finally, under the enforcement model of
regulation, the rules promulgated by the enforcement agency apply uni-
versally to all organizations within the charitable sector. This in turn
assures comprehensive oversight of the charitable sector. Accordingly,
the new agency this Article proposes would follow the enforcement
model of regulation.

453 Id. § 7211(c).
454 See id. § 7215.

455 See id. § 78o-3(b)(8).
456 See FINRA, FINRA Board of Governors, http://www.finra.org/AboutFINRA/Leader

ship/PO09756 (last visited Nov. 2, 2009).
457 See 15 U.S.C. § 78s(b) (2006).
458 See id. § 78o-3.
459 See id. §§ 78s(d), 78y.
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B. Creation of a New Federal Charity Oversight Board to Regulate
Charitable Organizations

Over the past 50 years, there has been consideration of moving reg-
ulation of the charitable sector from the purview of the IRS. The Filer
Commission, in 1975, strongly endorsed retaining the IRS as the princi-
pal regulator of charitable organizations. 460 But the commission also
recommended the creation of an independent quasi-public agency, with
no regulatory powers, that would monitor and support the charitable sec-
tor and serve as its advocate before Congress.461 Ultimately, a wholly
voluntary organization, the Independent Sector, was formed in 1980 to
serve as the sector's advocate rather than the quasi-public agency envi-
sioned by the Filer Commission.462

In 1999, Professor Joel Fleishman proposed three alternative en-
forcement improvements for the charitable sector. His third and "last
resort" proposal was the establishment of an independent government
agency similar to the SEC or Federal Trade Commission.463 The new
"U.S. Charities Regulatory Commission" would be charged with all as-
pects of regulation of nonprofit organizations except the determinations
of tax exemption, deductibility of charitable contributions, and enforce-
ment of the unrelated business income tax because, as Fleishman as-
serted, these functions are inextricably a part of the tax collection
process. 464 Specifically, the proposed federal agency would

keep tabs on the procedural-not substantive-function-
ing of not-for-profit organizations so as to assure the
public that tax exemption is not used as a shield for
fraudulent or illegal purposes. It would be empowered
to investigate instances of alleged wrongdoing, it would
have the power to subpoena, and it could institute civil
or criminal proceedings as appropriate on its own mo-

460 FREMONT-SMITH, GOVERNING NONPROFIT ORGANIZATIONS, supra note 6, at 461.
461 See id. at 81-82, 461-62. Four years earlier, the Pearson Commission recommended

the establishment of a national Advisory Board on Philanthropy, which would evaluate the
performance of charities and the effectiveness of government regulation and propose improve-
ments for the sector. This proposal was not adopted. See id. at 80-81.

462 See id. at 462.
463 See Fleishman, Public Trust, supra note 205, at 172. Professor Nina Crimm also

advocates this approach. See Crimm, supra note 123, at 1192-94 (suggesting the creation of a
"new, independent, unbiased, and strong oversight agency, not beholden to politicians and
powerful citizens" to monitor charitable organizations and their managers. This new agency
would be independent of the IRS, thus allowing the IRS to be "free to return to its primary
duties as a collector of revenues.").

464 See Fleishman, Public Trust, supra note 205, at 189. Professor Fleishman notes that,

ideally, determination of exempt status would be made by the new U.S. Charity Commission,
but was concerned with the loss of 90 years of IRS institutional experience in exempt organi-
zation tax matters. See id.

[Vol. 19:1



POLICING THE GOOD Guys

tion. It would be charged with supervising interstate
charitable solicitation, and creating the guidelines and
disclosure requirements necessary to ensure that charita-
ble solicitation is not used for fraudulent purposes. It
would be responsible for monitoring the function of the
[not-for-profit] sector as a whole, gathering data and cre-
ating databases about the sector, commissioning studies
on various aspects of the sector, reporting periodically to
Congress on the operation of the sector, issuing regula-
tions to guide the sector in conforming with applicable
laws, and making recommendations for legislative
changes that may be thought desirable. 465

Under Fleishman's proposal, charitable organizations would still be
required to apply to the IRS for tax exemption and file their annual infor-
mation returns with the IRS .466

Recently, Professor Fleishman has changed his view,4 6 7 and now
advocates a proposal by Marcus Owens, a former director of the exempt
organizations division of the IRS, to establish a self-regulatory organiza-
tion under the supervision of the IRS that would function much like the
NASD (predecessor to FINRA).468 Under Owens' proposal, the new
self-regulatory organization would have the authority to promulgate rules
applicable to charitable organizations and advisors to charitable organi-
zations, process applications for exemptions, and conduct oversight of
the charitable sector through examinations. 469 Charitable organizations

465 Id.
466 Id.
467 See JOEL L. FLEISHMAN, THE FOUNDATION: A GREAT AMERICAN SECRET: How PRi-

VATE WEALTH IS CHANGING THE WORLD 256-59 (2007).
468 See Owens, supra note 130, at 11-15; see also Crimm, supra note 123, at 1192-94

(calling for a new federal government agency to monitor the charitable sector with an advisory
board made up of representatives of the charitable sector). Some doubt that creation of a new
agency, whether governmental or self-regulatory, at the federal level to oversee the charitable
sector will ever come to pass. Professor Fremont-Smith states:

Although a similar system [to the English Charity Commission] may have great
merit in the United States, it is naive to think that Congress would remove regulation
of charities and other exempt entities from the Service. The integrity of the tax
system rests in large part on assuring that it cannot be undermined through the use of
exempt entities. In addition, as concluded by critics of the Service, tax exemption
for charities is inextricably intertwined with administration of the tax on unrelated
business income as well as with the deductibility of contributions for purposes of the
income, estate, and gift taxes. Bifurcating regulation at the federal level would add a
third regime of regulation that would add immeasurably to complexity and delay.

FREMoNT-SMrrIH, GOVERNING NONPROFIT ORGANIZATIONS, supra note 6, at 465.
469 See Owens, supra note 130, at 13. Professor Fishman notes: "Fleishman would have

this agency enforce laws and regulations specifically targeting nonprofit fidelity to conflict-of-
interest, insider self dealing, transparency and comparable procedural standards enforced by
law." Fishman, Wrong Way Corrigan, supra note 6, at 591.
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could appeal adverse findings by the oversight organization to the IRS or
the courts. 470 The new oversight organization would be congressionally
chartered with a majority of its governing body appointed by the Com-
missioner of the IRS or the National Association of Attorneys Gen-
eral. 471 Funding for the new oversight organization would be provided
in the form of a credit against the net investment income excise tax as-
sessed to private foundations. 472 Public disclosure of the oversight or-
ganization's operations and financial records along with regular audits by
the General Accounting Office or the Treasury Inspector General for Tax
Administration would be required to provide transparency in the over-
sight organization's actions. 4 73

Like Owens and Fleishman, this Article advocates the creation of a
self-regulatory organization that would serve as the principal regulator of
the charitable sector, with the authority to enforce the federal tax laws
applicable to charitable organizations. As further explained below, the
structure and authority of the agency proposed herein would differ in
significant respects from the agencies proposed by Owens and Fleish-
man. In particular, the new agency would be a self-funded, independent,
and proactive regulator that would serve the dual purposes of curbing the
abuses that have eroded public confidence in the sector and educating
charitable managers of their obligation to be responsible stewards of
charitable resources. The agency proposed herein would function like
the PCAOB. Thus, the proposed agency will be referred to as the Fed-
eral Charity Oversight Board (Oversight Board).

1. Structure of the Oversight Board

The Oversight Board would be a federally chartered charitable or-
ganization, and Congress would have ultimate oversight of the organiza-
tion.474 The Oversight Board would be managed by a governing body
that would appoint and review the performance of key management offi-
cials. 475 The management officials would be charged with overseeing
the operations of the Oversight Board and would be required to report,
monthly, the performance of the Oversight Board to the governing body.
The governing body in turn would be required to report annually to a

470 See Owens, supra note 130, at 13-14.
471 See id. at 11-12.
472 See id.
473 See id. at 13.
474 This is similar to the structure of the American Red Cross, a congressionally-chartered

charitable organization. See 36 U.S.C.A. §§ 300101-300113 (West 2009). The Congressional
Charter for the American Red Cross was amended in 2007 to modernize its governance struc-
ture to focus on strategic oversight and good governance. See The American National Red
Cross Governance Modernization Act of 2007, Pub. L. No. 110-26, 121 Stat. 103 (2007).

475 Cf 36 U.S.C.A. § 300104; Bylaws of the American Red Cross, at 3-4, available at
http://www.redcross.org/www-files/Documents/Governancelbylaws-restated.pdf.
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congressional committee (perhaps through the Treasury Inspector Gen-
eral for Tax Administration). 476  In addition, an independent auditor
would annually review the operations and financial statements of the
Oversight Board and provide its report to the Board's governing body
and the congressional committee.477 All organizations exempt from fed-
eral income tax by virtue of being described in Section 501(c)(3) of the
Internal Revenue Code would be required to be registered members of
the Oversight Board as a condition of receiving and maintaining tax-
exempt status.

A significant portion of the governing body of the Oversight Board
should be comprised of representatives of various interests in the charita-
ble sector, including donors, beneficiaries, and representatives from the
regulated charities themselves. The charity representatives would fairly
represent the diverse interests in the charitable sector, and perhaps ex-
isting sector coalition groups, such as the Independent Sector,478 and the
Council on Foundations, 479 could appoint various representatives to
serve these roles.

Inclusion of the charitable sector's voice in its oversight is vital to
the effectiveness of the sector's regulation. The IRS currently seeks in-
put from the charitable sector through its Advisory Committee on Tax
Exempt and Government Entities. 480  Establishment of the Advisory
Committee signifies recognition of the need for input from the charitable
sector in formulating and maintaining an effective regulatory presence
over the sector.481 Inclusion of representatives of the charitable sector in

476 Cf 36 U.S.C.A. § 300110 (requiring the American Red Cross to file an annual report
with the Secretary of Defense, who in turn audits the report and submits the audited report to
Congress).

477 Cf. id. § 300112 (establishing an internal Office of the Ombudsman which monitors
the operations of the American Red Cross and annually reports to the Board of Governors and
congressional committees).

478 The Independent Sector is a nonpartisan coalition of approximately 600 charitable

organizations that serves as a leadership forum and legislative advocate for the charitable sec-
tor. See Independent Sector, About Us, http://www.independentsector.org/about/index.html
(last visited Nov. 2, 2009).

479 The Council on Foundations is a nonprofit association of approximately 2,000
grantmaking organizations that, among other things, acts as a collective voice for grantmaking
organizations before legislators and regulators. See Council on Foundations http://www.cof.
org/ (last visited Nov. 2, 2009).

480 The Advisory Committee was created under the Federal Advisory Committee Act in

1999 and held its first public meeting in June 2002. See FREMONT-SMITH, GOVERNING NON-

PROFIT ORGANIZATIONS, supra note 6, at 394-95. Members of the Advisory Committee are
appointed by the Secretary of the Treasury to serve for two-year terms. See id. at 394-95.

481 Professor Crimm also recognizes the importance of including representatives of the
charitable sector and suggests that an advisory committee comprised of representatives from
the charitable sector and representatives from states with the greatest concentration of charita-
ble organizations, such as the state attorney general, be formed to supplement her proposed
new federal regulatory agency for the charitable sector. See Crimm, supra note 123, at 1194.
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the governing body would also incorporate the concept of responsive
regulation in the oversight of the charitable sector: "[r]esponsive regula-
tion, for its part, emphasizes a dynamic non-adversarial approach where
regulators assist regulated actors in complying with the law, and where
regulated actors, as a reward for their cooperation, assist regulators in
crafting the regulatory environment. ''482 Responsive regulation enhances
the oversight of the regulated sector,483 and is especially vital for a sector
like the charitable sector, which has no self-interested private regulators.

Another reason to include charitable sector representatives is that
the charitable sector itself is the closest substitute to a private stakeholder
for the sound financial management of charitable organizations. As dis-
cussed earlier, private self-interest is the best guarantee of enforcing fi-
duciary duties.484 Private enforcement also creates a natural system of
checks and balances, which has no equivalent in the charitable sector.
This is because, regardless of their role within a charitable organization,
no private individual has a personal financial stake in the outcome of a
proceeding to enforce the fiduciary duties of a charity manager even if
the individual were granted standing to proceed with the suit.485 Any
recovery from the wrongdoer is exclusively for the benefit of the charita-
ble organization. 486 While a strong sense of duty to combat injustice
may nevertheless prompt some private individuals to maintain suits to
enforce breaches if granted standing to do SO,487 many private individuals
do not have the corresponding pocketbooks to proceed with litigation. 488

Similarly, the state attorney general does not benefit financially from the
successful outcome of a proceeding to correct abuses by charity manag-

482 Dennis J. Ventry, Jr., Cooperative Tax Regulation, 41 CONN. L. REV. 431, 437 (2008).
483 See id. at 439-68 (explaining how incorporation of responsive regulation into a new

cooperative tax regulation regime would improve compliance with the federal tax laws
generally).

484 See supra notes 201-10 and accompanying text.
485 See supra notes 223-26 and accompanying text.
486 See Cherry, supra note 359, at 571.
487 See, e.g., supra notes 250-52, 265, 301-02, 316-17 and accompanying text.
488 An example of the significant costs involved in bringing suit against a charity for

breach of fiduciary duty is that of Robertson v. Princeton, No. C-99-02 (N.J. Super. Ct. Ch.
Div. Dec. 12, 2008), in which the Robertson family alleged that Princeton University failed to
comply with the terms of a $35 million restricted gift the Robertsons had made to support the
Woodrow Wilson School at Princeton. Detailed information about the lawsuit is available at
http://www.princeton.edu/robertson/about. The case ultimately settled, and Princeton Univer-
sity was required to reimburse the plaintiffs $40 million legal fees incurred during the course
of the six-year litigation. See Princeton University, Settlement retains Princeton's control, use
of Robertson funds (Dec. 10, 2008), available at http://www.princeton.edu/robertson/state-
ments/viewstory.xml?storypath=/mainlnews/archiveS2281/66C43/index.xml (last visited
Nov. 2, 2009). Princeton estimates that each party would have incurred an additional $20
million in legal expenses had the case gone to trial. See id. Concededly, the Robertson case is
an extreme example of the litigation costs that could be involved. Yet even litigation costs of
$25,000 or $100,000 can prove to be a bar to otherwise motivated plaintiffs.
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ers. 489 The closest substitute to private individuals' motivation to correct
fiduciary behavior and preserve their own financial self-interest is the
sector's self-interest in maintaining public confidence in its integrity. In
order to retain this confidence, the public must view the charitable sector
as a proponent of good charitable governance, having no tolerance for
persons who abuse their charitable positions for their own self-interest.

While an entirely self-regulatory model may also promote an envi-
ronment ripe for abuse,490 collaboration between the charitable sector
and government regulatory agencies in formulating an effective regula-
tory regime to remedy fiduciary wrongdoings would best fill the void
created by the lack of natural self-interested parties. To this end, a ma-
jority of the governing body of the Oversight Board would be comprised
of representatives from government agencies that have a significant in-
terest in maintaining the integrity of the charitable sector. These constitu-
encies would include the IRS, the state attorneys general, perhaps
represented by appointed representatives from the National Association
of Attorneys General491 or the National Association of State Charity Of-
ficials, 492 and the federal granting agencies that provide significant funds
to the charitable sector.

The agency would be self-funded through the imposition of a
mandatory annual fee charged to all tax-exempt charitable organizations
required to file an annual information return.493 The fee would be deter-
mined on a sliding scale based on a charity's asset size, gross revenues,
or some combination of both, so as not to impose an undue burden on
smaller charities. An average $300 annual fee would result in approxi-

489 See supra notes 201-10 and accompanying text.
490 Cf. Fishman, Wrong Way Corrigan, supra note 6, at 591 (criticizing self regulation by

an industry group as "self protection" and arguing that self regulation is ineffective without the
threat of substantial government intervention); Chester, Improving Enforcement Mechanisms,
supra note 13, at 451 (observing that although internal regulation of the charitable sector may
have worked to curb abuses in some instances, recent abuses have shown that internal regula-
tion is insufficient to comprehensively regulate the sector); Jonathan R. Macey, Administrative
Agency Obsolescence and Interest Group Formation: A Case Study of the SEC at Sixty, 15
CARDozo L. REV. 909, 913-14 (1994) (discussing the problem of capture of self-regulatory
organizations by those being regulated in the context of purportedly obsolete agencies).

491 The National Association of State Attorneys General is a membership organization for
the state attorneys general that facilitates interstate cooperation on legal and law enforcement
issues. See National Association of State Attorneys General, About NAAG, http://www.naag.
org/aboutnaag.php (last visited Nov. 1, 2009).

492 The National Association of State Charity Officials is an association of state officials
charged with the regulation of charitable organizations and charitable solicitation that pro-
motes cooperative state regulation of the charitable sector. See National Association of State
Charity Officials, Welcome to NASCOnet.org, http://www.nasconet.org/ (last visited Nov. 2,
2009).

493 Notably, churches would be exempt from paying an annual fee, as they are exempt
from the requirement to file annual information returns. See I.R.C. § 6033(a)(3)(A)(i) (2006).
Nonetheless, churches would be required to register with the Oversight Board.
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mately $300 million in annual operating revenue for the agency-ap-
proximately five times that of the current annual operating budget of the
exempt organizations division of the IRS. 494 Since the new fee would
fund the federal oversight of the charitable sector, the stated justification
for the net investment excise tax on private foundations would no longer
apply;495 thus, this excise tax should be repealed.49 6 Additionally, the
Oversight Board could impose "application fees" on new organizations
seeking determination of tax-exempt status (as is the current practice), 497

and the Oversight Board would retain the excise taxes that it collects

494 The operating budget of the IRS exempt organizations division was approximately
$61 million in 2001, $65 million in 2002, $68 million in 2003, and $72 million in 2004. See
Owens, supra note 130, at 6. In comparison, the net investment excise tax collected from
private foundations was $720 million in 2001, $490.4 million in 2002, $262.7 million in 2003,
and $468.7 million in 2004. See id.; Internal Revenue Service Statistics of Income Division,
Table 1. Domestic Private Foundations: Number and Selected Financial Data, by Type of
Foundation and Size of End-of-year Fair Market Value of Total Assets, Tax Year 2004 [herein-
after IRS, Domestic Private Foundations], available at http://www.irs.gov/pub/irs-soi/04pfOl
ta.xis.

495 See supra notes 136-39 and accompanying text.
496 Given the current state of our economy, one may question whether Congress would

repeal any tax at this juncture. However, the net investment income excise tax is a negligible
portion of total tax revenues. In 2006, the IRS collected approximately $796 million in net
investment income excise taxes. See IRS, Domestic Private Foundations, supra note 494. The
same year, the IRS collected total tax revenues of approximately $2.5 trillion. See IRS DATA

BOOK 2006, at 3 tbl.1. Thus, in comparison to total tax collections, the excise tax on net
investment income is less than one-tenth of one percent of total tax revenues. Further, the loss
of revenue from the repeal of the net investment income excise tax would be partially offset by
a reduction in appropriations for the exempt organizations division of the IRS since that divi-
sion's responsibilities would be substantially reduced with the creation of the Oversight Board.
Finally, charitable organizations often supplement government entities in providing services to
individuals that government typically provides. See I.R.C. § 501(c)(3) (2006) (providing that
lessening the burdens of government is a charitable purpose warranting exemption from fed-
eral income tax). Increased effectiveness in the regulation of the charitable sector through the
Oversight Board would result in increased public confidence in the effectiveness and effi-
ciency of the charitable sector. This in turn could result in increased donations to charities and
increased utilization of fee-based services provided by charities. To the extent charities are
then able to expend more resources on services the federal government is otherwise required to
provide, less government appropriations would be required for those government services ful-
filled by the charitable sector.
Other commentators who advocate the creation of a new agency to monitor fiduciary behavior
of charity managers would give private foundations a credit against their net investment excise
tax liability for the mandatory annual fee paid to the new agency or earmark a portion of the
net investment income excise tax collected for funding of the new agency. See, e.g., Owens,
supra note 130, at 11-12; Mayer & Wilson, supra note 374, at 69-75.

497 The IRS imposes "user fees" on prospective charitable organizations that apply for tax
exemption. Effective January 3, 2010, the user fee is $850, but is reduced to $400 for organi-
zations that anticipate generating revenues of less than $10,000 annually. Internal Revenue
Service, EO Exemption Application User Fees to Increase in 2010, available at http://www.
irs.gov/charities/article/0,,id=212562,00.html. Similarly, the IRS imposes user fees on charita-
ble organizations that request guidance from the IRS in the form of private rulings. See Rev.
Proc. 2009-8, 2009-1 I.R.B. 229 (imposing a user fee of $8,700 for private letter ruling re-
quests made in 2009).
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from its enforcement of the federal tax provisions applicable to charitable
organizations.498 These additional revenues would enhance regulatory
efforts and educational programs for charity managers maintained by the
Oversight Board.

Similar to the English Charity Commission, results of investigations
by the Oversight Board would be publicly available. 499 Currently, evalu-
ation of the effectiveness of charitable regulators remains elusive be-
cause there is little published information on the redress required by the
regulator in many cases. Very few cases involving breach of fiduciary
duty have reached the courts. 5

00 Both charity managers and regulators
prefer to settle cases, and have traditionally kept settlements confiden-
tial.501 Professor Brody notes that "[i]invisibility at the information end
of the regulatory spectrum makes it hard to judge the level and the effec-
tiveness of regulators in influencing charity behavior-and whether reg-
ulators are motivated by their own or the public's interest. 50 2

Lack of transparency only breeds public distrust in the effectiveness
of the regulator, 503 and this distrust spawns into distrust of the sector as a
whole. 5°4 Since the charitable sector lacks private stakeholders, trans-
parency in the operations of the regulator is necessary to ensure public
trust in the efficacy of the regulator. Thus, public scrutiny provides a
natural check on the ability of the Oversight Board to carry out its re-
sponsibilities effectively. An additional check on the Oversight Board's
exercise of its enforcement power would be the ability to appeal the
Board's final decision through regular judicial channels.

498 This would include excise taxes collected from the enforcement of Sections

4941-4965 of the Internal Revenue Code.
499 Currently, the Internal Revenue Code includes privacy rules that severely limit the

ability of the IRS to make public disclosure of their enforcement actions over the charitable
sector. See I.R.C. § 6103 (West Supp. 2009) (amended by Pub. L. No. 111-3, 123 Stat. 8
(2009)); Owens, supra note 130, at 12-13 ("[S]ection 6103 effectively shields information
regarding a tax-exempt organization's behavior from public scrutiny until the behavior is so
violative of federal tax rules that exempt status is revoked."). As a quasi-public agency, the
Oversight Board could be allowed broader disclosure of its enforcement actions in a manner
analogous to the publication of FINRA enforcement actions. See Owens, supra note 130, at
12.

500 See Brody, Parochialism, supra note 25, at 948.
501 See id. at 948-49.
502 Id. at 950. In addition, the lack of publicly available information regarding the en-

forcement efforts of the state attorneys general and the IRS contribute to the uncertainty re-
garding the expanse of the abuse in the charitable sector. See Fremont-Smith Study, supra
note 10, at 25.

503 See Brody, Parochialism, supra note 25, at 948-50; cf. Patton, supra note 55, at 140
(commenting on the initial great success and later demise of the early English Charity Com-
missions model of enforcement: "The most significant lesson for the early success of the com-
missions was, perhaps, the commitment, confidence, and enthusiasm of those who served as
commissioners and jurors. However, as this public confidence and enthusiasm waned, the
efficacy of the commissions was fundamentally undermined.").

504 See supra notes 26-28 and accompanying text.
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2. Authority and Responsibilities of the Oversight Board

The Oversight Board would become the primary regulatory of the
federal tax laws applicable to charitable organizations, effectively replac-
ing the IRS in federal regulation of fiduciary behavior by charity manag-
ers. In this capacity, the Oversight Board would have a broad base of
authority to make initial determinations of the charitable status of organi-
zations seeking federal tax-exemption, receive and examine all annual
federal information returns required to be filed (e.g., Form 990, Form
990-EZ, Form 990PF, and Form 990-N), enforce all current excise taxes
in the Internal Revenue Code that influence both the fiduciary behavior
of charity managers and the preservation of charitable assets for public
benefit, 50 5 investigate and sanction organizations for violations of these
provisions, impose and collect sanctions for confirmed violations, and
revoke the tax-exempt status of organizations that no longer operate as
charitable organizations within the requirements of the Internal Revenue
Code. 0 6 Additionally, the Oversight Board would require "on-time" re-
porting50 7 of key events of charitable organizations, such as the proposed
merger of a charitable organization with another organization, or a self-
dealing transaction between a charitable organization and its "insiders"
that exceed a prescribed threshold. These reports would also be publicly
available. Requiring "on-time" reporting of key events would enable the
Oversight Board to respond quickly to transactions that could result in
the diversion of charitable assets for personal gain, and stop abusive
transactions from occurring for up to a year and a half before the annual

505 These excise taxes would include the private foundation self-dealing excise tax, the
private foundation tax on jeopardy investments, the private foundation excise tax on taxable
expenditures, the excise tax on termination of private foundation status, the excise tax on
excess benefit transactions between public charities and their insiders, and the prohibition on
political campaign activities of charitable organizations and corresponding limitations on
lobby activities. See I.R.C. §§ 4911, 4941-48 (2006).

506 As a starting point, the authority of the Oversight Board has been limited to only those

responsibilities exercised by the IRS that are reflected in current law.
507 "On-time" reporting entails disclosure of the material facts of the transaction through a

filing made with the Oversight Board within thirty or sixty days of the occurrence of the
transaction required to be reported. Federal securities law requires periodic disclosure of sub-
stantial financial and other information in order to assure availability of such information for
the protection of investors and prospective investors. See Crimm, supra note 123, at 1189-90.
In particular, public companies are required to disclose directors' and principal executive of-
ficers' interests in corporate property and contracts not made in the ordinary course of business
as well as corporate financial statements which include management discussion and analysis
reports informing investors about management's future projections of economic performance
of the company, including discussion of significant events or transactions that may have an
effect on the economic performance of the company which are not reflected in historic infor-
mation contained in the financial statements. See id.
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information return disclosing such transaction is filed with the Oversight
Board.

508

The IRS would retain authority to make all determinations regard-
ing validity of claimed charitable contribution deductions by taxpay-
ers, 5° 9 and to enforce the unrelated business income tax,5 10 the
employment tax,5 11 employee benefit plan rules,5 12 and similar generally
applicable tax rules that are also applied to other tax-exempt and taxable
organizations. These responsibilities are consistent with the IRS's pre-
dominant function to serve as the collector of tax revenues. 513 While
some argue that the determination of charitable status (and the corre-
sponding ability to revoke charitable status) is inextricably intertwined
with the efficient administration of the charitable income tax deduction
and the unrelated business income tax, 514 it is this Article's contention
that the IRS can still effectively enforce these provisions while giving the
Oversight Board authority to determine charitable status. For example,
in the vast majority of states that afford exemption to state income or
franchise taxes and sales taxes, evidence that an organization has been
determined to be a charitable organization by the IRS is sufficient to
qualify that organization for state tax exemption. 5 15 In addition, the En-
glish tax agency, HMRC, relies on determinations of charitable status by
the English Charity Commission to administer the charitable contribution
deduction of England's tax laws. 51 6 The long-standing reliance of these

508 Form 990, the annual information return for public charities, and Form 990PF, the

annual return for private foundations, are required to be filed on or before the 15th day of the
fifth month following the end of the charity's fiscal year, i.e., May 15th for a charity that
reports its financial information on a calendar year basis. See I.R.S. Instructions for Form 990
(2008), available at http://www.irs.gov/pub/irs-pdf/i990.pdf. In addition, a charity may extend
the filing deadline for its annual information return by up to six months, i.e., November 15th
for a calendar year-end charity. See id. Accordingly, a self-dealing transaction or excess ben-
efit transaction between a charity and its insider that occurs in January may not be reported to
the IRS until November 15th of the following year, almost two years after the breach of fiduci-
ary duty occurred.

509 See I.R.C. § 170 (West Supp. 2009).
510 See id. §§511-14.
511 See id. §§ 3401-06.
512 See id. §§ 3101-02, 3121-28.
513 See supra notes 146-60 and accompanying text.
514 See, e.g., FREMoNT-SMITH, GOVERNING NONPROFIT ORGANIZATIONS, supra note 6, at

465; Fishman, Agenda for Reform, supra note 327, at 189.
515 See, e.g., DEL. CODE ANN. Tit. 20 § 1-314(b)(6) (2008) (granting exemption from

franchise tax to any charitable corporation which has been determined by the IRS to be exempt
from federal income tax under Section 501(c)(3) of the Internal Revenue Code); TEX. TAX.

CODE ANN. § 171.063 (Vernon 2008) (same); FREMONT-SMITH, GOVERNING NONPROFIT OR-
GANIZATIONS, supra note 6, at 369 ("In a majority of states, exemption from sales tax as with
exemption from other state taxes will be granted upon a showing that the organization is
exempt from federal income tax by virtue of being described in section 501(c)(3) of the Inter-
nal Revenue Code.").

516 See LuXTON, supra note 434, at 444-45.
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taxing agencies on the charitable status determination made by another
government agency illustrates that determination of charitable status by
the taxing agency itself is not always an integral aspect of effective tax
regulation.

The Oversight Board would have specialized expertise in determin-
ing whether an organization's activities comply with the legal notion of
"charity. '517 The ability to make this determination is in no way en-
hanced by an agency's tax collection experience. By vesting this deter-
mination with a regulatory body focused solely on advancing laws that
ultimately protect the integrity of the charitable sector, it is argued here
that deference to the Oversight Board's determination of charitable status
would only enhance the administration of the charitable income tax de-
duction and the unrelated business income tax. Determination of charita-
ble status is just the starting point in administering these provisions.
There are still many issues involved in the administration of these two
provisions that fit more neatly with the IRS's role as a tax collector and
do not depend on the determination of charitable status, such as improper
valuations of donated property 51 8 and expense allocations for purposes of
the unrelated business income tax.5 19

The Oversight Board, in conjunction with the Department of Trea-
sury, would also have the authority to issue interpretive regulations of the
Internal Revenue Code provisions that it would enforce. Similarly, the
Oversight Board would receive authorization to issue interpretive public
and private rulings and procedural pronouncements, similar to the inter-
pretive rulings and procedural pronouncements issued by the IRS on tax
matters generally.

In addition to its primary regulatory function, a fundamental part of
the Oversight Board's responsibilities would include providing education
and guidance to the charitable sector regarding appropriate policies and
procedures to foster compliance with federal tax laws.520 Such guidance
is necessary to promote voluntary compliance because the vast majority

517 See HOPKINS, supra note 53, at 156-63 (distinguishing the common law meaning of
charity from the federal tax law meaning of charity).

518 See, e.g., Joint Committee on Taxation, JCS-02-05, Options To Improve Tax Compli-
ance And Reform Tax Expenditures (Jan. 29, 2005), at 277-307 (discussing various valuation
issues related to the charitable contribution deduction and proposed reforms to address these
issues, many of which were incorporated into the Pension Protection Act).

519 See FREMONT-SMITH, GovERNING NONPROFIT ORGANIZATIONS, supra note 6, at 295
(observing the need for more precise guidelines for the allocation of expenses to determine a
charity's unrelated business income tax liability, "an area in which the rules are unclear and
practice varies greatly").

520 In fact, the IRS currently undertakes educational efforts to inform charitable organiza-
tions of their responsibilities to maintain their tax-exempt status and provides newsletters,
workshops, and other educational materials for charities on its website. See IRS, Tax Informa-
tion for Charities & Other Non-Profits, http://www.irs.gov/charities/index.html?navmenu=
menul (last visited Nov. 2, 2009).
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of charity directors serve as volunteers52' and may otherwise lack the
resources and incentives necessary to become familiar with their duties
as responsible charity directors.

3. How the Oversight Board Would Improve Oversight of the
Charitable Sector

The proposed structure and responsibilities of the Oversight Board
squarely address the current financial, institutional, political, and agency
limitations impeding the effectiveness of the IRS as regulator of the char-
itable sector.522 By correcting these deficiencies, the Oversight Board
would substantially improve federal oversight of the charitable sector.

First, the Oversight Board is better equipped to address the financial
constraints that hinder IRS enforcement efforts. Because the Oversight
Board would be self-funded with annual fees charged to its constituents
rather than relying on appropriations from a legislative body, the Over-
sight Board would be given more flexibility to adjust its resources to
meet the regulatory needs of the sector. Initially, the amount of the an-
nual fees would be set to ensure that the Oversight Board received ade-
quate funding to maintain an effective enforcement presence and to hire
a sufficient number of qualified personnel to investigate suspected non-
compliance thoroughly. As the charitable sector grows, both in size and
wealth, the annual fees would correspondingly increase to enable the
Oversight Board to add resources to keep pace with the sector's growth.

Second, the creation of a new oversight body would mitigate the
institutional constraints that currently bind the IRS. 523 As a separate or-
ganization, the internal policies and procedures that bind the IRS would
not hamper the Oversight Board in determining how to most effectively
enforce the federal tax laws affecting charitable organizations. There-
fore, the Oversight Board would be free to develop its own procedures
that would be designed to most effectively and efficiently regulate the
fiduciary behavior of charity managers.

Additionally, establishing clear primary authority for oversight of
fiduciary behavior in a centralized federal agency relieves some ineffi-
ciencies in the regulation of the sector that have occurred as a result of
the increasing overlap in enforcement jurisdictions of the state attorneys
general and the IRS. 524 Professor Silber describes this phenomenon as
follows:

521 See supra note 22 and accompanying text.
522 See supra notes 119-210 and accompanying text.
523 See supra notes 146-68 and accompanying text.
524 Cf Silber, supra note 108, at 613 (asserting that overlap in the enforcement jurisdic-

tion of the state attorney general and the IRS may lead to weaker oversight of the charitable
sector as a whole, and advocating assignment of primary responsibility to enforce any particu-
lar issue to one agency or the other").
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Many believe that the overlap increases the probability
of prosecuting by one or the other agency and that the
ability to "pass the ball" serves a valuable function-
allowing the officials to avoid matters that are problem-
atic. Of course, if they both want to pass the ball rather
than receive it, the ball may be dropped.525

To address concerns about undue political influence,526 the Over-
sight Board's governing body would consist of a diverse group interested
in effectively regulating the charitable sector. The agency would be re-
moved from political influences, providing further legitimacy to its en-
forcement efforts. Including significant representation from the
charitable sector within the agency's governing body would guarantee
the agency's responsiveness to the needs of the charitable sector and its
protection against political favoritism.

Similarly, agency constraints would be relieved by inclusion of
charitable sector representatives in the Oversight Board's governing
body. As explained previously, the charitable sector itself is the closest
substitute to private self-interested watchdogs over violations of fiduci-
ary duties by charity managers. 527 Its self-interest lies in maintaining
strong public confidence in the vitality and integrity of the charitable
sector. The charitable sector representatives thus would be motivated to
ensure the Oversight Board works effectively to detect and remedy
wrongdoing in the sector. Also, by allowing the Oversight Board to col-
lect the excise taxes it imposes on charity managers and charitable orga-
nizations that have violated the federal tax rules governing fiduciary
behavior, the Oversight Board would have financial incentive to allocate
additional resources to monitor and investigate perceived abuses in the
charitable sector that would do the most harm. The excise tax revenues it
collects from increased enforcement efforts may offset the expense of its
increased efforts, thereby allowing the Oversight Board to realize a
budgetary return on capital. Increased enforcement presence in an area
of perceived abuse would also benefit the charitable sector because char-
ity managers who might otherwise engage in such abusive transactions
would be more reluctant to do so, thus, the occurrence of the targeted
abusive transactions would diminish, less charitable resources would be

525 Id. at 636.
526 See supra notes 170-200 and accompanying text. It is conceded that no agency can

be completely free from political influence. In fact, the agency proposed herein will likely
face lobbying efforts by constituent groups when the agency proposes new rules or modifica-
tions to existing rules. This type of "political influence" plagues most rule-making authorities,
government agencies, and self-regulatory organizations alike. The political influence refered
to here is the perception that enforcement efforts of the agency are politically motivated. See
id.

527 See supra notes 484-89 and accompanying text.
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diverted for private gain, and public confidence in the integrity of the
charitable sector would improve. The foregoing incentives would in-
crease the self-interest of the Oversight Board in ensuring effective and
efficient regulation of the charitable sector.

CONCLUSION

Substantial reform in the regulation of charitable organizations is
necessary to adequately curb reported abuses in the charitable sector. Ef-
fective regulation of the charitable sector increases public confidence in
the sector.528 Public confidence in the charitable sector is important to
the sector's well-being; the sector is reliant on public confidence for gra-
tuitous support. 529 Without effective oversight of the charitable sector,
public confidence falters, and as a result the vitality of the sector suffers.
Charities collectively possess a substantial amount of influence and
wealth that cannot be disregarded. Due to the "halo effect" of the chari-
table sector, charities are particularly vulnerable to being vehicles for
fraud and abuse. It is no coincidence that substantial Ponzi-type schemes
have victimized the charitable sector over five times in the past fifteen
years. 530 The charitable sector's perceived existence to "do good" makes
the public less skeptical of proposals given by or to charities, resulting in
an environment ripe for abuse.

Furthermore, regulatory reform is necessary to address self-policing
enforcement limitations unique to the charitable sector. The directors
and trustees who manage charitable organizations are primarily volun-
teers who do not necessarily have expertise in the laws regulating the

528 See Karst, supra note 82, at 434-35 ("Friends of private philanthropy will not mind

our looking over their shoulders. They know the continued existence of the institutions of
private charity will depend in considerable measure on public confidence in the efficiency of
those institutions.").

529 See Paul C. Light, How Americans View Charities: A Report on Charitable Confi-
dence, 2008, THE BROOKINGS INSTITrrTION ISSUES iN GOVERNANCE STUDIES, April 2008, avail-
able at http://www.brookings.edu/papers/2008/04_nonprofitsjlight.aspx.

530 See supra note 11. In addition to the four Ponzi-type schemes discussed in the
Fremont-Smith study, numerous charities were victimized by Bernard Madoff's $50 billion
Ponzi-type investment scheme. See Rick Cohen, Smug Board Members Had Warm Feeling
About Heat That Turned Out To Be Ponzi Fire, THE NONPROFmT TIMEs, Feb. 1, 2009, available
at http://www.nptimes.com/webex/09Feb/cl-2-1-09.html; Terri Lynn Helge, Other People's
Money: Implications of the Bernard Madoff Scandal on a Charitable Director's Fiduciary
Duties Regarding Investments, WESLEYAN LAWYER (Spring/Summer 2010), at 26, available at
http://law.txwes.edu/Portals/0/docs/adozier/45500_TWLSILawyerSpring09.pdf; Elanor
Laise & Dennis K. Berman, Impact on Jewish Charities is Catastrophic, WALL ST. J., Dec. 16,
2008, at A20. Disabling conflicts of interest and the failure to properly exercise a director's
duty of care have been cited as reasons why many charities invested with Bernard Madoff-
and lost. See Helge, supra at 26; Douglas Feiden & Greg B. Smith, State Investigation Ex-
poses Bernie Madoff Middleman J. Ezra Merkin's Charity Conflicts of Interest, N.Y. DAILY
NEWS, Jan. 17, 2009, available at http://www.nydailynews.com/money/2009/01/16/2009-O-
16_stateinvestigation-exposes berniemadof.html.
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governance of charitable organizations. Additionally, the charitable sec-
tor lacks natural external private forces to uncover and regulate unscru-
pulous behavior, such as shareholder derivative actions and market
constituents in the for-profit sector. There is no comparable private en-
forcement substitute in the charitable sector.

The policies underlying oversight of charitable organizations sup-
port maintaining primary responsibility for their regulation in a central-
ized authority. However, the financial, political, institutional, and
agency constraints imposed on the Internal Revenue Service and state
attorneys general make them unlikely to implement enough internal re-
form to be an ongoing, effective enforcement presence in the charitable
sector.

The creation of a new federal quasi-public agency with authority to
enforce federal tax laws applicable to charitable organizations would re-
move the financial, political, institutional, and agency handicaps that cur-
rent government regulators, such as the Internal Revenue Service, face.
The proposed agency would be a self-funded, independent, and proactive
regulator that would serve the dual purposes of curbing abuses that have
eroded public confidence in the sector and educating charity managers of
their obligations to be responsible stewards of charitable resources. The
agency would be primarily responsible for enforcing federal tax laws
aimed at influencing fiduciary behavior of charity managers and preserv-
ing charitable assets for public benefit. Its formation, therefore, would
separate the oversight of charity governance from the tax collection func-
tion, thus harmonizing the United States with other countries that have
established independent charity oversight agencies.
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