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IRS ISSUES DRAFT OF “GOOD 

GOVERNANCE” PRINCIPLES FOR 

CHARITABLE ORGANIZATIONS

The IRS, on February 2, unveiled a draft of the agency’s “Good Governance Practices” for charitable organizations.  The occasion was a presentation by Marvin R. Friedlander, Chief, Exempt Organizations Technical Branch, Office of Rulings and Agreements.

The IRS is of the view that governing boards of charitable organizations should be composed of persons who are informed and active in overseeing the organizations’ operations and finances.  If a governing board tolerates a climate of secrecy or neglect, charitable assets are more likely to be used to advance an impermissible private interest.  Successful governing boards include individuals who are not only knowledgeable and passionate about the organization’s programs but also those with expertise in critical areas involving accounting, finance, compensation, and ethics.

Organizations with very small or very large governing boards may be problematic: Small boards generally do not represent a public interest; large boards may be less attentive to oversight duties.  If an organization’s governing board is very large, it may want to establish an executive committee with delegated responsibilities or establish advisory committees.

The IRS suggests that charitable organizations review and consider the following to help ensure that directors understand their roles and responsibilities, and actively promote good governance practices.  While adopting a particular practice is not a requirement for tax exemption, the agency believes that an organization that adopts some or all of these practices is more likely to be successful in pursuing its exempt purposes and earning public support.


Here are the proposed Principles (essentially reproduced verbatim):

· Mission statement.  A clearly articulated mission statement that is adopted by an organization’s board of directors will explain and popularize the charity’s purpose, and serve as a guide to the organization’s work.  A well-written mission statement shows why the charity exists, what it hopes to accomplish, and what activities it will undertake, where, and for whom.

· Code of ethics.  The public expects a charity to abide by ethical standards that promote the public good.  The board of directors bears the ultimate responsibility for setting ethical standards and ensuring that they permeate the organization and inform its practices.  To that end, the board should consider adopting and regularly evaluating a code of ethics that describes behavior it wants to encourage and behavior it wants to discourage.  The code of ethics should be a principal means of communicating to all personnel a strong culture of legal compliance and ethical integrity.

· Whistleblower policy.  The board of directors should adopt an effective policy for handling employee complaints and establish procedures for employees to report in confidence suspected financial impropriety or misuse of the charity’s resources.

· Due diligence.  The directors of a charity must exercise due diligence consistent with a duty of care that requires a director to act in good faith, with the care an ordinarily prudent person in a like position would exercise under similar circumstances, and in a manner the director reasonably believes to be in the charity’s best interests.  Directors should see to it that policies and procedures are in place to help them meet their duty of care, such as by (1) being familiar with the charity’s activities and knowing whether the activities promote the charity’s mission and achieve its goals, (2) being fully informed about the charity’s financial status, and (3) having full and accurate information to make informed decisions.  

· Duty of loyalty.  The directors of a charity owe it a duty of loyalty.  This duty requires a director to act in the interest of the charity rather than in the personal interest of the director or some other person or organization.  In particular, the duty of loyalty requires a director to avoid conflicts of interest that are detrimental to the charity.  To that end, the board of directors should adopt and regularly evaluate an effective conflict-of-interest policy that (1) requires directors and staff to act solely in the interests of the charity without regard for personal interests; (2) includes written procedures for determining whether a relationship, financial interest, or business affiliation results in a conflict of interest; and (3) prescribes a certain course of action in the event a conflict of interest is identified.  Directors and staff should be required to disclose annually in writing any known financial interest that the individual, or a member of the individual’s family, has in any business entity that transacts business with the charity.

· Transparency.  By making full and accurate information about its mission, activities, and finances publicly available, a charity demonstrates transparency.  The board of directors should adopt and monitor procedures to ensure that the charity’s Form 990, annual reports, and financial statements are complete and accurate, are posted on the organization’s public Web site, and are made available to the public on request.

· Fundraising policy.  Charitable fundraising is an important source of financial support for many charities.  Success at fundraising requires care and honesty.  The board of directors should adopt and monitor policies to ensure that fundraising solicitations meet federal and state law requirements and solicitation materials are accurate, truthful, and candid.  Charities should keep their fundraising costs reasonable.  In selecting paid fundraisers, a charity should use those that are registered with the state and that can provide good references.  Performance of professional fundraisers should be continuously monitored.

· Financial audits.  Directors must be good stewards of a charity’s financial resources.  A charity should operate in accordance with an annual budget approved by the board of directors.  The board should ensure that financial resources are used to further charitable purposes by regularly receiving and reading up-to-date financial statements, including Form 990, auditor’s letters, and finance and audit committee reports.  If the charity has substantial assets or annual revenue, the board of directors should ensure that an independent auditor conduct an annual audit.  The board can establish an independent audit committee to select and oversee the independent auditor.  The auditing firm should be changed periodically (e.g., every five years) to ensure a fresh look at the financial statements.  For a charity with lesser assets or annual revenue, the board should ensure that an independent certified public accountant conduct an annual audit.  Substitute practices for very small organizations would include volunteers who would review financial information and practices.  Trading volunteers between similarly situated organizations who would perform these tasks would also help maintain financial integrity without being too costly.

· Compensation practices.  A successful charity pays no more than reasonable compensation for services rendered.  Charities should generally not compensate persons for service on the board of directors, except to reimburse direct expenses of such service.  Director compensation should be allowed only when determined to be appropriate by a committee composed of persons who are not compensated by the charity and have no financial interest in the determination.  Charities may pay reasonable compensation for services provided by officers and staff.

· Document retention policy.  An effective charity will adopt a written policy establishing standards for document integrity, retention, and destruction.  The document retention policy should include guidelines for handling electronic files.  The policy should cover backup procedures, archiving of documents, and regular check-ups of the reliability of the system. [5.6]

Commentary: Throughout the course of the Charles Dickens novel A Tale of Two Cities, Madame De Farge knits; she indefatigably knits.  One can say with confidence she sticks to her knitting.  (Dear reader: Surely you can see this one coming.)  According to the second edition of the Dictionary of American Slang, the phrase stick to one’s knitting means to “attend strictly to one’s own affairs; not interfere with others; be singleminded.”


The mission of the IRS is to “provide America’s taxpayers with top quality service by helping them understand and meet their tax responsibilities and by applying the tax law with integrity and fairness to all” (IRS Web site and each issue of the weekly Internal Revenue Bulletin) (emphasis added).  The mission of the Tax Exempt and Government Entities Division is the “uniform interpretation and application of the Federal tax laws on matters pertaining to the Division’s customer base” (IRS Web site) (emphasis added).  The mission of the IRS and this Division is not to make pronouncements on “good governance” principles applicable (ostensibly or otherwise) to nonprofit organizations.  The agency really should attend strictly to its own affairs; not interfere with others.  The IRS should stick to its knitting.


There is nothing innovative in this list of charitable organizations’ “best practices” for board governance.  These elements have been hashed and rehashed by the Treasury Department’s Anti-Terrorist Financing Guidelines (see. e.g., the December 2006 issue), the Senate Finance Committee staff (see the August 2004 issue), Independent Sector’s Panel on the Nonprofit Sector (see, e.g., the June 2006 issue), and the Committee for Purchase from People who are Blind or Severely Disabled’s proposed best practices, not to mention countless state court opinions, books, pamphlets, and articles.


Some of the elements in this IRS package are unrealistic; a few are silly.  Is the IRS going to interview board members to assess whether they are sufficiently “passionate”?  How many charitable boards include an individual who is an expert in “ethics”?  Whose ethics?  How many boards have an expert on “compensation”?  How come the “critical areas” of board competence do not include law?  (After all, the IRS wants to see a “culture of legal compliance.”)  Since when does the board of a charitable entity have to represent a “public interest”?  This is the first time that the concepts of executive and advisory committees are disparaged.  (Usually, they are emblematic of good governance.)  The IRS word police will be out, checking to see whether mission statements are “clearly articulated” and “well-written” (an expenditure of effort better directed at private letter rulings).  It is not clear why the above-referenced conflict-of-interest policy does not apply to officers.  We wonder how many state attorneys general agree with the notion that “success at fundraising requires care and honesty.”  It is sufficient that fundraising materials be “accurate” and “truthful”; being “candid” (whatever that may mean in this context) isn’t required.  Mandating five-year changes in auditing firms is not always a good idea; this goes way beyond legal requirements and the IRS’s purview.  The idea of “trading volunteers” is unrealistic and downright wacky; these individuals are not tradable at will and the proposal ignores why individuals volunteer in the first place.  There is a total disconnect between a charity being “successful” and whether the compensation it pays is “reasonable”; a charity can pay excessive compensation and still be successful.  The advice about directors’ compensation ignores explicit language in IRC § 501(q); expense reimbursement is not compensation.  While a document retention policy is usually a good idea as an element of management, it is doubtful that is makes a charity more “effective” as a charity.


This is a major misstep on the part of the TE/GE Division.  These good governance principles should be jettisoned.  One, they add nothing of consequence to the body of information on the subject.  Two, as noted, the IRS lacks the authority to poke around in this area.  Three, too much of these principles is based on naïveté, non-sequiturs, and nonsensical statements.  Fourth, and this is the most important, agents outside of Washington are going to ignore the word “suggestions” and begin imposing these governance elements as law when processing applications for recognition of exemption and auditing tax-exempt organizations.  As to the last of these concerns, we have already seen this happen with respect to the matter of conflict-of-interest policies (which, not surprisingly, are mandated in these good governance principles).


Here is an agency that is way behind in the processing of applications for recognition of exemption, lacks the resources to timely respond to ruling requests, is overwhelmed by the need to issue guidance in connection with all of the new law provided by the Pension Protection Act, and is lagging in the provision of other needed guidance, such as comprehensive interpretation of the new tax shelter excise tax penalty rules (see below).  So, what does it do?  Rather than devote time and energy to these important tasks, it wanders off into an area over which it has little or no jurisdiction, issues materials that are of no practical assistance if only because they are redundant of the efforts of others, and sets up the greatest of likelihoods that these proposals will be applied by IRS agents as if they are law as a condition of exemption.  The IRS needs to abandon this project fast, to spare it further embarrassment and stem the spread of confusion in the field.
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