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1421 Jefferson Davis Highway
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Office of Management and Budget
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Eisenhower Executive Office Building

725 17th Street, N.W.

Washington, D.C. 20502

Attn.: Ms. Katherine Astrich

Re:
Governance Standards for Central Nonprofit Agencies and Nonprofit Agencies Participating in the Javits-Wagner-O’Day Program
Goodwill Industries of Southeastern Wisconsin, Inc. (“Goodwill”) submits these additional comments in response to the notice of proposed rulemaking published November 12, 2004 (the “Notice) by the Committee for Purchase from People Who Are  Blind or Severely Disabled (the “Committee”).  One of over 200 autonomous organizations making up the Goodwill network, Goodwill supports the comments recently submitted by Goodwill Industries International, Inc. on behalf of its member organizations.  On December 13, 2004, Goodwill submitted comments to the Office of Information and Regulatory Affairs regarding the information collection aspects of the proposed rules.  In these comments, we address the substance of the Committee’s proposal.

As a major provider of services to individuals with severe disabilities under the JWOD program, Goodwill has a special interest in the proposed rules. Our mission is to provide work opportunities and skill development for individuals with disabilities and other barriers to employment.  Our territory covers 23 counties in Southeastern Wisconsin and Metropolitan Chicago.  In pursuit of our mission, we employ over 3,000 individuals pursuing a diverse set of activities, including retail stores and donation centers, government-funded human service programs, commercial services for private companies, and services for government agencies.

Under the JWOD program, Goodwill currently employs over 700 blind or severely disabled individuals at Great Lakes Naval Base in Great Lakes, Illinois.  These individuals provide a wide range of services for the United States Navy, including food services, administrative services, logistics services, and other functions. The food service operation at Great Lakes has received the Ney Award, the Navy’s highest honor for galley operations.  In 2004, Goodwill was designated Employer of the Year by the Anixter Center, Jewish Vocational Services, and Haymarket Center, and was honored with the American Legion Certificate of Appreciation at both the national and state levels.  By contracting with Goodwill through NISH, the Navy has been able to receive excellent service at a competitive price, while generating high-quality jobs and opportunities for advancement for our employees with severe disabilities. In short, Goodwill’s operation at Great Lakes has been a tremendous success for Goodwill, for the U.S. Navy, and for the individuals we serve.

No one would dispute that the Committee’s stated purpose of ensuring the integrity of the JWOD program is a sound one.  Our concern, however, is that the Committee – swept up in the tide of public opinion that seeks greater accountability for nonprofit management – has lost sight of its preeminent objective.  The proposed rules will not assist the Committee in advancing its mission of creating opportunities to employ individuals with severe disabilities through contracts with the federal government.  To the contrary, the rules would be counterproductive. We urge the Committee to reconsider its proposal and to decline to adopt the new rules.

I. The Committee Must Supply a Factual Record To Justify the Proposed Rules.

Under the Administrative Procedure Act, a court will set aside agency action that is “arbitrary” and “capricious.”
  When deciding whether a federal agency has satisfied this standard in a rulemaking proceeding, the courts consider three issues: (1) whether the record in the rulemaking proceeding supports whatever factual conclusions underlie the rule; (2) whether the policy determinations behind the rule are rational; and (3) whether the agency has adequately explained the basis for its conclusion.  McGregor Printing Corp. v. Kemp, 20 F.3d 1188, 1994 (D.C. Cir. 1994) (hereinafter “McGregor”).


The courts have not hesitated to reverse actions by the Committee that fall short of these standards.  In McGregor, for example, the Committee had rejected a supplier’s challenge to its decision to place certain products on the procurement list.  The U.S. Court of Appeals for the District of Columbia Circuit overturned this ruling, pointing out that the Committee had offered no factual support for its conclusion that the blind workshop that received the contract would be capable of performing the work.

In McGregor, the Court rejected the Committee’s reasoning in a case where the agency action under judicial review – placing a commodity on the procurement list – fell comfortably within the Committee’s core set of statutory responsibilities.  As numerous other commenting parties have discussed, however, there is serious doubt that the Committee has any authority to promulgate rules imposing significant new requirements on JWOD agencies for corporate governance and executive compensation.
  This creates a heightened obligation on the Committee to explain its decision and to present facts that justify imposing such requirements on every JWOD agency.

The rationale provided by the Committee for the new rules, in its entirety, is as follows:

To date, the Committee’s regulations have not included governance standards.  While the Committee believes, based on its experience managing the JWOD Program, that the overwhelming majority of JWOD-affiliated central nonprofit agencies and nonprofit agencies operate in an ethical and accountable manner, recent accounts alleging (and public concern regarding) isolated instances of excessive compensation packages for nonprofit agency executives, a perceived lack of full disclosure in the financial reporting of nonprofit agencies, and the absence of formal guidelines to establish independent boards of directors for JWOD-affiliated central nonprofit agencies and nonprofit agencies have prompted the need for explicitly stated standards.  Therefore, in order to help maintain the integrity of the JWOD Program, the Committee is proposing to add the governance standards listed below to the regulations at 41 CFR 51-2.10.

This is exactly the type of  “terse and conclusory” analysis that the court rejected in McGregor.
  For reasons explained in detail below, the Committee’s sparse explanation does not meet the APA standard. 

II. The Proposed Rules Intrude on the Authority of the Internal Revenue Service and State Government To Oversee Nonprofit Organizations.
The proposed rules focus on two primary areas: executive compensation paid by JWOD-qualified agencies, and standards for how the boards of directors of JWOD agencies manage their entities.  In both cases, well-established rules and regulations developed by other agencies offer protection against the potential improper behavior identified by the Committee.

Like all other nonprofits, JWOD agencies must comply with the IRS’ private benefit and private inurement doctrines, which restrict the compensation that can be paid to managers.  No part of the net earnings of tax-exempt entities may go toward the benefit of private individuals.  If a section 501(c)(3) organization allows any part of its net earnings to inure to the benefit of a private individual, the organization will violate the requirements for tax-exempt status. A large body of statutory and case law provides guidance on what types of compensation are permissible. With respect to corporate governance, state legislatures create standards and monitor their effectiveness.  To the extent there are gaps in such standards, regulatory agencies are actively revisiting their rules and making improvements. The layers of regulation and oversight embodied in the Committee’s proposed rules are simply unnecessary.  And nowhere does the Notice attempt to reconcile the proposed rules with conflicting IRS requirements for executive compensation and state rules on corporate governance.

A.
Intermediate Sanctions Provide an Appropriate Remedy for Excessive Compensation Paid by JWOD Agencies.

The issue of abuse of nonprofit status by key managers, unfortunately, is nothing new.  For many years, Congress and the IRS have been concerned about situations in which individuals who control tax-exempt organizations have been able to extract excessive compensation.  It is this concern that prompted Congress to adopt “intermediate sanctions,” the name for penalty excise taxes that apply to 501(c)(3) and 501(c)(4) organizations.

Before the enactment of immediate sanctions, if a 501(c)(3) organization paid a manager excessive compensation, the only penalty the IRS could impose was to revoke the entity’s tax-exempt status.  Critics noted that this penalty was unduly harsh on the charitable organization when compared to the violation.  It had the effect of harming the organization and its exempt activities, while the individual who extracted excessive benefits went unpunished.  Congress evaluated the interests on both sides and developed a new set of penalty excise taxes, embodied in Section 4958 of the Internal Revenue Code, that would fall on the person who received the benefit, rather than on the charity itself.

Section 4958 imposes taxes on excess benefit transactions between the organization and “disqualified persons,” where the value of the economic benefit exceeds the value of the consideration provided.  A disqualified person is defined broadly to include anyone who has a substantial influence over the management of the affairs of the organization. The penalties under intermediate sanctions are significant.  The disqualified person must pay 25 percent of each excess benefit transaction.  If the violation is not corrected, the disqualified person must pay a tax in the amount of 200 percent of each excess benefit transaction.  Each organization manager who participated in the excess benefit transaction is subject to a penalty of 10 percent of the excess benefit, up to a maximum of $10,000 for each transaction.

The IRS actively enforces the intermediate sanctions rules against managers of 501(c)(3) organizations that have received excess benefits.  For example, a case went to trial in December 2004 involving the sale of a property to a charitable organization of which the seller was an executive and trustee.
  Yet the Notice never discusses why the IRS cannot be relied on to enforce its own rules against excess benefit transactions, or why the Committee must step into the role of compensation enforcer for JWOD agencies.

The proposed rules not only overlook Congress’ detailed mechanism of intermediate sanctions as the appropriate remedy for excessive compensation paid to executives of tax-exempt entities.  They also reinstate the discredited notion that unreasonable compensation should result in the “death penalty” for nonprofit organizations.  Congress noted that the IRS may impose intermediate sanctions in lieu of, or in addition to, revocation of an organization’s exempt status.  However, intermediate sanctions “are the sole sanction imposed in those cases in which the excess benefit does not rise to a level where it calls into question whether, on the whole, the organization functions as a charitable or other tax-exempt organization." Rather, “revocation of tax-exempt status, with or without the imposition of excise taxes, would occur only when the organization no longer operates as a charitable organization.”

Under the proposed rules, if the Committee determines that a JWOD agency executive is receiving excessive compensation, the penalty would be to cancel the agency’s JWOD contracts entirely.  This would be true even if the agency employs a substantial number of individuals with severe disabilities and meets all of the standards for tax-exempt status.  For those agencies whose JWOD contracts represent the majority of their exempt activities, the Committee in effect would be putting these agencies out of business.  For those agencies whose JWOD contracts represent a smaller portion of their business, the rules likely would prompt them to exit the JWOD program.  

In all cases, the effect of the rules will be to terminate the employment of large numbers of individuals with severe disabilities, thereby impairing, not promoting, the mission of the Committee.  That is precisely the imbalance Congress sought to correct by creating the more nuanced regulatory scheme of intermediate sanctions.  That is the appropriate regulatory framework for controlling the behavior that is of concern to the Committee.  

B.
The Committee’s Compensation Standards Conflict With Those of the Internal Revenue Service.

The Committee observes, somewhat casually, that “these proposed standards should not impose an undue burden on central nonprofit agencies, nor on nonprofit agencies, because such standards are common practice in nonprofit and business communities.”
  Actually, the regulations proposed by the Committee differ quite substantially from standards that traditionally have guided nonprofit organizations. The rules directly conflict with those standards.

An extensive body of law dictates what constitutes reasonable compensation in the nonprofit world.  Compensation set by a board of directors for a disqualified person in a nonprofit organization is presumptively reasonable, if three criteria are satisfied: (1) the arrangement must have been approved by an independent board; (2) the board must have obtained and relied upon appropriate comparability data; and (3) adequate documentation of this analysis must have been provided.  Appropriate data include compensation levels paid by similarly situated organizations, both tax-exempt and taxable, for functionally comparable positions; the location of the organization including the availability of similar specialties in the geographic area; independent compensation surveys by nationally recognized independent firms; and written offers from similar institutions competing for the services of the disqualified person.

The Committee jettisons these concepts, in favor of a new and radical notion of reasonable compensation.  First, the Committee asserts that executive compensation in excess of certain federal salary levels is presumptively unreasonable.  It explains that the JWOD program is a federal program and the funds obtained through the JWOD program are federal contract funds.  This argument, however, simply does not align with the facts.  Many private companies are also federal contractors.  That those companies pay managers’ salaries from revenues derived from federal contracts does not translate into arbitrary caps on those salaries. 

Having raised the argument about comparability with federal salary levels, the Notice makes no effort to develop or defend it.  For example, how do the job responsibilities and performance expectations of a senior federal employee compare with those of a director of a JWOD agency?  What rights does a federal employee have with respect to job tenure, termination and due process that are not available to a JWOD executive, who serves at the pleasure of the agency’s governing body?  How do federal pension, health and leave benefits match up with those for JWOD agency personnel?  On all of these topics, the Notice is silent.

Second, although the Committee would permit consideration of comparable salary data, it   would arbitrarily limit the universe of comparable data to compensation packages paid by other JWOD agencies, not other nonprofit or for-profit organizations.  Yet the IRS expressly permits consideration of salaries from similarly situated nonprofit and for-profit organizations in the calculus of reasonable compensation.  No explanation is offered for why only JWOD agencies may be considered.  The Notice also offers no guidance for how agencies whose JWOD contracts constitute only a part of their operations could reasonably compare their compensation levels to those of agencies whose JWOD contracts represent the majority of their business.

Other factors cited by the Committee – for example, size and complexity of the mission or charter, geographic area, financial condition, and position qualifications – are unnecessary because they would be subsumed in the analysis of comparable compensation data that the IRS requires all nonprofit organizations to undertake. By definition, similarly situated organizations would include only those that are comparable in size, complexity, and financial condition.

The Committee also indicates it will consider the relationship between compensation paid to managers and that paid to individuals in direct labor positions.  There is simply no legal basis for including this in an analysis of whether compensation is reasonable and based on fair market value for services rendered.  The only possible explanation is that the Committee seeks to generate data to support those who believe that the gap between the compensation levels of senior managers and direct labor production workers is too wide.  If so, we respectfully suggest that the Committee should say so directly and provide a factual record to defend that view, rather than make the dubious claim that this information should be part of a calculus of reasonable compensation.  

C. The Javits-Wagner-O’Day Act Does Not Empower the Committee To Impose Compensation Limits on JWOD Agency Executives That Are More Stringent Than Those That Apply to Nonprofit Agencies Generally.

The fact that the IRS already regulates executive compensation at JWOD agencies, while the Committee has proposed compensation criteria that directly conflict with IRS standards, raises the issue whether the Committee has the authority under the Javits-Wagner-O’Day Act to accomplish its stated objective.  The numerous comments filed to date in this proceeding offer ample evidence that the Committee has no statutory authority for imposing corporate governance standards, and we will not repeat these arguments here.  We add only the point that a comparison between section 501(c)(3) of the Internal Revenue Code and Javits-Wagner-O’Day Act leaves abundantly clear that, to the extent Congress considered this issue, it intended that the Committee apply the same standards of private inurement and private benefit that affect nonprofit organizations generally.

Section 501(c)(3) of the Internal Revenue Code lists the requirements for organizations that seek recognition of tax exempt status.  Among them is that “no part of the net earnings of [the organization] inures to the benefit of any private shareholder or individual.”  The JWOD Act provides that a “qualified nonprofit agency for other severely handicapped” means, in part, an agency “the net income of which does not inure in whole or in part to the benefit of any shareholder or other individual.”
  The prescription in the JWOD Act regarding private inurement is essentially identical to the qualification in Section 501(c)(3) of the Code.  Congress never contemplated that the Committee would decide to tighten the requirements for qualification in the JWOD program, so that  nonprofit organizations that satisfy IRS standards nonetheless would be barred from the JWOD program.

D. The IRS Is Increasing Accountability of Nonprofit Organizations by Enhancing Disclosure Requirements and Strengthening Oversight of Compensation Practices, with Additional Monitoring by Third Party Groups.


Implicit in the Notice is the assumption that the IRS has not been sufficiently diligent in tracking down abuse by key managers of nonprofit organizations. To be sure, like all federal agencies the IRS must fulfill substantial responsibilities with limited resources.  The IRS, however, has taken major initiatives to enhance accountability of nonprofit organizations.  These are some recent examples:  

· Modernized e-File (MeF) was launched in February 2004.  Tax-exempt organizations now may use electronic means to file their Forms 990, 990 EZ, 1120 POL, and extension Form 8868.  This alleviates, to a major extent, the Committee’s concern that Form 990s may contain stale data: “MeF addresses the need for faster and more complete data on exempt organizations, significantly reduces Form 990 submission error rates, and makes publicly disclosable EO data available sooner for both the public and law enforcement.”

· The IRS has launched the Exempt Operations Compliance Unit, an entirely new team staffed with revenue agents and tax examiners.  Using correspondence and telephone contacts, the unit addresses exempt organization noncompliance, thereby freeing field personnel to conduct face-to-face audits.  The IRS anticipates that this group will improve the quality of exempt organization reporting and public accountability.

· In August 2004, the IRS embarked on a new enforcement effort to identify and halt abuses by tax-exempt organizations that pay excessive compensation and benefits to their managers.  The agency is contacting nearly 2,000 charities and foundations to obtain more information about their compensation practices and procedures.  The Commissioner of the IRS commented that “[t]he IRS has an obligation to investigate questionable compensation practices and put a stop to abuses we find,” and “[w]e won’t let the misbehavior of a few organizations damage the credibility of the vast majority of law-abiding charities and foundations.”
  The effort will continue through 2005.

· Taking another step to tighten oversight of compensation practices, in October 2004, the IRS released its revised and expanded Form 1023, the application that each newly formed nonprofit must file to achieve recognition of tax-exempt status under Section 501(c)(3).  Driving the revisions was the IRS’ need to “capture information about potentially abusive transactions.” Toward this end, Part V of Form 1023 calls for extensive information regarding compensation and other financial arrangements between the entity and its officers, directors, trustees and independent contractors.  Form 1023 will screen many newly formed organizations with suspect financial relationships among insiders that otherwise might have obtained qualification under the JWOD program. 

Third party groups formed specifically to oversee nonprofit organizations are reinforcing the efforts of the IRS to enhance disclosure and increase accountability. Using the Internet and advanced technology, these organizations obtain information from public IRS filings, digest and analyze the data, and make the information easily accessible to donors and other stakeholders with an interest in tax-exempt organizations. Groups such as Charity Navigator, Better Business Bureau, and others form an additional bulwark to ensure that the public’s strong interest in holding nonprofit organizations accountable is satisfied.  As more timely information, better technology, and greater expectations converge to enhance accountability – not only of JWOD agencies but of all nonprofit organizations – this trend can only accelerate. 

E.    
Congress is Considering Sweeping Changes in the Form 990 Disclosure Requirements and Other Aspects of IRS Regulation of Nonprofits.

Although the IRS has monitored executive compensation for many years, there is no question that the scrutiny of tax-exempt organizations has intensified following the Enron scandal and the passage of the Sarbanes-Oxley Act.  Congress is now turning its attention to nonprofit organizations, to ensure that the regulatory systems in place are the most effective mechanisms for oversight of exempt organizations.  This provides yet another reason for the Committee not to interject its own views of how best to manage executive compensation and corporate governance by tax-exempt entities.


On June 22, 2004, the United States Senate Committee on Finance, under the Chairmanship of Senator Charles Grassley, released a draft white paper calling for major reforms in the oversight of nonprofit organizations.  The Committee called for comments and conducted hearings on its various proposals.  Among them:

· Five-year review of tax exempt status;

· Federal liability for breach of duty by directors;

· Stricter compensation guidelines, including:

· Annual, advance approval for any increases in compensation beyond an inflation adjustment;

· Public disclosure and explanation of compensation arrangements;

· Retention of independent compensation consultants reporting to the board; 

· Limits on travel expenses;

· Confirmation in the Form 990 that the board conforms to certain governance practices;

· Limitation of numbers of directors to between three and fifteen;

· Requirement that one-fifth of board members be independent;

· Authority of IRS to remove directors who violate self-dealing restrictions;

· Enhancement of Form 990 requirements, including more complete disclosure of related organizations and insider transactions; and

· Public disclosure of financial statements.

The Senate Finance Committee recognizes that these are complex issues with widespread implications, and that its proposals require input and review from many sources.  On September 22, 2004, Senators Grassley and Baucus invited the Independent Sector, a coalition of nonprofit groups, to create an independent panel to consider and recommend these or other actions to strengthen governance and promote ethical conduct by nonprofits.  Formed on October 12, 2004, this panel includes 24 nonprofit and philanthropic leaders representing a wide spectrum of public charities and private foundations from across the country, reflecting diversity in mission, perspective, and scope of work.  The project is on a fast track; the panel will present its findings and recommendations to the Finance Committee in the spring of 2005.  

The concerns cited by the Committee with respect to governance of JWOD agencies are no different from those identified by the Senate Finance Committee.  Whatever the merits of the specific recommendations for reform, it is Congress, with input from all affected parties, that is the appropriate forum for this type of discussion. It is they who have the staff, expertise, and judgment necessary to weigh the public interest in accountability and transparency, against administrative burdens and other risks to all charitable organizations and the constituencies they serve.  
F.
The Proposed Corporate Governance Standards Conflict with State Requirements.

The Committee’s proposed corporate governance directives could result in a situation where a JWOD agency is forced to choose between conflicting regulatory requirements. Traditionally, issues of corporate governance of nonprofit organizations have fallen within the purview of state legislatures.  In response to the Sarbanes-Oxley Act and situations of actual or potential abuse, several states either have adopted or are considering stricter oversight of nonprofit organizations. For example, California recently applied to tax-exempt entities many of the accountability standards found in the federal Sarbanes-Oxley legislation.  Similar legislation is being considered in New York and Massachusetts.  These proposals are likely to have a cascade effect, as the legislatures of smaller states adopt similar requirements once they gain consensus within the legislative and nonprofit communities.

The Committee has put forth a menu of criteria it believes represent best practices for corporate governance of nonprofits.  But what if the state statute under which the agency is organized has a different set of requirements?  For example, unlike the Committee’s proposal, the audit requirement in the new California law is limited to entities whose revenues exceed $2 million.  The Committee offers no road map for JWOD agencies that must navigate this set of conflicting regulations.


The convergence of Sarbanes-Oxley, new state requirements, and heightened public attention is producing a tangible and dramatic effect on how boards of directors manage nonprofit organizations.  According to the 2004 Grant Thornton survey of nonprofits, 48 percent of tax-exempt entities have engineered changes in their governance practices as a result of Sarbanes-Oxley.  This represents a 60 percent increase over 2003.  This trend will only continue as problems are spotlighted and best practices become more widespread.  As these legislative initiatives gain momentum, the objectives of the Committee will be achieved in due course, without enactment of the new standards. 

III.
The Proposed Rules Are Unworkable, Arbitrary, and Irrational.
The Committee has the obligation to articulate clearly the standards and expectations for qualification for the JWOD program.  Yet the proposed rules do not clearly define the Committee’s criteria for corporate governance and executive compensation.  In fact, the rules are self-contradictory.  If the rules were to be tested in court under the McGregor standard, the inevitable conclusion would be that they are arbitrary, capricious, and irrational. 

Here is one example. Proposed subsection (a) of Section 51-2.10 says that if the agency certifies that the prescribed governance mechanisms are in place, it will have satisfied the compliance standards.  Included among the criteria for certification is the requirement that the agency’s board of directors review and certify executive compensation packages.  Setting aside the awkward insistence on a double certification – the JWOD agency must certify that its board certifies compensation – it seems, at first blush, that a declaration by the entity that the necessary mechanisms are in place means it is home free.

Proposed subsection (b), however, casts doubt on that conclusion:  “In assessing the reasonableness of executive and other employee compensation,” the Committee will consider seven distinct criteria.  What happened in the transition from subsection (a) to (b)?  How did we go from a rule where the JWOD agency certifies compliance, to one where the Committee conducts some type of fact-finding review to assess the reasonableness of compensation?  The only possible interpretation is that, even if the agency certifies that it reviews executive compensation, the Committee will conduct a de novo review of the compensation paid by every JWOD agency.

Subsection (c) compounds the confusion.  JWOD agencies would be required to certify that the governance standards set forth in paragraphs (a) and (b) have been satisfied.  In other words, even though subsection (b) directs the Committee to consider the compensation criteria, under subsection (b) the JWOD agency must certify….what?  Subsection (b) does not refer to governance standards; it merely lists the factors that the Committee will evaluate in deciding if compensation is reasonable.  Must the agency certify that all of the seven compensation factors are satisfied?  That, taken as a whole, the criteria support a finding that the agency’s compensation is reasonable, even if some factors are not present?  And how can a JWOD agency make a certification regarding information outside its control, such as compensation paid to comparable agencies or by the federal government?  A JWOD agency attempting to comply with the new rules would be totally in the dark.

Proposed Form 405 brings this dilemma into stark relief.   The agency must certify that it meets the governance standards in subsections (a) and (b).  The only information the agency is obligated to provide, however, is information on total cash and noncash compensation paid to key employees.  In other words, the agency does not provide information on any of the factors listed in subsection (b) aside from compensation.  If an agency currently pays its top executive more than the top federal salary, but believes its compensation is reasonable in view of IRS guidelines and pay data from comparable organizations, would it be permitted to certify that it satisfies the standards in subsections (a) and (b)?  Or by so doing, would the agency face the risk that the Committee might later conclude it has filed a false certification?

Those agencies that volunteer that they do not comply with the governance standards must “attach an explanation and relevant documentation showing [their] progress toward meeting those standards.”  Consider a situation where the agency pays a senior executive an amount higher than the senior federal salary level.  By “progress,” does the Committee mean that the agency must indicate that it will reduce the executive’s compensation by a certain date?  Or is the agency free to present information as to why the compensation is reasonable?  If the agency were to persuade the Committee that the compensation, though higher than the benchmark, is reasonable, must this demonstration be repeated every year the agency files Form 405? 

Compounding the difficulty for JWOD agencies seeking to comply with the proposed rules, the Notice fails to provide clear definitions for numerous critical terms:

· The agency must certify that the board does not include “family members” of the agency’s “management team.”  Who are family members?  What individuals comprise the management team?

· The agency must review and certify executive compensation.  Certify as to what?  Subsection (b) says that the Committee will assess the reasonableness of executive and “other employee” compensation.  What other employees?

· The agency must certify that it “[t]urns over” board membership on a recurring schedule.  The proposed rule does not say what that schedule should be.

· The proposal creates significant confusion by using the terms “certification” and “validation” casually and interchangeably, and by bouncing between requirements for certification/validation by the agency to the Committee, versus certification by the board of directors of the agency.  For example, the agency must certify that the board of directors reviews and “validates” all IRS Form 990s and attachments, but the board “certifies” that such filings identify all sources of compensation income.  Is validation different from certification, or the same?  Since Form 405 will be due before Form 990, does the proposed rule require the agency to validate and certify previously filed Form 990s?  Is this intended to be different from the certification currently required under Form 990
? What is the justification for imposing certification requirements different from, or in addition to, what the IRS requires? And what does it mean to say the board will perform this certification, rather than an executive of the agency?  Does this mean that each individual board member will run the risk of perjury if a statement in the Form 990 is untrue?  To whom would the board make such a certification?

These are serious matters.  The making of a false, fictitious or fraudulent certification on Form 405 can subject the maker to criminal penalties.  When it calls for certifications with associated criminal penalties for false statements, the Committee has an obligation to state clearly and distinctly what must be attested.  The proposed rule fails to do so.  The rule is arbitrary and capricious, and would transgress established principles of due process. 

The list of ambiguities and contradictions in the proposed rule highlights the basic dilemma facing the Committee.  Executive compensation and corporate governance are complex areas, with long-established bodies of law.  There is simply no way that the Committee can fix these ambiguities, simply by tweaking its proposal to add a few definitions.  The Committee must confront the fact that it is delving into an established body of law totally outside its area of expertise.  The only alternative is to incorporate by reference all of the well-established concepts and requirements that govern nonprofit executive compensation and corporate governance.  The Committee effectively concedes as much, when it says that it will rely on the IRS’ definition of “key employee” for determining which managers’ compensation will be scrutinized.
  But this bandage approach ultimately fails; the Committee will never be able to foresee and consider all of the issues, nuances, and fact-specific situations that other agencies and the courts have confronted when considering excess benefits and corporate governance.  And one must question, again, how the public interest is served when one federal agency decides to incorporate by reference, and enforce, a body of law that is the appropriate province of another regulatory agency.

IV.
Under the Committee’s Leadership, the JWOD Program Is Thriving. 

The Committee acknowledges that the “overwhelming majority” of JWOD agencies operate in an ethical manner and that the instances where they do not are “isolated.”  Yet the Committee defends the proposed rules as necessary to “help maintain the integrity of the JWOD program.”  No explanation is offered for why such a draconian measure is appropriate if the occasions of abuse are minimal. The Committee does not identify those cases where “perceived” abuses have occurred, so there is no way to assess if the Committee’s proposed rules, in fact, would have prevented those situations from arising.  The link between the perceived wrong and the proposed remedy is absent.

The JWOD program is not at risk because of perceived unethical conduct by agency managers.  On the contrary, the program is expanding rapidly.  In fiscal year 2004, the number of people who are blind or severely disabled and who are employed under the JWOD program grew eight percent over the previous year, to a total of 45,303.  This is actually faster than the seven percent rate of growth in 2003.  In 2004, the wages of people who are blind or severely disabled increased almost 13 percent, to $366 million.  For the first time, the average hourly wage of people with severe disabilities working on NISH products rose above the minimum wage level. And in the key measure of direct labor hours expended by people with severe disabilities, the 2004 level exceeded that in 2003 by 8.25%, with a total of 40,794,368 hours.

It is noteworthy that until the Notice was issued, the Committee had expressed no concern about governance improprieties by JWOD agencies.  Over a year ago, the Committee published its Strategic Plan for the JWOD Program for 2005-07.
  That Plan focuses on how the Committee and its JWOD partners can more effectively promote the mission of increasing employment opportunities for individuals who are blind or severely disabled.  The Plan does not indicate that the Committee intended to clamp down on the internal governance and compensation policies of JWOD agencies.  In fact, among the list of specific potential threats to the JWOD program, a concern about governance and compensation abuses is not even mentioned.  Yet this now serves as the justification for a sea change in the approach to regulating JWOD agencies.

Much more relevant to the issue of program integrity has been the Committee’s efforts in the area of compliance.  Because the JWOD Act requires that a minimum number of direct labor hours be incurred by individuals who are blind or who have severe disabilities,
 the monitoring of agency compliance with direct labor ratios falls squarely within the core responsibilities of the Committee. Other contractors sometimes contend that certain federal requirements for goods or services should not be added to the procurement list, because JWOD-qualified agencies do not provide meaningful employment opportunities for individuals with disabilities.  The Committee’s effort to tighten compliance and to increase accountability by JWOD agencies has strengthened its ability to deflect such arguments. 


In evaluating the need for the rules, the Committee should also take into account the fact that this new regulatory framework would trigger a major diversion of the Committee’s resources and staff.  The Committee has described itself as a “micro-agency that oversees the JWOD Program with a 29-person staff.”
  The D.C. Circuit Court of Appeals has pointed to the “large scope of the [JWOD] program and the small size of the Committee’s resources.”
  Yet the burden on the Committee staff under the new rules would be enormous. Using seven detailed criteria, the Committee staff would be called on to assess, each year, up to 24,000 compensation packages from more than 2,000 JWOD-qualified agencies and 600 reporting agencies.


This assessment does not even take into account those situations where the Committee must conduct extended hearings.  A considerable number of JWOD agencies have managers whose compensation exceeds the federal salary guideline identified by the Committee as an appropriate threshold.  If the Committee were to disallow all compensation packages exceeding that salary benchmark, it can be anticipated that those agencies will not relinquish their JWOD contracts without a challenge.  The Committee staff will face a flood of hearings over contract cancellations.  

V.
Conclusion
The JWOD program has been a highly effective method of promoting work opportunities for individuals who are blind or who have severe disabilities.  Along with NISH and NIB, the Committee is to be commended for the progress it has made to promote the program, to streamline administrative requirements for JWOD agencies, to strengthen compliance, and to coordinate its efforts with the central nonprofit agencies, all in the interests of JWOD participants.  These efforts have paid off in the form of rising employment for individuals with disabilities, a greater number of JWOD agencies with robust capabilities, and satisfied government customers. In short, the Committee’s dynamic leadership within the current regulatory framework has successfully advanced the mission of creating employment opportunities for individuals with disabilities.


The proposed rules on executive compensation and corporate governance, however, represent a giant step backwards.  The rules are unnecessary, because regulatory agencies with expertise over nonprofit governance and compensation matters are actively reviewing and strengthening those requirements.  The rules are unworkable, because they lack basic definitions, impose ambiguous requirements for certification, and conflict with other laws that apply to nonprofit agencies.  Rather than promote the mission, the rules would impair the growth of job opportunities for individuals with disabilities. There is no reason why the Committee staff should devote its scarce resources to an area beyond its expertise, to address a problem that will be resolved in due course, as other agencies tighten scrutiny over nonprofit entities.  In short, we respectfully urge the Committee to reconsider and reject the proposal.

Very truly yours,

Terrence J. Leahy

Senior Vice President and General Counsel
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