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I.  Introduction
Under regulations to the LISR Title III, applicants to the SAT seeking authorized donee status must submit a letter of accreditation from a competent government authority.  According to the regulation, this document must state the activities carried out by the applicant, the location of the activities, and the time period for the activities. The SAT has published a guide indicating the competent authorities for particular activities, and indicating, in some cases, the type of certificate issued by the authority.  For example, associations engaged in scientific or technological research must present the certificate of recordation in the National Registry of Scientific and Technological Institutions, and associations engaged in ecological research must obtain a certificate from the Secretary of the Environment and Natural Resources.
We understand that there is some confusion over the purpose served by the accreditation letter.  SAT clearly has a legitimate interest in ensuring that its eligibility determinations are based on full and accurate information.  The accreditation letter requirement is likely an effort to enhance the quality and accuracy of its determinations through supplementary information. 
However, the regulations do not explicitly require an evaluation by the accrediting agency of whether an association’s activities are publicly beneficial activities and thus render it eligible for authorized donee status, which is the question reviewed by SAT.  Nor do the regulations grant the accrediting agency authority to evaluate other criteria that must be met to obtain and maintain the status, such as not engaging in political activities or spending funds for activities outside the stated purposes.  
The only information that is to be provided by the agencies is the fact that the applicant is engaged in the activities it purports to engage in, and the time and place.  Thus, it appears that the requirement is a sort of governmental “check” on the representations made by the applicant to the SAT – an independent verification that the applicant is accurately relating its activities.  
This extra insurance built into the process for determining eligibility for authorized donee status is unique in our experience.  While the interest in assuring that applicants provide accurate information is valid, the use of government agencies and line ministries for this purpose poses problems.  
We discuss these problems in more detail below, after a comparative overview of approaches taken by other countries with respect to determining eligibility for tax exempt status. 
II.  
A Comparative Overview of Authorities Charged with Determining 
Eligibility for “Public Benefit Status”

Most civil law countries throughout the world, like Mexico, have adopted tax laws that provide exemptions designed to encourage certain activities that serve the public benefit. The activities that states have chosen to encourage, the benefits they confer, the designated regulatory authorities, and they procedures adopted vary from country to country.  
An important threshold decision is who should decide which organizations are deserving of tax exempt or public benefit status.  Various different approaches have been used, are there are advantages and disadvantages associated with each.   



(1) Determinations by Tax Authorities. In the majority of European countries, the determination of public benefit status is made solely by the tax authorities. Countries adopting this approach for at least some categories of public benefit activity include the United States, Denmark, Finland, Germany, Greece, Ireland, the Netherlands, Portugal and Sweden.  The United States and Canada also use this model.  
A number of Latin American countries also rely primarily upon tax authorities to register tax-exempt organizations.
  For example, in Brazil, the Federal Tax Bureau regulates not-for-profit organizations that are granted tax exemptions by the Federal Constitution. Though it does not technically have the authority to make an eligibility determination, NPOs must submit to the Tax Bureau an annual Declaration of Exemption of Income Tax for Corporations.
  In Venezuela, certain tax exemptions are granted in the Constitution, and organizations must demonstrate to the Tax Administration that they meet the requirements for the exemption. (Other exemptions are contained in laws or decrees, and are conceded by the Executive Branch.)  In Guatemala, Paraguay, and Bolivia, the Tax Administration registers or certifies organizations granted tax exemptions pursuant to the Income Tax Law.  And in Peru, both the recipients and donors of tax deductible contributions must register with the National Superintendent of Tax Administration.  

The determination of eligibility for tax exempt status is fundamentally a fiscal one, and thus tax authorities are generally best positioned to make it.  The approach is convenient as an administrative matter.  Moreover, if there is a specialized department within the tax office to deal with the determination, a high degree of expertise may well evolve.  A potential disadvantage, however, is the conflict of interest that may arise between the tax administration’s duty to maximize the tax base and the responsibility of granting public benefit status that leads to exemptions.    



(2) Determinations by a Single Ministry. The responsibility for determining which organizations should enjoy public benefit status (or more broadly, for regulating organizations fiscal and programmatic operations) is given in other countries, to a single ministry.  Such is the case in Argentina and Chile, where Ministries of Justices have extremely broad regulatory authority over NPOs. Bulgaria also vests authority with the Ministry of Justice, and Kosovo with the Ministry of Public Administration.  
Use of a functional ministry for oversight of NPOs and their tax eligibility often carries with it the significant drawback of politically motivated decision-making and excessive regulatory intrusion. Depending upon the ministry given responsibility, certain not-for-profit organizations– or even the entire sector – may have reason to fear bias or hostility.  A human rights organization that challenges the practices of the government is unlikely to easily obtain tax exempt status from the Ministry of Justice.  Indeed, in some countries, the assigned Ministry has an historical animosity or conflict with the whole of civil society that effectively chills the development of the third sector.       


(3)  Determinations by Courts. Some other countries, to avoid politicized decision-making, have placed the power to certify tax eligibility with the courts. Greece, Hungary, Poland, and Albania are taken this approach.  However, courts are often overburdened, which can make the registration process slow. Courts also deal with a wide range of issues, which can lead to a lack of expertise in public benefit issues, as well as inconsistent decision-making between various courts.


(4) Determinations by Commissions.  Perhaps the most innovative approach is that adopted in the United Kingdom: the public benefit commission, or as it is called in the U.K., the Charity Commission.  While the Charity Commission is part of Government, it is comprised of five Commissioners that are independent of the political process and the voluntary sector, with powers given by an Act of Parliament. The expertise and independence of the Commission ensure the quality, consistency, and non-political exercise of the eligibility determination.
   



(5) Determinations by Various Functional Ministries.  Very few countries in have spread decision-making authority among the line ministries.
  While this approach might seem useful in ensuring that ministries with appropriate expertise are evaluating public benefit activities (for example, the Ministry of Health would review the public benefit application of a not-for-profit organization (NPO) pursuing health-related activities), there are far more disadvantages. In fact, the approach raises a number of problems that effectively deter the operation of associations engaged in publicly beneficial activities and, in addition, frustrate a number of government agencies. 

When line ministries have authority for registering or certifying as tax exempt NPOs, there are inevitably “orphan” activities do not clearly correspond to any particular ministry. Similarly, an association may be engaged in several different activities, or in an activity over which more than one government agency has some competence. Consider, for example, a youth organization that promotes wildlife conservation or a think tank that promotes democracy and the free press.  In neither case it is clear which government agency is in the best position to accredit the association, and the confusion is likely to result in, at the very least, unnecessary delay and expense.  

More seriously, the danger of biased decision-making and antagonism between particular not-for-profit activities and line ministries is even more serious when the power resides in a variety of different agencies or line ministries than when it is held by one ministry.  Any organization that engages in advocacy of policies contrary to the government’s – environmental groups, health organizations, even cultural groups – is more likely to face discrimination if it must seek eligibility status from the ministry that has a particular interest in its activity.
  We have encountered instances in which, for example, no line ministry would take responsibility for disenfranchised groups, such as, for example, Roma (Gypsies) in Macedonia or Bulgaria.  Associations engaged in disfavored activities are effectively precluded from seeking authorized donee status, even though their activities may be exactly of the sort that should be encouraged through tax benefits.  The accreditation requirement thus unfairly prejudices certain groups committed to particular activities. 

III.  Analysis of Mexico’s Approach

Mexico’s approach appears to be a hybrid approach utilizing both the tax authority and the line ministries for the eligibility determination.  Although ultimate authority rests with the tax administration, the approval of a line ministry or competent government entity is required before SAT can make its determination. This effectively gives a variety of government entities a veto in SAT’s determination that an organization has met the basic requirements for authorized donee status. 
The most acute problem associated with line ministry involvement in the eligibility determination -- political bias -- may not be as serious a problem in Mexico as it has been in other countries, though we counsel that it can be a hidden problem.  Line ministries may, however, be “too jealous of their prerogatives to support the widespread emergence of  NPOs in their spheres.”
  And, a more generalized problem of unfairness and inadvertent discrimination is almost inevitable under a system that depends on a wide variety of government agencies to provide information, especially when procedures and criteria are not uniformly applicable to all agencies involved. 

Indeed, we have been informed that many Mexican agencies do not have clear procedures or criteria for accreditation, and that, where procedures exist, they may vary from agency to agency.  There is little guidance under the income tax law and regulations as to how the government entities should make their determination that the association is carrying out activities. This introduces inequity and discrimination, as well as inefficiency.  It is likely that some associations receive an accreditation through a basic “rubber stamp” process, whereby they submit a statement of their activities to the accreditor, which then passes the same information back to the association as an accreditation.  Other agencies may impose inspections and require various proofs before providing an accreditation letter.  In still other cases, perhaps the majority, the request for an accreditation letter is simply never responded to, resulting in an effective veto by the accreditor over a potential determination by SAT of authorized donee status. 

It might be possible for SAT to clarify or streamline the process for obtaining the accreditation letter.  For example, it could expand the list of activities and corresponding accrediting government entities, adding a “catch-all” entity assigned to accredit associations with activities that do not fall into the listed categories.  It could also issue regulations clarifying the purpose of the accreditation letter, establish procedures and criteria applicable to all relevant agencies, and monitor the actions taken by the agencies to ensure quality control.  

This approach might lighten the administrative burden on applicants, but would likely shift it to SAT.  SAT would then be in a position of overseeing and coordinating actions taken by the various government agencies pursuant to the new procedures and regulations.  But it is not clear that, even if the process were streamlined, there is much value to be gained from the involvement of both SAT and another government authority in the authorized donee determination.  
Indeed, the uniqueness of Mexico’s approach in using both tax authorities and line ministries in the process begs the question of whether the requirement of an accreditation letter is a necessary one – especially given the significant drawbacks associated with it. If not, it could be eliminated entirely, providing a concession to the third sector that would demonstrate good will, while ridding the SAT of an unwieldy and unnecessary requirement that serves no real purpose.  
IV.  
A Comparative Overview of Approaches to Ensuring Accurate Eligibility 
Determinations and On-Going Compliance 
The determination of which organizations meet the criteria for authorized donee status is an important one that has broad impact on the availability of social services in Mexico.  SAT has a strong interest in assuring a high degree of confidence in its determinations.  We explore in this section alternative methods of assuring that confidence, without resort to reliance on an accreditation letter for this purpose.   


A.  Process for Determining Whether Activities Are “Publicly Beneficial.”  Perhaps the most important question of the eligibility determination is whether the applicant engages in activities that are beneficial to the public, and thus is worthy of a tax incentive.  The implementing authority must compare the information provided to it by the applicant (or other sources) to the statutory language describing the activities that are tax exempt.

In the vast majority of systems with which we are familiar, authorities rely on the applicants themselves to report and describe the activities in which they are engaged or intend to engage.  The designated administrative authority rarely has the resources to independently verify the statements of the applicant, and generally prefers to commit administrative resources toward ensuring on-going compliance.  This is true in developed countries as well as in developing ones.  Accordingly, authorities have devised procedures that rely on self-reporting by applicants themselves. 
The United Kingdom, Canada, and the United States have developed procedures and application forms that maximize the accuracy of the information they receive about an organization’s activities.  Under the procedures they use, authorities require detailed information from the applicant about its activities, presented in a narrative form.  Carefully crafted application forms with explicit directions spell out the exact information required to be provided.  Applicants are warned not to merely repeat language from their incorporation documents, and are encouraged to provide supplementary materials such as grant applications, work plans, newspaper clippings, meeting minutes, or other promotional literature to further flesh out the written information. 
For example, the US form requires the applicant to include: 

“a detailed narrative description of all the activities of the organization – past, present, and planned. . . . List each activity separately in the order of importance based on the relative time and other resources devoted to the activity. Indicate the percentage of time for each activity . . .  include, at a minimum, the following: (a) a detailed description of the activity including its purpose and how each activity furthers your exempt purpose; (b) when the activity was or will be initiated; and (d) where and by whom the activity will be conducted.”

Application forms of this nature provide authorities with a great deal of information upon which to base their eligibility decision – much more information than could economically or accurately be provided by another government agency.  Moreover, the detail required provides authorities with a significant degree of assurance that the information is accurate.  
Of course, there is always the chance that an applicant may completely fabricate a detailed description of activities.  However, the provision of fraudulent information to the government is not a problem unique to the authorized donee process, and most tax codes have generally applicable procedures and sanctions to deal with tax abuse – whether by those associated with businesses or the NPO sector.  Moreover, it is likely that abuse in this area is less than in many others, and has lesser fiscal consequences.  It is almost always true that individuals intent on exploiting tax exemptions can do so more easily if they register as for-profit corporations.   Thus, while reasonable efforts should be taken to preclude fraudulent misrepresentation, involving another government agency for an independent verification is not likely to eliminate the problem, and comes at a high cost.  
Requiring narrative descriptions of activities by applicants has several advantages.  It is not easy to write convincingly of activities that an organization has no intention of undertaking, or has never engaged in.  The requirements make it easy to spot internal contradictions, gaps in information, and vague descriptions that may be signs of an attempt to obfuscate.  The activity descriptions can be compared to financial information on the application for cross-verification that it has a basis in fact. Then, too, the process of writing out the detailed descriptions is somewhat onerous – and thus only highly motivated organizations dedicated to their publicly beneficial missions and in a position to raise donations are likely to make the effort.  


B.  Prospective Eligibility Determinations.  It is noteworthy than in most procedures for tax exempt eligibility, authorities assume that some applicants will apply for tax exempt status before they have begun their activities.  They generally allow applicants to describe their intended activities, so long as there is sufficient accompanying detail, and then may provide provisional status.  The status may be enjoyed for a period of time, subject to a subsequent review.
Provisional status is based on a recognition that the tax exempt status may be essential to the organization’s ability to fundraise and engage in activities.  Providing the status prior to onset of activities is acceptable because the benefit associated with it is provided prospectively, and cannot, in practical terms, be taken advantage of unless and until donations are received and/or activities are underway.  Reporting requirements and other rules requiring accountability and transparency (discussed in more detail in Section D below) are then utilized to ensure compliance on a going-forward basis. If the subsequent review indicates that the applicant did not meet the standards, penalties can be applied to recover, retroactively, taxes due.

C.  Process for Determining that Other Criteria Are Met. The eligibility determination for authorized donee status involves not only a finding that the activities are publicly beneficial, but a certification that other requirements are met under the law.  Mexico, like most other jurisdictions, reviews certain requirements that fall generally into one of three categories: (1) financial requirements;
 (2) precluded activities,
 and (3) transparency requirements.
  
Although we have not closely studied the issue, it appears that Mexico’s practice is to rely on a variety of financial reports, declarations, and incorporation documents provided by the applicant for verification that these basic threshold requirements are met.  This is consistent with best practices.  As a general matter, information relating to the source and use of funds is provided at the initial application for public benefit status by the applicant through the provision of financial statements, budgets, and sometimes auditors’ statements.  Information regarding the scope of activities and transparency is provided through declarations as well as attested to by provisions in the organization’s incorporation documents and statutes.  

D.  Mechanisms for Ensuring On-Going Compliance.  Supervisory bodies the world over have struggled with finding the appropriate balance of governmental oversight to protect the public from abuse while encouraging a healthy development of the   not-for-profit sector.  Scarcity of resources and capacity is a recurring consideration, particularly in developing countries. So is a strong need for developing trust between institutions and the public, as well as a need for high-quality social services delivered by the third sector. 
The overwhelming worldwide trend in the area of compliance is a strong emphasis on requiring public benefit organizations to be accountable  -- not just to the government, but even more importantly, to the public.  The operations of organizations that serve the public and are supported by tax concessions from public money should be completely transparent.  Where regulations require accountability and transparency to the public, government officials have found that far more cases of misuse of assets are detected by the public or press than by a regulatory entity. Thus compliance is enhanced, while the burden on regulating authorities is actually diminished.  

Various principles have emerged to guide authorities in promoting transparency and accountability, which are discussed at length in OSI and ICNL’s publication “Guidelines for Laws Affecting Civic Organizations.”  Our review of the Mexican law and regulations indicates that they contain some provisions that embody these principles, but that in other respects, the regulations, as well as their implementation, could be improved.  


(1)  Disclosure Requirements.  The LISR requires that authorized donees “maintain available to the general public throughout the period and in the terms established through rules of a general nature by the Tax Administration Service, the information relative to authorization to receive donations and that are relative to their compliance of their tax obligations.”  This provision, if implemented through regulations that spell out specific requirements, periodic monitoring by the government, and the imposition of clear sanctions for non-compliance, could have significant impact. 
We understand that a major focus of ITAM and its philanthropy project is to encourage more transparency and accountability on the part of the third sector and more emphasis on rules that encourage it by the government.  We would be pleased to provide additional comparative information regarding means by which disclosure provisions such as this one can be made stronger and implemented effectively. 


(2) Required Reporting.  The LISR and regulations also require annual filings of fiscal information, including a declaration that the authorized donee continues to meet all requirements associated that status.  The declarations must include a statement that the accreditation letter is current or updated, as required by the accrediting agency.   Failure to present an updated accreditation letter may result in revocation of the authorized donee status by SAT. 

The accreditation requirement as a means of ensuring compliance is problematic for all the same reasons that it is unworkable as a part of the eligibility determination.  The requirement can be extremely unfair to authorized donees, due to differences in criteria and procedures used, as well as potential bias toward advocacy organizations. 
Moreover, without clear guidance from SAT as to the content of the accreditation letter from accrediting agencies, such letters may provide a false sense of security to SAT that the authorized donee is in compliance with the requirements of that status.  Under the current regulation, the failure to produce a letter may jeopardize the status, while presentation of a letter obtained pursuant to questionable criteria or procedures may satisfy the tax authorities.   SAT loses a substantial amount of control by relying on accreditation letters. Its own greater expertise on the matter of authorized donee status better positions it to review reports from authorized donees to determine if their activities continue to meet the standards of Title III.


(3)  Implementation and Enforcement.  Competent review by the tax authorities of annual reports and imposition of sanctions for non-compliance are essential for an effective system.  Competent review does not necessarily mean laborious time-consuming review – no tax system could operate if each and every piece of information was required to be independent verified.  Many countries have developed what is called “forensic accounting” review processes.  Under these systems, reviewers are taught to recognize certain signals of potential non-compliance, and to conduct their review with an emphasis on those signals.  We would be happy to provide assistance in obtaining information and training in these and other implementation techniques, should SAT be interested in pursing them. 
V.  Summary and Conclusions
We have summarized comparative practices relating to the granting of authorized donee status, with an emphasis on the authorities that make eligibility determinations.  In light of the experience of other countries and problems currently encountered relating to the accreditation requirement, Mexican officials may want to reconsider inclusion of this requirement in the eligibility process. To facilitate that consideration, we have discussed other means of ensuring accurate eligibility determinations and on-going compliance by authorized donees.  We look forward to providing continued assistance, as needed.
� We use the term “public benefit status,” a term roughly equivalent to “authorized donee status,” to refer to the eligibility to enjoy tax exemptions or receive tax deductible gifts, based on an evaluation that the activities of the organization are worthy of governmental support because they benefit the public.  


�  It is important to note that in many Latin American countries there are a variety of types of exemptions derived from different legal sources, applicable to different types of organizations and activities, some partial and some total, and each often has its own corresponding regulatory authority and eligibility process.  For example, an exemption granted by the Constitution may require a simple declaration before the tax authorities, while other exemptions contained in laws or Decrees may be enjoyed only if conceded on a case-by-case basis by tax authorities, the Public Administration or other functional ministry.  Thus it is important not to over-generalize about the authorities used in Latin American countries for the grant of tax exempt status.  See attached at Appendix A an informative analysis by Antonio and Miguel Angel Itriago, “A Flaw in Comparative Sstudies of the Tax Benefits for NGOs in Latin America.”        


� The Brazilian Federal Constitution prohibits the levying of taxes on certain types of organizations, including “educational and social welfare institutions, societies and foundations of philanthropic, beneficent, charitable, scientific, cultural, instructive, literary, recreational or sports-related nature, and associations and unions.”  Such organizations are not required to submit a declaration of income so long as certain necessary conditions are met (including, for example, that all funds are used for maintenance and development of the corporate objectives.)  These organizations are directly controlled by the Federal Tax Bureau, however, and required to present annually a “Declaration of exemption of Income Tax for Corporations.” 


� The Moldovan Law on Associations created a similar body. The Moldovan Commission must have at least three members that are representatives of a public benefit organization, a requirement designed to protect against repressive or discriminatory decisions and to increase public confidence.  In Latvia, pending before the Parliament is a draft Law on Public Benefit Organizations, which contemplates the creation of a Public Benefit Commission comprised of government officials and representatives from associations and foundations, in equal numbers. 


� Romania is one exception; Jordan is another.  In Jordan, registration of an organization takes an average of two years; government officials are entitled to attend board meetings; and permission must be granted in advance for many activities.  In Chile, functional ministries must assess and approve each project that might receive donations, and authorize it to be financed via tax credits. 


� We are not suggesting that line ministries do not have legitimate interests and regulatory authorities over authorized donees carrying out certain activities within their competence.  Line ministries are the competent authorities to grant licenses to authorized donees to engage in activities that require a license.  The line ministry’s competence to weigh in on the question of authorized donee status, however, is a different question.


�  Such is the case in Japan, where “authorities hold a power strangle-hold on the registration of non-profit organizations.” L. Salomon, International Guide to Non-Profit Organizations.


�  Ensuring that the law contains a clear definition of activities that are deemed publicly beneficial and thus render an organization eligible for tax benefits is of course a critical component that affects tax authorities’ ability to efficiently determine whether an organization qualifies.  While the choice of what activities will be deemed publicly beneficial is a policy choice to be made based on the individual needs, traditions, culture, and legal system of each country, there are developing trends of international best practice.  We attach in Appendix B a short paper discussing these trends and pproviding examples of the approaches taken by some European countries. 


� The UK’s Charity Commission application form requires that the applicant link specific activities to the objectives of the organization and demonstrate how the activity meets the objective. The Canadian form provides a number of examples illustrating the kind of details that should be provided, and notes: “The organization is expected to provide sufficient detail to help us determine whether its activities are charitable.  Most delays in processing applications are the result of information that is too broad or vague.  We need enough information to give us a clear understanding of what an organization intends to do. In this regard, it is more advantageous to provide us with too much detail rather than too little.”  We attach in Appendix CB electronic links to the application forms used in the US, UK, and Canada. 


�  For example, in Mexico, the applicant must receive a substantial part of its revenues from funds from the federal government, the states or municipalities, from donations, or from attainment of their stated purposes; must destine its assets exclusively to the purposes for which it was organized; grant no benefit of the distributable remainder to any individual or entity, with the exception of an entity that is an authorized donee; and apply its entire patrimony, upon liquidation, to authorized donee institutions.  





�  An applicant for authorized donee status must show that it engages only in activities that have as their primary purpose the attainment of the purposes for which the applicant was organized; and does not intervene in political campaigns or become involved in activities of propaganda or intended to influence legislation.





�  An authorized donee must maintain available to the general public, according to rules set by the SAT, information relative to its authorized donee status and compliance with tax regulations. 
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