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I. Theories of Exemption

A. Public benefit or Traditional subsidy theory

1. Tax exemption justified on basis of public benefits conferred by the orgs, which relieve the burdens on government by providing goods/services that society or government is unable or unwilling to provide

i. Exemptions: Comprehensive, simple, automatic; encourage public benefactions; foster public virtues of self-respect and reliance

ii. Direct grants: Require special legislation; extinguish public spirit; lead to dependence on govt

2. Joint Committee on Taxation

i. Tax-exempt status under §501(c)(3) is not a tax expenditure

a. Non-business activities predominate; imputed income outside normal income tax base

ii. Charitable deductions under §170 and income from tax-exempt bonds are tax expenditures

B. Quid pro quo theory: Secondary community benefits offered by nonprofits

1. Make contributions to a robust and pluralistic society

2. Serve a function as innovators and efficient providers of public benefits

C. Belknap article, tax favors encourage activities recognized as meritorious and conducive to gen. welfare

1. Some activities fall outside scope of gov’t action or seen as better left in private hands

i. Private enterprise, diversity of action are believed to do specific jobs better

ii. Preservation of American policies of individual initiative and decentralization

2. Automatic system of exemption, gov’t does not control flow of funds to various orgs

D. Bittker and Rahdert, Income measurement theory

1. Public benefit orgs exempt bc are inappropriate objects of income taxation; “net income” conceptually difficult
E. Hansmann, Capital subsidy theory

1. Contract failure: Tax exemptions compensate nonprofits for constraints in gaining access to capital markets
2. Exemptions act as capital subsidy, finance growth through retained earnings and enhance borrowing

3. Criticism: Does not consider differences in capital needs among different NPs or more direct subsidies
F. Atkinson, Altruism theory

1. Tax exemptions reward altruistic decision of founders to forego profits

2. Nonprofit whose income subsidizes consumption by someone other than controllers would be entitled to tax exemption without any inquiry into merits of consumption or public benefits flowing from it

3. Far more expansive a theory, but also predictable and relatively easy to administer, not reality though

G. Hall and Colombo, Donative theory

1. Exemption subsidizes those orgs capable of attracting substantial level of donative support from public

i. Deservedness, public contributions demonstrate worthiness and neediness

ii. Proportionality, tailors level of subsidy to level of deservedness

iii. Universality/historical consistency, exemption structured as unitary, coordinated system composed of benefits and burdens that flow automatically from charitable status

2. Criticism: Where do you set the threshold donative level?

II. Basic Concepts

A. “Nonprofit”, a misnomer as nonprofits can make a profit

1. Nondistributional constraint: All profits go to exempt purposes
B. “Tax-exempt”, also somewhat a misnomer; varying levels of exemption under state law, and there’s UBIT
C. Sources of tax-exempt funding

1. Fees for services – tuition, hospital fees, bookstore sales, etc.

2. Government grants

3. Donations/private philanthropy

4. Investment income/endowments

5. Membership fees/dues

6. Funding from “related activities” not subject to UBIT

III. Nonprofits vs. For-Profits

A. Goals of founders

1. For-profit: Trying to make money, raise equity capital from investors

2. Nonprofit: Focused on tax benefits, altruistic motives

B. Look at consumer and good/service provided

1. If difficult to locate best bargain, or consumer unable to enforce bargain, trust nonprofit more than for-profit

i. Nonprofits lack incentive to raise prices and cut quality bc barred from taking any resulting profits

ii. Producer acts as fiduciary to purchasers, giving assurance that services will be performed

C. Countervailing considerations

1. Curtailment of profit motive may reduce cost efficiency, responsiveness and expansion in response to demand

2. Inability to raise equity capital through issuance of stock hampers ability to meet needs for new capital

3. Only when contract failure is severe will fiduciary disadvantages outweigh corresponding advantages

D. Constraints on profits made by nonprofits

1. Must further exempt purposes; upon dissolution, remaining assets must go to a charitable purpose

2. Compensation must be reasonable, based on comparables in for-profit sector

E. Benefits of §501(c)(3)

1. Tax-deductible donations under §170, fundraising much easier

2. States offer property/sales/gift tax exemptions

3. Postal rate deductions

4. Right to issue tax-exempt bonds, pay less interest
F. Other benefits of being a nonprofit

1. “Halo” effect, status can facilitate endorsements, grants, etc.

2. Technically NPs are more regulated; in reality state AGs and IRS may not actually monitor/regulate
IV. Categories of Nonprofits

A. Public-serving, formed for public charitable purposes

1. Public charities, social welfare orgs (§501(c)(4)), political orgs, etc.

2. Members have no ownership interests, or there are no members

3. Assets held for public charitable purposes, cannot be distributed, even on dissolution

4. Members’ right to vote on amendments to bylaws less than in mutual benefit orgs

5. Restrictions on type of corps with which they can merge and conditions of merger

6. No one with economic incentives to review decisions made by directors

B. Mutual benefit (member-serving), formed principally to further common goals of members

1. Groups with an economic/social nexus: NFL, chambers of commerce, labor unions, social clubs, fraternal orgs
2. Members may have economic interests; no distribution, but membership may be sold or transferred

3. Upon dissolution, assets distributed to members

4. Broad rights to vote on bylaw amendments, elect directors (unlike public orgs, where board self-perpetuating

i. Individuals can be called “members” even if no vote for directors, but not members under Revised Act

V. Exempt Purposes Under §501(c)
A. §501(c)(3) – Religious, “charitable”, scientific, testing for public safety, literary, educational, promotion of amateur sports, and prevention of cruelty to animals (only these are charities, includes public charities and pvt foundations)

B. §501(c)(4) – Organizations that “promote social welfare” (Lobbying allowed, donations not deductible)
C. §501(c)(5) – Labor, agricultural and horticultural organizations

D. §501(c)(6) – Business leagues, chambers of commerce, pro sports leagues

E. §501(c)(7) – Fraternal organizations, clubs organized for pleasure or recreation

1. Much less exempt, purpose of filing for §501(c)(7) is tax neutrality, not exemption
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I. Forms of Nonprofits
A. Charitable trusts

1. Fiduciary relationship w/r/t property arising from manifestation of an intention to create the trust

2. Different from private trusts, seek to benefit the community; assets irrevocably dedicated to purpose

i. State AGs rather than trust beneficiaries police use of funds

ii. Unhindered by the rule against perpetuities

iii. Often used for private foundations engaged solely in making grants

3. Trust instrument names the trustees; states charitable purpose; establishes policies for administration, distribution of assets and dissolution; names successor trustees and method of selection; states duration

i. Management rests in trustees, may be selected by selector or court, and may be self-perpetuating
4. Positives 

i. Easier and faster to set up: No prior approval or identifiable beneficiaries needed

ii. Fewer administrative formalities than corporations
iii. Perpetual or indefinite period of existence

iv. Greater control by grantor if so desired

v. Less expensive to maintain than a for-profit corporation

5. Negatives

i. Liability for trustees, no limited liability as in corporations, far greater fiduciary responsibility

ii. UBIT rates increase much more rapidly than for corporations

B. Unincorporated nonprofit associations
1. Positives

i. In general, informal and highly flexible in form

ii. No government approval needed to form or dissolve

iii. No charter or bylaws needed unless seeking §501(c)(3) and §170 exemptions

a. Can use a fiscal agent: Donors give to exempt agent, then agents grants money to UA, keeping fee

b. But if have budget over $5k/yr and want to get grants directly, need §501(c)(3) status

iv. Good for newly formed entities, or those commencing incorporation process

a. Uncertain prospects, limited expected duration, or founders unlikely to bring project to fruition

2. Negatives (far outweigh the positives almost all the time)

i. Complete general liability for members

ii. Cannot receive or hold property, or contract in the association’s name

iii. Banks, creditors and vendors may be reluctant to conduct business

3. Upon dissolution, members are entitled to pro rata share of assets unless articles provide otherwise

C. Nonprofit corporations

1. Positives

i. Greater formalities in creation/dissolution, but internal governance is flexible

ii. Artificial entity that can sue or be sued, hold property in own name, contract

iii. Indefinite period of existence

iv. Centralized management (board of directors) w/ limited liability, lower standard of care than trustees

2. AG can sue to prevent a diversion of property from the purposes for which it was given

II. Organized and Operated Exclusively for Exempt Purposes
A. Traditional class of charity, rebuttable presumption of valid charitable purpose

1. Otherwise, cts examine whether rational persons might reasonably believe that public advantage accrues

B. Organizational test, depends on properly drafted organizational documents (articles & certificate, not bylaws)

1. Ends (purposes formed), not means (method by which it achieves goal)

2. No purposes broader than specified in IRC, but can limit further; states are strict for dissolution provisions

C. Operational test, §1.501(c)(3)–1(d)(1)(ii) and –1(c)(1)

1. No more than an insubstantial amount of activities must be in furtherance of non-charitable purposes
D. Charitable class of beneficiaries: Scope of benefited class must be public, not private
1. Employer funds, three-part test, IRS Publication 1833

i. Employment is “merely qualifying”, gets you in the door but not guaranteed payment

ii. Class is sufficiently large or “indefinite”, that is, must be a large employer

iii. Objective determination of need by an independent commission
2. Disaster relief allowed even when relief going to the wealthy, but only for limited time, IRS Publication 3833

i. Even for businesses, but only until “restored to viability”

III. Private Inurement
A. No part of net earnings may inure to the benefit of any private shareholder or individual
B. Particular concern about those who control the organization; keep public-benefit org benefiting the public

C. Who qualifies as “private shareholder or individual”?

1. Persons having a personal and private interest in the activities of the organization

2. Private individuals may not pocket funds beyond reasonable compensation for goods or services

IV. Political Activity
A. Only insubstantial lobbying to influence legislation lobbying

B. Absolute prohibition on political campaigning for or against candidates, in theory

V. Fundamental Public Policy
A. No activities that are illegal or against public policy, Bob Jones University, Rev. R. 75-384 (civil disobedience)

B. Questions of illegality and public policy

1. If purpose of organization is illegal, organization will not be permitted exempt status

2. Purpose is in violation of fundamental public policy, open question

i. States have moved away from administrative discretion; job of governing incorporation falls to IRS

ii. “Hate groups” generally allowed to incorporate under state law but rejected for tax-exempt status by IRS

3. Distinction between advocating for a change in law and advocating illegal activity
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I. Steps to Take in Organizing a Nonprofit
A. Purpose, must qualify under both state and federal law

1. N.Y. Not-For-Profit Corp. Law, §201 (various types of qualifying orgs)

2. §501(c)(3), Federal tax requirements tend to be more stringent

3. Inform founders of restrictions on §501(c)(3) orgs

B. State of incorporation (DE and NV most hospitable to corporate-form nonprofits)
C. Articles of incorporation
1. Requirements vary, generally include name, purposes, language re: distribution, lobbying restrictions

2. Membership regulations, if any
3. Draft to IRS requirements; easiest to quote §501(c)(3) wholesale

D. File articles of incorporation; corporation commences once articles filed

E. Bylaws, can contain anything not inconsistent with articles, highly flexible

F. Apply for tax-exempt status, Form 1023
1. Get IRS ruling that you qualify for exemption under §501(c)(3) and as an eligible donee under §170(c)

2. Ruling retroactive to date of formation if Form 1023 is filed w/in 27 months; otherwise, from date of filing

3. Churches do not have to file Form 1023, but often still do so (donors comfortable, guaranteed exemption)

G. Annual filings, especially Form 990 (disclosure return)

1. Make financial statements and 990s readily available; IRS also posts all filed 990s

II. State Law Challenges to Articles of Incorporation
A. Sinai Temple: Religious nonprofit operating a cemetery

1. Profits arose in pursuit of purpose even though not serving members

i. Not barred from commercial/competitive profit-making; mortuary incidental and included w/in cemetery
ii. Member discounts not inurement, no strict quid pro quo requirements, excess not per se dividends

B. North Star: Research carried on by corporation established to stimulate Twin Cities economy

1. “Nonprofit” applies to all corps bound by nondistributional constraint, actual profit irrelevant

C. De Costa: Trust established to perpetuate Judaism in old Anglican England (obviously not valid today)

1. Ruled against public policy due to state religion, modified by cy pres (below) to benefit Anglicanism
D. Irish Miss Manners’ Trust: trust dedicated to promoting manners

1. Genuinely educational purpose, will not inquire into substantive merits of the purpose
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I. Charitable Trusts – Cy Pres and Deviation
A. Cy pres, Rst. of Trusts §67

1. If purpose “unlawful [or] impossible”, may substitute a purpose approximating original purpose closely
2. Three-part test

i. Valid charitable trust exists

ii. Specific charitable obligation frustrated
iii. General charitable intent not restricted to precise purpose identified in trust instrument/will, Evans
3. Buck: Needy in Marin County, assets enormous, petition to extend to other locations

i. Cy pres denied, could spend money in Marin County; ineffective philanthropy insufficient
ii. Rst of Trusts §67 would allow cy pres for wasteful expenditures or impracticable philanthropy

4. Jackson: Trust to aid fugitive slaves, cy pres allowed after 13A to change purpose to aiding former slaves
5. Trustee refusals to accept donations due to restrictions

i. May remove restriction by cy pres, Howard Savings (basic intent to donate to Amherst)

ii. Or alternatively may hold for another institution or grant to testator’s next of kin

B. Deviation, Rst. of Trusts §66

1. Alter administrative or procedural provisions of a trust

2. Applied when modification would further charitable purposes

3. Cannot change charitable purpose or divert bequest to entity w/ purpose different from the trust instrument

i. Not changing purpose, just administration
4. Barnes Foundation: Paintings displayed in suburban house

i. Deviation allowed to change location of display due to constant financial losses

ii. Justified as location not being mandatory to charitable purpose; only display part of purpose
II. Dissolution and Distribution of Assets
A. Dissolution

1. Public benefit organization, assets must be distributed to other public benefit corporations

i. Board authorizes dissolution and adopts plan of dissolution, which must be approved by members

ii. Notice to creditors, pay liabilities, distribution of remaining assets

iii. Plan specifies distribution; AG notified, plan submitted to court for approval

iv. Standard of “similar purpose” less strict than cy pres
a. Multiple Sclerosis: Ct unconcerned w/ intent of testator; only require charity w/ similar purpose

v. Public charity, assets must go to another public charity w/ similar purpose

vi. Can put dissolution clause in trust document or a variance clause allowing trustee to change the purpose
2. Mutual benefit organization, bylaws determinative; if silent, funds go to members, LA County Pioneer Society
B. Distribution of assets
1. Assets initially granted for specific purposes or w/ restrictions on use, can only be used as specified

i. Alternative use must be authorized by a ct applying cy pres (as above)

ii. Local gift will not automatically pass to successor corp, but easy to combine local org w/ national body
2. Disputes over church property

i. Congregational government, property belongs to local church

ii. Metropolitan Baptist: Church assets distributed in accordance with church purpose, reject member vote
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I. Private Inurement
A. Prescription against private inurement is fatal only when fundamentally operating primarily for private interests

B. Church of Scientology: Benefits inured to L. Ron Hubbard to the point of revocation of exemption due to church providing him with control of >$1M of assets and free housing and medical care and excessive royalties

C. United Cancer Council: Not private inurement to fundraiser if fundraising contract exceptionally beneficial to fundraiser (no connections, UCC was desperate to raise money and had no funds—mere bad contract not enough)

II. Excess Benefit Transactions (EBTs)
A. Before enactment of §4958, no intermediary penalty taxes, only the ultimate sanction of loss of exemption; this was severe enough that sanctions were rarely used, and many charities engaged in private benefit w/o penalty

B. §4958, Excise taxes imposed on disqualified persons (DQPs) who knowingly improperly benefit from EBTs

1. Applies only to public charities and §501(c)(4) organizations, not private foundations or state universities
2. Two different types of EBTs (only one matters)

i. §4958(c)(1) – Economic benefit provided to DQP in excess of consideration

a. Compensation to DQPs

1. Economic benefits not compensation unless contemporaneously substantiated, §53.4958-4(c)

2. Comparables study, must be done and documented, look at nonprofits and for-profits
I. Small orgs (gross receipts <$1M) can just compare comp. at three similar organizations
II. Factors: Responsibilities, qualifications, type of organization
b. Rebuttable presumption of reasonableness for compensation and transactions, §53.4958-6

1. Terms approved ex ante by disinterested board

2. Appropriate comparables utilized by disinterested board

3. Board documented the basis for its determination

c. In general, appraisals are influential though not determinative, see Caracci
ii. §4958(c)(2) – Revenue-based compensation, Treasury never issued regulations, so effectively void

3. Determination of DQP (substantial influence over organization)
i. Statutorily defined DQP, automatic: 35% control or family members of DQPs, §4958(f)
ii. Deemed DQP, §53.4958-3(c)
a. Voting board members
b. Officers (titles not determinative)
iii. Deemed non-DQP, §53.4958-3(d)
a. Other §501(c)(3)s
b. Persons not highly compensated (<$95k compensation)
iv. Factors indicating DQP (not a bright-line test), §53.4958-3(e)
a. Founder
b. Recipient of revenue-based compensation
c. Financial control over org (but not deemed DQP)
d. Manager of discrete segment representing substantial portion of activities, assets, income, or expenses
v. Factors indicating non-DQP, §53.4958-3(g)
a. Bona fide vow of poverty as an employee of a religious org
b. Independent contractor whose sole relationship is advisory and no decisionmaking authority
4. Initial contract exception, allowance for “one bit at the apple”

i. Not DQP w/r/t initial contract, but would be for renewal contract; only applies if not DQP before contract

ii. Intermediate sanctions only available if so egregious that would otherwise lead to ultimate sanction

iii. Protects fixed payments, but not discretionary payments, but discretionary payments protected if capped
5. Applicable penalties
i. Ultimate sanction imposed only if EBT makes it such that operating primarily to benefit private interests
a. Size/scope of EBTs
b. Size/scope of organization’s regular ongoing charitable activities
c. Whether organization has been involved in repeated EBTs
d. Whether organization has implemented safeguards reasonable to prevent future violations
e. Whether organization has made good-faith efforts to address current EBT
ii. Initial penalty, 25% of EB on DQP
iii. Second-tier penalty, 200% of EB on DQP if violation not corrected w/in taxable period
iv. 10% of EBT, up to $10k, may be imposed on officers who permit organization to engage in EBTs 
a. If participation is knowing/willful and not due to reasonable cause

III. Private Benefit
A. Excess benefit to private individuals who are not DQPs but not within scope of charitable class

1. No hair-trigger, has to be qualitatively/quantitatively larger than fair

2. No penalty to private benefit except loss of exemption; intermediate sanctions unnecessary as not hair-trigger

B. Main differences between private benefit and excess benefit transactions

1. Applies to those who are not in control of the org

2. Higher threshold, need a lot of private benefit to jeopardize tax-exempt status

3. Sanction always the ultimate sanction
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** “Organized and operated exclusively for exempt purposes” prong of §501(c)(3)

** How large is “community benefit” umbrella?  Which activities are per se charitable, and which require redistribution?

I. Educational Organizations (per se charitable)
A. Definition of “educational”

1. §1.501(c)(3)-1(d)(2): Charitable defined as “relief of the poor and distressed” as well as specific categories

2. §1.501(c)(3)-1(d)(3)(1): Improving capabilities; or subjects useful to individuals and beneficial to community

B. Educational institutions that qualify under §501(c)(3)

1. §170(b)(1)(A)(ii), “Regular school,” i.e., institution w/ regular faculty, curriculum and body of students

i. Special type of eligible donee, eligible for highest type of deduction

2. Many other types also qualify as educational

i. Examples: Apprentice program, rehab program, cultural organization, instruction on one subject

ii. Training of animals does not qualify, must train humans
C. May advocate a position if present full and fair exposition of facts as to permit independent conclusions

1. Vague standard, IRS is not certain what “full and fair exposition” amounts to nor what triggers the test

i. Might apply to anything “controversial”, triggering the “full and fair exposition” test

2. Only ever been applied to LGBT organizations (in the past) and racially divisive organizations

i. Big Mama Rag: Monthly feminist newspaper “promoting lesbianism”

a. IRS denied exemption claiming it failed “full and fair exposition” test

b. Court overturned denial bc test IRS applied too vague

ii. Rev. R. 86-43: IRS creates methodology test in attempt to clarify “full and fair” test

a. Educational only if provides factual foundation for viewpoint advocated, or provides a development from relevant facts that would materially aid audience in learning process

b. Four factors of methodology test (indications that org has failed this test):

1. Viewpoints unsupported by facts are significant portion of communications

2. Facts purported to support the viewpoints are distorted

3. Substantial use of inflammatory terms and express conclusions on emotional appeals

4. Not aimed at audience understanding, does not consider background or training

c. Methodology test is merely administrative, does not clear up when test should apply

iii. National Alliance: Did not rationally develop POV and failed to engage in “intellectual exposition”

iv. Nationalist Movement: Full and fair exposition test does not violate 1A or suppress disfavored ideas 
3. “Full and fair exposition” test preferred over Bob Jones University public policy test

II. Religious Organizations (per se charitable)
A. No statutory definition of “religious”

1. Not limited to churches, include religious publishers, broadcasters, genealogical research, burial societies, etc.

2. Two prongs for religious tax exemption

i. Does the organization qualify as religious?

ii. Is the religious org a church?  Subset of religious organizations w/ extra privileges

B. Sincerely-held belief test: Cts may not inquire into doctrine, only look to see if beliefs are sincerely held

i. Holy Spirit Association: Moonie organization makes political assertions (unify Korea), held religious

ii. General Counsel Memo on Wiccan organizations, sufficiently religious; would not be if activity illegal
iii. Pivotal question is what constitutes “exclusively for religious purposes”, but there is no real guidance 
C. Churches

1. Test for church status, Rev. R. 59-129 (facts and circumstances test), most important bolded

i. (1) Distinct legal existence; (2) recognized creed and form of worship; (3) definite and distinct ecclesiastical government; (4) formal code of doctrine and discipline; (5) distinct religious history; (6) membership not associated w/ any other church; (7) organization of ordained ministers; (8) prescribed study for ministers; (9) literature of its own; (10) places of worship; (11) regular congregations; (12) regular services; (13) schools for religious instruction of the young; (14) schools for ministers
2. Need not file 990s or 1023s, automatically exempt (though may file 1023s anyway for fundraising)

3. Donations to churches are automatically, no public benefit test

4. Much harder to audit and less regulated under state corporate law
III. Healthcare Organizations (per se charitable)
A. No independent authority under §501(c)(3), thus fit under “charitable”, which historically required aid to poor

B. Rev. R. 69-545: No longer requires aid to poor, just community benefit based on breadth of community served

1. Rev. R. 83-157: Do not need emergency room open to public if hospital specializes in one area

2. No further redistributive element required; but note state-level push for charity care, Provena Covenant (IL)

3. New processes required as of 2012 under Patient Protection and Affordable Care Act, §501(r)

i. Community needs assessment every three years, implementation strategy to meet needs

ii. Noncompliance results in $50k penalty and possible loss of exemption

iii. Also cannot discriminate against those who qualify for financial assistance

4. Other guiding factors, 1992 IRS guidelines

i. Governing board composed of prominent civic leaders, no more than 20% insiders
ii. If part of a multi-entity system, minutes must reflect corporate separateness
iii. Considers hiring any qualified physician via objective standards (not hoarding patient fees)

iv. Emergency room open to everyone, regardless of ability to pay

v. Non-emergency care available to everyone able to pay; broad-based community benefit
C. Health insurance and HMOs

1. §501(m): Health insurance providers cannot be §501(c)(4) welfare organizations, as they used to be considered

2. Intermountain Health Care: Mormon HMO denied exemption (not exclusively for Mormons)

i. Charitable standard is promotion of health for the benefit of the community

ii. Product is highly commercial, yet provided no at- or below-cost services; only members benefit

D. Pharmacies, additional redistributive requirement, selling medical goods not per se healthcare or charitable

1. Selling at a discount not itself charitable, must sell below-cost (at a loss) or based on ability to pay

2. Pharmacies attached to hospitals also likely do not qualify as part of the hospital; will be tested for UBIT

IV. Miscellaneous Charitable Organizations
A. Economic development organizations, Rev. R. 74-587

1. Loans to support and start new businesses not designed to achieve a profit

2. Broad-based community representation on the board and benefit inures primarily to locals

B. Housing organization, Rev. R. 70-585

1. Provide housing for the poor considered charitable

2. Combating prejudice and discrimination, eliminating neighborhood tensions considered charitable

3. Combat community deterioration through renovation of residences considered charitable

4. Housing for moderate income families provided at cost not considered charitable

C. Environmental protection organizations

1. Rev. R. 76-204: Preserving ecologically significant land is charitable

2. Rev. R. 78-384: Preserving farmland is not charitable unless the land is ecologically significant

D. Amateur sports organization, Hutchinson Baseball (amateur sports qualified before explicitly put into §501(c)(3))
1. Should otherwise qualify as educational anyway, likely unnecessary

2. §501(j): May provide athletic facilities/equipment (despite §501(c)(3)); okay to be regionally restrictive

E. Scientific research organizations, §1.501(c)(3)-1(d)(5)

1. Designed to benefit the public, IP made available to the public, or performed for the US government

2. Cannot be of the sort ordinarily carried on as incidental to commercial/industrial purposes

3. If carrying on non-exempt research, may still be exempt on other grounds unless research is primary purpose
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I. Commercial Activities TC "I. Purposes of Criminal Law" \f C \l "2" 
A. Substantiality of commercial activity and whether the activity related to exempt purposes

1. Impact of commercial activity on exempt status:

	
	Related
	Unrelated

	Insubstantial:
	Exempt
	UBIT

	Substantial:
	Exempt
	No exemption


2. §1.501(c)(3)-1(e): Still exempt even if substantial part if business related to purposes

3. Estimated that “substantial” line is 20% of gross income

4. Case law

i. Goldsboro Art League: Maintain and display local artwork, only local art institution, some income from selling a few paintings, ruled related, defray costs of galleries and encourage artists to participate

ii. Presbyterian and Reformed Publishing: Previously operating w/ little income, one author becomes very popular, starts making enormous profit, court finds commercial activities related

5. §502: Feeder organization, not exempt even if designate all profit to a charitable organization
B. Analysis of commercial activities
1. Identify primary purpose, determine if it’s an exempt purpose
2. Identify primary activities and which are commercial
3. Subjective facts and circumstances tests for substantiality and relatedness (20% may be substantiality line)
C. Commensurate in scope test?
1. Rev. R. 64-182: Organization renting out commercial real estate and sending proceeds to other charities exempt
2. Unclear whether rental income even qualifies as commercial activity; this test is atypical and not often used
3. Profits and amount sent to other charities/used for charitable purposes must be commensurate in scope
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I. Lobbying
A. Substantial part test (subjective test), §501(c)(3)

1. Factors: Expenditures; activities; organization’s nature; continuous or intermittent?; controversial (real test)

2. Default test unless organization makes a §501(h) election

3. Christian Echoes: Publications lobby; attempts to influence legislators result in revocation of exemption

4. Taxation with Representation: No 1A obligation to provide tax exemption in order to lobby

B. Expenditure test (objective test), §501(h), elect into this test

1. Note: private foundations and churches cannot make a §501(h) election

2. Engage in lobbying up to specified limits, only counting monetary expenditures

3. Affects ability to receive grants from private foundations

i. Grant cannot be earmarked for lobbying and cannot exceed organization’s non-lobbying expenditures

4. Preferred test as lines are clear, but few charities make the election for reasons unknown 
C. Penalties

1. Tax on excessive lobbying in any given year, low, adopted in response to Christian Echoes
2. Loss of exemption, only when excessive lobbying over an extended period of time

II. Direct vs. Grassroots Lobbying
A. Direct, lobbying legislators

1. Principal purpose of the communication must be to influence legislation

2. Must refer to specific legislation and reflect a view on the legislation

B. Grassroots, lobbying the public (much riskier)

1. Three elements for grassroots lobbying

i. Refer to specific legislation

ii. Reflect a view on that legislation

iii. Encourage target to take action w/r/t legislation involved (call to action), four types in two categories

a. Strong call to action: communications that directly encourage action

1. State that recipient should contact representative

2. Provide address, contact info of representative

3. Provide petition, tear-off postcard, etc., for recipient to communicate views

b. Weak call to action: communications that merely encourage action

1. Identify one or more legislators as being for or against a bill, or on committee

C. Excepted communications deemed not to constitute lobbying

1. Nonpartisan analysis (neutrality not required)

i. Must present sufficient facts to allow audience to reach own conclusions

ii. Must distribute results so not targeted to one side or another

iii. Exemption does not apply if there’s a call to action included
2. Broad discussion of social/economic problems

3. Technical advice given to government body when responding to a written request

4. “Self-defense” lobbying against legislation threatening existence, tax exemption, or §170 eligibility

5. Communication to bona fide members regarding legislation of direct mutual interest

i. Bona fide members, not just a mailing list; need other indicators (e.g., dues)

ii. Exemption does not apply if communication is to the purpose of encouraging members to lobby

6. Communications with members of executive branch

III. Lobbying Expenditures Analysis – §4911, For Orgs With §501(h) Election
A. Maximum nontaxable amounts

1. Exempt purposes expenditure (EPE), overall measure against which to test lobbying amounts

i. Operating budget, does not include capital expenditures or fundraising expenses
2. Lobbying nontaxable amount (LNTA), §4911(c)(2)

i. 20% of first $500K of EPE

ii. 15% of the next $500K

iii. 10% of the next $500K

iv. 5% of the excess over $1.5M, but LNTA cannot be more than $1M (tops out around $17M in EPE)

3. Grassroots nontaxable amount (GNTA), 25% of LNTA, §4911(c)(4)

B. Excise tax: 25% tax on expenditures beyond the LNTA or GNTA, §4911(a)(1)

C. Ultimate sanction imposed on orgs which “normally” make excessive lobbying or grassroots expenditures

IV. Political Campaign Prohibition
A. Cannot campaign on behalf of or in opposition to candidates for public office, §501(c)(3), Rev. R. 2007-41
1. Branch Ministries: Ad against “un-Christian” Bill Clinton; Ultimate sanction imposed; no 1A issues

B.  “Candidate for public office”

1. Includes individuals offering themselves or proposed by others for national, state, or local elective public office

2. Election need not be contested, or involve political parties

3. Mere public speculation does not make one a candidate, typically, unless widespread knowledge that will run

4. Those nominated as appointees (e.g., fed judges) are not candidates

C. Campaign activity attributable to a §501(c)(3)
1. Campaigning by D/Os may be attributable if use resources and affiliation mentioned

2. Churches are also subject to this limitation; pastors count as D/Os

D. Participation in political campaign activity

1. Voter education activity fine if nonpartisan and unbiased

i. Voter guides, publishing voting records, providing candidates w/ forum for debate

ii. Variety of issues; no slant; no editorializing; no issue targeting in registration; objective criteria for debate

2. Issue advocacy: Visible single-issue org may lose exemption if impliedly endorses or opposes a candidate

3. Selling mailing lists to campaigns: Must be done on a nonpartisan basis, for fair market value

E. Think tanks allowed as educational organizations as long as they do not endorse candidates

1. Requirements for think tanks, §4955(d)(2)

i. Politician cannot have control of the think tank

ii. Organization cannot have primary purpose of promoting candidate or potential candidate

V. Excise Tax on Political Campaign Activity
A. Excise tax in addition to ultimate sanction, §4955 
1. 10% of campaign expenditure imposed on organization

2. 2.5% tax imposed on managers, capped at $5K per expenditure (defense that was not willful)

B. Uncorrected violations after a year, further penalties

1. 100% of expenditure on organization

2. 50% of expenditure on manager ($10K cap)

3. “Correction” requires trying to recover expense, safeguards to prevent future political expenditures

C. Imposed in lieu of or in addition to exemption revocation, but rarely used
D. Small costs of using the internet, §4955 penalty has lost much of its effect

VI. Alternatives – Lobbying and Campaigning Through §501(c)(4)s and §527s
A. §501(c)(4)s can lobby without any penalty, and lobbying can be primary activity, Rev. R. 71-530
1. Political campaigning as long as political campaigning is not the organization’s primary activity, Rev. R. 81-95

i. Subject to 35% tax on lower of either investment income or campaign expenditures, §527(e)(2)

2. §501(c)(3) can create §501(c)(4) affiliate and control it

i. Not an option for a §501(c)(3) whose exemption was revoked, must repent and reapply for exemption
ii. Separate books, recognized by IRS as separate entities

iii. (c)(4)s can also form an affiliated Political Action Committee (PAC)

a. PAC must be an entirely separate entity, not controlled by the org

b. PAC must pay fair market value for services from the org, inc. mailing lists

B. §527 organizations formed for campaigning, must disclose donor information

C. All of this may have been thrown out by Citizens United; maybe no limits to campaign activities of §501(c)(4)s
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** second category of §501(c)(3) charities – public charities and private foundations

I. Private Foundations
A. Background

1. All charities considered private foundations unless they can prove that they are public charities under §509(a)

2. Definition of private foundation: Fund of private wealth established for charitable purposes, often in perpetuity

3. Principle function of most private foundations is grant-making; a few rare examples operate, like Getty Museum

B. Division between public charities and private foundations, §509(a)
1. §509(a)(1): “Traditional public charities”, reference to §170(b)(1)(A)

i. Churches and conventions (see definition in section on religious charities)

ii. Regular schools (see definition in section on educational charities)

iii. Hospitals and medical research organizations

iv. Support organizations for state colleges and universities

v. Governmental units

vi. “Publicly supported” organizations (see test below)

2. §509(a)(2): “Broad publicly supported organizations” under an alternate test to the §170(b)(1)(A)(vi) test

3. §509(a)(3): Supporting organizations, entities attached to public charities are treated like public charities 

i. Supporting organization must benefit or carry out purposes of supported public charity

ii. Supported public charity must control the supporting organization in some way (e.g., governance)

C. Disadvantages of private foundation status

1. Deductions limited to 30% of gross income, as opposed to 50% for public charities, §170(b)(1)(A-B)

2. 2% excise tax on investment income, reducible to 1% if distribution sufficient, §4940

3. Can only hold up to 20% of stock in a corporation, reduced by amount held by DQPs, §4943
4. Other regulations, see discussions of §4941 and §4945 below

5. No intermediate sanctions on private inurement, ultimate sanction is immediate

6. Greater reporting and disclosure requirements

7. Higher administration costs

D. Definition of DQPs in private foundations, §4946

1. Substantial contributor, if contributed >$5k that is also >2% of total contributions up to that year, §507(d)(2)

i. Loses label if makes no contributions for more than 10 years and Treasury approves loss of status

2. Foundation managers, defined in §4946(b)(1) (self-explanatory)
3. >20% owner of a business entity that is a substantial contributor

4. Family members of any above, including spouses, ancestors, and descendants to great grandchildren, §4946(d)

5. Partnerships, corporations and trusts in which a DQP has >35% voting power

II. The Two Public Support Tests TC "I. Purposes of Criminal Law" \f C \l "2" 
A. “Unusual grants” always excluded from support, do not want a single large donation to remove public charity status
B. §509(a)(1): “Traditional public charity” w/ “public support”

1. Mechanical test: At least one-third of total support over past five years must be public, §1.170A-9T(f)(2)

i. Determination of “total support”

a. Gifts/grants from individuals, corporations, or nonprofit organizations

b. Government support

c. Membership fees

d. Net income from business activities

e. Gross investment income

f. Excluded: Income from performance of exempt functions (tuition, e.g.)

ii. Determination of public support

a. Gifts/grants from individuals, corporations, or nonprofit organizations to extent <2% of total support

1. In the case of quid pro quos, only portion above quid pro quo counts

b. Government support (as above)

c. Membership fees (as above)

2. Facts and circumstances test: For those that fail the above test, §1.170A-9T(f)(3)

i. Public support must be >10%

ii. Mostly used for start-ups; organized/operated to attract new/additional public support on continuous basis

C. §509(a)(2): Gross receipts test, must pass both below tests and no facts-and-circumstances fallback

1. Public support test: >1/3 of total support public, calculated including gross receipts from exempt functions

i. Includes income from performance of exempt functions (gross receipts)

ii. Amounts from DQPs not included in public support, but are in total support

iii. Gross receipts from other persons for exempt functions are capped at greater of $5k or 1%

2. Investment income test: Investment income and unrelated business income <1/3 of total support

III. Self-Dealing TC "I. Purposes of Criminal Law" \f C \l "2" , §4941
A. Forbidden self-dealing transactions, §4941(d)(1) (exceptions in §4941(d)(2))

1. Sales, exchange or leasing of property (even if private foundation receives a bargain, but not if a gift/rent-free)
2. Loans and other extensions of credit, but not if interest-free and used for exempt purposes

3. Furnishing of goods, services or facilities, but not if market price or w/o charge and for exempt purposes

4. Compensation or reimbursement of expenses, but only if excessive

5. Transfer of assets for use by or benefit of DQP (e.g., hanging paintings on their wall)

6. Agreement to pay a government official
B. Penalties for self-dealing

1. Initial penalty: 10% excise tax on DQP; 5% on foundation manager if knew transaction was self-dealing

2. Subsequent penalty: 200% on DQP; 50% on foundation manager if not corrected w/in taxable period

IV. Impermissible Taxable Expenditures, §4945
A. Certain impermissible expenditures subject to tax

1. Propaganda or influencing legislation, §4945(d)(1), unless it is nonpartisan or directed to the executive

2. Campaign activities and voter registration, §4945(d)(2), except nonpartisan voter drives in five or more states

3. Grants to individuals, §4945(d)(3), except scholarships, prizes, or w/ specific objective (e.g., produce a report, enhance literary, artistic, musical, scientific, etc. skills of grantee), approved in advance by Treasury, §4945(g)

4. Grants to organizations not public charities, supporting organizations or operating foundations, §4945(d)(4)

i. Need procedures ensuring money from grant spent solely for designated purpose, get reports from grantee on expenditures and report those expenditures to Treasury, §4945(h)

V. Private Foundation Alternatives TC "I. Purposes of Criminal Law" \f C \l "2" 
A. Community foundations: Institution comprised of funds from many donors for a specified geographic area

1. Governing body representing local public interest

2. Donors can recommend where grants spent, but governing body has ultimate control

B. Donor-advised funds: Institution comprised of funds from many donors not designed for a specific area

1. Charity retains final authority to determine grants to be made from the fund, but never denies donors

2. Courts will not revoke exempt status as long as donors do not have control over grants & investments 

3. Benefits over private foundations

i. Public charity, largest possible §170 deductions

ii. No excise taxes as under private foundations

iii. Donors have control via advising and recognition by having name attached to fund

iv. Far lower administrative costs than starting a new nonprofit
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I. Unrelated Business Income Tax

A. Policy for allowing insubstantial unrelated business income

1. Allow organizations to seek outside business funding as long as operated primarily for exempt purposes
2. UBIT permits unrelated business while taxing it, designed to level playing field w/ non-exempt businesses
B. History
1. Destination of income test prior to 1950s, exempt as long as income went to charitable purpose, Sagrada Orden
2. Feeder organizations lost exemption in 1950s, §502 now controls
3. Imposed UBIT on most (eventually all) charitable organizations; test is now source of income

C. Organizations subject to UBIT

1. §511(a): UBIT on nonprofit organizations other than trusts (state colleges included)
2. §511(b): UBIT on trusts, rises much faster than UBIT on other exempt organizations
D. Conditions for imposing UBIT, §512
1. “Trade or business”: Carried on for production of income from sale of goods/services

2. “Regularly carried on”: Frequency and continuity; seasonal activities count
3. “Not substantially related to exempt purposes”: No causal relationship w/ achieving purposes of organization

i. Beyond scope necessary to carry out exempt purpose (Ag school selling more milk than needed to teach)
ii. Significant work after exempt purpose fulfilled (Ag school selling ice cream, unless part of curriculum)
4. Exceptions to UBIT, §513(a)
i. If unpaid volunteers perform substantially all the work of the contested activity

ii. If services are performed only for the convenience of members, students, patients, officers, or employees

iii. Where trade or business consists of selling donated merchandise

5. Advertising and other sales
i. Advertising must directly further purpose, relatedness insufficient, American College of Physicians
a. Advertising in sports programs generally considered to further purpose, NCAA
b. Student newspapers not subject to UBIT, however, unique exception carved out 

ii. Museum gift shops, must show some tenuous relationship to educational purpose, Rev. R. 73-104 and -105 
E. Unrelated business income, gross income generated less costs of producing that income, §512(a)
1. Exempt function income excluded (fees, etc., should be obvious)

2. Investment income excluded, §512(b)(1)

3. Royalties excluded, §512(b)(2)
4. Rents generally excluded, w/ exceptions for personal property rentals, §512(b)(3)
i. Personal property rent incidental (<10% of total rent), ignore
ii. Personal property rent btwn 11-50%, bifurcate, personal property portion taxable
iii. Personal property rent >50%, all of rent taxable

5. Dealings in property excluded except for inventory (held for sale to customers), §512(b)(5)

6. Research income excluded, §512(b)(7-9)
II. Corporate Sponsorship

A. Mere acknowledgment allowed and not taxed, but advertising taxable
B. §513(i): Qualified sponsorship payments do not generate unrelated business income
1. Cannot have substantial return benefit (does not include use/acknowledgement of name, logo or product lines)
i. Insubstantial benefits allowed as long as <2% of sponsor payment

ii. Mere linking to a sponsor’s website does not count
iii. Payments contingent on levels of attendance/viewers/click-throughs (as on TV/internet), not a QSP 
2. Examples of SRBs

i. Advertisement (include qualitative or comparative language, endorsements, price information)
ii. Exclusive provider agreements (though exclusive sponsor agreements permitted)
iii. Goods, facilities, services, etc., worth >2% of contribution

iv. Rights to use an intangible asset of the exempt org
3. If looks like newspaper/magazine, §513(i) less likely to apply, treated as advertising

III. Corporate Governance

A. legal requirements of directors of NPs

1. must uphold duties of care, loyalty and obedience

2. Sarbanes-Oxley (for-profit Σs, doesn’t apply to NPs, but maybe it should…)

i. focuses on transparency, speech of dissemination of information

B. fiduciary duty of NP managers

1. duty of care – if director acts with good faith, in accordance with bylaws/etc., then he’s protected by the business judgment rule
i. focuses on manner in which dir exercises responsibilities, rather than on what his actual decisions were

a. as long as he acts in good faith, w/o conflict of int, protected

b. corporate std (gross negligence), vs. trust std (simple negligence)

c. doesn’t apply to bad faith, conflict of interest, fraud

d. doesn’t apply to trusts, but probably does apply to NP corps

ii. alternative proposal – std for review should be fairness…

iii. benefits of the best judgment std 

a. encourages ppl to serve on NP boards

b. encourages dir’s to approve things that may be risky, but may benefit the public

c. limits litigation – limits amt of charitable assets wasted in litigation

2. duty of loyalty – topic of greed, self-interest, conflict of interest

i. requires dir’s to act in manner than won’t harm corporation

ii. conflicts of interest – both procedural and substantive aspects

a. procedural approach: disclosure, recusal, independent ratification

b. substantive approach: require proof of fairness

c. prophylactic approach: completely prohibit conflicts of interest

3. duty of obedience – nebulous, duty to carry out mission of org, put mission first

i. distinguishes NPs from for-profits

a. purpose of f-p bd is clearly to make money, increase stock value

b. purpose of NP bd is different; one of primary goals is to carry out the mission of the org (e.g., hospital conversions where the bd didn’t take the highest price, but went w/bidder who would most closely fulfill mission of org)

C. question of enforcement of fiduciary duties

1. duties are to be enforced by the states

i. but most real penalties come from IRS – few personnel in states devoted to auditing charities…

ii. level of tax imposed on managers – problematic, requires managers to be knowing/willful, easy for them to slip away

a. proposal: change standard to “known or should have known”

2. donors – have no standing to sue charities

i. exception, perhaps, if you contracted with specifically earmarked funds

ii. but generally, once you give your money, you can’t sue to get it back

3. members/directors may have standing

4. beneficiaries almost never have standing

D. penalties for breach of duties

1. first question: whether breach was proximate cause of harm to org

2. potential sanctions: removal of bd member; restitution; bad publicity

E. composition and duties of NP boards

1. bd members are selected for expertise, fundraising ability, connections…

2. ppl agree to sit on NP boards for the cause, prestige, expertise…

3. given the variety, may not be best to force all bd members to actively govern

4. Klausner proposal – bifurcated board, with advisory and fundraising tiers

i. allow ppl to choose which part of the bd they’ll serve on, within reason

ii. ppl will self-select, ideally resulting in the best possible situation for the NP
