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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

a) financial support is therefore in the form of tax expenditures

2. criticisms of this theory – contrast between tax exemptions and direct govt grants

a) exemptions: comprehensive, simple, automatic; encourage public benefactions; foster public virtues of self-respect and reliance

b) direct govt grants: require special legislation; extinguish public spirit; lead to dependence on govt

3. Joint Committee on Taxation

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

· non-business activities of these orgs generally must predominate, and imputed income derived from non-business activities is outside normal income tax base

b) charitable deductions (§170) and income from tax-exempt bonds are tax expenditures

B. quid pro quo theory

1. emphasizes secondary community benefits offered by NPs

a) contributions to a robust and pluralistic society

b) role as innovators and efficient providers of public benefits

C. Belknap article – tax favors to encourage activities recognized as inherently meritorious and conducive to the general welfare

1. government saving (traditional subsidy theory) hasn’t been the decisive factor influencing exemption
2. some activities fall outside scope of govt action, or seen as better left in private hands

a) private enterprise, diversity of action are believed to do the specific job better

b) preservation of Am policies of individual initiative and decentralization is deemed vital in itself

3. automatic system of exemption – govt doesn’t control flow of funds to various orgs

4. freedom – private bodies (not govt) determine the application of funds

D. Bittker and Rahdert – income measurement theory

1. public benefit orgs are exempt b/c they are inappropriate objects of income taxation

a) computing “net income” would be conceptually difficult, if not impossible

· principles for computing income are based on premise that org seeks to make a profit; doesn’t work for orgs that reject this basic premise

2. no tax b/c NP is a conduit to convey gifts from donors to beneficiaries, not an entity with independent taxpaying ability

E. Hansmann – capital subsidy theory

1. contract failure theory – income tax exemptions are a necessary tool to compensate NPs for the constraints they face in gaining access to capital markets – inability to offer profit shares to private investors, inadequate access to debt financing

2. exemptions act as capital formation subsidy, enabling NPs to finance growth through retained earnings, which enhance ability of NPs to borrow

a) efficiency rationale – more appealing to Hansmann than above rationales

3. criticism: doesn’t consider differences in capital needs among different NPs

a) more direct/efficient method for subsidizing capital formation would be through direct grants or tax-exempt bonds

F. Atkinson – altruism theory

1. tax exemptions as appropriate subsidies rewarding the altruistic decision of NP founders to forego profits
a) note: altruistic orgs = NPs other than mutual commercial NPs

2. any NP whose income is being used to subsidize consumption by someone other than those who control the org would be entitled to tax exemption without any inquiry into the merits of the consumption or the public benefits flowing from it

3. far more expansive a theory, but also predictable and relatively easy to administer

G. Hall and Colombo – donative theory

1. exemption to subsidize those orgs capable of attracting substantial level of donative support from public
a) deservedness – willingness of public to contribute demonstrates both worthiness and neediness – signals need for additional shadow subsidy to take up the donative slack

b) proportionality – reasonably tailors level of subsidy to level of deservedness

c) universality/historical consistency – exemption structured as unitary, coordinated system composed of a host of benefits and burdens that flow automatically from the determination of charitable status

2. criticism: where do you set the threshold level of “substantial donative support from public”?  many practical implementation problems…

II. Basic Concepts
A. “nonprofit” – a misnomer, as NPs can make a profit

1. bound by nondistributional constraint – all profits must go towards the exempt charitable purposes of the org, cannot inure to those in control of the org

B. “tax-exempt” – also somewhat a misnomer

1. all orgs bound by UBIT; some may have excise taxes and penalties levied

2. state level – taxes on property; social clubs are less exempt so they pay more taxes

C. sources of funding (general percentages of all NPs, notes p.2)

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 ((see Tom and Leona problem, notes, p.5-6))
A. look at 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 the consumer and the good/service provided

1. if it’s difficult to locate the best bargain, or consumer is unable to enforce bargain once made, might trust a NP more than a for-profit
a) NPs lack the incentive to raise prices and cut quality b/c those in charge are barred from taking any of the resulting profits

b) producer acts as fiduciary to purchasers, giving them greater assurance that the services they desire will in fact be performed as they wish

C. countervailing considerations

1. curtailment of profit motive may lead to reduced incentives for cost efficiency, responsiveness to consumers, and expansion in response to increasing demand

2. inability to raise equity capital through the issuance of stock – could severely hamper ability to meet needs for new capital

3. only when contract failure is relatively severe is it likely that the fiduciary advantage will clearly outweigh these corresponding advantages

D. constraints on profits made by NPs

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

2. salaries must be “reasonable comp” – based on comparables in for-profit sector

3. can still charge fees, don’t have to give discounted services – as long as fees go toward exempt purpose, then it is per se charitable

E. other benefits of NPs

1. low-interest loans

2. “halo” effect – can facilitate endorsements, grants, etc.

3. while technically, NPs are more heavily regulated, in reality, there may not be anyone (state AG, IRS) to actually monitor/regulate

a) also, no shareholder scrutiny in NP sector

F. benefits of §501(c)(3) nonprofits specifically

1. can receive tax-deductible donations, under §170 – makes fundraising much easier

2. states offer property/sales/gift tax exemptions

3. postal rate deductions

4. right to issue tax-exempt bonds – charity thus pays less interest

IV. Categories of Nonprofits
A. public-serving – generally formed for public charitable purposes
1. include charities, social welfare orgs (§501(c)(4)), political orgs, etc.

a) examples: Red Cross, hospitals, Salvation Army, educational institutions, homeless shelters, USOC, Ford Foundation, US Figure Skaters Assn, Met Museum, Susan B. Komen, PETA, Pew Trusts, NOW, Sierra Club, etc.

2. members have no ownership int

3. assets held for public charitable purposes, can’t be distributed to members, directors, or officers, even upon dissolution

4. members’ right to vote on amendments to bylaws not as broad as those of mutual benefit orgs (where members have economic int at stake)

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

6. there may be no one with econ incentive to review decisions made by directors

a) Revised Act seeks to fill this void by clarifying existing common law and statutory authority of AG – authorizes AG to monitor and exercise oversight powers over public benefit corporations

B. mutual benefit (member-serving) – formed principally to further common goals of members
1. e.g., groups with an economic nexus: NFL, chambers of commerce, boards of trade, labor unions

2. e.g., groups with a social nexus: fraternal orgs, social clubs

3. examples: country clubs (501(c)(7)), trade unions (501(c)(6)), social clubs (as long as not too educational), NFL, NBA, AMA, ABA, Elks, etc.
4. note: many orgs have members, but don’t exist primarily to serve needs of the members (e.g., Met, PBS) – still public serving

5. members may have econ int – can’t receive distributions while the NP is operating, but membership ints may be sold or transferred to the corp or third parties

a) upon dissolution, members may receive distributions

6. members have broad rts to vote on bylaw amendments – protect econ and other ints

7. may operate with a self-perpetuating bd of dirs

a) individuals can be called “members” even if they don’t have rt to vote for directors, but won’t be treated as members under Revised Act

C. exception to this dual scheme – houses of worship 

1. generally considered to fall under public serving (allow non-members to worship, contribute to public charity causes), and yet they operate for benefit of members

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

1. note: all §501(c)(3) orgs are charities; all other §501(c) orgs are NOT charities

2. within §501(c)(3) orgs – public charities, and private foundations

B. §501(c)(4) – public service orgs, “promoting social welfare”

1. can lobby (no “insubstantial part” requirement as under §501(c)(3))

2. note: can’t get §170 deductible donations

C. §501(c)(5) – labor, agricultural, horticultural

D. §501(c)(6) – business leagues, chambers of commerce, real estate bds, bds of trade, pro sports leagues

E. §501(c)(7) – clubs organized for pleasure, recreation, other NP purposes

1. much less exempt than other NPs – purpose of filing for §501(c)(7) is tax neutrality, not exactly tax exemption
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I. Forms of Nonprofits
A. charitable trusts

1. fiduciary relationship w/r/t property arising as a result of the manifestation of an intention to create it

2. differ from private trusts – object to benefit the community; assets must be irrevocably dedicated to the purposes of that trust

a) enforced by AG rather than trust beneficiaries

b) can be of unlimited duration, unhindered  by rule against perpetuities

c) often used for private foundations engaged solely in making grants

3. pros – great if there are no liability issues, just trying to give out money

a) easier/faster to set up – no need for prior approval, no requirement of identifiable beneficiaries

b) administration with fewer formalities than nonprofit corporations

c) perpetual or indefinite period of existence

d) possibility of continuing control by grantor

e) may be less expensive to maintain than a for-profit corporation

4. cons – rates are higher if other business taxes imposed, or give money overseas

a) UBIT – trust rate gets higher a lot faster than for corporations

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

a) management rests in trustees – may be selected by selecter, court, and may be self-perpetuating if trust instrument so provides

B. unincorporated associations – many smaller NPs, labor unions, and political orgs

1. pros – informality and flexibility

a) no govtal approvals must be obtained to form or dissolve

b) no const or bylaws needed (unless seeking 501(c)(3) exemption, which you would want to get to accept contributions from individuals/foundations)

· if you don’t want to apply for 501(c)(3) but still want to get donations, can use a fiscal agent – donors give to the 501(c)(3) agent, get their tax deductible donation, then the (c)(3) grants the money to the unincorporated assn, keeping a 5-10% fee

· if have budget over $5K/year and want to get grants directly – need (c)(3) status

c) good for newly formed entities, or those commencing incorporation process

· those with uncertain prospects, limited expected duration, or founders who are unlikely to bring the activity/project to fruition

2. cons – outweigh the benefits!!

a) liability – no separate legal existence apart from the members, so individual members have personal liability

b) can’t receive or hold property, or contract in the assn’s name

c) banks, creditors, other vendors may  be reluctant to conduct business with an unincorporated assn

3. upon dissolution – members are entitled to their pro rata share of assets, unless the articles of assn provide otherwise

C. nonprofit corporations

1. must conform to more formalities in creation/dissolution, but internal governance is more flexible, easier to react to changed circs (e.g., resignation/death of director)

2. artificial entity – can sue or be sued, hold property in own name, contract

3. indefinite existence

4. centralized management (bd of dirs), who are held to lower std of care than charitable trustees, and enjoy limited liability

5. AG can sue to prevent a diversion of property from the purposes for which it was given (even though the property has been conveyed to the charitable corporation)

II. Organized and Operated Exclusively for Exempt Purposes
A. see above listing of enumerated exempt purposes under §501(c)(3)

1. if traditional classifications of charity, there is a rebuttable presumption that it is valid

a) if not, cts examine whether rational persons might reasonably believe that public advantage might accrue

B. organizational test – satisfaction depends on properly drafted organizational docs

1. focuses on the ends (purposes formed), not means (method by which it achieves goal)

2. relies exclusively on organizational docs

a) articles/certificate of incorporation – NOT bylaws

3. can’t allow for purposes broader than those specified in the code, but can limit further generally, states are more strict when it comes to dissolution provisions

C. operational test – see 1.501(c)(3)–1(d)(1)(ii) and –1(c)(1)

1. test is not met if more than an insubstantial amount of activities is not in furtherance of charitable purposes

a) note: this affirms that other purposes can be worked towards, as long as not substantial; in practice, IRS and cts always tolerate

2. question of substantiality comes up later, in unrelated business discussion

D. must pass both organizational and operational tests in order to qualify for exemption

E. charitable class of beneficiaries – scope of benefited class must be public, not private

1. e.g., organization for one particular child is not a charity

III. No Private Inurement
A. no part of the net earnings can inure to the benefit of any private shareholder or individual

1. private inurement is the substantive dividing line b/t NPs and for-profits
B. concern to prevent inurement to someone who controls the org; purpose to keep a public-benefit org benefiting the public

C. question of who this applies to (who qualifies as “private shareholder or individual”)

1. persons having a personal and private int in the activities of the org

2. private ints include those of designated individuals, creator or family thereof

3. private individual can’t pocket funds beyond reasonable compensation for goods/svcs

IV. No Substantial Political Activity
A. no substantial part of org can carry on political activity, or try to influence legislation, except as provided in subsection h

1. lobbying is okay, as long as it isn’t substantial (see below)

2. absolute prohibition on political campaigning
V. Limited by Fundamental Public Policy
A. cannot engage in or promote activities that are illegal or against public policy (Bob Jones University, Revenue Rule 75-384)
B. questions of illegality (see notes, p.10-11)

1. if purpose of org is illegal under state/fed law, org won’t be permitted exempt status

2. if purpose is in violation of fundamental public policy, more of an open question

a) states have moved away from administrative discretion – so job of governing incorporation falls to IRS

b) “hate groups” – generally allowed to incorporate under state law, but rejected for tax-exempt status by IRS

c) more on this in education section – tests for whether a NP is “educational,” and whether this conflicts with state public policy (hate group advocacy)

3. distinction b/t advocating change in law, and advocating illegal activity
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** remember: make articles of incorporation (stated exempt purposes) as BROAD as possible
I. Steps to Take in Organizing a Nonprofit
A. purpose of org – must qualify under both state and fed tax law
1. N.Y. Not-For-Profit Corp. Law, §201 (various types of qualifying orgs)

2. §501(c)(3) – note that fed tax requirements tend to be more stringent than state; always draft to the more stringent Σs

3. inform founders of restrictions on §501(c)(3) orgs – lobbying, etc.

B. select of state of incorporation – typically, state in which org intends to conduct its activities

1. note: NY and CA aren’t particularly hospitable to NPs; orgs tend to incorporate in DE and NV instead

C. draft articles of incorporation
1. requirements vary b/t states, but generally include name, purposes, language re distribution, lobbying restrictions, etc.

2. must also include language re dissolution

3. membership regulations (note: having members doesn’t make it member-serving)

a) also note: having members creates huge headaches for bd

4. remember to draft to IRS requirements – easiest to just quote §501(c)(3) wholesale

D. file articles of incorporation with the state (usually with state Secretary of State)

1. corporation commences once articles are filed

E. write up bylaws – can contain anything not inconsistent with articles filed with the state

1. much more flexible, easier to amend

F. apply for tax-exempt status – file Form 1023 (p.894 in statutory supplement)

1. if everything done properly, will get a ruling back that you qualify for exemption under §501(c)(3) and as an eligible donee under §170(c)

2. ruling is retroactive to date of formation, as long as Form 1023 is filed within 27 months; if you don’t file in time, it’s effective just from date of filing

3. churches don’t have to file Form 1023, but may want to in order to:

a) make donors more comfortable about the tax deduction of their donations

b) make sure of exemption if they conduct activities beyond those of a typical house of worship (though note: difficult for IRS to audit churches)

G. annual filings – e.g., Form 990 (disclosure return), and similar form to be filed in states

1. project underway to reform 990, to make it both federally- and state-friendly

2. disclosure rules – orgs have to make their financial statements and 990s readily available; orgs can post them on own website, IRS also posts all filed 990s

II. Challenges to Articles of Incorporation (Caselaw)
A. State ex rel. Grant v. Brown (OH, 1974) – articles refused by Sec. of State b/c he didn’t like the purpose of promoting homosexuality; arg that purposes violated public policy of the state
1. holding: while there is no statute prohibiting homosexuality, Sec. of State still has discretion, and a valid public policy reason for denying write

2. Stern dissent – no basis in law; majority gives too much power to the Sec. of State

3. Brown dissent – would limit discretion of Sec. of State even further: it is his duty to accept articles of incorporation that are filed in legal form following legal req’ts

B. People ex rel. Groman v. Sinai Temple (CA, 1971) – complaint brought against a religious NP corp, that they were operating for profit and should lose their exemption
1. NP, organized for “religious and cemetery purposes,” bought large property (larger than member needs/contributions); solicited other Jewish business (nonmembers) to make up shortfall

2. holding: profits arose in pursuit of state purposes (NB: religious and cemetery NP purposes explicitly recognized by state Corps Code), so it’s okay

a) NPs are not barred from commercial/competitive profit-making, just barred by nondistributional constraint
b) running mortuary is incidental, and included within cemetery business

c) discounts to members are not an unlawful inurement of benefit – there need not be strict quid pro quo benefits to members, excess is not per se a dividend

C. State v. North Star (MN, 1972) – corp established by Univ. of MN and several for-profit corps; formed to engage in research for scientific purposes in the public int and for the benefit of the Twin Cities area, and to attract smaller companies to the area to stimulate local econ

1. question: whether this was conducted for profit, or purely a public charity and thus exempted from property tax under MN law

2. holding: “nonprofit corp” applies to all corps bound by nondistributional constraint, has no bearing on whether the corp makes a profit or not

D. but see: Common Fund v. Fairfield (CT, 1994) – NP corp, managed investment funds solely for tax-exempt education institutions

1. holding: b/c fee collections made the org self-supporting, it wasn’t eligible for tax exemption provided for exclusively educational or charitable institutions

E. Irish Miss Manners’ Trust – upheld a trust dedicated to good manners

1. as long as purposes are genuinely educational in their aim and scope (procedural), ct won’t weigh the respective merits of particular educational methods (substantive)
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I. Charitable Trusts – Cy Pres and Deviation ((Threat of Dissolution))
A. generally: cts use equitable powers to save a trust from failure, or to reform it so as to accomplish its general purposes
B. doctrine of cy pres – when a charitable purpose becomes impossible, inexpedient, or impracticable of fulfillment, equity will permit the trustee to substitute another charitable object which approaches the original purpose as closely as possible

1. recognized in nearly all American jurisdictions
2. but note: power of modification is strictly construed and closely circumscribed

a) degree of frustration must be relatively great

b) donor must at least have implicitly consented to the change

c) degree of change must be relatively small

3. three part test to application of cy pres
a) a valid charitable trust exists

b) settlor’s specific charitable obligation is frustrated

c) settlor’s general charitable intent is not restricted to precise purpose identified in the trust instrument

4. high standard of frustration – mere ineffective philanthropy doesn’t count

a) In re Buck – trust set up to care for the needy in Marin County; trust assets grew way beyond what testator had anticipated; too much money to spend in Marin County, so petition to modify purposes to extend to other locations

· ct denied petition for cy pres – trust purposes could still be carried out; no impracticability as required for cy pres

5. ct must determine whether any general purpose of disposition still may be achieved by some alteration in the administration or application of the charitable distribution

a) not sufficient that accomplishment of the trust’s purposes has become more difficult – accomplishment of purpose must have ceased
6. if legatee refuses to accept donation b/c of a restriction, cts may remove offending provision to validate gift, hold it for another inst, or give it to testator’s next of kin

a) US v. Cerio – Coast Guard alum devised trust to give huge monetary award to highest grade in class; CG claimed that unless the trust was modified in cy pres proceeding, it would refuse the gift

· claim that as written, it was impossible to perform – would seriously disrupt Academy’s operations, interfere with the attainment of its purposes (i.e., commitment to teamwork)

· ct applied cy pres – found that testator primarily desired to foster academic excellence; peculiar manner in which trust was to be performed was secondary; modified trust to provide more modest awards as well as science fellowships/visitorships

7. cy pres will also be applied when purpose provisions violate const’l/Σtory norms

a) e.g., appeal to remove “white” from scholarship for “female white students”

b) ct must find that a general charitable intent (to fund education) on part of the testator outweighs the impermissible provision

c) note: cts less likely to apply cy pres to cases of gender discrim

d) cts also unwilling to apply cy pres to religiously restrictive charitable trusts, absent state action

C. doctrine of deviation – ct may alter the administrative or procedural provisions of a trust

1. applied when “it appears to the ct that compliance is impossible or illegal, or that owing to circs not known to the settler and not anticipated by him, compliance would defeat or substantially impair the accomplishment of the purposes of the trust”

2. ct cannot change the original charitable objective, or divert the bequest to an entity with a purpose different from the purpose set forth in the trust instrument

a) not changing the established purpose, but modifying the administration
3. used where a term of the trust is illegal, changed circs have occurred, or to escape investment restrictions on sale of property even though such sales are unauthorized or forbidden by trust terms

4. Trustees of Dartmouth v. Quincy – trust to establish school for native born Quincy girls; not enough money to continue operating, so school wanted to admit non-Quincy girls, maintaining trust money only for Quincy girls

a) holding: applied deviation, allowed for admission of non-Quincy girls

b) cy pres inapplicable – gift hadn’t yet failed entirely…

c) trustees’ proposal was secondary to the general purpose of establishing a school; trust purpose of benefiting Quincy girls remains intact

d) read clause stating that school was for purpose of education of Quincy girls as a subordinate detail, which could be disregarded if changed circs rendered it obstructive or inappropriate to the accomplishment of primary purpose

II. Dissolution and the Distribution of Assets
A. trusts – should be established with the broadest purposes possible, so if the need goes away then the money can go elsewhere without being a different purpose
1. put clause in trust doc to permit trustee to dissolve when she wants

a) or, variance clause – allows trustee to change the purpose w/o going to ct

2. if dissolved – funds must go to an entity whose purpose is “sufficiently similar” to the original purpose

B. public charity – assets must go to another public charity with similar purposes

C. public benefit corp – assets must be distributed to other public benefit corps

1. bd authorizes dissolution by resolution and adopts a plan of dissolution, which must be approved by appropriate vote of membership (if there are members)

2. notice sent to creditors, payment of liability, then distribution of remaining assets

a) plan will specify distributes

b) AG notified, plan submitted to ct for approval

c) if a regulatory ag approved formation, it must approve dissolution

3. note: std governing distribution of assets upon dissolution is less strict than cy pres doctrine of charitable trust law
a) Matter of Multiple Sclerosis Service – w/dissolution Σs, ct isn’t concerned with directions/intentions of creator/testator; only that funds be transferred to a charitable recipient w/similar purposes to dissolved charitable corp (p.124)

D. mutual benefit corp – look at bylaws to see what happens; if silent, funds distributed among members

1. In re LA County Pioneer Society – general rule that public benefit orgs must transfer assets on dissolution to charitable or similar uses (under various state laws), while mutual benefit orgs may distribute assets to members or in accordance with such other plan provided for in the certification of incorporation or bylaws
E. voluntary vs. involuntary dissolution (see old outline, p.10)
F. distribution of assets to public benefit corporations

1. when given to charitable corp for specific purposes or with restrictions/conditions placed on its use, weight of authority holds that it can only be used as specified

a) charitable corp may not receive a gift for one purpose and use it for another unless alternative use was authorized by a ct applying cy pres

2. particularized gift, when NP dissolves (or changes purposes), will not automatically pass to a successor corp (or transfer)

a) property will pass to a NP that meets strict stds of cy pres or deviation

3. dissolution of local chapters of national orgs – depends on extent of dependence

a) if integral part of larger state or national org, it may not secede from that org and take that org’s property with it

G. disputes over church property – dispute over assets when local congregation withdraws
1. where churches have congregational government, property belongs to the local church, which can dispose of it as it sees fit upon dissolution

2. but see: Metropolitan Baptist v. Younger – holding that church assets wouldn’t be distributed as recommended by membership, but in accordance with the church purposes in the articles of incorporation

a) applied cy pres and directed distribution in a way that most closely carried out original purposes, geographically close to the original church

III. Nonprofit Restructuring
A. conversion from a nonprofit corp to a for-profit entity (see old outline p.12)
B. corporate reorganizations (old outline p.13)
C. whole hospital joint ventures (old outline p.13)
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I. Private Inurement, Generally
A. overriding policy issue, which determines when ultimate sanction should be imposed

1. if an org seems to be operating primarily for profit motives, it shouldn’t be exempt

2. if an org seems to be operating primarily for charitable purposes, it should be exempt
B. in application: prescription against private inurement is fatal (loss of exemption) only when org seems fundamentally to be operating primarily for private ints

II. Excess Benefit Transactions
A. history – before enactment of §4958, no intermediary penalty taxes when NP engaged in excess benefit transactions – severe penalties, subject to hair-trigger
1. so severe that EBT sanctions were rarely used – which meant that a lot of charities were able to engage in private benefit without penalty

B. §4958 (p.359 in statutory) – excise taxes can be imposed on disqualified persons who knowingly improperly benefit from an excess benefit transaction

1. note: this applies only to 501(c)(3) and 501(c)(4) orgs – not to private foundations or state universities that are government instrumentalities
C. two different types of EBTs

1. 4958(c)(1) – any trans in which an econ benefit is provided by an exempt org directly or indirectly to or for the use of any DQP, value of which exceeds value of consideration (e.g., reasonable compensation)

a) econ benefit won’t be treated as exceeding payment for services unless org specifically states its intent to treat it as such
2. 4958(c)(2) – revenue-based compensation, as prescribed by Treasury
a) note: regulations defining such compensation have been withdrawn; so revenue-based compensation is NOT per se improper anymore

D. examples of what constitutes EBT

1. excessive compensation

2. trans b/t a DQP and the NP that unduly benefits the DQP

E. §4958 analysis
1. threshold question: org must be a §501(c)(3) or (c)(4)
2. determination of DQP – categories
a) statutorily defined DQP (will always be automatically disqualified)
· 35% control (corp voting power, partnership profits int, or trust beneficial int); family members of DQPs
b) deemed DQP (deemed to have substantial influence)
· voting members of governing board
· officers (those with powers/responsibilities of president, CEO, COO, CFO, treasurer – NB: titles not impt, powers/responsibilities are)
c) deemed non-DQP (exceptions to the DQP classification)
· other §501(c)(3) orgs – i.e., trans b/t (c)(3)s don’t count as EBTs
· persons not highly compensated (annual comp of less than $80K; note that this number is indexed, released each year: $95K in 2005)
d) factors indicating DQP (not as bright-line a test; facts and circs)
· founder of an org; someone who receives revenue-based comp; someone with financial control over org (but not one of the deemed DQPs); someone who manages a discrete segment of the org that represents substantial portion of the activities, assets, income, or expenses of the org
e) factors indicating non-DQP
· someone who has taken a bona fide vow of poverty as an employee of a religious org; independent contractor (e.g., atty, accountant) whose sole relationship with org is advisory, in situations where the independent contractor has no int (no decision-making authority)
3. if DQP, assess the applicable penalty
a) ultimate sanction will be imposed only if the EBT makes it such that the org is operating primarily to benefit private interests
· subjective factors to determine if org should lose exemption: size/scope of EBTs; size/scope of org’s regular ongoing activities that further the org’s purposes; whether org has been involved in repeated EBTs in the past; whether org has implemented safeguards reasonably calculated to prevent future violations; whether org has made good-faith efforts to address the current EBT
b) initial penalty – 25% of excess benefit, imposed on DQP (not org)
c) lesser penalties may be imposed on org managers who permit the org to engage in EBT – 10% of the EBT (capped at $10K per transaction)
· if participation is knowing, willful, and not due to reasonable cause

· doesn’t apply to independent contractors or middle managers who must consult with superiors

· if multiple managers share responsibility, they are jointly and severally liable

d) second-tier penalty – 200% of excess benefit

· imposed on DQP if violation isn’t corrected within the taxable period

F. §4962 abatement – penalties can be abated if violation was due to reasonable cause and not willful neglect, and the EBT at issue was corrected w/in the specified correction period
G. a note on reasonable compensation – procedural safeguards orgs can take
1. try to get benefit of rebuttable presumption of reasonableness, and shift burden of proof onto the IRS
a) disinterested members of bd (not under control of DQP) must approve the compensation package
· side note: this is why it’s impt to have a broad-based community bd; rule of thumb is no more than 20% of bd should be insiders
· org must clearly indicate intent to treat all benefits as compensation (so they can’t later claim, in the face of an IRS audit, that an EBT was just compensation) – if org fails to do so, benefit will be treated as EBT unless org an show reasonable cause for the oversight
b) governing body/committee must do a comparables study – get a consultant’s study of comparable salaries in both NP and for-profit sectors
· smaller orgs (annual gross receipts under $1M) can have a DIY compensation study, looking at compensation structures of five similarly situated orgs
· factors of comparison: job (responsibilities…), person (qualifications…), type of org
· IRS is unclear as to what comparables suffice, so org should cover its bases and get as thorough a study done as possible
c) governing body/committee must document the study done
2. if org follows the three steps of this process, can shift burden of proof onto IRS
H. initial contract exception – under §4958, there is allowance for “one bit at the apple”

1. person is not a DQP w/r/t his initial contract, but would be for a renewal contract

a) doesn’t apply if the person was already a DQP when entering initial contract

2. intermediate sanction not available for initial contracts, unless it was such an egregious EBT that it would lead to revocation of exempt status

3. initial contract exception protects fixed payments (fixed sums and fixed percentages), but not discretionary payments (which are variable percentages, determined at discretion of the bd)
a) discretionary payments can be fixed if capped with a fixed amount
III. Private Benefit
A. excess benefit to private individuals, not DQPs, but not within scope of charitable class
1. doesn’t operate on hair-trigger – has to be qualitatively/quantitatively larger than fair

2. no penalty to private benefit except loss of exemption

a) no need for intermediary sanctions, since no hair trigger

B. main differences between private benefit and excess benefit transactions

1. private benefit restriction applies to those who aren’t in control of the org

2. higher threshold for private benefit – need a lot of private benefit to jeopardize tax-exempt status (i.e., trans is such that org is operating primarily for private benefit)

3. sanction for private benefit will always be the ultimate penalty
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** this section goes to the “organized and operated exclusively for exempt purposes” prong of §501(c)(3)

** base questions: how large is the “community benefit” umbrella?  what types of activities are per se charitable, and what types require an additional redistributional element?
I. Educational Organizations ((per se charitable))
A. definition of “educational”
1. Reg. 1.501(c)(3)–1(d)(2) ( charitable defined generally (p.469 in statutory)

2. Reg. 1.501(c)(3)–1(d)(3)(1) – instruction/training of individuals for the purpose of improving/developing their capabilities; or the instruction of the public on subjects useful to individuals and beneficial to the community

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

1. §170(b)(1)(A)(ii) [p.211 in statutory] – a “regular school,” i.e., educational inst which normally maintains regular faculty and curriculum, with regular body of students = special type of eligible donee, eligible for highest type of deduction

a) but this is only one type of educational org; while it might be favored for purposes of distinguishing b/t private foundations and public charities, there are lots of other types of orgs that qualify as educational under §501(c)(3)

2. examples: industry-wide apprentice training program, prisoner rehab programs, marriage counseling, cultural orgs (libraries/museums/zoos), instruction on particular subject (dancing, securities management, sportsmanship)

a) only type that doesn’t qualify – training of animals, even when owner gets some training as well

3. almost anything that teaches ppl things that are legal can be set up as an ed org

C. advocacy groups

1. educational orgs may advocate a particular position or viewpoint, as long as it presents a sufficiently full and fair exposition of the pertinent facts, as to permit an individual or the public to form an independent opinion/conclusion

a) NOT educational if principal function is presentation of unsupported opinion

2. but this isn’t a clear std – even the IRS doesn’t seem to know what this means
a) one interp: anything “controversial” = “advocating a particular position”, thus triggering the “full and fair exposition” test

3. only two types of orgs that this has been applied to:

a) gay and lesbian advocacy orgs

b) orgs with racially divisive agendas

4. Big Mama Rag v. US (1980) – racial and feminist org, primary purpose of publishing monthly newspaper; IRS denied exemption claiming it failed “full and fair” test
a) IRS created methodology test in attempt to clarify “full and fair” test

· org is “educational” only if it provides factual foundation for viewpoint advocated, or provides a development from the relevant facts that would materially aid the audience in the learning process

b) four factors of methodology test (indications that org has failed this test):
· presentation of viewpoints unsupported by facts is a significant portion of the org’s communications

· facts purported to support the viewpoints are distorted

· presentations make substantial use of inflammatory/disparaging terms and express conclusions more on the basis of strong emotional appeals than objective evaluations

· approach used in the presentations isn’t aimed at developing an understanding on the part of the intended audience, b/c it doesn’t consider their background or training in the subject matter

c) methodology test is merely an administrative clause – doesn’t change the substance of the “full and fair” test, nor does it cure the vagueness

· doesn’t clear up question of to whom the test should apply

· test only works b/c it’s been applied only to controversial cases

5. hate groups – National Alliance (1983) and Nationalist Movement

a) IRS denied exemption to such hate groups

· National Alliance case – where IRS invented methodology test

· Nationalist Mvmt – Tax Ct upheld constitutionality of the test

b) note: all of these hate groups were able to incorporate in their states as educational orgs… IRS (fed tax code) tends to be more restrictive

c) note: IRS hates using the Bob Jones (against public policy) test, would rather get such an org under the “full and fair” advocacy group test
II. Religious Organizations ((per se charitable))
A. no statutory definition of “religious” – not the place of the state so to define
1. “religious purposes” not limited to houses of worship – much broader category

a) include religious book publishers, broadcasters, genealogical research, burial societies, etc.

2. two parts of analysis for religious tax exemption
a) does the org qualify as “religious”?

b) is the religious org a “church”?  subset of religious orgs, special issues

B. standards of exemption for “religious orgs”

1. given 1st A, government agencies and cts have either refused to define religion, or have been extremely cautious

a) Holy Spirit Assn v. Tax Commission (1982) – Moonies; government argued that the org was Satanic and took away their property tax exemption

· holding: cts may not inquire into the inner workings of doctrine, dogma, etc., of a religious org with sincerely-held beliefs
2. most religious orgs don’t have any trouble meeting req’t of “religious” or “charitable” under 501(c)(3)

a) pivotal question is what constitutes “exclusively for religious purposes”

b) question has gone unanswered, not a lot of guidance here

c) IRS/Cong basically don’t want to interfere, are incredibly cautious in dealing with exemption of religious orgs

3. illegal activity – a neutral ground on which to deny religious exemption

a) see dicta, GCM, p.442

C. special subset of “church”

1. don’t have to file 990 disclosure, or Form 1023 (automatically exempt)

a) though churches often want to file 1023 – churches are highly dependent on fundraising, and an official exemption determination letter can be helpful

b) current mvmt to require more filings for houses of worship, but Manny doesn’t think it’ll go anywhere

· arg is that churches are now the least publicly accountable NPs, but this may not be correct, given their high dependence on public gifts

2. donations to churches are automatically deductible (presumed not to be private foundations) – other religious orgs have to go through public benefit test

3. much harder to audit churches

4. less regulated under various state corporation laws

5. note: IRS has been slightly better at defining test for “church” w/in “religious orgs”

a) appears that untraditional sects are more subject to scrutiny than other groups

b) Rev. Ruling 59-129 (p.442): factors that show an org constitutes a “church”; list isn’t all-inclusive, nor must all attributes be present in every case

III. Healthcare Organizations ((per se charitable))
A. historical understanding of “charitable” required hospitals to be aiding the poor
1. by 1969, more expansive community benefit std, including all healthcare

a) examples of qualifying orgs: hospitals, blood banks, Ronald McDonald House, abortion clinics, senior citizen homes, etc.

2. critical question now: breadth of the community that needs to be benefited

3. given recent cases, question of whether we’re going back to pre-1969 standard

a) but note: most recent IRS pronouncement was in 1992, which is still the law

B. standards of exemption for nonprofit healthcare orgs

1. under current law – no additional redistributive element required; promoting health qualifies as “charitable,” assuming all other provisions of 501(c)(3) are met

a) all other provisions are met as long as care is provided for those who can’t pay, and emergency room is open to all

2. 1992 IRS Examination Guidelines, to determine whether healthcare provider qualifies for tax exemption
a) does hospital have governing bd composed of prominent civic leaders rather than hospital administrators, physicians, etc?
· general rule of thumb: no more than 20% of bd can be insiders

b) if hospital is part of a multi-entity system, do the minutes reflect corporate separateness?  do they show that bd members understand the purposes and activities of the various entities?

· i.e., hospital must be a separate entity, not a sham or puppet

c) is admission to the medical staff open to all qualified physicians in the area?

· hospital can set standards, but they must be objective

· deals with concern of private inurement, that hospital will be operated for private purposes of small staff, hoarding patient fees

d) does the hospital operate a full-time emergency room open to everyone, regardless of ability to pay?

· intended to ensure that there is some kind of community benefit, and that hospital serves a charitable class

· note: if specialty care facility, don’t need ER if other factors met

e) does the hospital provide non-emergency care to everyone in the community who is able to pay either privately or thru third parties including Medicare and Medicaid?

· intended to ensure broad-based community benefit

C. recent caselaw that raises questions about the redistributive requirement

1. IHC case (supplement) – 10th Cir indicating that there must be some kind of plus for HMOs to qualify for healthcare tax exemption
a) e.g., free or below-cost resources, some kind of research, etc.

b) note: HMOs have always been more controversial

2. St. David’s case (see supplement!) – IRS argued that it wasn’t charitable b/c it didn’t provide any redistributive “plus”

3. interestingly, IRS’s only announcement on this issue has been in the continuing education text used to train IRS officials – so stds aren’t particularly clear

D. pharmacies – additional redistributive requirement

1. simply selling medical goods is nor per se healthcare; must have additional redistributive element, and to a charitable class

a) note: simply selling goods at a discount is not of itself a charitable deed

b) need to make it clear that it’s benefiting the indigent – e.g., sliding scale basis (giving equipment/goods based on what patients can pay), which would require org to rely on charitable donations to cover its costs

2. pharmacies attached to hospitals may not qualify

a) test for unrelated business income – will qualify for exemption only if it’s providing medicine only to hospital patients (substantially related business)

b) but this is UBIT test, has nothing to do with charitableness of pharmacies

IV. Community Benefit Organizations ((no bright-line test…))
A. public interest law firms – deemed charitable (Rev. Ruling 75-74; p.396)
1. Rev. Proc. 92-59 – two factors for determining “public interest”

a) provide a service which is of benefit to the community as a whole
b) represent impt public interests which are underrepresented since they’re considered economically infeasible for private law firms

c) note: this is broader than just legal aid – “public int” as long as beneficiary is society, answering questions that aren’t going to be covered by private firms, but questions that society needs answered

2. IRS doesn’t like getting to the substantive questions (two prongs above), policing border of what constitutes “charitable,” so it will go to procedural questions first
a) fee restrictions, sec.4 of Rev. Proc. 92-59 (p.401) – limits on amounts, distribution, etc.; fees can’t be motivation in deciding what cases to accept

B. community development orgs – deemed charitable (Rev. Ruling 74-587; p.403)

1. activities approved in this ruling: providing financing thru low-int loans and investments to individuals and corps, but only to those unable to attain them thru conventional sources
a) should have strict procedure in place to determine beneficiaries

2. requires investors to dispose of their ints as soon as business is reasonably assured

C. providing housing for the poor – deemed charitable (Rev. Ruling 80-585; p.405)

1. providing housing for low- or moderate-income families counts as charitable

a) generic “low-income housing = charitable” equation for §501(c)(3) purposes

2. housing MUST go to low-income families in order to be charitable; unlike with healthcare, there’s an additional redistributive requirement here

V. Amateur Sports Organizations ((per se charitable))
A. note: §501(c)(3) exempts amateur sports orgs; §501(c)(6) exempts professional sports orgs
1. most amateur sports orgs that qualify would qualify as educational as well
a) IRS has ruled that college sports are an integral part of educational process

2. therefore doesn’t seem to be a necessary/useful category…

B. to qualify as an amateur sports org under §501(c)(3), no part of org’s activities may involve provision of athletic facilities or equipment – attempt to bar social clubs trying to sneak into §501(c)(3) exemption

1. this excluded a lot of amateur sports orgs, though, so Cong enacted §501(j) – “qualified amateur sports org”

2. must be organized and operated exclusively to foster national or international amateur sports competitions by conducting the competitions or developing and supporting the competing athletes

a) no facilities/equipment provision under §501(j)

b) not adversely affected by having a local or regional membership

VI. Other Miscellaneous Charitable Organizations
A. cultural orgs (those supporting the arts) – Reg 1.501(c)(3)–1(d)(3)
1. stated purpose of such orgs is usually to promote public awareness/appreciation of the arts

B. testing for public safety orgs – 1.501(c)(3)–1(d)(4)

1. org that tested ballot technology qualified for exemption

2. but org that tested drugs for consumers was denied exemption – not a public int; drugs aren’t considered a “consumer product” until approved by FDA

C. scientific purposes – often research orgs

1. must be operated for the public int – key factor is dissemination of the information

D. prevention of cruelty to animals and children

1. e.g., preventing overbreeding of cats and dogs, providing funds for spaying and neutering to those who ordinarily couldn’t afford it

2. e.g., protecting children from working in hazardous occupations, unfavorable work conditions
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I. Commercial Activities TC "I. Purposes of Criminal Law" \f C \l "2" 
A. question of substantiality of the activity (as compared to org’s activities as a whole), and whether the activity is related to the exempt purposes of the org
1. note: question of commercial activities goes to the question of the exempt status of the org; distinct from the UBIT question of taxing insubstantial unrelated income

a) table of impact of commercial activity on exempt status:

	
	Related
	Unrelated

	Insubstantial
	OK
	OK (UBIT)

	Substantial
	OK
	NO


2. 1.501(c)(3)–1(c)(1) – org will be regarded as operating ‘exclusively’ for an exempt purpose only if it operates primarily for this purpose; if more than an insubstantial portion of these activities is not in furtherance of these purposes, won’t qualify

3. 1.501(c)(3)–1(e) – will be exempt even if it operates a business for a substantial part of these activities, as long as the business is related to the purposes of the org

B. how to determine substantiality – unclear; two different approaches
1. conventional wisdom: org only loses exemption if the commercial activity makes it impossible to pursue original exempt purpose
a) exemption is lost even if all profits are used to support the exempt purpose

· looks at source of income, not destination

b) facts and circs balancing test 
2. unconventional approach: feeder organizations; difference b/t designated and non-designated beneficiaries
a) Rev. Ruling 64-182 – NP organized for charitable purposes, derived its income principally from rental of space in large commercial office building; money is granted to other charitable orgs designated by bd

· destination of income test – held to be charitable as long as charitable activities are commensurate in scope with financial assets
b) §502 feeder orgs usually don’t qualify for exemption; but IRS narrowly construed above Ruling to apply to orgs that are legally obligated by charter/contract to pay over their profits to a specific charity
3. these two approaches aren’t really in sync; we’re hoping for IRS clarification soon
C. analysis of commercial activities
1. identify primary purpose of org, determine if it’s an exempt purpose
2. identify primary activities of org, and which of them are commercial
3. subjective facts and circs test for substantiality and relatedness
II. Joint Ventures
A. NPs forming partnerships with for-profit ventures
1. more than mere community benefit (furtherance of charitable purposes) must be shown – NP must also show that its activities do not substantially further other (non-charitable) purposes – cf. St. David’s case (p.67, supplement)

B. how to determine whether an org furthers non-charitable ints – see which individuals or entities control the org ((NB: this is the organizational test; operational must already be met))
1. if private individuals or for-profit entities have either formal or effective control, presumption that org is primarily in furtherance of private profit-seeking ints

a) note: this is true even when the org is a partnership b/t a NP and a for-profit; ceding control over partnership to the for-profit negates exemption

2. if NP org enters into partnership agreement w/ for-profit and retains control, presumption that partnership is primarily in furtherance of charitable purposes

3. look to reasons behind partnership – cts concerned when a struggling NP forms financial partnership with a for-profit looking to expand its market – different financial positions and their impact on bargaining strength (i.e., priority NP was able to insist upon for its charitable purposes)
	8 • LIMITS ON LOBBYING AND POLITICAL CAMPAIGN ACTIVITIES TC "1 • THE CRIMINAL JUSTICE SYSTEM" \f C \l "1" 


** public charities can lobby some; private foundations can’t lobby at all
** neither can be involved in political campaign activity

I. Two Separate Tests for Lobbying
A. §501(c)(3) substantial part test (subjective test)
1. factors for this test: expenditures; activities (employee and volunteer time); nature of the org; continuous or intermittent lobbying activities; controversial (real test)

a) very vague, “smells funny” test

2. this is the default test, unless org makes a §501(h) election

B. §501(h) expenditure test (objective test)

1. have to elect to follow this test, by filing a §501(h) election with IRS

a) when you make an election, election is valid starting on first day of calendar year in which you elect

b) note: private foundations and churches cannot make a §501(h) election

2. permits orgs to engage in lobbying up to specified limits

a) only counts monetary expenditures
3. might affect ability to receive grants from private foundations

a) private foundations can’t lobby at all; can make grants to public charities that lobby only if:

· grant isn’t earmarked for lobbying purposes

· amount of grant doesn’t exceed non-lobbying expenditures of the org

4. this is the better test – clear lines for exactly how much a NP can spend on lobbying without jeopardizing exempt status

a) but less than 2% of charities make a §501(h) election – misperception that this is hard to comprehend, a red flag to IRS
C. two issues to keep separate – penalties on failing one of these tests

1. tax on excessive lobbying in any given year

a) doesn’t necessarily result in loss of exemption

b) tax isn’t very high – orgs tend to think of this tax as just the cost of lobbying

2. loss of exemption – only when there’s much more excessive lobbying over an extended period of time

II. Direct vs. Grassroots Lobbying
A. direct – to actual legislators

1. communication with any member or employee of a legislative body, or any other government official/employee who may participate in the formation of the legislation

a) principal purpose of the communication must be to influence legislation

b) must refer to specific legislation and reflect a view on the legislation

B. grassroots – to members of the public, urging them to take action (much riskier)

1. three elements for grassroots lobbying

a) refer to specific legislation

b) reflecting a view on that legislation

c) encouraging recipient of info to take action w/r/t legislation involved (call to action)

2. four things that can constitute a call to action, in two categories

a) strong call to action: communications that directly encourage action

· states that recipient should contact representative

· provides address, contact info of representative

· provides petition, tear-off postcard, etc., for recipient to communicate view to legislators or staff

b) weak call to action: communications that merely encourage action
· specifically identifies one or more legislators as being for or against a bill, on the committee considering the bill, etc.

· note: this type of call to action may fall under exceptions for nonpartisan analysis or member communications, and thus may not be grassroots lobbying at all

C. excepted communications (deemed not to constitute lobbying)

1. making available nonpartisan analysis; broad discussion of social/economic problems; technical advice given to government body when responding to a written request; “self-defense” lobbying of legislation that would threaten org’s existence, tax exemption, or eligibility to receive deductible contributions; communication to bona fide members regarding legislation of direct mutual int; communications with members of executive branch

2. nonpartisan analysis – neutrality not required

a) must to present sufficient facts to allow audience to reach own conclusions

b) must distribute results so they’re not targeted to one side or another

c) exemption doesn’t apply if there’s a call to action included

3. member communications

a) bona fide – not just a mailing list; need other indicators (e.g., dues)

b) exemption doesn’t apply if communication is to the purpose of encouraging members to lobby

· communication can name legislators, but cannot direct members to contact them – otherwise, it’s a lobbying expenditure

III. Lobbying Expenditures Analysis – §4911, For Orgs With §501(h) Election
A. start with exempt purposes expenditure (EPE) – overall measure to test lobbying amounts

1. essentially the operating budget, except doesn’t include capital expenditures or fundraising expenses

B. maximum nontaxable amounts, for a given taxable year – determined on basis of EPE

1. lobbying nontaxable amt (LNTA) – capped at $1M; see §4911(c)(2) for EPE table

a) overall amt that an org may spend on direct and grassroots lobbying without being penalized

b) LNTA = 20% of first $500K of EPE
               15% of the next $500K
               10% of the next $500K
               5% of the excess over $1.5M

2. grassroots nontaxable amt (GNTA) – 25% of LNTA

C. excise taxes

1. if overall or grassroots lobbying expenditure exceed either the LNTA or the GNTA, org is subject to a 25% excise tax on excess lobbying expenditures

a) i.e., whichever excess is greater relative to the applicable limitation

b) take (lobbying expenditures minus LNTA) and (grassroots expenditures minus GNTA); whichever is greater will be subject to 25% excise tax

D. ultimate sanction is imposed on orgs which “normally” make lobbying or grassroots expenditures in excess of lobbying ceiling amounts
1. “normally” = over a four year measuring period

2. lobbying ceiling amounts (LCA) = 150% of LNTA
grassroots ceiling amount (GCA) = 150% of GNTA

3. so: an org that makes a §501(h) election must lobby excessively and repeatedly before it risks losing its exemption
IV. Political Campaign Prohibition
A. a §501(c)(3) cannot intervene or participate in a political campaign on behalf of or in opposition to any candidate for public office – carries ultimate sanction
1. technically an absolute prohibition, but IRS tends to ignore de minimus violations
B.  “candidate for public office”

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

a) note: can be a “candidate” even if he refused nomination of others

2. election doesn’t need to be contested, or involve political parties

3. mere public speculation without formal announcement of candidacy doesn’t count

a) e.g., formation of an exploratory committee

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

C. campaign activity attributable to a §501(c)(3)
1. campaign activities by directors/officers may be attributable to the org if they use the org’s facilities and resources and do not expressly state that they aren’t acting on behalf of the org
a) but: actions of students/members are not attributable to the org

2. note: churches are also subject to this limitation

D. participation in political campaign activity
1. voter education activity is fine, as long as nonpartisan and not biased in any way
a) includes voter guides on candidates, publishing candidate voting records, providing candidates with a forum for debate

b) no bias: wide variety of issues discussed; no slant in questions or presentations of responses; no editorial opinions or endorsements; no viewpoint targeting in voter registration; objective criteria in deciding what candidates to invite to debate

c) mild biases will be allowed if the guides are sent only to the members of an org with a small geographically diverse membership in a manner not meant to target a campaign (e.g., when no campaign is occurring)

2. issue advocacy – a visible single-issue org may lose its exemption if it impiliedly endorses or opposes a candidate through aggressive advocacy in the middle of a hotly contested campaign, even if candidate names are never mentioned

a) defense: showing that it advocates as strongly year-round, and the org’s message related to a broad range of topics

3. selling mailing lists to campaigns – must be done on a nonpartisan basis, for fair market value

E. think tank exception, of sorts – usually allowable as an educational org

1. these orgs don’t technically lobby or campaign, though they violate spirit of the law

2. allowed b/c visibility of candidates is incidental, orgs are founded by politicians who were not yet candidates, and discussion of broad public policy is impt (educational)

3. requirements for think tanks – §4955(d)(2)

a) politician cannot have control of the think tank

b) org can’t have primary purpose of promoting candidate or potential candidate

4. §4955 as an intermediate sanction, primarily for think tanks

V. §4955 Excise Tax on Political Campaign Activity
A. IRS can now impose an excise tax in addition to ultimate sanction

1. 10% of campaign expenditure imposed on org

2. 2.5% tax imposed on managers, capped at $5K per expenditure

a) defense: violation was not willful, and was due to reasonable cause

B. correction requirement – if violation is not corrected within the year, an additional penalty of 100% of expenditure is imposed on the org, and 50% of expenditure on manager ($10K cap)
1. “correction” = trying to recover the expense as best as possible, and creating safeguards to prevent future political expenditures

C. penalty can be imposed in lieu of or in addition to exemption revocation

1. but IRS will use as intermediary option only in rare circumstances

2. with the small costs of using the internet, §4955 penalty loses much of its effect

VI. §501(c)(4) Alternative – Lobbying as a Social Welfare Activity
A. §501(c)(4) orgs can lobby without any penalty

1. substantial portion of activities can be lobbying – but contributions aren’t deductible

B. can engage in political campaign activities, as long as political campaigning isn’t org’s primary activity (50% is a good rule of thumb)

1. if a (c)(4) spends on political campaigns, org is subject to 35% income tax on lower of either investment income or campaign expenditures

a) so if there’s no investment income, there’s no excise tax

C. §501(c)(3) can create affiliate and control §501(c)(4) org

1. note: not an option for a §501(c)(3) whose exemption was revoked – must confess its sins and reapply for (c)(3) exemption (can’t just easily switch over)

2. must have separate books, both orgs recognized by IRS as separate entities

3. (c)(4)s can also form an affiliated PAC, which (c)(3)s can’t – see notes, p.45
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
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** second category of §501(c)(3) charities – public charities and private foundations
I. Private Foundations
A. background

1. all charities are private foundations unless they can prove that they aren’t
2. def’n of private foundation – fund of private wealth established for charitable purposes, often in perpetuity

3. principle function of most private foundations = grant-making

a) rare operating PFs– e.g., Getty Museum (operates off of its private endowment to extent that makes it impossible to pass public charity test)

B. §509(a) – traditional public charities

1. selected in reference to §170(b)(1)(A) – charities you can give money to and get the highest level of deductions
2. six types – five of which are exempt b/c of nature of activities (operations), the sixth of which is exempt b/c of sources of its funding

a) churches and conventions of churches; certain educational orgs (“regular” schools); hospitals and medical research orgs; support orgs for state colleges and universities; governmental units; grant-reliant publicly supported orgs

3. supporting orgs – look like PFs, but they attach themselves to a public charity and get treated like public charities for purpose of exemption

a) two tests for supporting orgs: purpose test, and control test

· supporting org has to benefit or carry out purposes of supported org

· supported org has to control the supporting org in some way (e.g., voting for majority of its directors)

4. Manny’s approach to the public charity test and PF status – there are two escape routes from PF status: one depends on nature of activities, and one depends on sources of funding

a) schools, hospitals and churches are good because of what they do

b) other charities are good by virtue of broad public support given to them

c) what’s left over are private foundations

C. disadvantages of private foundation status

1. not the best §170 deduction

2. 2% excise tax on net investment income, including capital gains

a) can be reduced to 1% if charitable distributions are increased a specified amt

3. much tougher restrictions/penalties on self-dealing, excessive ownership of business ints, investments that jeopardize org’s charitable purposes, failure to meet income distribution requirements, and lobbying and other forbidden taxable expenditures

4. no intermediate sanctions on private inurement – just loss of exemption

5. tougher reporting and disclosure requirements

6. administration costs

D. question of DQPs, in connection to private foundations

1. substantial contributors – any person or entity that has contributed an aggregate amt to the org of >$5K, if that amt is >2% of total contributions received by org from its inception through the taxable year the contribution is received

a) substantial contributor only loses this label if for a 10 year period after the contribution, the contributor or related person neither makes any contribution or serves as a manager of the foundation, and the IRS determines that the aggregate contributions by the person are now insignificant (under 2%)

b) individuals are treated as making all contributions made by their spouse, but not other family members

2. foundation managers – officers, directors, or trustees in title or function

3. a >20% owner of a business entity that is a substantial contributor

4. family members of any of the above – spouses, lineal to the point of great grandchildren, and their spouses

5. partnerships, corps, trusts, or estates with >35% ownership int owned by a DQP

II. Two Tests to Determine Public Charity Status (To Avoid PF Status) TC "I. Purposes of Criminal Law" \f C \l "2" 
A. the §509(a)(1) test – “traditional public charities” test, with two parts
1. mechanical public support test: (public support)/(total support) must be at least 1/3

a) what counts as “total support” (denominator)
· gifts, grants and bequests from individuals, corps, or NP orgs

· government support – grants, tax revenues levied by government unit for the benefit of the org, value of services/facilities furnished w/o charge to the org by a government unit

· membership fees paid for general support of the org

· net income from business activities

· gross investment income (inc. capital gains)

· EXCLUDED – income from performance of org’s exempt functions (e.g., tuition, admission fees, related business); unusual grants
b) what counts as “public support” (numerator)

· gifts, grants and bequests from individuals, corps, or NP orgs

(a) donations from private sources are included in public support only to the extent they do not exceed 2% of total support by org over the measuring period

(b) contributions from DQPs aren’t treated any differently

(c) quid pro quo is excluded in public support calculus – only the portion that represents a charitable contribution counts (e.g., subtract out fair market value of return benefits)
· government support (as above)

· membership fees paid for general support of the org

2. facts and circs test: for those orgs that fail the mechanical test
a) public support has to be at least 10%; the closer to 1/3 we get, the better

b) much more likely to work if the org is a start-up – can point to fact that it’s on its way to becoming a publicly-supported org

· must be organized and operated to attract new/additional public or government support on a continuous basis

c) facts and circs pointing to public support: broad-based bd of directors, public participation in programs, etc.

B. the §509(a)(2) test – gross receipts test
1. almost the same as §509(a)(1), except:

a) includes income from exempt functions in total and public support

b) adds another separate sub-test

2. two parts to test:

a) public support test – 1/3 of total support comes from public support

· amounts from DQPs are NOT included in public support numerator, but are included in total support
(a) contrast general 2% cap in §509(a)(1) test
· gross receipts from each person for exempt functions are capped at either $5K or 1% of org’s total support for the particular year

b) plus, investment income test – investment income and unrelated business income cannot exceed 1/3 of total support

III. Private Foundation Excise Tax – Self-Dealing TC "I. Purposes of Criminal Law" \f C \l "2" 
A. self-dealing constraint is more stringent than general private inurement constraints
B. §4941 – penalizes virtually any trans b/t a PF and a DQP, even if an arms-length trans

1. sales, exchanges of property
a) note: prohibited even if trans is at fair market value, and even if PF receives a bargain

2. leases of property

3. loans – exception for interest-free loan if loan proceeds are used by PF exclusively for exempt purposes

4. furnishing goods/services/facilities

5. payment of excessive compensation

a) note: this isn’t an EBT, since EBT rules don’t apply to PFs

6. payment to any kind of government official

C. penalty

1. correction – must put PF back in the place it would have been in had there not been a self-dealing transaction

2. 5% of self-dealing trans imposed on DQP, 2.5% on managers (capped at $10K)

a) DQP self-dealer can’t get out of the excise tax; managers can, and fairly easily – manager has to have known about self-dealing trans

IV. Taxable Expenditures Restriction on Private Foundations TC "I. Purposes of Criminal Law" \f C \l "2"  (§4945)
A. §4945 prohibits impermissible expenditures, even when they further org’s purposes

1. to carry on propaganda or try to influence legislation

a) nonpartisan analysis, executive lobbying, and invitation by Cong is okay

2. to influence outcome of election or to carry on (directly or indirectly) voter registration drive, except broad nonpartisan voter drives in five or more states
3. grant to individuals; exception for scholarship procedures approved in advance by IRS, and grant fits one of three categories (§4945(g)):
a) scholarship/fellowship grant used for study at a regular college/univ
b) constitutes a prize or award, and recipient is chosen from general public
c) purpose of grant is to achieve a specific objective, produce a report or other similar product, or improve/enhance a literary/musical/scientific/etc. skill of the grantee

4. grant to an organization, unless falls under one of two exceptions (§4945(d)(4)):
a) to a public charity (as listed in 509(a))
b) to another org as long as foundation exercises expenditure authority with regard to that grant
· need: pregnant inquiry, written agreement, regular reports from grantee, and report to IRS by grantor
V. Private Foundation Alternatives TC "I. Purposes of Criminal Law" \f C \l "2" 
A. community foundations – publicly-supported philanthropic inst comprised primarily of permanent funds endowed by many separate donors for the long-term benefit of residents of a defined geographic area

1. governing body – common body which monitors distribution of all funds, governed by ppl representing broad public interests

2. dnors can make recommendations on who should receive the grant, but ultimate power to decide lies with the board

B. donor-advised funds – like a community foundation, but doesn’t have to represent a community (many are commercially sponsored)

1. charity retains final authority to determine grants to be made from the fund

a) but likelihood that org will deny a request is slim to none – org wants its donors to stay happy, continue to use them as administrators of funds

2. cts usually won’t revoke exempt status of orgs that administer donor-advised funds if they can demonstrate that the donors have no legal control over grants or investments and the fund isn’t merely serving as a grant laundering device

a) and it is a public charity – has lots of donors from the general public

3. benefits – might be the best vehicle for a specific targeted gift

a) as a public charity, gets the best §170 deductions
b) no excise taxes

c) donor control, via advice to the fund

d) donor recognition

e) much less expensive than setting up your own PF or support org
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I. Unrelated Business Income Tax
A. charities can engage in unrelated insubstantial commercial activities and simply pay UBIT (exemption status not in jeopardy)
1. overriding policy aim – see whether org is operated primarily for exempt purposes
2. UBIT functions as a kind of intermediate sanction, though that wasn’t Cong’s original intent

B. history of UBIT
1. prior to 1950, general rule was destination of income – as long as funds were going towards exempt purposes, they were okay (no excise taxes imposed)

2. 1950s – Cong took action

a) withdrew exemptions from feeder orgs – §502 now controls (see above, p.17)
b) imposed UBIT on income of most exempt orgs – now expanded to virtually all exempt orgs

· UBIT originally aimed against unfair competition, since NPs could provide goods and expand without have to deal with fed income tax

· test is now source of income
C. orgs that are subject to UBIT

1. §511(a)(1) – imposes tax on unrelated business at corporate tax rates

a) note: UBIT tax rates on trusts gets high, and much more quickly, than on public charities

2. UBIT expanded in 1969 to include churches, social clubs, etc.

a) state colleges/universities are included in UBIT, even if they get their exemption under §115 instead of §501(c)(3)

D. three conditions for imposing UBIT on a commercial activity

1. trade or business – carried on for production of income from sale of goods/services

2. regularly carried on – frequency and continuity; as compared to for-profit alternatives (e.g., seasonal business)
3. not substantially related to org’s exempt purposes – causal relationship b/t commercial activity and achievement of exempt purposes of org

4. ** org has burden of proving that each fragmented piece of its commercial activities is not unrelated business taxable income

E. three major exceptions to UBIT (§513(a)(1) ​– (3))

1. if unpaid volunteers perform substantially all the work of the contested activity

2. if services are performed for the convenience of members, students, patients, officers, or employees

3. where trade/business consists of selling donated merchandise

F. “substantially related” prong

1. activity must directly contribute to the exempt purpose in a meaningful way – not just funding the purpose

2. facts and circs test – looks at size and scope of activity

a) if beyond the scope necessary to carry out exempt purpose, then it’s unrelated (e.g., ag school selling way more milk than produced by students)

b) if significant processing and work after exempt purpose is fulfilled, then it’s unrelated (e.g., ag school selling ice cream or cheese)

G. examples of UBIT analysis

1. advertising income – not per se unrelated, but stringent test to see if ads as a whole directly further the purpose of the org

a) look at the ad itself, conduct of the org to see if stringently screening ads to ensure furtherance of exempt purpose

b) ads in student newspapers not subject to UBIT – production of newspaper, including ads, as part of training/education for students

2. hospital pharmacy

a) can be held necessary to further exempt purpose – e.g., Hi-Plains, where there was desperate need to attract doctors to the area, and attached pharmacy was an intrinsic part of bringing doctors in to carry out exempt purposes

3. sporting events/facilities

a) ticket revenues, broadcast rights are not taxed

b) if school opens up use of facilities to the public for a fee, must pay UBIT if public use is substantial – fragment it as a dual use facility, pay UBIT on the public use portion

4. see old outline, p.26 for more examples
H. how to compute income generated by unrelated business

1. §512(a) – unrelated business income = income generated less applicable deductions
a) exclusions: passive income generation, research income, etc.

2. passive income – e.g., dividends, interest, rent

a) makes sense, given unfair competition rationale for UBIT

b) rental on real property is passive income, but only if there aren’t too many additional services attached, e.g., more than customary services

· customary services provided: electricity, heat, cleaning stairways and lobbies, picking up trash

· this is why hospitals with parking lots very often just lease them out – too many services involved in maintaining a parking lot, won’t generate passive income, unless convenience exception applies

c) rental exception applies only to real property – so when rental agreements are part of an integrated lease (real and personal property):

· if personal property rent is incidental (not more than 10% of aggregate receipt) – ignore it, treat it all as real property

· if it’s b/t 11-50% – bifurcate it, exclude the real property rent as passive, treat personal property rent as taxable

· if it’s more than 50% – treat entire rent as personal, all taxable

d) lease agreement (as alternative to rental with lots of services) – this is passive income, as long as leased out at a fixed amt, or fixed percentage of receipts

e) royalty arrangements – doesn’t have to be as literally passive as rentals

· licensing name/logo out to a third party is a passive royalty

II. Corporate Sponsorship
A. rules draw a relaxed line between mere acknowledgment and advertising
1. orgs should be able to qualify name placement as mere acknowledgement if they have a good lawyer – relaxed enough line
B. §513(i) – soliciting and receiving qualified sponsorship payments doesn’t generate unrelated business income

1. a transaction isn’t a QSP if there’s a substantial return benefit attached

2. QSP – made by a sponsor with no arrangement or expectation of a SRB other than the use or acknowledgement of the sponsor’s name, logo or product lines in connection with the activities of the exempt org that receives the payment

a) insubstantial benefits: less than 2% of the sponsor payment in goods, services, benefits

b) any payment the amount of which is contingent upon level of attendance at events, broadcast ratings, or other factors indicating the degree of public exposure to the sponsored activity, is not a QSP
· if a payment is contingent upon sponsored events/activities actually taking place, doesn’t by itself cause payment to fail to be a QSP

3. examples of SRBs

a) ads – messages that include qualitative or comparative language, endorsements, price information

b) exclusive provider agreements (note: exclusive sponsor agreements are ok)

c) goods, facilities, services, etc., worth more than 2% of the contribution
d) exclusive or nonexclusive rts to use an intangible asset of the exempt org

C. internet issues and sponsorship

1. general rules re sponsorship arrangements also apply to corp sponsorship of website

a) must determine whether payments are QSPs or if there’s a SRB

b) not likely to have an exclusive provider arrangement on the web… and exclusive sponsorship arrangement is okay

c) contingency payments based on ratings (e.g., payments based on ticket sales) don’t count as QSPs; same rules apply to click-thru arrangements on the web

d) must look at language on websites – orgs should be very careful to ensure separation between org website and sponsors

2. question of direct links on internet pages to sponsor websites

a) mere presence of a link doesn’t provide a SRB – no problem with links, as long as there’s no promotion of the sponsor’s product by the org, on either end

3. whether the website is a periodical – if so, liberal corp sponsor rules don’t apply

a) defn of periodical – regularly scheduled printed material published the org, not in connection with purposes/functions of the paying org

b) factors indicating that it’s a periodical:

· regular publications

· independent editorial staff

· own marketing program

· separate budget

c) the more that something looks like a newspaper/magazine, the more likely the liberal safe harbor rules under §513(i) won’t apply, and corp sponsorship income will be 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…)

a) 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 best judgment rule
a) focuses on manner in which dir exercises responsibilities, rather than on what his actual decisions were

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

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

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

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

b) alternative proposal – std for review should be fairness…

c) benefits of the best judgment std 

· encourages ppl to serve on NP boards

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

· limits litigation – limits amt of charitable assets wasted in litigation

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

a) requires dir’s to act in manner than won’t harm corporation

b) conflicts of interest – both procedural and substantive aspects

· procedural approach: disclosure, recusal, independent ratification
· substantive approach: require proof of fairness

· prophylactic approach: completely prohibit conflicts of interest

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

a) distinguishes NPs from for-profits

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

· 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

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

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

· proposal: change standard to “known or should have known”

c) donors – have no standing to sue charities

d) exception, perhaps, if you contracted with specifically earmarked funds

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

2. members/directors may have standing

3. 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
a) allow ppl to choose which part of the bd they’ll serve on, within reason

b) ppl will self-select, ideally resulting in the best possible situation for the NP
