Law of Nonprofit Organizations, Manny, Fall 2005


Nonprofit Organizations
I. Introduction: CB 2 – 25, 33 – 49, Sup. 1-12, Excerpt from the Final Report of the Panel on the Nonprofit Sector 
1. Code § 501​(a), (b), (c)(1) – (25) [§ 501(c)(8) – (25) may be skimmed], § 170(a), (b), (c), § 508(a), (b), (c)

2. Problems: Introductory Problem, p. 58
3. General Principles

· Non-profits – business association formed under state law, more lenient than fed law, but exempted from fed taxes under fed law.

· Non-distributional constraint – hallmark of NPOs

· NPOs can make a profit, but can’t distribute it to those in control of the organization.

· Any profits must be used for public rather than private purposes; all net profit after expenses go to fund org’s exempt public purposes.

· No dividends in the non-profit sector

· Profits can’t be distributed to members/employees except as reasonable compensation or reimbursement for expenses

· Upon dissolution, remaining assets must go to a charitable purpose.

· Salaries – have to be ‘reasonable’ – but comparable to those paid in the for-profit sector are fine.  (In for profit sector, reasonable salaries also protect against irate shareholders).  How salaries are set in non-profit sector is different though.

· NPOs can still charge fees and don’t have to give discounted services – as long as for exempt purpose (i.e. educational) then it is still charitable.

· Can charge fair market value fees

· Can compete directly with for-profit orgs – does raise questions of unfair competition

· The purpose not the method is the most important

· Tax exemption 
· Primarily concerned with exemption from fed income taxes, under IRC.

· Also a misnomer to some degree – all NPOs subject to unrelated business income tax, also some excise taxes and penalties

· Parallel State exemptions – property taxes, etc

· §501(a) Exemption from taxation: An organization described in subsection (c) or (d) or § 401(a) shall be exempt from taxation under this subtitle unless such exemption is denied under § 502 or 503.

· §501(c) List of exempt organizations: The following organizations are referred to in subsection (a):

· 25 subparagraphs setting out categories of exemption

· Exempt Purposes

· NPO doesn’t require stereotypical purpose – don’t need to support the poor or needy, don’t have to give services away for free

· Charitable means a lot more than this – as construed by courts, IRS, states, legislatures…

· Not only benevolent or philanthropic

· Keep definition flexible, evolve with society

· When creating an NPO, organizational documents should establish broad charitable purposes 

· Leave room for org to grown and expand, develop its mission

· Much harder to change purposes once the charter is filed

· Org must be organized and operated exclusively for charitable purposes

· “Exclusively” under 501(c)(3) really means “primarily” – must operate primarily for exempt purposes

· Can engage in non-exempt activities as long as they are not a ‘substantial part’ of the organization’s activities.

· Exempt purposes, according to 501.c.3 – Defined as Religious, Charitable, Scientific, Testing for Public Safety, Literary, Educational, Amateur Sports (not including providing equipment/facilities), or Prevention of Cruelty to Animals

· There may be differences between state and fed definitions

· Who polices exempt purposes?

· State AG or IRS – both can reject articles/applications
· IRS has to take more affirmative action in granting exemption (rather than just approving incorporation) so has to scrutinize purported exempt purposes more closely

· Though challenging charities is never popular, and there are so many NPOs that they are hard to monitor closely

· Funding – How do NPOs actually get funding?

· Fees for goods and services:  Tuition, hospital fees, bookstore sales, etc.

· Commercial activities, provided they’re related or only insubstantial if unrelated

· Membership fees and dues

· Government grants – much larger % of total

· Donations/private philanthropy – surprisingly small amount, about 19% of all funding

· Investment income/endowments

· Different sorts of NPOs have different funding structures, concentrations

· Education funding 

· Elementary/HS – most from gov’t

· Higher education – most from fees and sales, plus endowment and philanthropy.

· Religion – 95% from private philanthropy (which includes fees that people pay to religious organizations)

· Ways to categorize/analyze NPOs

· Public serving v. mutual benefit 

· Funding concentrations

· Activities – political v. nonpolitical, etc

4. §501(c)(3) Organizations:

· Corporations, and any community chest, fund, or foundation, organized and operated exclusively for religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster national or international amateur sports competition (but only if no part of its activities involve the provision of athletic facilities or equipment), or for the prevention of cruelty to children or animals, no part of the net earnings of which inures to the benefit of any private shareholder or individual, no substantial part of the activities of which is carrying on propaganda, or otherwise attempting, to influence legislation (except as otherwise provided in subsection (h)), and which does not participate in, or intervene in (including the publishing or distributing of statements), any political campaign on behalf of (or in opposition to) any candidate for public office.

· Benefits for 501(c)(3) Organizations
· Can receive tax deductible donations under §170 (fundraise more easily)

· State and local benefits - Real estate, sales, and local and state income tax deductions

· Right to issue tax exempt bonds – hospitals, schools, investors don’t get taxed on the interest they receive on the bonds, reduces the borrowing costs for some (c)(3)s.

· Postal rate reductions

· Exempt from unemployment taxes

· Limitations on 501(c)(3) Organizations
· Cannot use funds for political campaigns; limits on lobbying expenditures

· Lobbying is permitted if not substantial – insubstantial lobbying is fine

· All campaign work is prohibited

· Net earnings cannot inure to the benefit of any private shareholder or individual 

· Cannot engage in or promote activities that are illegal or against public policy (Bob Jones University and Revenue Ruling 75-384)

· Tied into reasons an org might not qualify for 501.c.3. status 

· Purposes might not fit definition of “charitable”

· Assets may be used for private purposes

· Org might participate in prohibited lobbying/political activities 

5. Other important 501(c) Organizations:

· 501(c)(4) organizations:

· (4) (A) Civic leagues or organizations not organized for profit but operated exclusively for the promotion of social welfare, or local associations of employees, the membership of which is limited to the employees of a designated person or persons in a particular municipality, and the net earnings of which are devoted exclusively to charitable, educational, or recreational purposes.

· Public serving organizations

· Look a lot like c(3) orgs – they can have similar purposes

· Promoting social welfare qualifies as a generalized charitable purpose

· Major differences

· (c)(4) aren’t subjected to the political limitations, can be set up just for lobbying or campaigning activities

· Contributions to (c)(4)s aren’t tax deductible for the donor

· 501(c)(6) organizations:

· A lot of the membership, association organizations – more mutual benefit than public

· “(6) Business leagues, chambers of commerce, real-estate boards, boards of trade, or professional football leagues (whether or not administering a pension fund for football players), not organized for profit and no part of the net earnings of which inures to the benefit of any private shareholder or individual.”

· Now includes all professional sports leagues

· Business leagues

· 501(c)(7): Social clubs

· (7) Clubs organized for pleasure, recreation, and other nonprofitable purposes, substantially all of the activities of which are for such purposes and no part of the net earnings of which inures to the benefit of any private shareholder.

· Concerns about commingling of purposes, fees, earnings

· Purpose of exemption is for tax neutrality not really tax exemptions
6. Theories of Tax Exemption for NPOs – Why exempt these orgs?

· Public benefit or traditional subsidy theory

· Justifies charitable tax exemptions on the basis of public benefits conferred by the organizations, which relieve the burdens of govt by providing goods or services that society or govt is unable or unwilling to provide.

· Form of financial support known as “tax expenditure”

· Proponents of this mode of analysis contend that tax expenditures are analogous to direct outlay programs and are an alternative means by which the govt spends its money.

· Eliot questioned this notion, contrasting tax exemptions and direct govt grants:

· Exemption method:

· Comprehensive, simple and automatic

· Encourages public benefactions

· Fosters public virtues of self-respect and reliance

· Grant method – has problems that exemption method cures 
· Requires special legislation of peculiarly dangerous sort

· Extinguishes public spirit

· Leads to abject dependence upon govt

· Joint Committee on Taxation

· Tax exempt status under 501c3 not a tax expenditure

· Nonbusiness activities of these orgs generally must predominate and imputed income derived from nonbusiness activities is outside normal income tax base.

· Charitable deduction – is a tax expenditure – as is the exclusion from income available to holders of tax exempt bonds issued by 501c3 orgs.

· Quid pro quo theory – pay NPOs back for the societal benefit they provide
· Emphasizes the secondary community benefits offered by nonprofit orgs by their contributions to a robust and pluralistic American society and their role as innovators and efficient providers of public benefits.

· Belknap article: The Federal Income Tax Exemption of Charitable Organizations: Its History and Underlying Policy

· Basic motive for tax favors – encourage activities that were recognized as inherently meritorious and conducive to the general welfare.

· Governmental saving has not been the decisive factor influencing the exemption
· More concerned with underlying policies

· Some activities fall outside scope of govt action or are regarded as better left in private hands.

· Private enterprise and diversity of action are believed to do the specific job better

· Preservation of the American policies of individual initiative and of decentralization is deemed vital in itself.

· Automatic system – govt does not control the flow of funds to various orgs.

· Freedom – private bodies and not govt determine the application of the funds

· Income Measurement Theory – Bittker and Rahdert

· Public benefit orgs are exempt because they are inappropriate objects of income taxation.

· Computing their ‘net income’ would be a conceptually difficult, if not self-contradictory task.

· Principles for computing income are normally based on premise that org seeks to maximize profit, so doesn’t work for orgs that reject this basic premise.

· If enlarge the concept of ‘business expense’ to permit nonprofit to deduct all amounts expended to advance charitable objectives – then achieve substantially same result as tax exemption.

· But that would be difficult to apply

· Mechanics of taxing these orgs would have to be different

· What to do about tax rate?  At rate paid by donors?  No tax because NP is a conduit to convey gifts from donors to beneficiaries, not an entity with independent taxpaying ability.

· Capital Subsidy Theory - Hansmann

· Links contract failure theory to rationale for tax exemptions by arguing that income tax exemptions are a necessary tool to compensate nonprofits for the constraints they face in gaining access to capital markets by virtue of their inability to offer profit shares to private investors and their inadequate access to debt financing.

· Tax exemptions act as a capital formation subsidy, enabling nonprofits to finance growth through retained earnings, which enhance the ability of nonprofits to borrow.

· NPOs face financing difficulties b/c they don’t offer personal benefits to “investors” – exemption counteracts the disincentive to donate

· Efficiency rationale more appealing than the public benefit and income measurement rationales according to Hansmann 
· Critics point to the flaw in not considering the differences in capital needs among different deserving nonprofits.  More direct and efficient method for subsidizing capital formation would be through direct grants or tax-exempt bonds.

· This might be good in theory but not great in practice

· Altruism Theory – Atkinson

· Tax exemptions are justified as appropriate subsidy rewarding the altruistic decision by nonprofit’s founders to forego profits.

· Altruistic orgs = nonprofits other than ‘mutual commercial’ nonprofits

· Under this theory, any nonprofit org 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.

· But that’s not necessarily the right inquiry

· Far more expansive than other theories – yet virtue of certainty and relatively easy to administer.  

· Donative Theory – Hall and Colombo

· Primary rationale for the charitable exemption is to subsidize those orgs capable of attracting substantial level of donative support from public.

· Only considers as charities these institutions – doesn’t cover everything
· Test for theory of exemption 

· Deservedness: whether the theory identifies activities that are both worth of, and in need of, a social subsidy.

· Willingness of public to contribute demonstrates both worthiness and neediness – signals need for additional shadow subsidy to take up the donative slack.

· Proportionality: reasonably tailors the level of subsidy to the level of deservedness.

· Universality and 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.

· Institutions that receive donative support deserve subsidy through all available tax mechanisms – income, property, sales, and charitable deduction.

· Problems with this theory – where do you set the threshold level of ‘substantial donative support from public’? Hard to actually measure…
· Hall and Colombo – recognize that setting the threshold is value judgment that ultimately must be resolved in political arena – they say that 1/3 of org’s gross revenues should come from public donations over four year period.

· Many practical implementation problems with this!
· Simon article – Role of the Tax System, Four Functions of the exemption
· Support – encourages the continuation and expansion of the nonprofit sector through relief from tax.

· Equity – goal of redistributing resources and opportunities, has its roots in the history of charity.

· Police – regulating the fiduciary behavior of a nonprofit’s trustees, managers and donors.

· Border Patrol – shapes what nonprofits may and may not do if they wish to secure and maintain their exempt status.

7. Why set up non-profit instead of for profit venture?

· Tax Benefits
· Can zero out income/expenses
· Avoid real estate taxes

· Low interest loans – may be easier to get start-up loans 
· Reduced postal rates and discounted mailing – great for start-ups 

·  “Halo effect” – can facilitate endorsements, grants, etc.

· Important public image

· Certain NPOs can issue tax-exempt bonds
· Healthcare providers – and others???.

· How to judge in particular circumstances:

· Look at the goals of the founders
· Are they trying to make money?  Raise equity capital from investors? ( prob better as a for profit
· If they are instead more focused on tax benefits and altruistic motives ( NP option may be better.

· Look at the consumer and the good provided

·  If it’s difficult to locate the best bargain, or consumer is unable to enforce bargain once made, might trust a non-profit better than a for profit

· Non-profits lack the incentive to raise prices and cut quality because those in charge are barred from taking any of those resulting profits

· Producer acts as fiduciary to its purchasers, giving them greater assurance that the services they desire will in fact be performed as they wish.

· Countervailing considerations – Concerns with NPO form
· Curtailment of profit motive may lead to reduced incentives for cost efficiency, responsiveness to consumers and expansion/creation of new firms in the presence of increasing demand.

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

· Only when the contract failure is relatively severe is it likely that the fiduciary advantage will clearly outweigh these corresponding disadvantages

· Lobbying/campaign restrictions

· Regulation?

· General thought is that non-profits are more heavily regulated – more requirements, regulations on the books – and yet in reality, may not be anyone to actually monitor/regulate.

· No shareholder scrutiny in non-profit sector

8. Types of Non-Profit Organizations

· Public Serving

· Formed to serve public/charitable purposes

· Includes both public charities and private foundations

· Includes 501(c)(3) orgs, private foundations, 501(c)(4) social welfare orgs, 527 orgs
· Members have no ownership interest in their corporation

· Assets held for public or charitable purposes, can’t be distributed to members, directors or officers – not even on dissolution.

· Members’ right to vote on amendments to bylaws not as broad as those of mutual benefit orgs (who have economic interest at stake)

· Restrictions on the type of corps with which they can merge and conditions of merger

· May be no private individual with an economic incentive to review decisions made by directors – 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.

· Examples:

· United Way

· Red Cross

· Sierra Club

· Metropolitan Museum (can have members, but serves more than the membership so it is public serving)

· Susan G. Komen Breast Cancer Research

· PETA

· Ford Foundation – private foundation

· NOW – has branches that are 501(c)(3), but even 501(c)(4) is public serving

· NYU

· Olympic Committee

· NCAA

· NY Public Library

· Mutual Benefit (Member Serving)

· Formed primarily to further the common goals of their members rather than for profit or a public or religious purpose 

· Typically narrow interests – bonded by some sort of personal nexus 
· Ex: economic – chambers of commerce, labor unions
· Ex: social – country clubs, fraternities
· Members may have an economic interest
· May not receive distributions while a mutual benefit corp is operating, but membership interests may be sold or transferred to the corporation or third parties
· And upon dissolution, members may receive distributions.

· Members have broad rights to vote on bylaw amendments – protect economic and other interests

· May operate with a self-perpetuating board of directors – indivs can be called ‘members’ even if they don’t have right to vote for directors (but not treated as members under Revised Act)

· Examples:

· Chambers of Commerce, Boards of Trade

· Sports Leagues

· Labor Unions

· Economic nexus, social nexus

· Fraternities

· NFL

· ABA (has 501(c)(3) wing that is for education but whole is mutual benefit)

· Country Clubs

· Professional Men’s Tennis Tour

· Churches – may be their own third category 

· Religious organizations (like some others but more than many) are important compound orgs

· Generally considered to fall under public serving (allow non-members to worship, contribute to public charity causes) and yet they operate for the benefit of their members
II. Organization Under State Law: 60 – 87, 101 – 105
1. Code:

· Rev. Model Nonprofit Corp. Act:  §§ 1.40(6), (10), (21), (23), (28), (30), 2.01 – 2.06, 3.02, 4.

· N.Y. Not-for-Profit Corp. Law:  §§ 201, 202, 204, 205, 404-406, 508, 515.

· Cal. Corp. Code:  §§ 5111, 5130, 5410.

· Restatement of Trusts 2d:  § 368.

2. Problems: p. 71, (a), (c), (e), and (f) on p. 105
3. Choice of Organizational Form – once the NPO/FPO decision is made, need to decide what form the NPO will take
· 5 real choices under 501.c.3 – community chest, trust (though not mentioned specifically), fund, foundation, corporation

· Community Chest

· Trust - which for 501(c)(3) purposes also includes fund or foundation
· A fiduciary relationship with respect to property arising as a result of the manifestation of an intention to create it.

· Charitable trusts differ from private trusts – their object is to benefit the community rather than private individuals; the assets of a charitable trust must be irrevocably dedicated to the purposes of that trust.

· Enforced by attorney general rather than by trust’s beneficiaries
· Can be of unlimited duration, exempt from rule against perpetuities.

· Often used for private foundations that are engaged solely in making grants.

· Instrument: 

· Names the trustees, states the charitable purpose, establishes policies for administration, distribution of assets and dissolution, names successor trustees/method of selection, and states the duration of the trust.

· Management rests in trustees – may be selected by settler, court, and may be self-perpetuating if the trust instrument so provides.

· Pros: Great if there are no liability issues, just trying to give out money

· Easier/quicker to set up – no need for prior state approval, no requirement of identifiable beneficiaries 

· Administration with fewer formalities than the corporate form

· Save money on filing fees

· And if trust is viewed as a contract, can still draft corporate-esque terms into the instrument to suit your purposes

· Fewer housekeeping requirements

· Perpetual or indefinite period of existence

· Possibility of continuing control by grantor

· May be less expensive to maintain than a for profit corporation

· Cons: Tax rates on unrelated business income higher than for corporations

· Problems if money is going to be given overseas

· UBIT – trust rate gets higher a lot faster than corporate tax rates ( trust is bad for an org that will generate a lot of unrelated business income
· Liability concerns – higher standard of care imposed on trustees than corporate directors

· Unincorporated Association

· Many smaller non-profits, labor unions and political organizations

· Upon dissolution:  

· Members are entitled to their pro rata share of assets unless the articles of association provide otherwise.

· Pros: Informality and flexibility

· No governmental approvals must be obtained to form or dissolve

· No constitution or bylaws needed (unless seeking 501(c)(3) exemption)

· 501.c.3 status not required, but important if seeking contributions from individuals/foundations
· If don’t want to apply for 501(c)(3) but still want to get donations, can use a fiscal agent. 
· Conduit through which you can receive donations through a 501(c)(3)

· Donors give to the 501(c)(3), get their tax deductible donation, then the (c)(3) grants the money to the unincorporated association, keeping a 5-10% fee.

· If have a budget over $5000/yr and want to get grants directly – need 501(c)(3) status.

· 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 or project to fruition.

· Cons: OUTWEIGH THE BENEFITS

· Liability

· No separate legal existence apart from the members – though most jurisdictions have passed legislation treating the unincorporated association as an entity for legal purposes

· Individual members have personal 
· Cannot receive or hold property or contract in the association’s name

· Banks, creditors and other vendors may be reluctant to conduct business with an unincorporated association.

· Subject to agency laws – more flexible but detracts from planning certainty

· Non-profit corporation – best form for NPO operating as a business
· Must conform to more formalities in creation or dissolution than unincorporated assoc. or charitable trust, but internal governance is more flexible, easier to react to changed circumstances such as the resignation or death of director.

· Artificial entity; can sue or be sued, hold property in own name, contract.

· Indefinite existence, centralized management (board of directors) – who are held to lower standard of care than charitable trustees and enjoy limited liability.

· Best benefit – limited liability, protected by same shields as for-profit corps

· 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)

· Pure Donation - Last ditch effort for a person who just wants to advance a cause and get a tax deduction – donate to an established org, create a fund controlled by the other org and let them deal with it…

· Won’t work if donor can’t find an org that fits her interests, or if she wants to retain control of the actual expenditure of the funds

4. Forming a Nonprofit Corporation

· Make sure the purposes qualify under state and federal law; confirm that these are the founders’ true intentions, that they understand the purposes.

· When you apply as corporation, AG or Secretary of State can reject your application by saying purposes are not charitable.

· Might be denied inc status at state level

· Or if you slip by the state process, when apply for 501(c)(3), IRS will take closer look at articles of incorporation, set a higher standard of charitable, more likely to care about enforcement of this.

· More scrutiny on charitable issues at fed/IRS level

· IRS – sees all documents, issues a ruling to each org

· State – seen as more of a ministerial duty, might not see all documents.

· Inform the founders re: restrictions on 501(c)(3) organizations – lobbying, campaign, distribution constraint.

· Select a state of incorporation and reserve a corporate name w/ secretary of state 
· Typically jurisdiction in which organization intends to conduct activities

· Law of the state of incorporation governs internal organizational affairs

· If in a rush and it will be complicated, then set up in Delaware (if you are NY nonprofit) or Nevada (if CA nonprofit)

· Draft articles of incorporation (also called certificate of incorporation or charter)

· Eventually filed with the secretary of state

· Generally requires the certificate to contain:

· Name of the organization

· Statement and description of the purposes

· Some categorization of the organization – public serving or mutual benefit

· Name of an agent for service of process

· Names and addresses of the original incorporators or directors

· If public benefit, must have provision stating that upon dissolution the assets will be distributed to other public benefit orgs!!

· Best to quote actual language of IRC or state code as much as possible – safe harbor 

· Obtain certain consents for particular types of organizations

· Hospitals, educational orgs, etc.

· Create set of bylaws

· Procedures or internal rules governing the entity

· More detailed and more flexible than articles of incorporation

· Notice requirements for meetings, definitions of members, quorum requirements, member tenure, election procedures, removal and filling of vacancies of directors, number and responsibilities of officers, fiscal year, committees, indemnification provisions, procedures for amendment.

· Once filed and accepted by secretary of state, Corporation exists.

· Now hold organizational meeting.

· Initial board of directors is elected, officers appointed, bylaws approved, authorization to open bank account is granted.

· Apply for recognition of exemption with IRS for federal income tax

· File form 1023 – problem, might not have the information the IRS is requesting, client might not be organized.

· If file within 27 months of the end of the month in which incorporated, then exempt status is retroactive to the date of incorporation

· Have some time to organize application and still have it go into effect retroactively

· If application is rejected, can even tax issues out afterwards

· If not, then status is prospective from date of determination letter.

· Apply for both 501(c)(3) and 170(c) so the organization can receive charitable contributions.

· If a church, don’t have to file form 1023, but may want to in order to:

· Make donors more comfortable about the tax deduction of their donations

· Make sure of exemption if they conduct activities beyond those of a typical ‘house of worship’

· All fill out pages 1-9, Schools must also file Schedule B

· Must not discriminate based on race {in addition to criteria in 170(b)(1)(A)(ii)}

· Also need to register for state tax-exemptions – can re-file approval from IRS

· IRS is more of a policeman now

· Can reject exemption application for violations of public policy (rarely – would rather stretch definitional question) or b/c purported activities don’t fit the definitions of the potential categories, or for failing advocacy rules
· Form 990 – Annual filing, disclosure
· Once a 501.c.3 still need to follow rules and regulations – esp disclosure
· Preserve transparency and promote public accountability 

III. Modification of NPO Form: Cy Pres and Deviation for Charitable Trusts 
1. Doctrine - Courts use equitable powers to save a trust from failure or to reform it so as to accomplish its general purposes.

· Policy concerns – tension between donor intent and dead hand effect. 

· How much/easily should we allow for later modification of trusts to deal with changed circumstances

2. Cy Pres - modification of a trust’s purposes

· When the satisfaction of a charitable purpose becomes impossible, inexpedient or impracticable or has already been accomplished, equity will permit the trustee to substitute another charitable object which approaches the original purpose as closely as possible. 

· Prob used if last intended beneficiary dies, if objective is totally satisfied (find a cure for polio…) but trust still has assets to spend ( would be totally impossible to effect w/o a change in purpose
· Used for changing beneficiaries, fundamental purposes or overall objectives

· Saving device – permits a court to direct the application of a charitable trust property to a charitable purpose different from that designed in the trust instrument.

· Recognized in nearly all American jurisdictions.

· Yet, power of modification is strictly construed and closely circumscribed.

· Degree of frustration must be relatively great

· Donor must at least have implicitly consented to the change

· Degree of change must be relative small.

· Restatement Second of Trusts § 399

· “Cy pres comme possible” – switch purposes to something as near as possible to originals 
· Three part test: where does this come from???
· A valid charitable trust exists

· Settlor’s specific charitable obligation is frustrated, necessitating cy pres modification to carry out the settlor’s wishes

· Settlor’s general charitable intent is not restricted to the precise purpose identified in the trust instrument.

· Also applied when provisions related to purpose violate constitutional or statutory norms

· i.e. to remove “white” from scholarship for “female white students”

· Court must find that a general charitable intent on the part of the testator outweighs the impermissible provision in order to preserve the trust

· Where societal values, policies, constitutional norms have changed, court can reinterpret charitable purposes to save trust
· i.e. interpret men in generic sense to include women

· YET, courts have been less likely to apply cy pres to cases of gender discrimination than race discrimination.  Absent state action, courts unwilling to apply cy pres to religiously restrictive charitable trusts.

· If donor would have preferred to allow the trust to fail rather than continue free of the impermissible restriction, or if restriction is illegal, property may go to another charity or the residuary, or court may refuse to apply cy pres.

· If legatee refuses to accept donation because of a restriction, courts may remove the offending provision to validate the gift, hold it for another institution, or give it to the testator’s next of kin. Where does this come from???
3. In re Estate of Buck
· Buck left large estate to the care for the needy in Marin County and for other nonprofit charitable, religious or educational purposes in that county.  Trust assets had grown enormously after death of Buck – she expected $750k/yr produced annually – rose to $30mill/yr.

· Trustee San Francisco Foundation petitioned to modify the trust under expansive interpretation of cy pres.  Sought to relax geographical limits to enable trust to make grants in four neighboring counties.

· Argued that equity and charitable efficiency mandated the requested relief.

· Unanticipated growth in the corpus rendered the express provisions meaningless as a reflection of true intent.

· Court found that cy pres was inapplicable and denied the petition for modification.

· Ineffective philanthropy, inefficiency or relative inefficiency do not constitute impracticability under cy pres.  
· Cy Pres can’t be invoked on the grounds that it would be more fair, equitable or efficient to spend the trust funds in a manner different from that specified by the testator.

4. US v. Cerio
· Coast Guard alum devised trust to give award to highest grade in class, $65k to $130k.  CG claimed that unless the trust was modified in cy pres proceeding, it would refuse the gift b/c as written it was impossible to perform – would seriously disrupt Academy’s operations and interfere with the attainment of its goals (i.e. commitment to teamwork)

· Court applied cy pres, finding that testator primarily desired to foster academic excellence and the particular manner in which the trust was to be performed was secondary.  
· Modified trust to provide more modest awards as well as science fellowships/visitorships.

· Rule: Cy pres did not require literal impossibility but essential impracticability.

5. The Museum of the American Indian Case – real name??? Judicial Limitation on Cy Pres Action: 

· In Cy Pres analysis, court must determine whether any general purpose of disposition still may be achieved by some alteration in the administration of the charitable distribution or its application.  Not sufficient that accomplishment of the trust’s purposes has become more difficult or may be achieved in some more efficacious way.  

· Accomplishment of purpose must have ceased.

· Application of cy pres or deviation in reversion – i.e. a court-ordered return to the grantor – is inappropriate when the grantor has made an absolute disposition of property.

6. Deviation – modification of trust’s administration what actually happens??? What does this actually allow???
· Doctrine under which a court may alter the administrative or procedural provisions of a trust. 
· Not affecting original fundamental objective of the charity, just the way the objective is administered, carried out

· Used for changing investment issues, administrative options, trust property and geography – probably…

· Applied when “it appears to the court that compliance is impossible or illegal, or that owing to circumstances not known to the settler and not anticipated by him, compliance would defeat or substantially impair the accomplishment of the purposes of the trust.”  Restatement Second of Trusts § 381

· Court cannot change the original charitable objective of the settler or divert the bequest to an entity with a purpose different from the purpose set forth in the trust instrument.

· Used where a term of the trust is illegal, changed circumstance have occurred, or to escape investment restrictions on the sale of property even though such sales are unauthorized or forbidden by trust terms.

7. Trustees of Dartmouth College v. City of Quincy

· Trust to establish school for native born Quincy girls.  Not enough money to continue operating, school wanted to admit non Quincy girls but keep trust money only for Quincy girls.

· Court applied deviation and allowed for the admission of non-Quincy girls

· Cy pres inapplicable because the gift had not yet failed entirely or become impossible of execution strictly in accordance with the terms of the will.

· Trustees’ proposals were secondary to the general intention of establishing a school – merely administrative 
· Clause stating that school was for the education of native born Quincy females referred only to the use of the testator’s gift, was a subordinate detail, and could be disregarded if changed circumstances rendered it obstructive or inappropriate to the accomplishment of the primary charitable purpose.

IV. Modification of Forms: Dissolution  and Distribution of Assets: 106, 113 - 132, 134 –143, Sup. 13 – 23 
1. Problems: 1 on p. 115, p. 122.

2. General Concepts

· Rule: Non-distribution constraint applies on dissolution as well

· Must be considered at the organizational phase and accounted for in the organizing documents – NEED to plan for these things at the beginning
· Assets will go to another charity, or be distributed according to the by laws to members of a mutual benefit org

· Under 501(c)(3) – element of the organizational test 

· Met if org’s articles require that on dissolution the assets must be distributed for an exempt purpose or would be distributed by a court to another organization to be used in a manner that would best accomplish the general purposes for which the dissolved organization was organized.  Treas. Reg. § 1.501(c)(3)-1(b)(4)

· State laws may be stricter here – typically require that subsequent charitable purposes are actually as close to initial charitable purpose as possible

· Fed laws are more generalized in terms of finding another charitable purpose

· Methods of Dissolution

· Voluntary

· Bankruptcy

· Disposition of all corporate assets

· Failure to conduct an activity for a statutorily specified period

· Loss of all the corporation’s members

· Loss or surrender of a corporate charter by a subordinate chapter to its head corp

· Duration in the charter was limited by a specific event or date which occurred

· Statutorily specified number of members, directors or the AG can petition for voluntary dissolution

· Involuntary

· Abandonment of activity

· Insufficient assets to discharge liabilities

· Board deadlock

· Internal dissension by members

· Fraudulent mismanagement or abuse of corporate privilege

· Failure to carry out corporate purposes

· Waste of corporate assets

· Failure to pay creditors as liabilities become due

· Violation of statutes, corporate privileges or powers

· Failure to pay appropriate taxes or adhere to filing or recordkeeping requirements

· CAN’T be forced into involuntary liquidation or reorganization under federal bankruptcy code (unlike for profit entity)

3. Trusts – should be established with the broadest purposes possible so that if one specific purpose disappears, money can be diverted elsewhere.

· Ex: instead of ‘save the llamas’ make it about saving animals
· Keep things general so funds can be diverted to other animals
· Dissolution clause - permit trustee to dissolve when she wants

· Variance clause – allows trustee to change the purpose without going to court

· Either of these clauses would have to be in the organizing document 

· If dissolved: funds have to go to an entity whose purpose is “sufficiently similar” to the original purpose.  
· Again, stay as broad as possible at beginning so the funds can just go to another animal instead of going to another llama group.

· If kept broad purpose, can set up bylaws directing funds to llamas and then when need to change, just change bylaws to another animal instead of changing trust itself.

· Put details in bylaws rather than trust instrument

4. Public Benefit Corporation
· General rule – assets must be distributed to other public benefit corporations, according to the rules of the jurisdiction
· Board authorizes dissolution by resolution and adopts a plan of dissolution, which must be approved by appropriate vote of the membership (if there are members)

· Notice sent to creditors, payment of liabilities then distribution of remaining assets.

· For public benefit corp – plan will specify the distributees.

· AG notified, plan submitted to court for approval.

· Court will consider:  from Matter of Multiple Scleroisis Service 

· Source of funds to be distributed (public subscription, trust, investment)

· Purposes and powers of the corp as enumerated in charter

· Activities in fact carried out and services actually provided by corp

· Relationship of the activities and purposes of the proposed distributees to those of dissolving corp

· Bases for the distribution recommended by the board.

· If regulatory agency approved formation, it will be notified and must approve dissolution.

· Mutual benefit – subject to less supervision by AG than public benefit corps.

· In re Los Angeles County Pioneer Society – reflects general rules that public benefit orgs must transfer their 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 certificate of incorporation or bylaws.

· Distribution of Assets on dissolution 
· Some non-profit statutes provide that a charitable corp holds full ownership rights in donated property and is not deemed a trustee.

· NY - Where donor makes an unrestricted gift to charitable corp, corp may use the donated property for any of its charitable purposes. 

· CA – corp organized exclusively for charitable purposes holds its assets in trust for the purposes enumerated in its articles of incorporation, even if its assets were not expressly earmarked for charitable trust purposes when the corp acquired them.

· Holds absolute interest, but is expected to apply the donation to the charitable purposes.

· When given to charitable corp for specific purposes or with restrictions or conditions placed upon its use, weight of authority holds that it can only be used for that particular purpose.

· St. Joseph’s Hospital v. Bennett – charitable corp may not receive a gift for one purpose and use it for another unless the alternative use was authorized by a court applying cy pres.

· Matter of Multiple Sclerosis Service Org of NY (NY, 1986) – flexibility on dissolution
· Issue – what is the principle governing modification of charitable purposes on dissolution

· Can assets be distributed in other ways?

· Apply a strict cy pres-like standard, or be more flexible

· Rule: Assets held by corp must be distributed to one or more domestic or foreign corporations or other orgs engaged in activities substantially similar to those of the dissolved corp.

· “Substantially similar” is broader in scope and less limiting than “as near as possible” or “most effectively accomplishes” – ‘quasi cy pres’ standard.

· Legislature did not intend the stringent “as near as possible” standard of the common law to govern distribution of assets of a dissolving charitable corp received other than through a will or other limiting instrument
· Distribution to corps or orgs engaged in substantially similar activities is sufficient 

· Board of directors can determine to whom distribution should be made (subject later to judicial approval)

· Cy pres looked at the original purpose of the testator – here the governing test focuses on the activities of the dissolving corp in order to choose the recipient charities.

· NY N-PCL – gives board of directors substantial role in selecting recipient; its choice should not by lightly set aside.

· Also – how funds were acquired is a further factor – absent an express or implied representation by the org, no particular purpose is established, and it will be assumed that contributions made voluntarily and without restriction are general gifts for use by the charitable corp for any of its general corporate purposes.

· Other specific Rules:

· Property Given for a Specific Purpose and the Corp Dissolves or Changes its Purposes

· Particularized gift will not automatically pass to a successor corp
· New org must pass stricter cy pres standard  b/c initial gift was given for specific purpose

· If donor manifests intention that property revert upon dissolution, courts will so order

· Dissolution of Local Chapters of National Organizations

· Depends upon extent of dependence by local organization – if integral part of larger state or national org, local chapter may not secede from that org and take that org’s property with it.

· Disputes over Church Property

· When local church withdraws from parent body – dispute over assets.

· Where churches have congregational govt, property belongs to the local church which can dispose of it as it sees fit upon dissolution.

· But Metropolitan Baptist Church of Richmond v. Younger – Court held that church asset’s would not be distributed as recommended by membership but in accordance with the church’s purposes in the articles of incorporation 
· Ct applied cy pres and directed the distribution in a way that most closely carried out the original purposes for which the church was created and were geographically near the City of Richmond.

V. Modification of NPO Fom: Conversion from NPO to For-Profit Entity
1. General Concept – Several approaches to conversion

· Conversion in place:

· Board recommends amendment to article’s of incorporation that removes nonprofit aspects and adds for-profit powers.

· Newly converted non –profit is empowered to issue stock, conduct all lawful business, pay dividends.

· Legal entity remains in existence, existing contractual relationships remain.

· Permitted only in a few jurisdictions (i.e. AZ, CA) and is favored by HMOs.

· Asset sale:

· Nonprofit sells its operating assets to a for-profit corporation for fair market value.

· Requires for-profit to obtain appropriate state licenses.

· Typical transaction structure for the purchase of a nonprofit hospital by for-profit acquirer.

· Fed/State laws require that proceeds of sale continue to be held in charitable stream and used for charitable purposes – foundations are usually the post-conversion holder of these charitable assets.

· Merger – create a FP and NP partnership
· Charity typically forms a new for-profit corp to which it contributes its assets in exchange for cash, notes, and stock.

· Nonprofit corp then merges into the for-profit corp.

· Foundation or nonprofit corp created to receive the stock of the surviving corp or cash. 

· After conversion, there are ordinarily two orgs: for profit corp and a private foundation.

· Drop-down conversion: 

· Involves the transfer of some or all of the operating assets and liabilities of a hospital or HMO to a wholly or partially owned subsidiary in exchange for stock and/or notes.

· After the transaction, the for-profit subsidiary may go into the equity markets in an initial public offering.

· Original owner of assets usually retains a substantial percentage of equity in the newly formed corp.

· After conversions – may be three orgs: for profit corp, private foundation and a 501(c)(4) org to receive and hold the stock for later sale and to remit the proceeds to the foundation.

· Parent-subsidiary holding company model - Most common form of NPO corporate reorganization

· Parent company is organized under the nonprofit statute of the state of incorporation

· Nonprofit hospital becomes a subsidiary or subdivision of the parent.

· Parent may have several nonprofit and profit-seeking subsidiary orgs

· Reorg process includes a private letter ruling from the IRS to assure continuation of nonprofit status.

· Holding company then controls the hospital-subsidiary’s board

· Concerns:

· Abuses: breach of fiduciary responsibility, golden parachute and employment contracts for nonprofit executives and trustees who are handling the conversion.

· Growing resistance: conversions taking longer to close and encountering greater media and regulatory scrutiny.  Jurisdictions passing legislation to bring greater state oversight, require public hearings, mandate fair market valuation, enhance authority of the atty general.

· New foundations: created as afterthoughts, little focus on what type of grants they are giving and whether those are closely related to the original purposes.

· Alternative: Prof. Colombo, institute an exit tax on nonprofit conversion transactions which will enhance regulatory interest in conversion transactions, provide greater flexibility in addressing community needs than traditional cy pres doctrine, offer structured framework for govt economic interests in conversion transactions.

2. In Practice – Hospital/HMO issues
· HMOs – federal loan programs ceased, conversions provided access to capital through the public sale of securities.
· Hospitals – impetus for hospital mergers and conversion of hospitals was for economic synergies and easier access to capital needed for new equipment to attract patient business (without this capital, nonprofit hospitals at competitive disadvantage)
· Reorg corp structures in attempt to gain operational flexibility in the face of increased regulation, implement innovative approaches and improve balance sheets, attract doctors and patients, and deliver better health care more efficiently.

· Yet only 1% of all nonprofit hospitals have converted (unlike high number of HMOs)
· Institutions are more longstanding and have significant place in most communities
· Ownership by national investor-owned firms would threaten valuable community institution and replace local control with new distantly determined standards.
· Whole Hospital Joint Ventures

· Investor owned chains enter into joint ventures with nonprofit hospitals whereby the nonprofits’ assets are leased to a new entity managed by the for-profit chain.

· Joint venture entity created to which the nonprofit hospital transfers ownership of one or more hospitals

· Joint venture then contracts with a for-profit chain to manage the hospital

· Joint venture agreement will provide that any distribution of earnings will be proportional to equity interests; may declare dividends, authorize sale of equity interests to managers and staff physicians.

· Nonprofit is no longer directly engaged in the delivery of health care services and may transform itself into a grant-making foundation.

· Arguments in favor: 

· Afford survival advantages to community hospitals through integration in a growing network.

· Representation on joint venture board, combined with community benefit mandates in the joint venture agreement, assure that community benefit considerations remain central to the hospital’s operations.

· Hospital now owned by for-profit joint venture is back on tax rolls increasing local tax revenues.

· Criticisms: 
· Nonprofit control is reduced to veto power rather than proactive authority.

· Diminution in responsiveness and loyalty to nonprofit board representatives

· Diminution in hospital’s charitable and community focus

· Concerns over whether the nonprofit receives fair market value for assets b/c of confidentiality and no shop provisions that surround negotiations.

· Threats to nonprofit’s exempt status because assets contributed to joint venture may be used for private rather than public benefit

· Economic benefits derived by the for-profit partner are far more than incidental in relation to the community benefits.

VI. Basic Requirements for Charitable Tax Exemption: 322 – 383, Sup. 39. 

1. Code § 501(c)(3) – In Detail
· 501(c)(3) – the charitable organizations 

· a subset of tax-exempt organizations

· Preferred for certain tax and non-tax reasons

· Exemption from federal income tax

· Eligible to receive deductible gifts under §170

· Similar deductions for gift and estate tax purposes as well

· The overlap isn’t 100% but it’s close enough

· 7 major requirements for exemption and qualification under this provision

· 1. Choice of form – 3 are primarily acceptable

· Corporations

· Trusts

· Unincorporated associations 

· 2. Organization must be organized and operated primarily for exempt purposes

· Religious, charitable, etc…

· 3. Charitable class – clarified in the treasury regulations

· The scope of the benefited class MUST be public, must be an indeterminable class

· Can’t be an organization for private benefit

· Ex. Organization formed to pay the medical bills of one particular child is NOT charitable. Though an organization to pay the medical bills of all the children in NY with leukemia is.

· Ex. Org formed to support the families of 9/11 deceased firemen from one firehouse is not a charity. Org formed to support all the fire families is not either. But by broadening the scope to support the families of firemen killed in that or other natural/civil disasters was enough…

· IRS granted exempt status in that particular case.

· Clarified in the regulations – can’t organize charities for particular designated personal interests

· 1.501(c)(3)-1(d)(1)(ii)

· indeterminableness of the class is key, the size isn’t.

· Though some classes that are so large that they are effectively indeterminable is allowed.

· Just need to ensure that the organization will benefit a sufficiently large segment of the public

· 4. Prohibition on private inurement – no portion of the organization’s net earnings may inure to a private individual

· 5. Restrictions on lobbying – no substantial part of the organization’s activities may be certain forms of political lobbying

· Can’t be a substantial lobbying org, but can do some

· 6. Prohibition on political campaign activities – absolute prohibition on political campaign activities

· Though those activities are carefully defined

· 7. Fundamental public policy requirement – no part of an org’s purposes or activities may be illegal or violate establish public policy

· Stems from the common law definition of charitable, as it has been interpreted by the IRS and the courts.
2. Regulations: §§ 1.501(c)(3)-1(a), (b), (c); 1.501(c)(3)-1(d)(1), (2).
3. Organizational and Operational Texts
· Qualifying Tests for §501(c)(3) Regulation 1.501(c)(3)-1
· Must pass both tests to qualify!

· Organizational test – Tests the language found in the organization’s charter

· Looking exclusively to the organizational documents, the articles of organization, is the NPO org for an exempt purpose?

· Must limit the purposes of the organization to one or more exempt purposes

· Can be broad but not broader than the code – can be narrower than the code.  

· Can’t empower org to engage in activities that are beyond the scope of the charitable purposes listed in the code

· Must have proper dissolution and distribution clause in organizing documents.

· Very easy to satisfy – relies primarily on properly executed documents

· Include language of statute in founding instruments

· And a clear dissolution/distribution provision

· Operational Test – Focuses on the activities of the organization, the means for achieving the ends.

· Operated exclusively really means operated primarily for exempt purposes.

· Charitable requirement – can’t be exempt if do activities which are illegal or violate fundamental public policy.
· Testing the means used to achieve organizational ends
· Org can engage in activities that are NOT in furtherance of org’s charitable ends, but only to an insubstantial degree
· Substantial part of activities must further exempt purposes
· How do we know this? UBIT wouldn’t exist/be necessary if orgs weren’t allowed to do anything unrelated
· Trick becomes determining where the substantial/insubstantial line is
· How to analyze: Is this a valid charity?
· Is there a charitable class?
· Is there a valid charitable purpose?
· Was charity organized primarily for exempt purpose?
· Is charity being operated primarily for such exempt purpose?
· If not, can still try to fit org into one of the other 501.c provisions
· Social club arguments, etc
4. Charitable Class

· Class must be indeterminable – doesn’t have to be huge, just indeterminable.  

· Can’t set up something that makes it a fixed, determinable class

· Ex: Can’t be just families of firefighters who died in 9-11, must include future disasters, 

· If you use up all the money on the 9-11 victims, it’s ok as long as there is potential to have left over funds

· Virtually indeterminable is fine: “all born in NYC in 1963” – there are records, that is a fixed number of people, and yet it is so large that it is unlikely this is being set up for private purposes.

· Policy rationale behind indeterminable rule – to make sure the charitable activity doesn’t instead benefit private individuals.

· Use objective criteria – Should avoid setting up something subjective

· Ex: “Oldest respectable inhabitant of Biloxi” – would need a much better definition of respectable.

5. Charitable Purpose

· Congress hasn’t defined ‘charitable’ – adaptable, broad, regulations expansively construe it is generally accepted legal sense.

· Charitable – Very broad – Much more than just providing relief to the poor (ordinary meaning); legal definition: a function to promote the general welfare that is not violative of public policy. INCLUDES:

· Relief of the poor 

· Promotion of health (medical services, hospitals)

· Promotion of social welfare (Combating prejudice, neighborhood tensions, community deterioration, and juvenile delinquency; and defending human/civil rights)

· Advancement of religion, education and science

· Erection of public buildings

· Lessening government’s burdens

· Cultural orgs (e.g., opera) are usually educational and charitable

· However, providing goods or services AT COST is not charitable – must be provided at less than cost to the poor to be charitable.

· Can, in carrying out primary purpose, advocate social or civic changes or present opinion on controversial issues with the intention of molding public opinion or creating public sentiment to an acceptance of its views 

· Does not preclude such org from qualifying under 501c3 as long as it is not an action organization (a lobbying or campaigning 501c4)

· What counts as a charitable purpose?

· Racist organizations – if they claim to be educational, may get past state level.  

· 3 cases in past 20 years – all racist orgs that got state level status but not IRS exemption – National Alliance (DC Cir. ruled not educational); Nationalist Movement (Tax Ct); Nationalist Foundation, denied again

· Question at state level – who determines public policy to see if the org is violating public policy (under Bob Jones case)?

· Some states will reject charters, others won’t – IRS is often left to patrol this border.  According to SC, IRS can and should police fundamental public policy.

· Organizations advocating legalization of drug use/change in laws

· Can be seen as educational, promoting health care, scientific, etc.

· Not illegal if they are advocating changing the laws rather than breaking existing laws.

· Trusts that seek to bring about better government by changing laws peaceably and by constitutional means, not by revolution – are charitable.

· But if org is engaging in or advocating illegal actions ( not going to qualify

· Can’t violate law or established public policy and still claim an exemption  

· Potential Problems 

· Substantial lobbying – must comply with restrictions on lobbying and stay out of political campaigns.

· Civil disobedience and illegal activities – will be illegal and are per se NOT charitable.

· IRS might look to tangential aspects of advocated activities

· Protests that might turn violent, become nuisances, disrupt commercial activity in violation of some law…

· Now, if educational, also needs to be “charitable” in a broader sense 

· Per Se Charitable

· If per se charitable (i.e. education, health care, etc.) – then do not need to give something away for free to be considered charitable.

· Can sell goods/services for a fee (tuition, medical costs)

· Rebuttable presumption that it is charitable, assuming that other rules are followed.

· If isn’t a per se charity – but it gives away something to poor and distressed, then considered charitable.

· Restaurant, no – but soup kitchen yes.

· Drug store, no – but pharmacy that makes drugs available to anyone in the are that needed them at the price they could afford, yes.Commercial Purpose

· What doesn’t count as charitable?

· Not charitable if purposes are illegal or violate fundamental public policy
· State ex rel. Grant v. Brown (OH, 1974)

· Secretary of State given power to refuse to accept the articles of incorporation of the Greater Cincinnati Gay Society b/c he found the purposes contrary to public policy.

· Court agreed that although homosexual acts between consenting adults are no longer statutory offenses, promotion of homosexuality as a valid life style is contrary to the public policy of the state.

· DISSENT: disturbed that majority confers broad discretionary power upon Secretary of State; implies that the office of S.o.S. is a vehicle for formulating and implementing state public policy.

· Today – statutes and decisions have moved away from administrative discretion to grant or deny corporate charters absent a failure to follow mandatory incorporation requirements.  Grant v. Brown would not be followed in most jurisdictions today.

· NY – Owles v. Lomenzo – Gay Activists Alliance – Formal requirements of the statute were complied with and the corporate purposes offended no law, S.o.S. lacked the authority to label those purposes violative of public policy.  

6. Commercial Purposes – commercial activity doesn’t automatically threaten exemption

· People ex rel. Groman v. Sinai Temple
· Complaint brought by AG to determine whether corporation is unlawful exercising its corporate franchise – incorporated as nonprofit corporation for religious and cemetery purposes – complaint is that corp is operating cemetery as profit-making business, in competition with other for profit cemeteries and using profits to pay off purchase price of cemetery property.  

· Corp has articles of incorporation that forbid the distribution of gains to any private individual.  Upon dissolution, remaining assets transferred to other 501c3s

· Case not dealing with taxation – dealing only with the issue of corporate power.

· Ct finds that the profits here accrue from the pursuit of cemetery purpose, which purpose is expressly authorized by the governing statute and articles of incorporation.

· Benefits to members of being buried there at discount – not a per se payment of dividend, gain or profit.

7. Public Policy Limitation 

· Bob Jones University – 1983 – Being educational or religious is not enough to pass the organizational and operational tests, must also be “charitable”
· Must be one of those PLUS charitable – this is threshold test for qualification for all 501(c)(3) and 170s – must meet this public policy test.  Ct gets charitable notion into 501(c)(3) by reading it together with 170

· Orgs that conduct illegal activities or violate fundamental public policy are no longer w/i the definition of charitable

· How do we know when an org violates public policy?

· Court precedent, subsequent legislative acts

· Look to established positions of 3 branches of gov’t 

· Have to serve public purpose – by enacting both 170 and 501c3 Congress sought to provide tax benefits to charitable orgs, to encourage the development of private orgs that serve a useful public purpose or supplement or take the place of public institutions of the same kind.

· Don’t confer public benefit if are a racially discriminatory private university

· Through exemption – all taxpayers are affected.  Institution’s purpose can’t be so at odds with common community conscience to undermine any public benefit that might otherwise be conferred. 

· IRS – has a lot of discretion on patrolling the border of the tax exempt realm

· But likes to avoid fundamental public policy analyses – will stretch other issues for allowance/rejection of exemption

· Abuse of discretion = standard of review of IRS decision

· IRS: looked to “three branches of govt” test – all three branches have embraced the same notion of racial discrimination as violating public policy.

· School set forward first amendment argument – but lost out on balancing
· Ct holds: govt interest far outweighed this – govt isn’t stopping schools from practicing beliefs, just taking away exemption and saying they won’t pay for it (this is not the same as prohibiting the practice or stopping free speech)

· Powell’s concurrence: thinks it is dangerous for IRS to be making these policy decisions

· Many at IRS agree – think it should be left to legislators

· Rehnquist dissent – Congress has failed to legislate, court not constitutionally empowered to act for them.

· Later case: Bob Jones Museum – qualified for exemption under 501c3 despite close affiliation with Bob Jones University.

· Museum was bona fide educational organization

· Tax Court rejected IRS’s argument that museum furthered substantial non-exempt purpose by providing ‘reputational benefit’ and funneling tax-deductible donations to the university.

· Museum not an “essential part” of a university – result might have been different if the spin-off had involved library, cafeteria or bookstore.
· Discriminatory Trusts
· Private letter ruling 8910001 (1988) – IRS ruled that a privately administered trust that otherwise qualifies for exemption under 501c3 will not be recognized as exempt if its governing instrument restricts beneficiaries to white people.
· Service’s view = Bob Jones not limited to racial discrimination in education but encompassed the eradication of racial discrimination in general

VII. Private Inurement, Private Benefit, and Excess Benefit Transactions: 494 – 518, Sup. 86 – 98
1. Code: § 4958

2. Regulations:
§§ 1.501(c)(3)-1(c)(2).

3. Problems: 1(a)-(f) and 2 on pp. 518 – 520, 1(d) on Sup. p. 97

4. Private Inurement and Private Benefit
· Inurement – absolute (supposedly) prohibition on transferring/funneling an org’s net earnings to insiders.

· NPO MUST be organized and operated so that no part of its net earnings inure to a private individual/entity/insider

· Net earnings now defined as all of the org’s assets

· Absolute proscription – one dollar of inurement supposedly enough to trigger loss of exemption (absolute sanction). 

· Though in practice, need a lot more or the org will just get intermediate sanctions – why they were created, b/c inurement and loss of exemption seemed both too harsh and too lenient 

· Underlying policy – a way to make sure that the NPO is still operating for public purposes. High levels of private inurement signal that it is now operating for private purposes
· Who’s an Insider – 

· Treasury regs definition - Founders, directors, officers, people in a general position to influence the financial affairs of the org

· IRS exempt orgs handbook – an org’s trustees, officers, members, founders, contributors who may not, by reason of their position, acquire any of the org’s funds

· Can also be a corporation/partnership/entity with more than 35% of the voting power or influence over the org

· Overall, those with a certain type of power within the org’s structure, those with power over the money

· What is inurement – really the transfer of any asset that’s not part of reasonable compensation

· Anything not valued in the compensation package – discounts, below market loans, self-dealing-esque transactions

· Private benefit – different concept, applies to insiders and outsiders 

· Prohibits orgs from providing substantial economic benefit to individuals who do not exercise any control over the org – must be more than incidental to disqualify the org (unlike total ban on inurement)

· Doesn’t operate on a hair trigger

· Has to be quantitatively and qualitatively more than incidental to trigger sanctions

· Penalty is still loss of exemption, but the threshold for imposing the penalty is a lot higher

· Main differences between private inurement and private benefit proscriptions:

· Persons affected – private benefit applies to insiders and non-insiders

· Threshold – 1$ of private inurement is enough to jeopardize exempt status, need a lot more private benefit for the same jeopardizing of the exemption

· Penalty – when/how sanctions are involved

· In most situations of inurement now, intermediate sanctions will be imposed

· Church of Scientology of CA v. Commissioner – 9th Cir. 1987 (p. 495)

· Wrongs of Church:

· church was operated for a substantial commercial purposes

· earning inured to benefit of L. Ron Hubbard

· violated well-defined standard of public policy

· believed the benefit of church to make money

· IRS found 2 examples of inurement-but Church said they were reasonable payments

· Churches different b/c hard to regulate and not same reporting requirements/audits

· have to report  on the 990 compensation of all employees and related entities

· United Cancer Council, Inc. v. Commissioner – 7th Cir. 1999 (p. 503)

· Fundraisers hired by UCC shouldn’t be automatically considered insiders but here they were way overpaying W&H

· Not IRS’s job to monitor charity’s contracts, if they make poor decisions not on IRS

5. Intermediate Sanctions on Excess Benefit Transactions:
· § 4958; 6033(b)(11), (12)

· Intermediate sanctions 

· 501.c.3 insiders who receive excess economic benefits now are subject to monetary penalties, as are org managers who approve of such transactions.

· Impose excise taxes or tax penalties on the DQP who improperly benefits from an EBT, and/or on the NPO managers who engage in such transactions with knowledge that it is improper

· Prior to this, IRS only invoked inurement limitation in most egregious cases of insider misconduct since only sanction was loss of exemption.

· Reason for the change – not all instances of private inurement indicate that the NPO is no longer operating for public purposes, so loss of exemption would be really harsh

· A way to allow for a penalty but allow org to maintain exempt status

· Revocation of an org’s exemption on ground of inurement or private benefit will now only occur in most egregious situations where the org is no longer “charitable.”

· Factors that now determine loss of exemption:

· Size and scope of the org’s regular and ongoing activities that further the org’s purpose both before and after the transaction

· Is the org operating primarily for exempt purposes

· Size and scope of the excess benefit transactions

· Whether the org has been involved in prior EB transactions in the past

· Whether the org has implemented safeguards that are reasonably tailored to prevent future problems s

· Whether the involved transactions have been corrected or whether the org has made other good faith efforts to address the granted benefit

· Has the org been made whole already?

· How can an NPO protect itself from intermediate sanctions? Establish and rely on the Rebuttable Presumption of Reasonableness 

· Covers reasonable compensation in particular 

· Proposed regulations, impose both procedural and substantive standards but emphasis is on the process.  Similar presumption for property transfers.

· Org will be protected, shift burden to IRS to prove unreasonableness

· Transaction presumed not to be an EBT if:

· Its terms were approved by a board of directors or trustees composed entirely of individuals who have no conflict of interest with respect to the transaction;

· Disinterested members – need to limit interested/insider board members to around 20 or 25%

· These disinterested individuals obtained and relied upon appropriate comparability data prior to making their determination;

· Boards don’t have to hire compensation consultants, but it’s hard to get sufficiently accurate comparables without them

· If org is smaller than a certain threshold, can do it in-house by gathering data from 3 similar orgs

· If org is bigger, better to do it professionally

· Board adequately documented the basis for its determination

· If fail to satisfy these conditions, failure does not create any inference that the penalties should be imposed, but taxpayer bears the burden of proof at least at the administrative level

· EBTs – any transaction in which an economic benefit is provided by an exempt org directly or indirectly (e.g. by taxable subsidiary) to or for the use of any DQP if the value of the benefit exceeds the value of the consideration received by the org for providing the benefit.

· Ex: Unreasonable compensation, Bargain sales, Below-market loans to benefit a DQP

· In general, focusing on 2 forms of transaction

· Excess compensation to the insider – look to find market-driven standard for compensation, not fixed dollar cap

· Transactions between org and insider that unduly benefits the insider, probably but not always at the expense of the org

· Three types of benefits disregarded for §4958 purposes:

· Reimbursements for reasonable expenses for attending board meetings (not included – luxury expenses or spousal travel)

· Benefits provided to DQP solely as member of or volunteer for the exempt org if the same benefit is available to the public in exchange for membership fee not more than $75/yr.

· Economic benefits provided to a DQP solely as a member of a charitable class that the org intends to benefit in connection with the accomplishment of its exempt purposes.

· §4958 – Taxes on excess benefit transactions
· Applies only to (public) 501.c.3 or 501.c.4 orgs – 4958(e)
· DOES NOT APPLY to Private Foundations or State Universities that are government instrumentalities (receive exemption under §115 not 501.c.3)
· Serves as excise tax penalty on any “excess benefit transaction” (EBT) between the exempt org and a “disqualified person” (DQP) – 4958(a)
· This section applies as sole sanction where the excess benefit does not rise to the level of calling into question the org’s status.

· Definition of EBT – 4958(c)

· 4958(c)(1)(A) Excess benefit transaction: In general. The term "excess benefit transaction" means any transaction in which an economic benefit is provided by an applicable tax-exempt organization directly or indirectly to or for the use of any disqualified person if the value of the economic benefit provided exceeds the value of the consideration (including the performance of services) received for providing such benefit. For purposes of the preceding sentence, an economic benefit shall not be treated as consideration for the performance of services unless such organization clearly indicated its intent to so treat such benefit.

· 4958(c)(1)(B) Excess benefit. The term "excess benefit" means the excess referred to in subparagraph (A).
· Initial penalty = 25% of the excess benefit, imposed on the DQP not the org

· 2nd Tier penalty – 200%, imposed on DQP if the violation is not corrected within a specified period of time.

· Must repay an amount equal to the EBT plus any additional amount needed to compensate the org for loss of the use of the money or other property during a period beginning on date of EBT and ending on date of correction.

· Lesser penalties may be imposed on org’s managers who knowingly permit the org to engage in an EBT

· 10% of the EBT (capped at $10,000 PER TRANSACTION) 

· Participation must be knowing, willful and not due to reasonable cause

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

· If two or more managers share responsibility, they are jointly and severally liable ( creates an aggregate max per transaction
· §4962, IRS can abate §4958 penalties if the violation was due to reasonable cause and not willful neglect and the transaction at issue was corrected within the specified correction period.

6. Disqualified persons – any person who was, at any time during the 5-year period preceding the EBT, in a position to exercise substantial influence over the affairs of the org.  §4958(f)(1)(A)

· Statutory DQPs - Includes officers, directors, trustees and their close relatives – see p. 184 of supplement for family members.

· Deemed DQPs - Lack of formal title doesn’t immunize individual from DQP status if that person is in position to exercise substantial influence.
· Regulation § 53.4958-3(c)

· Voting members of the governing body

· Presidents, CEOs or COOs

· Treasurers and CFOs

· Persons with a material financial interest in a provider-sponsored org

· Deemed NON-DQPs – other applicable 501c3 orgs and employees who are not statutory DQPs who for the taxable year in which the benefits are provided are not “highly compensated” (i.e. do not receive economic benefits above indexed cap - $90k)

· People without substantial influence

· People who are not highly compensated

· Factors tending to determine DQP status – Prop. Treas. Reg §53.4958-3(e)(2)-(3), (f).

· Factors to show DQP:

· Person founded the org

· Is a substantial donor/contributor 
· Has revenue based compensation

· Significant financial control over the org (capital expenditures, operating budget or employee compensation)

· Person manages discrete segment or activity of org that represents a substantial portion of the activities, assets, income or expenses of the org as compared to the org as a whole.

· Person is a non-stock org controlled, directly or indirectly, by one or more DQPs.

· Factors to show NON-DQP:

· Person has taken bona fide vow of poverty like in church

· Person is independent contractor whose sole relationship to org iis providing professional advice (without having decision-making authority) with respect to transactions from which the contractor will not economically benefit either directly or indirectly (aside from fees for advice rendered)

· Direct supervisor of the individual is not a DQP

· Person doesn’t participate in any managing decisions affecting the org as a whole or has no influence over a discrete portion of the org.

· Sole connection to org is in an advisory capacity, and person will not personally benefit from the transaction

· Ex: lawyers/accountants who are being paid a fee for the advice, don’t really have decision-making authority although their advice will affect major transactions 

· Any preferential treatment based on size of that person’s contribution is also offered to all other donors making a comparable contribution as part of a solicitation intended to attract a substantial number of contributions.

7. Reasonable compensation
· General Rule: Reasonable compensation is NOT an EBT

· ALL payments must be properly treated and documented.  Then compare to other salaries.  

· Determining reasonable:

· Three areas of comparison:

· Job (responsibilities, level of supervision)

· Person (Candidate’s prior experience, education)

· Particular Organization (hospital, org – can compare to other hospitals, including for profit)

· Can compare in the same industry across NP and FP lines…

· Ways to compare:

· Compensation levels paid by similarly situated orgs (for and non-profit)

· If org with annual gross receipts under $1mill, just need comp data from five comparable orgs in same or similar communities for similar services.

· Compensation survey by nationally recognized firm

· Actual written offers from similar institutions competing for services of DQP

· Regulations incorporate tax-law standards under §162 in determining reasonableness of compensation

· Reasonable if comparable to what would ordinarily be paid for like services by like enterprises under like circumstances.

· Must look at all forms of cash and non-cash payments, including bonuses, deferred compensation and fringe benefits, whether or not taxable.

· Need detailed record keeping, and need elements of compensation to be clearly intended/labeled as compensation (esp for fed income tax purposes for the individual)
· Organization must clearly indicate intent to treat the benefits (esp non-monetary) as compensation for §4958 purposes (so that they can’t claim later that it was compensation when challenged by IRS)

· If doesn’t establish intent and challenged – must be treated as excess benefit transaction unless the org can show reasonable cause for the oversight.

· Initial Contract Exception: under 4958, there is an allowance for ‘one bite at the apple’ – person is not a DQP with regards to his initial contract, but would be for a renewal contract

· Exception not applicable if person was already a DQP when entering the contract.

· Intermediate sanction not available for initial contracts.  Only going to be a problem if it is such an egregious excess that it would lead to revocation of exempt status.

· Recruiting transactions, offers are going to be treated differently – may be ok to offer a whole lot more in order to secure the initial contract

· Esp when there’s a pressing need for the sought-after person

· Contract renewals will be the problem…

· Revenue sharing or Performance based compensation is ok as long as it is a FIXED payment

· If non-discretionary, then qualifies as fixed, even if it is determined by some type of performance.

· To take advantage of rebuttable presumption, just get consultant to say how much it is likely to be worth.  Doesn’t matter if later the DQP ends up making more, still have a fixed payment, evaluated by expert, which qualifies for the rebuttable presumption.

· As long as the percentage is fixed, or the contingent percentage is capped the process immunizes it

· In general, capped discretionary payments are considered at the capped level for reasonableness measurements

· Example of discretionary (not fixed) payment – “up to 20%” (this leaves it up to the board to decide the percentage later)

· CAN FIX THIS – if put a cap on it, then it is no longer a percentage but a numerical cap and that qualifies as a fixed payment.
8. Karachi v. Commissioner
· Involved a miss. Family and some health care orgs acquired in a conversion transaction. Family members were DQP w/ respect to orgs

· Issue – value of the nonprofits at the time of their conversion to for profits, because at time of conversion, profits may have constituted excess benefit for family

· IRS imposed huge penalties under 4958, the amount of the excess benefit

· Considered the excess benefit so egregious that they could conclude that the organizations were not operated for public purposes, but primarily for the benefit of the family

· So not only imposed 4958 penalties but also revoked the exemption

· Court agreed with 4958 ruling/penalties, but reversed loss of exemption

· Intermediate sanctions were sufficient, even under egregious conditions

· Org would benefit more from the return of the excess benefit 

VIII. Educational Organizations: 414-430
1. Regulations:
§§ 1.501(c)(3)-1(d)(3).

2. Problems p. 430 - 431 

3. General Concepts:

· Educational orgs are per se charitable, don’t have to be redistributive – the educational purpose is exempt in itself

· Definition of educational: the instruction or training of the individual for the purpose of improving or developing his capabilities 

· Or the instruction of the public on subjects useful to the individual and beneficial to the community

· Training of anything but animals should work

· Advocacy Orgs – may still count as educational even if they advocate a particular viewpoint or position

· So long as org presents a sufficiently full and fair exposition of the pertinent facts as to permit an individual or the public to form an independent opinion or conclusion.

· NOT educational if the principal function is the mere presentation of unsupported opinion.

· Determined by the methodology test – IRS looks at the process of exposition rather than the views taught

· A way to avoid a public policy analysis – like Bob Jones

4. Examples:

· Org with regularly scheduled curriculum, faculty, enrolled student body in attendance at place where educational activities are regularly carried on.

· Org that presents public discussion groups, forums, panels, lectures which may be on TV or radio.

· Org which presents correspondence course of instruction

· Museums, zoos, planetariums, symphony orchestras, cultural orgs and other similar orgs.
· Revenue Ruling 75-384 – NOT educational

· Org w/ purposes of educating and informing public on principles of pacifism and nonviolent action, including civil disobedience.

· Primary activity is sponsoring of protest demonstrations and nonviolent action projects in opposition to war, which are violations of local ordinances and breaches of public order.

· Illegal purpose which is inconsistent with charitable  ends – can’t qualify under 501c3

· Illegal activities are contrary to the common good, not permissible means of promoting the social welfare so don’t qualify under c4 either.

· Revenue Ruling 78-305 – Eductational

· Org formed to educate public about homosexuality in order to foster understanding and tolerance of homosexuals and their problems.

· Seminars, forums, groups qualify as educational under the regs

· Useful to the individual and beneficial to the community

· Method designed to present full and fair exposition of the facts to enable public to form independent opinion or conclusion.

· Fact that homosexuality is possible controversial topic does not bar exemption as educational as long as adheres to methodology guidelines of the regs.

5. Definitional concerns

· Big Mama Rag v. US – DC Circuit, 1980 –definition of educational contained in the regs is unconstitutionally vague in violation of the 1st amendment
· Reg doesn’t give objective standard, notice to orgs, or clearly indicate which orgs are advocacy groups and thereby subject to the full and fair exposition standard

· Revenue Procedure 86-43 – IRS attempts to respond, publish criteria used by IRS to determine the circumstances under which advocacy of a particular viewpoint or position by org is considered educational under 501c3 and the Regs.

· Cites methodology test from National Alliance case

· Method used by the org in advocating position, not the position itself, is the standard for determining whether org has educational purposes

· Method will not be considered educational if:

· Fails to provide a factual foundation for the viewpoint or position being advocated

· Or if it fails to provide a development from the relevant facts that would materially aid a listener or reader in a learning process.

IX. Religious Organizations: 431 – 449; 383 – 395
1. Problems (a), (c) on p. 448 – 449, p. 395 – 396
2. General Principles:

· 501.c.3 includes an exemption for organizations designed for religious purposes

· Definition of “religious” – there isn’t really one
· Inordinately delicate definitional task – regulations don’t even attempt to define religious, raises too many constitutional questions
· Some mention of religious advancement but that’s it

· Courts generally have avoided making value judgments on the bona fides of a religious org except in most egregious cases 

· Examples of acceptable religious purposes

· Religious publishers, broadcasters

· Burial societies

· Genealogical research

· Still need to satisfy the other requirements

· Ex: if purported religious org engages in illegal activities ( loss of exemption

· IRS more likely to reject or revoke exemption on neutral grounds

· Church – a particular type of religious org (not all religious orgs are churches)

· Donors automatically eligible for the highest, most immediate tax deductions 
· Presumed not to be private foundations

· If categorized as a church ( exempt without filing application with IRS – no 1023 needed

· Don’t have to file 990 informational returns either
· Harder to audit church b/c no filing requirements ( audits are infrequent

· May also be less regulated under state law

· IRS definitions of churches and houses or worship are slightly better defined – as entities not as religions

· Factors highlighted in proposed but not actually adopted regulations

· Org will be a church if it is “an organization of individuals having commonly held religious beliefs, engaged solely in religious activities in furtherance of such beliefs. The organization must include the conduct of religious worship and the celebration of life cycle events such as births, deaths, and marriage. The individuals engaged in the religious activities of a church are generally not participants in activities of another church, except when such other church is a parent or subsidiary organization of their church.”

· Other characteristics that have been considered in the past

· Distinct legal existence

· Recognized creed and form of worship

· Definite and distinct ecclesiastical government

· Formal code of doctrine and discipline

· Distinct religious history

· Membership not associated with any church or denomination

· Complete organization of ordained ministers ministering to their congregations

· Ordained ministers selected after completing prescribed courses of stud

· Literature of its own

· Established places of worship

· Regular congregations

· Regular religious services

· Schools for the preparation of ministers and schools for the young

· Need to look case by case, however, and see where these factors lead you…

· It is generally very easy to qualify as a church once you’ve bet the religious org threshold 

· Problem – leaves a lot of room for abuse, very little room for scrutiny

3. Waltz v. Tax Commission – 1970 – Constitutional questions about granting a tax exemption for religious organizations 

· Supreme Court upheld property tax exemption for houses of worship

· Tax exemption doesn’t violate Establishment Clause

· Exemption characterized as the product of ‘benevolent neutrality’

· Neither advanced nor inhibited religion and created only a minimal and remote ‘entanglement’ between church and state

· Both qualification as a religious org and a church is fine

· Courts will be very hesitant to regulate religious orgs – favoritism might look like establishment, punishment like reverse establishment 

4. Holy Spirit Association v. Tax Commission (NY, 1982)

· Illustrates the problem of denying a gov’t benefit to a religious org

· IRS never litigated the exemption of the org, but the leader was convicted of tax fraud and NY revoked the state property tax exemption

· Issue – was the organization organized primarily for religious purposes?

· HSA argued that substance of religious doctrine shouldn’t be taken into account, court needed to accept religious principles in the light given them by the org 

· Tax Court and App Div denied exemption
· Church was ‘inextricably interwoven with political motives and activities as to warrant denial of tax exemption’

· NY Ct of Appeals:  issue turns on whether Church is engaged in so many or such significant nonreligious activities as to warrant the conclusion that its purpose is not primarily religious
· Not called upon to determine whether the church has any real religious purpose or whether any of its doctrine, dogmas and teachings constitute a religion.

· Just a substantial/insubstantial exempt purposes analysis

· Ct looks at two inquiries:

· Does the religious org assert that the challenged purposes or activities are religious?

· Is that assertion bona fide?

· Looking to find sincere beliefs

· As long as an org’s religious followers are sincere in their beliefs ( gov’t can’t really challenge them on a substantive level

· Though raises question of how to judge sincerity

· Even sincerely held beliefs in nonconventional deities are sufficient to allow a religious exemption 

· Religious bodies themselves (not courts or admin agencies) define, by their teachings and activities, what their religion is.

· Cts are obliged to accept such characterization of the activities unless it is found to be insincere or sham.

· Look for sincerity, rather than do an evaluation of the substance of the beliefs

· Consequence – most claims of religious purposes are going to be accepted, IRS is now incredibly careful of interfering with purported religious purposes of an org

5. General Counsel Memorandum 36993 – witch coven, sincerely held religious beliefs.
· 14 standards on p. 442 (group doesn’t have to satisfy them all) what are they???
· Alternative to being extremely permissive to orgs that don’t violate the other principles (i.e. inurement, private benefit, etc.) – have a time requirement for religious orgs.  
· Make them report and file informational returns for a certain period of time until we are sure it is an established religion that will stick around.  20-50 years.

· Try to judge based on process where possible

· These reforms have never been implemented – problem with religious orgs that might be affiliated with already established religions, how would you determine if they’ve met the time frame b/c of the established religion they are affiliated with?

X. Health Care Organizations: 383-395

1. Problems p. 395 – 396

2. Why exempt health care orgs?

· Promotion of health has long been included in scope of “charitable purpose”

· Primary benefit – health care for the community

· Viewed by society as charitable

· Removes a burden from the gov’t

· Secondary benefits – innovation, diversity, pluralism

· Benefits that might not be provided by the gov’t at all

· Innovative ways of delivering health care – long recognized additional benefit

· Early days – some notion that charitable (in health care arena) meant providing some significant charity care to those who couldn’t pay for medical services.

· Times changed – Medicare, Medicaid, health care changing.  

· IRS Ruling 69-545 – substituted “public benefit” language. Same as 1969 ruling described below???
· These orgs are good examples of how the community benefit standard is defined/applied

· Health care orgs aren’t always per se charitable – may need to evidence a clear community benefit as well

· Current standards are a little murky…

· IRS may want all health care orgs to fit general patterns/guidelines, but has also allowed certain unusual examples to qualify

· Particularly savvy when it comes to health care evaluations b/c vast resources of industry has led to strong, organized lobbying efforts

3. Generalized elements of standard of exemption:

· Tied into the standards of charitable and community benefit

· Promotion of health is a charitable purpose – even if not mentioned specifically in 501.c.3

· Nonprofit hospitals organized and operated for charitable purposes have long been exempt

· Health care orgs operated for general charitable, educational and scientific purposes now

· Relief for the poor is an easy way to qualify, but it’s not required

· Traditional charity – relief of the poor

· New 2 prong test as well:

· Promotion of health

· Delivery of a community benefit

· Most recent orgs qualify under the promotion of health standard

· Indicates that purposes and sources of funding have changed – from philanthropy to a more fee-based system

· 1969 revenue ruling – moving from 1956 standard to a promotion of health standard

· assuming all other 501.c.3 requirements are satisfied, general promotion of health is enough

· No redistributive element is required – don’t NEED to be working for the poor, etc

· Need an emergency room open to all, and need to not discriminate, need to provide services to all who can pay what the org demands

· IRS Exam Guide factors – p. 391 – for evaluating hospitals

· Not all factors tap into the substantive nature of the org

· Need an independent governing board – no more than 20% of the board can be hospital insiders

· Rule of thumb only

· If the hospital is part of a multi-entity system, is there corporate separateness?

· Needs to be independent and separate

· But absent evidence that the org is a sham, there’s a presumption that this prong is satisfied

· Is admission to the medical staff relatively open? 

· Hospital can set standards, as long as they’re objective rather than subjective

· Management can take into account the size and nature of the facilities and limit the number of any particular type of physician

· Doesn’t need to be a completely open hospital staff, but open within limits

· A check on private inurement – concern that a hospital may be operated for the private purposes of those on staff

· Is there an open to all full-time emergency room?

· Insurance of satisfying the community benefit requirement

· Meant to insure that the hospital serves a charitable class – this seems to be all it takes

· But this is for emergency situations only

· Does the hospital provide non-emergency care to everyone in the community who can pay?

· Also meant to insure that the hospital provides a community benefit

· But does NOT require that the hospital serve indigent patients, don’t need to help everyone all the time

· 69-545 does NOT require

· promotion of health is a general charitable purpose

· still charitable even if the org doesn’t focus on the poor

· 2004 Continuing professional educational IRS handbook – discusses the standards for exemption on health care orgs

· Seems to go back to the 1969 ruling

· Makes no mention of the service’s IHC or St. David’s litigating positions

· Charity care policy – formal adoption of objective standards for determining who qualifies for such care

· A primary way to establish and prove community benefit

· Treating medicare and Medicaid patients may also qualify

· Charity care policies must be provided to the public

· Can create a sliding scale ability to pay approach to payments for services

· But still, an open emergency room and willingness to treat all those who can afford to pay (in whatever form, even with help) should be enough

· The last word from the IRS on this issue

4. Summary - To qualify as a charitable health care org, look to: make sure these are the current standards
· ER – org must have an open ER available to all 

· But don’t have to give non-emergency care to all

· Open staff – any qualified doc can have space, within practical constraints

· Broad community based board of directors – not just a few private docs.

· No more than 20% of board from in house

· If specialty care facility, then don’t need ER if other factors are met.

· Non-profit pharmacy – no exemption, it’s a business not a charity unless some of the drugs are sold below cost or free to those who can’t afford them.

5. Old Age Homes – similar standards, but a difference on the ability to pay provision

· Can set high fees, require large payments

· But if an admitted patient loses the ability to pay once admitted, they can’t be kicked out

6. HMOs 
· IHC Health Plans v. Commissioner
· IRS said that the HMOs didn’t qualify, weren’t providing services (even though they were increasing access to healthcare and closely affiliated with the actual health care service provider)

· They looked too much like insurance companies, like profitable entities.  

· IRS stated that not every activity that promotes health is charitable – that is not sufficient, need a PLUS, an additional benefit that supplements the work of public institutions.  

· They charged fees for services – could have done sliding scale, free for the needy, etc.

· No real public benefit being provided in a charitable way

· Open emergency room, available to all who can pay might not be enough of a “plus” community benefit

· Additional research might have done it…

XI. Miscellaneous Organizations: 396 – 414, 449 – 457
1. Code:  § 501(j).



2. Regulations:
§§ 1.501(c)(3)-1(d)(4), (5).

3. Problems (a), (c) on pp. 402 - 403; pp. 409; (a) on p. 457 
4. General Concern - These are all very much “know them when you see them” organizations 

5. Public Interest Law Firms
· Provide a service to the community by taking on representation on issues of public interest that would not be possible or profitable for private firms to litigate.  
· Litigation that can “reasonably be said to be representational of a broad public interest rather than a private interest”

· IRS okays this on a market failure theory.  
· Cases taken must fit the “not economically feasible” requirement.

· Need to be something distinguishable from legal services or cases that are commercially available

· Can charge fees – but there are limits on the fees and the fees couldn’t serve as motivation for bringing the suit.

· Firms don’t have to only do pro bono work

· But their cases have to be ones that aren’t commercially feasible for private for-profit firms, and cases that target fundamental public interests

· Basically providing commercial legal services at below market rates will NOT count – just like a discount pharmacy ( not exempt

· b/c provision of legal services is not per se chartiable…

· Combination of court and client fees can’t exceed a 50% cap.

· Difference from legal aid

· Beneficiary of legal aid is the client, typically a member of a large traditional charitable class

· Legal aid orgs will be exempt as generally charitable

· Beneficiary of public interest law firms is society as a whole

· Answering questions it’s in the public’s general interest to answer

· Revenue Procedure 71-39, 1971

· Rulings standards – how to qualify or how to evaluate an application for exemption 

· Revenue Procedure 92-59 – factors…
· May also cover orgs designed to defend human and civil rights

· Ex: NOW legal defense fund

6. Public Housing or Community Revitalization

· Community development organization meant to encourage business growth qualify as charitable

· According to the “charitable” regulations – 1.501(c)(3) – 1(d)(2) – the definition is quite broad

· If the overall purpose here is to accomplish those objectives, rather than just to promote business activity in general, this should qualify

· Safeguards – make sure there are some restricting gifts to members of a real charitable class

· Check the Ruling in the CB
· Revenue Ruling 70-785 – affordable housing
· Requires something being provided for low-income families, need to provide a benefit to low and very low income recipients
· Helping moderate-income families only won’t count
7. Amateur Sports Leagues
· Organizations that foster amateur sports

· Most will count as educational anyway

· Somewhat confusing as to why this is a separate category – why not educational or within 501(j)

· Affiliation with corporate sponsors won’t be a problem, won’t affect resolution of basic qualification for exemption

8. Cultural Organizations

· Organizations that promote the arts, etc

· Discussed in the 1(d)(3) regulations

· Qualify as generally charitable and/or educational

· Stated purpose is generally to promote “public awareness about…” or to “educate the public about…”

9. Testing for public safety organizations

· Regulation 1(d)(4)

· Defines these to include the testing of consumer products to determine whether they are safe for public use, etc

· But organizations that test drugs for safety may not be – serves the drug company’s interest more than the public

· Also, a drug does not qualify as a consumer product until it’s approved by the FDA

10. Organizations exclusively for scientific purposes:

· Research organizations operated in the public interest 

· Determination is made based on the dissemination of the information quickly

· To be public, the results have to be distributed widely, quickly

11. Organizations to prevent cruelty to animals or children

· Org to promote neutering of animals counts - By preventing the birth of unwanted animals and their eventual suffering, an organization is engaged in the prevention of cruelty to animals

· Org to promote better treatment for lab animals also counts

· Typical child labor protection orgs, etc

XII. Commercial Activities and Joint Ventures: 463 – 478, Sup. 59 – 85

1. Regulations:
§§ 1.501(c)(3)-1(e).

2. Problems (a), (b), (e) on p. 478, (g) – (j) on Sup. 66 – 67, p. 85 
IMPACT OF COMMERCIAL ACTIVITIES

	
	Related
	Unrelated

	Insubstantial
	OK
	OK/UBIT

	Substantial
	OK
	NO


3. General Concepts

· Commerciality doctrine – if otherwise qualified 501c3 org conducts business activities, two questions raised.  
· Factor of the operational test, but with somewhat murky guidelines

· Will the activity adversely affect the org’s exempt status?
· Or will the activities be covered as exempt activities?

· If not, should the net income from the business nonetheless be taxed?

· If substantial and unrelated to the exempt purposes – then exemption is jeopardized.  No guidance to tell us what rises to the level of substantial.

· An org will be recognized as exempt only if it operated primarily for an exempt purpose ( if only an insubstantial segment of an activity furthers the exempt purpose ( not an exempt org

· Substantial commercial activities, if in furtherance of exempt purposes, will NOT be a problem

· Facts and circumstances test – looks at the size and type of both the org and the activities, very subjective test.

· Some sort of balancing between exempt activities and commercial activities 

· What’s substantial? 50% of time and income seems to be a good estimate, but that’s only a flexible benchmark

· Even if the org is organized and operated for charitable purposes, substantial commercial activities may undo the exemption

· Check -1.c.1 and -1.e regulations

· Current source of income test – NOT a destination of income test

· Ex: If NYU opens a pizzeria across the street from Ben’s – how to analyze commercial activities that are part of NPO operations
· 2 issues

· Is this business going to jeopardize NYU’s tax exempt status? No, it’s such an insubstantial portion of NYU’s operational purposes

· Are the pizza profits subject to tax? Yes, they are unrelated profits, as a form of unrelated business income, it should be taxed

· Would be different if operated as a meal plan…

· Something primarily for the convenience of students would be different 

· How to analyze these questions in general

· First think about primary purpose of the org

· Then think about whether the commercial activity helps achieve that purpose

· Revenue Ruling 73-128

· If primary activity is commercial but the purpose is to employ people who are otherwise hard to employ and the goal is to provide vocational training to the unemployed – then it will qualify.

· Primary purpose is charitable, providing vocational training for unemployed.

· Therefore the activities are related to the exempt purpose.

· BUT SEE: Living Faith Inc. – Ct upheld the denial of exemption to a vegan grocery store allegedly affiliated with the 7th Day Adventist Church.

· Primary activity = selling food.

· Primary purpose = allegedly religious, yet ct said that they didn’t prove any particular religious purpose.

· Revenue Runling 67-4 – helps define whether periodicals are primarily commercial or educational

· Joan’s Mother Foundation

· Periodicals do generate revenues mostly through advertising

· Need to make sure that the publisher is run somewhat differently from commercial publishers

4. Feeder orgs – §502 (p. 250)
· An org operated for the primary purpose of business or trade will not be an exempt org just b/c they give all their profits to an exempt org

· Operating for the primary purpose of carrying on a trade/business and turning a profit but then turning over all profits to a charity ( NOT exempt

· NOT a charity, should be a fully taxed business

5. Joint Ventures – i.e. the Sturdley University example and drop down joint ventures.

· Check p. 482 of the supplement 
· To the extent that the joint venture engages in unrelated activities, where does the partnership end up?

· If in a substantial unrelated commercial activity situation ( going to be a problem

· Need to determine qualification for the whole venture – are the org’s activities still substantially charitable?

· Ancillary joint ventures – alternate joint venture structure

· Parent NPO joins up directly with a FP

· Revenues that come in from the partnership flow into a general pot, but NPO is still conduct other charitable activities 

· Means that FP-generated revenues, assuming the amount/percentage is low enough, only count as insubstantial unrelated business income

· Becomes a UBIT issue rather than a qualification for exemption issue
· Also questions of control – NPO must retain sufficient control over the joint venture to ensure that it can further its charitable purposes

· Can’t allow FP’s profit motives to dominate 

XIII. Limitations on Lobbying and Political Campaign Activities: 520 – 581 need to get the details for all this…
1. Code:
§§ 501(c)(3), (4); 501(h); 504; 4911; 4912; 4955; 6033(b)(8).

2. Problems 1, 2 on pp. 577 - 580 

3. General Concepts

· Lobbying – 501c3 public charities can lobby (subject to substantiality limitations); private foundations can’t lobby at all.

· Charities can still lobby a lot, for a long time, w/o jeopardizing their exemption

· Just need to structure lobbying campaigns carefully

· Neither can be involved in political campaign activity.

· Policy concerns – should charities be able to speak out on political issues?

· Charitable deduction should not be available for political purposes b/c it might further the purposes of the donor more than anything else

· But allowing NPOs to lobby increases the number of voices in the discourse and may allow for the presence of underrepresented voices…
4. 2 separate tests for lobbying: Restrictions on general legislative activities for 501.c.3s
· 501.c.3 “Substantial Part Test”  (subjective test)

· If a substantial part of a public charity’s operations is lobbying ( loss of exemption

· Org can lobby, but lobbying can’t be a substantial part of org’s activities 

· If the org fails, it becomes an action organization

· Deemed not to be operated exclusively (i.e. primarily) for exempt purposes

· Factors to consider in judging substantiality of lobbying activities 

· Time and effort spent on lobbying – of anyone within the org

· Money spent

· Time, effort, money spent on non-lobbying activities – need to compare

· Purpose or goals of the org – can they only be achieved through legislative activities

· If so ( may be an action org instead

· The controversy, if any, of what’s being lobbied

· NOT an expenditure only test, but a smell test

· Very hard for the orgs, more difficult to plan to be ok in advance

· Penalty for violating substantial part test – loss of exemption for substantial lobbying

· And also excise taxes under §4912 – 5% of lobbying expenditures made in the year in which exemption was lost

· Doesn’t apply to churches, or orgs that have elected under 501.h

· Not an intermediate sanction – only applied when exemption is lost too

· Only applied if money is spent on lobbying – an expenditure based part 

· 501.h “Expenditure Test”  (objective/mathematical test)

· Permits eligible orgs to use an expenditure test rather than a substantial part test and allows orgs to make lobbying expenditures up to the targeted levels

· If org exceeds the levels  ( excise taxes

· If org exceeds the levels a number of years in a row ( loss of exemption

· Only used when it appears that lobbying has really taken over the operation of the org, where lobbying has become a substantial part

· Permits orgs to engage in lobbying up to specified limits – org can know exactly how much money can be spent on lobbying w/o jeopardizing exemption

· Policy objectives – we want charities to lobby and have their allowable lobbying be as effective as possible, and conducted without jeopardizing exempt status

· Only counts monetary expenditures, not volunteer hours

· Almost always better according to Manny!

· Yet less than 2% of orgs have elected

· And substantial part test is the default

· Have to elect to follow this test by filing an election with the IRS 
· Election is effective as of the first day of the year in which you elect.  

· So if file with IRS in Dec. 2004, it’s effective starting Jan. 2004.

· And elections are valid until specifically revoked

· Eligible orgs – public charities only

· Private foundations and churches can not

· Why? Fear that those orgs were controlled too privately, there was too much risk that private money would be used to further the political interests of donors

· And churches didn’t want to have the election option – lobbied to not be included

· Effect of this 501h election 

· Won’t be a red flag for IRS to audit.

· Might affect ability to receive grants from private foundations.

· Private foundations can’t lobby at all, can’t make this election

· They can make grants to public charities that lobby.

· As long as grant is not earmarked for lobbying purposes.

· As long as the amount of the grant doesn’t exceed the non-lobbying expenditures of the organization.

· If an org does lose exemption under this, org can repent and reapply to become a 501.c.3 again

· Can’t try to reorganize under 501.c.4 – want to keep the lobbying restrictions 

· Why elect?

· Any org that wants to do substantial lobbying and can follow the rules should

· Particularly those that want to make a huge lobbying effort for one year – something visible, that would count as a substantial part of that year’s efforts

· Might jeopardize exemption under substantial part but would only trigger taxes under 501.h

· Member orgs – member communication exception takes a lot of potential lobbying expenditures out of the lobbying totals

· Orgs that can do cheap or free lobbing – since only monetary expenditures count, these efforts won’t be a problem

· But they might indicate substantial part problems

· Why NOT elect?

· Really large orgs – allowable lobbying expenditures are capped at 1 million  (corresponds to an org with a budge of 17 million)

· If the org’s budget is much larger, spending over 1 million won’t count as a substantial part ( better to spend a lot and take chances on a substantial part analysis
· Calculating the allowable lobbying limit under 501.h

· Start with exempt purpose expenditure limit – all pieces of the budget used to further exempt purposes

· The amount that the org needs to spend to carry out its exempt purposes, part of the real budget and including lobbying expenditures

· Overall measuring rod against which lobbying expenditures are compared

· Given the EPE, what level of lobbying expenditure is allowed?

· Trying to determine how much the org can spend w/o subjecting itself to ANY penalty at all – no excise tax, no loss of exemption

· 4911.c.2.B – what are the formulas for LNTA and GNTA
· Of the total allowable amount, only 25% can be spent on grassroots lobbying

5. Potential Penalties for excessive lobbying: §4911
· Tax for excessive lobbying in any one year – doesn’t necessarily lead to loss of exemption.  It’s an excise tax, a cost of lobbying – not huge deal.

· Under 4911(b), take the greater of the two excess amounts, subject it to the tax.

· GET THE EXACT FIGURES!!! 4911a or 4911b???
· Penalty isn’t that huge – charities may just need to factor in excise expenses as part of their lobbying expenditure budget

· Orgs may be willing to pay the tax to spend more on lobbying over the year

· Loss of exemption – occurs after excessive lobbying over a longer period of time 
· If org exceeds lobbying ceilings for one year ( just taxed, no loss of exemption

· If org exceeds lobbying ceilings for 4 years in a row (or 4 year total) ( can lose exemption

· If org measures/adjusts from year to year, this can easily be avoided

· Calculating lobbying allowances/excesses

· LCA: lobbying ceiling amount = max that can be spent over four years.

· LCA = 150% of the LNTA

· LNTA – lobbying non-taxable amount.

· GNTA – grassroots non-taxable amount, grassroots ceiling

· GCA = 25% of LCA grassroots ceiling amount.

· Grassroots lobbying much riskier for an org.

· Add up four years of lobbying expenditures and compare to four years of LCA to see if the LCA has been exceeded.

· Same for GCA.

· Start with EPE – exempt purposes expenditures (essentially the operating budget) – overall measuring rod by which lobbying amounts are tested.

· EPE doesn’t include capital expenditures and fundraising expenses.

· Then look to two different types of lobbying – direct and grassroots.

· Direct: to actual legislators

· Grassroots: to members of the public, urging them to take action

6. What constitutes grassroots lobbying?  Must have three pieces:

· Reference to specific legislation

· Language or conclusions that reflect a view on the legislation

· A call to action – something that encourages the recipient to take action

· Call to action is most important element – encouraging the recipient to take action

· If no call to action ( NOT grassroots lobbying 
· May not count towards lobbying expenditures at all .

· What is a call to action?  4 types

· Strong call to action – direct encouragement

· Says recipient should contact a legislator

· States the address/phone # of legislator

· Provides petition/tear off postcard to communicate with legislator

· Weak call to action – mere encouragement 

· Communication specifically identifies one or more legislators who will vote on it as being opposed, undecided, or being the recipient’s representative.

· Indirectly encouraging people to contact.  

· These may fall within the exceptions for non-partisan analysis, study, or research or member communications – if so, then won’t be grassroots lobbying**

· If it won’t fall under the exceptions mentioned above, then you should use a strong call to action.  
· If the communication is going to count against the grassroot allowance ( might as well make it as strong as possible, get most bang for the buck

7. Examples of Lobbying
· Direct:

· Communication to members, encouraging members (not the public) to contact legislators.

· If change to a weak call to action, won’t count towards lobbying.

· Member communications w/ only a weak call to action are member communications not lobbying communications

· Billboard that refers to a specific voter referendum
· Targets the voters, who in this case are the legislators who will vote on this.

· Mass media rule doesn’t apply b/c this isn’t grassroots lobbying.

· Grassroots:

· Literature distribution with a call to action
· Newspaper ad – this is the mass media exception.  Grassroots lobbying communication.

· May be GRL even though there’s no call to action b/c of the other details of the communication

· Supreme Court mailing – NOT lobbying if judges aren’t candidates
· But if communication refers to trying to influence the Senate’s confirmation of an appointment of a judge, then it is lobbying.  
· Trying to sway the legislators who have to make a decision on the judge.

· The confirmation process substitutes for the normal legislative process

· Allocation – in some cases, may need to divide an allocation between GRL and DL in the same project, in other cases may need to allocate expenditures as lobbying (in general) and not lobbying (at all)

· May need to evaluate lobbying efforts in parts

8. Campaign Activity Prohibition
· A §501(c)(3) org. cannot intervene or participate in a political campaign on behalf of or in opposition to any candidate for public office.  
· If it does, it is defined as an action org. and loses its tax exemption (§1.501(c)(3)-1(c)(1)(iii))

· Intervention now also triggers an excise tax

· Candidates for public office – who counts?
· Include individuals offering themselves or proposed by others for national, state, or local elective public office (§1.501(c)(3)-1(c)(1)(iii))  Even if you refuse a nomination by others, you still may be a candidate.

· Incumbents are generally candidates

· The election does not need to be contested or involve political parties.

· A person’s status as a prominent public figures does not automatically equate to candidate status despite public speculation about a future run for office (TAM 9130008), 
· But not formally announcing a candidacy does not prevent them from being a candidate if they are likely to run. (Christian Echoes)… e.g., formed an exploratory committee.

· People nominated as appointees (e.g., fed. judges) are not candidates.

· Campaigning actions by directors and officers may be attributable to the org. if they use the org’s. facilities and resources and do not clearly express that they aren’t acting on behalf of the org.

· Actions of students/members are not attributable to the org.

· Voter education carried on by the org. is fine as long as it is nonpartisan and not biased in any way.  (Rev. Rul. 78 248).  
· Allowed to produce guides on candidates, to present voting records of incumbents, or to provide candidates with a forum for debate.

· A wide variety of issues should be discussed.  Only discussing a narrow range of issues shows a bias towards the importance of those issues.

· The questions and presentation of the responses should not be biased and show a preference towards a particular view.

· There should be no editorial opinions or endorsements.

· Mild biases will be allowed if the guides are only sent to members of an org. with a small, geographically diverse membership in a manner not meant to target a campaign (e.g., during a time in which no campaign is occurring).   Rev. Rul. 80-282.  This is not significant enough to influence a campaign.

· Voter registration efforts are nonpartisan even if they target groups who are likely to favor a particular political party (e.g., minorities, homeless), but are partisan if they target people with a viewpoint on a particular issue (e.g., pro-life).

· Exclusion of minor party candidates is not a problem if inviting all is impracticable and objective criteria is applied consistently on who is invited.

· Issue advocacy – a visible single-issue §501(c)(3) org. may lose its exemption if it impliedly endorses or opposes a candidate through aggressive advocacy in the middle of a hotly contested political campaign, even if candidates are never mentioned.  The org. can defend itself by showing that it advocates as strongly all year-round and the org’s. message relates to a broad range of topics.

· Selling mailing lists to campaigns must be done on a nonpartisan basis for fair fees.

· But must offer lists to all, and give to all who offer to pay

· §4955 Excise Penalty Tax

· The IRS can impose excise tax penalties on orgs. of 10% of related expenditures if the org. gets involved in campaigns.

· Managers are also subject to an excise tax of 2.5% of expenditures (max. of $5K per expenditure). 
· Can avoid the tax if they show that the violation was not willful and is due to reasonable cause.

· 2nd tier penalty - If the violation is not corrected within the year, an additional penalty of 100% of the expenditures is imposed on the org. and 50% of the expenditures on the mgmt (max of §10K).

· Correction means trying to recover the expense to the greatest possible extent and creating safeguards to prevent future political expenditures. (§4958(f)(3))

· Penalty can be imposed in lieu of or in addition to the exemption revocation.  
· However, the IRS will only use it as an intermediary option in rare circumstances.

· Trying to preserve the absolute ban and absolute sanction as much as possible

· With the small costs involved in using the internet, the penalty loses much of its effect… based on costs, not activity.

· Churches are also subject to campaigning limitations (Branch Ministries v. Rossotti)

· Think Tanks - usually allowable as an educational §501(c)(3) org.

· Do not technically lobby or campaign, even though they violate the spirit of the law.  Supporters of a think tank are normally also the supporters of the candidate.

· Allowed because:

· visibility of candidate is incidental

· founded by politicians who are not yet candidates

· discussion of broad public policy is important… educational

· Requirements: (§4955(d)(2))

· The politician cannot have control of the think tank

· The org. can’t have a primary purpose of pushing the candidate or potential candidate.

9. 501.c.4 alternative

· The split structure options – outlined in the book

· 501.c.4 organizations are designed for social welfare purposes, not subject to the same lobbying restrictions and not eligible to get tax deductible contributions

· It can lobby exclusively – because lobbying is considered a promotion of social welfare

· Can participate in some political campaign activity – not prohibited if limited 

· An insubstantial amount is fine – just can’t be the primary purpose of the organization 

· Examples: All the related legal defense funds, etc, fall into this structure
XIV. Private Foundations and Private Foundation Alternatives: 602 - 613, 620 – 649, Sup. 114 – 115,124

1. Code:
§§ 4940; 4946; 507(d)(2); 509(a)(1); 509(d); 170(b)(1)(A)(i) - (vi); 509(a)(2); 509(a)(3).

2. Problem pp. 649 – 650 using both relevant tests (§§ 170(b)(1)(A)(vi) and 509(a)(2)) 

3. Introduction to Private Foundations:

· Definition – a fund of private wealth established for charitable purposes, usually in perpetuity

· Most are supported from a single individual, corporate source or family

· Principal function is to make grants, but they can be organized as operating foundations

· Distinction between public charities and private foundations – all 501.c.3. orgs are charities, but not all of them qualify as public

· Types of Private Foundations

· Independent -largest & most varied, established by contributions from individual donor or family who usually participate actively in foundation’s direction, most are endowed-have a principal fund and make grants from investment income

· Corporate -established by business corporations as a means of carrying out systematic programs of charitable giving, focus on educational, cultural and social welfare needs of communities where they have facilities and employees, few have large endowments

· Community -multiple sources of funding and a local or regional focus in their giving, usually classified as public charities under Tax Reform Act so are subject to fewer and different regs than private foundations, gifts to them qualify for highest income tax deductibility

· Operating -private foundation that primarily conducts programs of its own, expending its funds directly for the conduct of its own charitable activities rather than making grants to others
· As opposed to most private foundations which are nonoperating – grant-making primarily
· Motivations for creating a foundation:
· Providing a formal structure to administer family charitable giving and a strategic buffer btw an affluent family and the many charities who seek contributions

· Building a charitable endowment that will last well beyond the founder’s life and serve as a permanent memorial to the family’s values

· Giving a donor greater influence and control over donated funds

· Providing a vehicle for family unity

· Offering younger family members a meaningful role in their communities

· Personal fulfillment

· Status

· Wealth transfer tax savings

· Disadvantages of a private foundation

· Not the best 170 deduction

· 2% excise tax on net investment income, including cap gains, which can be reduced to 1% if charitable distributions are increased to a specified amount (§4940)



· Much tougher restrictions and penalties on self-dealing, excessive ownership of business interests, investments that jeopardize the org’s charitable purposes, failure to meet income distribution requirements, and lobbying and other forbidden taxable expenditures (§4941-§4945)

· No intermediate sanctions on private inurement… any private inurement is loss of exemption. 

· Have tougher reporting and disclosure requirements (§6033(c) & §6104) – more regulations!

· Administration costs

· Policy rationale for the increased restrictions:

· Congress concluded that private foundations are more susceptible to abuse, b/c less subject to public scrutiny or accountability

· A §503(c)(3) org. is a private foundation unless it qualifies as a public charity under §509.  

· Private foundation is really the 501.c.3 default option

· Can be classified as a public charity instead by escaping private foundation status in a number of ways:

· As a traditional public charity defined under §170(b)(1)(A) – 509(a)(1)
· 5 exempt for the nature of their activities – churches, educational orgs, hospitals/medical research, support orgs for colleges/universities, governmental units

· 1 more exempt because funded by the public - first set of broad publicly supported orgs that rely on public funding/grants
· By qualifying as gross receipts charity under the other broad publicly supported test – 509(a)(2)
· By existing as a supporting org – 509(a)(3)
· Having passed 2 tests

· Purpose test – supporting org has to benefit or carry out the purpose of the supported org

· Control test – supported org has to control the supporting org in some way, vote for a majority of board directors

· By being organized  and operated exclusively for public safety - 509(a)(4)

· Focus on the escape routes in two ways – based either on the nature of activities (operations of the charity) or the nature of the support (funding of the charity)

· Makes it clear that congress legislated on 2 articles of faith – that certain types of charities are good for what they do, and others are good by virtue of the broad public support they receive…

· And the others are private foundations.

4. Escape Routes from Private Foundation Status – how to qualify as a public charity

· Traditional Public Charities from §170(b)(1)(A)(i)-(vi)

· Churches – must actually qualify as a church, not just a religious org.

· Educational Orgs – must maintain a regular faculty and curriculum and normally have a regularly enrolled body of students.  
· Includes primary and secondary schools, colleges and universities, vocational schools, and even certain personal training (e.g., martial arts, wilderness survival). 

· Does not normally include educational advocacy orgs.

· Hospitals and Medical Research Orgs. (§1.170A-9(c)) 

· Hospitals – principal purpose is the providing of medical or hospital care.

· Inpatient care does not need to be provided.

· Iincludes rehabilitation programs.

· Doesn’t include homes for children or the aged, or facilities for training the handicapped.

· Medical Research Orgs. – must be directly engaged in the continuous active conduct of medical research in conjunction with a hospital.  
· Formal affiliation isn’t required but need to have an understanding that the research org. and hospital will cooperate and engage in a joint effort.

· Support Orgs. for State Colleges and Universities – must receive a substantial part of their support from gov’t sources or from the general public.  
· Includes building fund drives, scholarship funds, and support of athletic programs.

· Governmental Units – includes orgs. by fed., state, local, and U.S. territories.  Significant for charitable deduction restrictions, but most of the orgs. are tax exempt under §115 anyway.

· Publicly Supported Orgs.

· Granted favored status under the notion that an org. dependant upon the general public or gov’t for support will be publicly accountable

· Must receive a substantial part of its support (not including income from exercise of its exempt purpose) from the public or the gov’t

· Qualifying as a Publicly Supported Traditional Public Charity – Mechanical/Mathematical test (public support test for traditional public charities)
· Need to establish that org has substantial public support by proving that at least 1/3 of the org’s total support is public support for the last 4 consecutive years
· Total support (denominator of the publicly supported org fraction) includes:

· Gifts, grants, and bequests from individuals, corps., or NP orgs
· Gov’t support

· Grants made to enable the org to provide a service or facility for the benefit of the public;

· Tax revenues levied by gov’t unit for the benefit of the org;

· Value of services or facilities furnished without charge  to the org by a gov’t unit;

· Membership dues paid for the general support of the org
· If the basic purpose of such payment is to support the org rather than to purchase admissions, merchandise, services or the use of facilities – that would be gross receipts exempt purpose income

· Net income from unrelated business activities – like fundraising events
· The total amount earned from the event is included in total support

· Such revenues would seemingly be subject to UBIT except for the fact that they are infrequent

· Needs to be a fundraiser NOT substantially related to exempt purposes – if related ( excluded in general under this test

· Relationship for purely funding purposes never counts

· gross investment income (excluding cap gains); 
· Total support figure does NOT include:

· Income from the performance of the org’s exempt function - tuition, admission fees to museum or theatre, etc.
· Unusual grants - a substantial gift or bequest that:

· is given because of the org’s publicly supported nature,

· is unusual or unexpected in terms of its amount, and

· by reason of its size, adversely affects the org’s public charity status. (§1.170A-9(e)(6)(ii))

· Facts and circumstances test for determining an unusual grant(§1.170A-9(e)(6)(iii)) - factors to make it unusual: (§1.509(a)-3(c)(4))

· grant made by a person with no prior connection to the org as opposed to a member of the founding family or bd.

· it is a bequest rather than a lifetime gift

· the gift is of cash or securities rather than an illiquid asset that is unrelated to the org.’s purposes 

· the org regularly solicits funds

· the org has a broad based governing bd.

· no material restrictions are imposed on the grant

· Public Support (numerator of the publicly supported org fraction) includes:
· Gifts, grants, and bequests from individuals, corps., or NP orgs that do NOT exceed 2% of total support for the applicable period
· Charitable contributions in general – but without the quid pro quo portion

· Quid pro quo portion of unrelated business income is excluded - If a quid pro quo is given in a fundraising event or any other event not related to the exempt purpose that would be UBTI except for the fact that it is infrequent:

· the total amount of the event is included in the total support,

· but only the portion that represents a charitable contribution is counted as public support.

· Ex: In a banquet, the FMV of food and entertainment is not public support, but the excess amount paid for the ticket is.

· Limitation on private donations - Donations from private sources are included only to the extent that they are less than 2% of the total support received by the org. over the 4 yr measuring period.

· And spousal gifts are aggregated

· Can’t consider substantial contributions to their full extent

· Gifts from disqualified persons may not count fully – or don’t count at all????
· DQP for these purposes – explained more fully below
· Substantial contributors - Any person or entity that has contributed in aggregate more than 5,000 and that amount is more than 2% of the total contributions received by the org. from its inception through the taxable year the contribution is received.

· Aggregate spousal gifts

· Foundation managers – officers, directors, or trustees in title or function.

· Family members of DQPs - spouses, lineal to the point of great grandchildren and their spouses (§4946(d))

· Corporate/institutional DQPs

· Gifts from gov’t sources and other public charities are not private sources so won’t be capped 

· But charitable contributions from other private foundations will be treated the same as from private individuals and will be subject to the 2% cap…

· Gov’t support (same forms as with total support)
· Membership fees paid for the general support of the org

· A donor’s support is aggregated with his family and related orgs
· Contributions from disqualified persons are not treated differently from non-disqualified persons

· Dividends and investment income are NEVER considered public support

· Testing period

· Must pass tests for 4 yrs (not including current yr) to qualify as a public charity for the current yr and the succeeding yr.

· Ex: to qualify in 2001, must have passed test in either 1996-1999 or 1997-2000 

· If org. is < 5 yrs old, use all prior yrs of existence

· Substantial and material changes in support (§1.170A-9(e)(4)(v))

· If substantial and material change in support occurs in the current year other than from unusual grants, the 4 yr testing period is expanded to 5 consecutive yrs and must include the current yr.

· Grantors are given public charity status deductions for any  contributions made until the IRS declares the org. private because of a substantial and material change in support.

· Qualifying as a Publicly Supported Traditional Public Charity – under Facts and Circumstances test 
· Orgs that don’t pass the mechanical test can still qualify as public charities if they meet certain requirements 

· Used mostly for start up orgs that are on their way to becoming mathematically publicly supported

· Smell test – does the org look like it’s publicly supported? 

· Orgs must:

· Have at least 10% of total support be from public support,

· Be organized and operated to attract new and additional public or gov’t support on a continuous basis
· an active fund raising program and membership structure helps for this

· And establish that it is public supported based on facts and circumstances.  
· Factors to consider:
· % of public financial support – % closer to 33% helps

· wide breadth and large number of supporters

· bd. of directors is representative of public and its interests – e.g., public officials, community leaders, experts, and individuals elected by members in a member org.

· facilities and services are available to the public - museums, etc.

· membership orgs. that have a broad group of members with a broad common interest

· Orgs. that Pass the Gross Receipts Test - §509(a)(2) – publicly supported but not a traditional public charity
· Must pass a similar public support test:

· Org must receive more than 1/3 of its total support from any combination of:

· Qualifying gifts, grants, contributions or membership fees and
· Gross receipts from admissions, sales of merchandise, performance of services or furnishing facilities in activities related to exempt purpose (ex. symphonies, opera companies, wide variety of orgs provide charitable service for a fee)

· Income from exempt functions included in this test, wasn’t in the other

· But the amount of gross receipts included as public support is capped

· Gross receipts from the conduct of exempt functions excluded to the extent that they exceed the greater of 5000$ or 1% of the org’s support for that year

· Limitation intended to ensure that orgs relying on 509(a)(2) maintain a broad based program of income generating sales or services

· This is the one yearly number to consider – everything else can be aggregated across 4 year testing period

· But also only limited to one source – the gross receipts from any single source/activity are limited to the greater of 5000$ or 1% of total support for the year

· Absolute minimum, no facts & circumstances to fall back on

· Meant to help orgs. that have most of their income from exempt functions that failed the Publicly Supported Org. test, such as museums and orchestras.

· Must also pass an Investment Income Test: a negative test
· Org must show that total of investment income plus net unrelated business income doesn’t exceed 1/3 of total support
· Aggregate of investment income and unrelated business income CAN’T be more than 1/3 total income – too many dividends ( not really public any more

· Must provide a specific service or product to the payor rather than a general public benefit to be considered a gross receipt.

· Total support determined by gifts, grants, contributions, membership fees, admission charges and fees from the performance of exempt functions, and

· Limits on Substantial Contributors: in adding up public support to qualify as Public Supported Charity #2, contribution of any amount from a DQP can’t count as public support (top) but counts as total support (bottom)-substantial contributor is more than $5,000 and that amount must exceed 2% of the total support ever received by the org by close of that tax year

· Don’t count anything from a DQP and don’t count anything more than the 2% cap from a substantial contributor 

· $5,000 or 1% Limit on Gross Reciepts: A gross receipts charity cannot count as public support gross receipts from any person or govn’t unit that exceeds the greater of $5,000 or 1% of total support for that year, however it must still be counted as part of total support in meeting the 1/3 test

· Meant to prove that the org is really getting income from broad sectors of the public

· Gross investment income determined by interest, dividends, rents, and royalties, and also amounts distributed from the gross investment income of another org.

· The org. can exclude unusual grants in both of the tests if they want.

· Supporting Orgs. - §509(a)(3).  
· Definition – Supporting organization is an org which is organized and continuously operated exclusively for the benefit of, to perform the functions of, or to carry out the purposes of one or more public charities
· Not publicly supported in their own right but have a closely defined control or programmatic relationship with one or more public charities

· Effectively a feeder to a public charity, considered a public charity on its own because of its relationship with the supported org

· Advantage – doesn’t require meeting a public support test but still enables the org to obtain the advantages of being a public charity

· Disadvantage – establishing a valid supporting org without expert legal counsel is impossible

· Organizational test

· Solely concerned with the language used in the supporting org’s articles of incorporation. – the IRS has been real picky on this one (Rev Rul 75-437) 

· The articles must limit the org’s purposes to exclusively benefiting, performing the functions of, or carrying out the purposes of the supported public charity orgs.  The articles can’t empower org. to engage in activities that do not further these purposes.

· The names of supported orgs. be mentioned, and the supporting org. should not operated to support or benefit other orgs.

· However, a specific designation isn’t required if there has been a historic and continuing relationship between two orgs. so that a substantial identity of interest has developed between them.

· The beneficiary charities can also be identified by class or purpose (e.g., “all colleges in NY”) if the org’s relationship satisfies either the “operated, supervised, or controlled by” or “supervised or controlled in connection with” test (tests 1 & 2 below).

· Operational test - the supporting org. must engage solely in activities which support or benefit the specified publicly supported orgs.  
· Operated, supervised, or controlled by, or in connection with one or more public charities
· Any of the three possible ways of passing the test must ensure that there is a relationship where the supporting org. is responsive to the needs or demands of one or more publicly supported orgs. and that the supporting orgs. will constitute an integral part, or maintain a significant involvement in, the operations of one or more publicly supported orgs. (§1.509(a)-4(f)(3))

· Operated, supervised, or controlled by – most restrictive (§1.509(a)-4(g))

· A majority of the officers, directors, or trustees of the supporting org. must be appointed or elected by bd. or officers of the supported orgs.

· The orgs that control the supporting org don’t need to be directly benefited by it, provided that the purposes of the controlling orgs are carried out by benefiting the supporting orgs. 

· Supervised or controlled in connection with – (§1.509(a)-4(h))

· Similar to brother sister relationship…  there must be common supervision or control over both the supporting and supported orgs.

· Operated in connection with – (§1.509(a)-4(i)) – must pass the responsiveness test and the integral part test

· Responsiveness test – responsiveness is established through interlocking bds. or officer structures, or by a “close and continuous working relationship” between the officers, directors, and trustees of both orgs.  
· The supported org. should have a significant voice in the investment and grant policies of the supporting org.

· Integral part test – there should be “significant involvement” by the supporting org. in the operations of one or more public charities, which must be dependent upon the supporting org. for one or more type of support that it provides.

· Can simply show that the supporting org’s activities carry out the purpose of the supported public charities and otherwise would have been carried out by the public charities.

· Also can show that supporting org. pays substantially all of its income for support purposes and the amount of support is sufficient to insure the attentiveness of the supported org. to the operations of the supporting organization

· But supporting org. does not NEED to pay its income to the supporting org

· Operational limit – supporting orgs can’t be controlled directly or indirectly by one or more “disqualified persons” other than foundation managers and the public charities that it supports. 

· A supporting org. is considered to be controlled by one or more disqualified persons if the voting power of these people is greater than 50% of the total voting power of the bd. or they have the right to exercise veto power over the org’s actions. (§1.509(a)-4(j))

· But facts & circumstances are taken into consideration for a final determination.

· Indirect control includes employees of a disqualified entities (Rev Rul 80-207)

5. Public charity v. Private Foundation – how to analyze, answer the questions

· Application of the public support tests – Burbank foundation problem

· Org can either become public because of its activities or because of its public support

· 509(a)(1) activity test – per se, traditional charity?

· 509(a)(1) public support test – has public support been at least 1/3 of the org’s total support for the past 4 years?

· Mathematical test

· Facts and circumstances test

· 509(a)(2) gross receipts public support test – has public support including gross receipts been at least 1/3 of the org’s total support for the past 4 years?
· Potentially more public support when receipts from exempt activities are included

· But must also pass negative investment income test – make sure that income is coming from the public as opposed to org’s investments

XV. Private Foundation Alternatives

1. General Concept – Certain organizations that may look more like private foundations than public charities but avoid the strict restrictions and rules of private foundation status

2. Community Foundations

· A §501(c)(3) org. created to receive and administer funds contributed by members of a community and to distribute those funds for various charitable purposes within that community.

· Usually has a bd. that is broad and represents the various interests in the community

· Public because they receive support from a broad group.

· No clear minimum or maximum size for the “community”, but state would usually be maximum and it will have a limited number of donors if it is too small.

· Donors can make recommendations on who should receive the grant, but the ultimate power to make the decision must be with the bd.  
· Board can modify restrictions or conditions if they become unnecessary, impossible, or inconsistent with the needs of the community.

· Need to have a variance power to modify any restriction imposed by the donor

· Types of funds normally maintained by the community foundation

· Designated Funds-created by donor at the time of transferring the assets and specifically name the agency/agencies to receive the benefit of the fund

· Donor-advised Funds-created by the donor, reserving at the time of making the gift the privilege to recommend agencies to receive grants-ultimate power to make all grant decisions is w/ the governing body

· Field-of-interest Funds-established by a donor by specifying at the time of asset transfer some broadly identified field of charitable concern

3. Donor Advised Funds

· Traditional funds -Typically bear the name of the donor, donor is permitted to make grant recommendations for distributions of funds money under guidelines of community fdn, most terminate at death of donor and go to community fdn’s general programs, qualify for current income tax deductions

· Like a community foundation, but does not have to represent a community

· Part of a bigger foundation – donor gives personal fund to the bigger group and advises as to how he’d like is investment income distributed charitably 

· Commercially Sponsored Funds-example is Fidelity Charitable Gift Fund-almost totally donor-advised funds

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

· Donor can’t force them to distribute to specific places, but since overall foundation wants to keep donor’s happy, requests are typically granted, as long as recipients are valid NPOs
· Most funds terminate at the death of the donor and remaining assets are available for the org’s general programs.

· Donor-Designated Fund – donor makes an irrevocable gift and has authority to designate the final destination of the funds.

· Cts usually won’t revoke the TE 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.

· Several different types (commercial funds like Fidelity and Vanguard or ones like NY Community Trust, religious groups that have donor advised funds)

· Can’t dictate what they use your money for but can ‘advise them’ – but likelihood they will disregard your wishes is slim to none.  They want you to be happy.

· Can make your own fund within the bigger fund.

· Advantages – might actually be best vehicle for this sort of gift
· It is a public charity – meets the public support test.  Has lots and lots of donors.

· Best 170 deduction – b/c still a public charity, there are so many donors that it meets the public support test
· No excise taxes

· Retain control and the ability to advise
· Investment opportunities may be limited yet options are expanding with these funds

· Recognition – when it goes to your cause, it has your fund’s name on it, not Fidelity’s name

· No more costly than setting up private foundation, small fee.  Much less expensive than administering your own private foundation or support organization.

4. Pass-through foundations and pooled common funds

· Both subject to entire private foundation regulatory regime except for the limitations on the §170 charitable deduction

· Pass-Through Foundations – orgs that must pass through ALL contributions to it during the taxable year within 2.5 months after the end of the tax year in which the gifts are made

· Advantages-reasonable admin costs count as qualifying distributions but might not be tax-deductible if paid directly by an individual donor, donor achieve a current income tax deduction but have grace period to decide ultimate receipts of their charitable donation, fdn may elect in and out of pass-through status from year to year

· Pooled common funds – donors contribute to a common fund (§170(b)(1)(E)) – orgs that must distribute all of its net income each year and all of the principle from the donors contribution when he dies.

· one/more donors may make contributions that are pooled into common fund
· donor may retain right to designate annually the orgs to which the income attributable to their contribution shall be given (similar to donor-advised fund)

· donnee orgs must be public charities described in §509(a)(1)

· funds governing instrument must require it to distributes and it must actually pay out: 

· all it’s adjusted net income to one or more eligible charities not later than 2-1/2 months after the end of the taxable year in which the income was earned or realized

· all the corpus attributable to any donor’s contribution to the fund to one or more eligible charities not later than one year after the death of the donor

· Advantages-get more liberal charitable income tax deduction rules w/o the requirement to pass through all gifts on a relatively current basis

5. Private Operating Foundations – alternative to pure private foundations, rules are somewhat relaxed

· Operating foundations engage directly in the charitable or educational purposes, while non-operating foundations merely make grants.  

· Operating foundations usually had too much investment income to meet the public charity tests.

· Typically receives funding form a large gift or bequest from the funding donor

· Requirements

· Must first pass an Income Test-requires the foundation to use “substantially all” (85% more) of its income directly for the active conduct of charitable activities rather than of grantmaking

· Then must meet 1 of the following 3 Tests:

· Assets Test-must show that at least 65% of all its assets are devoted directly to the active control of the foundation’s exempt function activities or to functionally-related business, or both, or consist of stock of a foundation-controlled corp, investment assets included in denominator of the testing fraction but may not be counted in satisfying the 65%

· Endowment Test-fdn normally must expend funds directly for the active conduct of its exempt purposes in an amount equal to 3-1/3% of the fair market value of its net investment assets

· Support Test-fdn must receive at least 85% of its support from the general pubic and 5 or more unrelated exempt orgs, provided that not more than 25% of the fdn’s support is received from any one exempt org and not more then ½ of the support is normally received from gross investment income

· Advantages of operating foundation status 

· They use the same charitable deduction rules for contributors as public charities.

· Donors to operating foundations may take advantage of the more favorable income tax charitable deduction rules applicable to public charities (ex.Geti Museum)

· They are exempt from the income distribution requirement under §4942

XVI. Private Foundation Excise Taxes: 672 – 699, Sup. 125-137 – huge part of the reason that private foundations are comparatively bad…
1. Code:
§§ 4941; 4945; 4946.

2. Problems 1(a)-(f), (i) and (j) and 2 on pp. 679 – 680, (a), (c), (d), (e), (g), (h), and (i), on pp. 699 - 700 

3. Excise Tax on Investment Income (“Audit tax”) - §4940

· Tax is 2% of net investment income, which is the sum of:

· Gross investment income - dividends, interest, royalties, and rents less directly related expenses (excludes active income subject to UBIT). and

· And Capital gain net income – excess of capital gains over capital losses from dispositions of property used for investment income or non-inventory business prop. not subject to UBIT.

· Excess cap losses are not deductible from gross investment income and no cap loss carryovers are allowed.

· Foundations may reduce the excise tax to 1% by making additional qualifying distributions (defined under §4942 –see below) for charitable purposes.

· To qualify, the qualifying distributions for the yr must equal or exceed the sum of:   

· the value of the org’s assets for the yr multiplied by the org’s avg. charitable payout % for the 5 yrs preceding the current yr, and

· 1% of net investment income 

· Exempt operating foundations are exempt from the audit tax, as long as org was an operating foundation in 1983 or operated as a public charity for the past 10 yrs and had its status reduced.  
· Also, more than 75% of the board must be composed of non-disqualified people and broadly representative of the general public
· No org officer can, at any time during the taxable year, be a disqualified individual.

· Disqualified individual for these purposes only includes substantial contributors, 20% owner of business enterprise that is a substantial contributor, and their family members.

4. Self-Dealing - §4941 (rather than 4958 sanctions)
· Any transaction between a private foundation and its disqualified persons is subject to penalty, even if dealings are at arm’s length or fair.
· The penalty can apply even if the self-dealing benefits the org.

· If there is private inurement, the org. loses its exemption.

· Strict liability for the transaction – doesn’t matter if there’s private inurement or excess benefit (a requirement for penalizing public charities for similar transactions) 

· 4941 rules are stricter than 4958

· Penalty

· 5% of the “amount involved” in the transaction to the self-dealer and 2.5% on the mgrs. who knowingly participate ($10K cap).  Additional penalties of 200% and 50% ($10K cap) are added if no correction.  There is no penalty to the org.

· Managers only penalized if they participated knowingly, willfully or not because of a reasonable cause

· Managers can get opinion of counsel and then be protected if they act

· DQP’s penalized regardless

· Correction includes restitution, profits, and fair rental value of use.

· Consequence – DQP will need to correct the transaction and pay the tax

· Rescission may not always be feasible – can correct in other ways if it’s not
· Ex: If property has already been re-sold to a bona fide purchaser, DQP will have to pay the foundation back the amount it was sold for and any additional amount that it’s worth at the time of correction (it may have been worth more at the time of the transaction, so have to pay that amount first, and then pay more if worth more)

· Why corrections can be particularly ugly for the self dealer

· Defining “amount involved” - The amount of the transaction is the greater of the FMV of prop given or the FMV of the prop received.

· The greater of the amount paid or received 

· And taxed for every year??? Check on this – Need to apply a tax on the amount involved for every year the property was held (before transaction was corrected)

· Tax applied per transaction per year

· Disqualified Persons in Connection to the Org. - §507(d)(2) & §4946

· Substantial contributors

· Any person or entity that has contributed in aggregate more than 5,000 and that amount is more than 2% of the total contributions received by the org. from its inception through the taxable year the contribution is received.

· Individuals are treated as making all contributions made by their spouse, but not other family members (§507(d)(2)(B)(iii))

· Substantial contributor label is fairly permanent – simply cutting back on contributions won’t eliminate it

· Can only lose the label by not making any contributions and not serving as a manager of the foundation for 10 years, and having the IRS determines that the aggregate contributions by the person are now insignificant to the org. in comparison with at least one other contributor.

· Restriction on individual contribution and managerial service applies to related persons as well

· Foundation managers – officers, directors, or trustees in title or function.

· Family members of DQPs - spouses, lineal to the point of great grandchildren and their spouses (§4946(d))

· Corporate/institutional DQPs

· A person who owns more than 20% of a business entity that is a substantial contributor to the org

· Includes §267(c) attribution rules for stock ownership and p-ship interest, but doesn’t include siblings

· Partnerships, corps., trusts, or estates where more than 35% of the ownership interest is owned by a disqualified person – eliminates use of related entities.

· Self-dealing transactions:

· Sales and exchanges – any sale or exchange of prop. is self-dealing, even if foundation receives a bargain.  Gifts of encumbered prop. are treated as a sale if the org. expressly assumes the debt.

· Exception - if the org. owns a corp. that is a disqualified person, it can get involved in liquidations, mergers, redemptions, recapitalizations, etc.

· Leases – a lease of prop. between them is self-dealing.

· Exception - for rent-free leases provided by a DQP to the foundation for the foundation’s exempt purposes

· But payments by the foundation for utilities, janitorial, and other maintenance costs can’t be made to the DQP (must be paid directly to a third party).

· The org. and the disqualified person can share expenses as long as they are kept totally separate for financial purposes… utilities, phone, etc. should be split by provider.  Reimbursements of expenses are technically loans.
· Can share space, effectively share utilities, but need to split all payments

· Can’t have money going from the foundation to the DQP

· Loans – lending of money or extension of credit between them is self-dealing

· Foundations can’t pay the bills or satisfy the obligations of a DQP

· Exception -  interest-free loans made by a disqualified person to the org. where the loan proceeds are used exclusively by the foundation in pursuit of its exempt purposes.

· Furnishing of goods, services, or facilities 
· Generally self-dealing 
· Exception - where they are furnished by the disqualified person without charge and used by the org. in pursuit of its exempt purpose, or where they are furnished by the private foundation to the disqualified person on terms equal to or worse than those available to the public.

· Compensation – Payment of compensation or reimbursement of expenses by the foundation is self dealing, unless the payment is not excessive and is made for personal services which are “reasonable and necessary to carry out the exempt purpose of the org.

· Use or Transfers of Assets or Income – catch-all provision… any transfer to or for the use or benefit of a disqualified person is self-dealing. 

· Even if inadvertent, it’s not allowed

· Ex:
placing paintings owned by org. in private residence of a disqualified person; or payment of a legally binding pledge made by a disqualified person to another charitable org.


· Payments to Government Officials – any payment by a private foundation to a gov’t official, for compensation or other purpose, is self-dealing.

· Exception - org. allowed to employ or make a grant to a gov’t official for any period after termination of gov’t service if the agreement is made less than 90 days before the service terminates

· In general, follow the same due diligence rules as §4958 to prevent problems

5. Minimum Distribution Requirements - §4942 
· General rule – private foundations are taxed for failing to pay out enough, orgs must make annual qualifying distributions equal to %% of the fair market value of their net investment assets

· Non-operating private foundations must make annual qualifying distributions = 5% of the FMV of their net investment assets.

· the org. must make the required distributions within 2 yrs

· Qualifying distributions – grants for charitable purposes, reasonable admin. costs related to the grant-making process, payments to acquire assets used in the conduct of the org’s exempt activities, expenses of conducting direct charitable activities, and amounts set-aside for future projects and program related investments.  

· Acquiring assets is ok, as is paying reasonable compensation and program related investments

· Penalty is 15% of undistributed income, and an additional 100% of the shortfall if there is no correction.

6. Excess Business Holding (§4943)-imposes a tax on a fdn’s “excess business holdings” which are defined as any holdings that exceed a 20% ownership interest in the enterprise, reduced by the percentage owned by DQP, if effective control of the business is held by owners who are not DQP’s, limit may be raised to 35%, initial tax is 5% of the value of the excess holdings, add’l tax of 200% is imposed if the fdn fails to make the required divestiture within a correction period

· Private foundation can’t hold substantial stake in principal donor’s family business (combined family and foundation ownership must be 20% or below, though de minimis 2% allowed regardless)
· Allowed up to 35% if effective control of the business is in other hands
7. Jeopardy Investments (§4944)-a 5% penalty on amounts invested in a manner that jeopardizes the carrying out of their exempt purposes-fdn managers who knowingly participate are subject to a 5% penalty (w/ $5,000 cap), failure to correct results in a 2nd tier tax of 25% against the foundation and 5% (w/ $10,000 cap) against fdn manager

· investing in certain ways/things (commodities, short sales) causes excise tax on the foundation and responsible foundation manager

8. Taxable Expenditures (§4945) – punishing the foundation for making certain expenditures that congress felt were inappropriate for private foundations

· Penalty - initial tax of 10% of the prohibited expenditure is imposed on the fdn and 2-1/2% on fdn managers (w/ $5,000 cap) who agree to the expenditure & know subject to penalty, 
· 2nd tier penalty - 100% on the fdn and 50% on the fdn manager (w/ $10,000 cap) imposed if action not corrected-including many exemptions

· 5 different types of taxable expenditures listed in 4945(d)

· Propaganda or attempting to influence legislature – like general lobbying

· Attempts to carry on voter registration or to impact the results of a campaign

· May be educational, but still can’t be done by private foundations

· Unless they qualify for an exception under 4945(f)

· Grant to an individual for travel, study or other similar purposes by the individual, unless the grant fits the 4945(g) exceptions need to read…
· Makes it very scary for private foundations to give grants to individuals

· Grant to an organization unless (other than) two situations

· Grants to public charities listed in 509(a)(1), 2, 3

· Can grant to certain public charities 

· Or a grant to another org that exercises care with respect to the particular grant

· For any purpose other than one specified as an exempt purpose

· Many of these grants can be saved (protected from tax) if the org exercises expenditure responsibility

· Org must make a pregnant inquiry – something reasonable enough to provide assurance that grantee will use the grant for proper, charitable purposes

· Org must use a written agreement with the grantee – according to specifications outlined in the regs

· Org must receive regular reports from the grantee

· Org must make a report to the IRS 

· Expenditures for lobbying, electioneering and voter registration, grants to individuals, grants to any organization not classified as public charity (but really complex, some of this allowed), similar tax rates

· Nonpartisan analysis and executive lobbying and invitation by Congress OK

· Grants to individuals – also excise tax, scholarships only by a procedure approved in advance by IRS (cannot be a disguised fringe benefit to children of employees of a corporate contributor, demand a bigger pool where not all chosen (at least 75% must be rejected))

· But basically can give to a charity, who then gives to an individual

· Grants to other organizations – regulations on making sure adequately spent if not granted to a public charity (most private foundations thus only make grants to public charities) called expenditure responsibility

· Need (1) pregnant inquiry, (2) written agreement, (3) regular reports from grantee, (4) report to IRS by the grantor

XVII. Unrelated Business Income Tax: 751 – 818, 830 – 835, Sup. 139-142

1. Code:
§§ 511(a), (b); 512(a), (b)(1)-(5), (7) - (9), (13), (15); 513(a), (c), (f), (h), (i).

2. Regulations:  § 1.513-4 (on pp. 193 – 200 of the 2005 Casebook Supplement).

3. Problems pp. 800 – 802 (excluding problem 1(d) and (h)) and 818 - 819 

4. General Concept – the unrelated business income tax effectively functions as an intermediate sanction or excise tax on income earned by exempt orgs from insubstantial unrelated trade or businesses. 
· Defined in 512(a)(1) – gross income derived from any unrelated trade or business regularly carried on by the org, minus certain enumerated deductions

· Now covers virtually all orgs exempted through 501(a) – all charities, private and public, includes also pension funds, profit-sharing plans, state colleges and universities

· To be taxable under UBIT
· The income producing activity must be a trade or business

· The trade/business must be regularly carried on

· And the trade/business must not be substantially related to an organization’s exempt purposes

· Other than the need for funds derived from the activity…

· Trade or business can’t generate substantial unrelated income because that would jeopardize exemption
· Applies to all TE orgs except gov’t entities that aren’t colleges/universities - §511.

· UBIT rate - corporate income tax rate, unless taxing trusts, which are taxed at a higher rate – 511(a)
· Organization has the burden of proving that the income falls under one of the exceptions for each of the fragmented pieces of income.

5. History of UBIT

· Added in 1950 - Legislative retreat from complete tax exemption for charities

· Used to be able to retain exemption if income destined for charitable purposes

· Withdrew tax exemption for feeder orgs(also instituted UBIT

· Predecessor for §502-doesn’t qualify merely b/c destined for charitable ends

· After the Mueller noodle case

· Switching from a destination of income to a source of income test
· Stated purpose when enacted was to prevent unfair competition
· Treas Reg 1.513-1(b)-confirms alleged purpose is to eliminated unfair competition btw taxed & untaxed orgs

· But the structure of the tax is based on relatedness not on unfair competition
· Doesn’t do much to address competition concerns
· The very existence of the tax scheme indicates an expectation that charities would engage in unrelated business activities…
6. Elements of the tax scheme – Unrelated Trade or Business (Reg §1.513-1(a))

· Must be taxing income derived from a trade or business

· Any activity carried on for the production of income from sale of goods or performance of services

· Fragmentation approach – look at each activity separately, including each product separately.

· IRS takes fragmentation very seriously

· An “unrelated” business need not be wholly separate from the exempt activities of the organization

· Can be an unrelated arm of a broader NPO

· Business must be regularly carried on

· Infrequent: poses no threat to unfair competition; look at frequency/duration

· Dependent on normal time frame of the income producing activity

· Seasonal and done over significant part of the season = qualifies as regularly carried on.

· NCAA – advertising in programs constituted annual activity – sales of the advertising typically go on all year and this only went on for a few weeks.

· NCAA v. Commissioner (1990)(p784)-advertising in NCAA tournament program is not UBIT b/c not an unfair competitor and not regularly carried on (Prep time to an activity can’t be added in to make it more regularly carried on than it is)

· Treasury regs. say that “regularly carried on” involves looking to “frequency and continuity”, and done in light of purpose to make sure that competes on same tax basis as nonexempt business endeavors

· Use amount of time of tournament, not time spent selling, as the time measured time span, not that of soliciting advertising space [ridiculous] ( finds this to be too infrequent and not continuous enough

· Note: Service did not acquiesce, and though did not appeal, it announced that it would continue to litigate “appropriate cases”

· Advertising almost always does not further purposes of organizations with ONE exception ( student newspaper because sale of ads is related to training students in aspects of journalisms

· Revenue Ruling 73-104 (1973)(p792)-greeting cards made by a museum and sold commercially nation-wide in magazines and catalogs isn’t UBIT b/c it promotes the exempt purpose by reaching more of the public and getting them interested in the museum (even tho big profit)

· Revenue Ruling 73-105 (1973)(p793)-gift shop revenue from museum isn’t UBIT for stuff related to the museum (like art and books and reproductions but is UBIT for science books and touristy stuff that’s not related to the museum’s purpose (can fragment sales to tax)

· Business must be not substantially related to the organization’s exempt purpose

· Activities, even if they generate a substantial amount of income, will avoid UBIT if they have a substantial relationship with the org’s exempt purposes

· If the activity directly contributes to the important exempt purpose, other than just providing funds ( not taxable

· If activity furthers purpose, then doesn’t matter if it is carried out in commercial manner
· Ex: art museum selling art books/posters/t-shirts is ok, but it is NOT ok if the art museum sells science books 

· Relationship to exempt purposes analysis based on facts and circumstances
· Judge the size and extent of the activity

· If beyond scope necessary to carry out exempt purpose, then it’s unrelated (agriculture school selling way more milk than produced by students)

· If significant processing and work after exempt purpose is fulfilled, then unrelated (agriculture school sells ice cream or cheese) – must be in substantially the same form as it was during the demo or production by students.  (Modern example – blood banks.  Selling whole blood is fine, selling plasma and other bi-products means subject to UBIT)

· United States v. American College of Physicians (1986)(p767)- evaluating advertising in a professional journal

· Advertising revenue was considered taxable because it was not sufficiently related to the org’s exempt purposes
· Could have been tax exempt if it contributed more importantly to the journal’s exempt purposes
· IRS 1967 regs required tax-exempt business to have a (1) causal relation to the organization’s purpose (other than generating income) and (2) contribute importantly to accomplishing exempt purpose

· Government was correct that the proper focus is not on the subscribers, but whether the ads and advertising business were substantially related to the journal’s educational efforts ( focus on the “manner” of designing and selecting the advertisements, shows revenue not educational content is purpose

· Hi-Plains Hospital v. United States (1982)(p775)- evaluating pharmacy sales in conjunction with a hospital

· Dealing with a non-profit hospital in a low-service area, the pharmacy was open to the general public because it was the only hospital/pharmacy around 
· Sales to private patients of the hospital’s doctors were considered substantially related to the provision of hospital services and therefore not taxable under §511-

· Need to fragment the public sales portions out…

· But since sale of drugs itself is not exempt activity, sale to the general public was taxable

· §1.513-1(d)(2) requires that to be substantially related the trade or business must be (1) causally related to exempt function, (2) contribute importantly to exempt purposes, (3) on a scaled that is “reasonable necessary”

· Purpose of the commercial activity here was also more than just providing hospital – needed to attract doctors to an underserved area, by making this pharmacy available

· Revenue Ruling 80-296 -selling broadcast rights to college sports not UBIT (neither is general admission fees to events) b/c it contributes importantly to the accomplishment of the organization’s exempt purpose

· sale of broadcasting rights by an annual intercollegiate athletic event not subject to UBIT, related to educational purpose of athletic competition

7. Calculating or computing the amount of income taxed by UBIT

· Gross income derived from the regularly carried out trade or business less directly related deductions

· Initial tax base for unrelated trade or business

· Take out deductions for expenses related to the production of that income

· And take out modifications – amounts that are simply excluded from the UBTI base

· Like exclusions, research income, rents, royalty payments… 

· Passive income exclusion is the most important

· Passive income is exempted from UBIT

· Dividends, interests, annuities, royalties, certain rents and capital gains

· Makes sense in terms of the policy reasons for which UBIT was implemented

· Most of these income streams don’t go to the competition element in the same way as actively generated business income 

· Exemptions won’t rely if the income is generated from debt-financed property or if it comes from a controlled corporation 

8. Unrelated Debt-Financed Income (p830)(§514)-an exempt org must include in it’s UBTI a certain percentage (it’s debt/basis fraction) of gross income from debt-financed property-defined as any tangible or intangible property held for the production of income with respect to which there exists an “acquisition indebtedness” at any time during the taxable year

· Acquisition indebtedness-any unpaid debt incurred to acquire of improve property, including in some cases debt incurred before or after the acquisition or improvement

· Exceptions to debt-financed property:

· Substantially related use-mostly all related use

· Dual use-used for unrelated & related use

· unrelated business income 

· research income

· volunteers, convenience, thrift shops

· neighborhood land property

· Certain leveraged real property

9. Exclusions from UBIT – forms of organizational income that is NOT subject to the tax…

· Statutory exclusions under 513(a):

· Volunteers – any business where the labor is substantially or entirely performed by unpaid volunteers.

· Ex: bake sale, church auctions

· Convenience – any trade/business carried on by a 501.c.3 org for the convenience of members, students, patients, officers, or employees

· Bookstores, school cafeterias, etc

· Alumni and donors are not members

· Extremely useful exemption – but the service/business MUST be for the convenience of those groups

· Donated merchandise – any business which consists of selling donated merchandise.

· Ex: thrift shops

· Distribution of certain low-cost items – Items that are just incidental to solicitations of charitable contributions

· Try to stick below 10$

· Bingo games that are not ordinarily carried out on a commercial basis

· Passive Income – exempted under 512(b)

· dividends, interest, rent, royalties, capital gains and derivatives.  (§512b)

· Except that investment income from controlled organizations will be included in the parent NPO’s UBTI

· Code prevents orgs from segregating business activities into a wholly owned, taxable subsidiary and then converting otherwise taxable business income into exempt income by payments of interests, rents, royalties to a non-taxable arm

· Passive income is traced back to the subsidiaries and is treated as UBTI to the parent

· Don’t want to let a big NPO reduce taxable income by allowing the subsidiary to borrow, lease or license tax-exempt parent’s assets at an inflated level

· The payments to the parent would be non-taxable income, and the payments from the sub would be deductible business expenses ( nothing would be taxed

· Royalties - virtually all payments for the right to use intangible property, including income received for the use of valuable IP rights, but not mineral royalties

· But only exempts PASSIVE income

· Sierra Club v. Commissioner (1996)(p804)-because Sierra Club did nothing more than rent mailing lists and approve of an affinity credit card, it’s a royalty-if they had actively participated might have been UBIT

· Royalties are, by definition, passive and cannot include compensation for services rendered by the owner of the property – the contested income here did qualify as passive.

· Relied on: 
· Disabled American Veterans v. US (Ct Cl. 1981) held renting donor lists not royalty because not a passive investment, but the result of extensive business activity (rate cards, sorting lists, etc.)

· Fraternal Order of Police (7th Cir.) also held that selling advertisement space in Trooper magazine was not royalties, because organization an active participant (editorially) in publication of magazine

· Texas Farm Bureau (5th Cir.) agreeing to promote insurance companies life insurance was not royalty income ( because Farm Bureau not just granting name, but its “influence and prestige”, as well as administrative services ( agreement shows that really payment for services

· Rev Ruling 81-178 examples show that while using likeness of members of nonprofit athletic organization is intangible property, an agreement that requires personal services such as the appearance of those members in connection with endorsed products is not royalties, instead payment for services
· Passivity test applied here: fact that rented out mailing list service and provided no services makes it passive, but soliciting members for credit card may not be passive (remanded on this issue, IRS loses on remand)

· Follow-up - §513(h)(1)(B) exempts amounts derived from most 501c3s from the rental or exchange of donor lists to other such exempt organizations, but not 501c4s (like Sierra Club) and not if rented to for-profit corporations, but takes no position on whether for-profit rentals were taxable
· Rents: 
· Real property-excludable in full, even if from actively managed real estate rental business

· Personal property rents-excludable only if derived from a mixed lease and the rents attributable to the personal property are incidental part of total rents

· If the rent is less than 10% of the total FMV of the lease ( entire lease is excluded

· If the rent is between 10 and 50% of the FMV of the lease ( lease must be fragmented and the real property portion only will be excluded

· If the rent for personal property is more than 50% of the FMV of the lease ( entire rent payment is subject to UBIT

· The amounts allocated in the lease must be reasonable or they can be changed… listed amounts not conclusive.

· Different leases for real and personal prop. are treated as one lease if the real and personal prop. have an integrated use. 

· Only passive rents are excluded from UBIT.  If non-essential services are provided for the convenience of the renter, the rent is active and not excluded (e.g., hotels).  

· Parking lots are automatically active rents according to the regs.

· Research Income- will count as related, and be nontaxable, if:

· The research is performed for the US, any agency or instrumentality of the Fed govn’t or state or local govn’t

· The research if performed by a college, university or hospital “for any person”

· The research is “fundamental” (v. “applied”) and the results are freely made available to the general public

· Income generated through exempt org research will generally not be taxable anyway because will generally be substantially related to the org’s exempt purposes

· Corporate Sponsorship and qualified sponsorship payments – exempted under 513(i) and regs
· Definition of a QSP – any payment made by a person engaged in a trade or business (the sponsor) with respect to which there is no arrangement or expectation that the sponsor will receive any substantial return benefit 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 
· Payment is NOT considered income from an unrelated trade or business ( not taxed under UBIT
· Corporate sponsor will treat payment as either a charitable deduction or a business expense

· Return benefit is disregarded if the FMV is less than 2% of the payment

· And if the return benefit is more than 2% of the payment, only that portion above 2% is not a QSP and might therefore be possibly subject to UBIT, but it would need to pass the UBIT requirements before being taxed

· ONLY THE PORTION ABOVE 2% OR THE WHOLE VALUE OF THE RETURN BENEFIT IS TAKEN OUT OF QSP AND POTENTIALLY TAXED???
· Ex: if the return benefit is worth 5% of the sponsorship payment, the excess 3% of the sponsorship payment is considered more of an independent transaction/source of business income

· If the transaction itself and the payment satisfy the UBIT requirements, that 3% payment will be taxed
· FMV is calculated at the time of the transaction, when the sponsorship agreement was made, not the time of the litigation (leave out inflation)

· Burden is on the NPO to split up the payments and act accordingly

· Not worried about how the corporate sponsor treats these payments, just concerned about what the NPO does

· Restrictions for this qualification:

· Must be made by a sponsor with no arrangement or expectation of any substantial return benefit 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.

· Only covers contributions, not purchases of services – there can be an acknowledgement of the contribution but that’s it

· Can’t go all the way to advertising

· Contingent payments don’t qualify as QSP – if the payment size is contingent on ratings, consequences of the sponsorship, attendance numbers, etc that doesn’t count

· Insubstantial benefits:

· Less than 2% of the sponsor payment in goods/services/benefits

· If the donor is getting back more than 2% of what’s being given, that’s a substantial return benefit, and the payment in exchange for the substantial benefit (the excess of return benefit over 2%) may be considered taxable income

· Token items, calendars/t-shirts, etc.

· Cannot include these additional services/benefits by the exempt org to the sponsor (must fragment and treat separately):

· Ads – messages that include qualitative or comparative language, endorsements, price information (§513(i)(2)(A))

· Exclusivity – 

· Exclusive sponsorship agreements are fine – a qualified sponsorship agreement with an exclusivity clause

· Exclusive vendor agreements are not ok
· Internet links

· Prevailing rule: banner can’t move, or that’s advertising

· If brought to a page that sells things instead of the corporate sponsor’s home page, that’s problematic.

· Payments based on number of clicks might be contingency payment and subject to UBIT.  Just like contingency payments based on attendance or ratings – if get more money above baseline sponsorship payment for high ratings, must pay UBIT on that.

· Mobil Cotton Bowl Ruling

· Mobil won’t care how the payment is categorized for the org, will take either a charitable deduction or a business expense deduction

· May actually prefer the business deduction b/c not capped

10. Typical UBIT situations:
· Advertising income

· Not per se unrelated (American College of Physicians) but stringent test to see if ads as a whole directly further the purpose of the org (i.e. advertise new medical products in a medical journal) 
· Look at ad itself, conduct of the organization to see if stringently screening ads to ensure furtherance of exempt purpose.

· But most advertising income will generally be considered unrelated

· Major exception: Ads in student newspapers are NOT subject to UBIT – production of newspaper (including ads) trains the students (Reg. §1.1513-1(d)(4)(iv))

· Hospital pharmacy

· Hi-Plains Hospital - Hospital gave private doctors free access to buy pharmaceuticals for their patients to attract doctors to the area – necessary to get the doctors to carry out the hospital’s exempt purpose, so no UBIT.  

· Sporting events/sports facilities

· Ticket revenues not taxed
· Broadcast rights revenues are not taxed - seeing the activity educates, fans on radio/tv as related as those in stands (Rev. Rul. 80-296)

· Sports as religion in the Internal Revenue Code!!!! – IRS has held repeatedly that sports are an integral part of the educational process
· If school opens up use of facilities to the public for a fee, must pay UBIT if the public use is substantial – separate it out as dual use facility and pay UBIT on the public use portion of the fees.  (School ski slope, golf course, etc)

· Anything for students or faculty will be substantially related to the educational purpose

· Income stream from the general public can be fragmented out and taxed

· Alternative to preserve the exemption – university can rent facilities to a private sports org because the passive income generated through lease payments won’t be subject to UBIT

· Travel tours

· §1.513-7

· IRS views tours as generally primarily recreational and social, need to REALLY be educational to be exempt

· Not educational if no formal educational programming and mostly recreational; tour guide should have expertise (not just be a guest lecturer); promotional materials and activities must focus on the education or other exempt purpose of the trip.

· Can fragment between tours

· Tourists can’t take the expense as charitable deduction

· Museum cafeteria

· Keeps patrons in museum, furthers the purpose

· Should be designed only for staff and patrons – not accessible from the street without going into museum with paid ticket; shouldn’t advertise to general public.

· If public uses it, have to fragment public use for UBIT.

· Can fragment the revenue stream based on the different consumers – museum employees, museum visitors, public non-visitors…

· Gift shops at museums, zoos, and college bookstores (that are open to general public)

· The rules are very lenient, but the income stream must be closely fragmented to make sure that the right things are taxed…

· General rule – there must be a causal relationship between the items that are sold and the subject matter of the museum

· Exempt purpose ahs to create the cause for selling each individual item

· Art museum sells science book – no good! (Rev. Rul. 73-105)

· Logo items – though they seem to increase awareness of the museum, the logo is just ornamental ( taxed.

· No problems with size/extent if have mail order catalogue or shops outside the museum – purpose is to educate the general public.  (Rev. Rul. 73-104)

· Doesn’t matter how the items are sold, because their connection to the museum seems to make them inherently educational

· Seems to undercut the unfair competition rationale…

· Gift shops at hospital are exempt b/c bringing people gifts makes them feel better – which furthers the purpose of the hospital.

XVIII. Corporate Governance: 144 – 147, 152 – 155, 161- 181, 190- 193, 200- 217, 225 – 226, 252 – 259, 263 – 264, Failing to Govern handout.

1. Code Provisions:
· Revised Model Act: 8.01 to 8.08, 8.20, 8.21, 8.258.30, 8.31, 2.02(b)(5), 8.51, 8.52.
· Cal. Corp. Code:  §§ 5227; 5233-37; 7233; 7236; 5240-41.

· N.Y. Not-for-Profit Corp. Law:   §§ 715-16; 512-514; 519-522; 621.

· Restatement 2nd Trusts:  §§ 227; 228.

· Restatement 3rd Trusts:  §§ 171, 210, 211, 213, 227, 228, 379, 389
2. Problems (a), (b) on p. 186, (a) – (c), (e), and (g) – (i) on pp. 226 – 227.
3. Governance Structure (Revised Model Nonprofit Corporation Act)

· Board of Directors (8.01)

· Corporations shall be managed under direction of the board unless others are designated

· Appointment (8.04-05)

· Members can elect, if they exist

· Board itself can elect (most common)
· Other method specified in articles are bylaws

· Note differences from for-profit board (Self-perpetuation)

· Term lengths and limits

· Specify in articles/bylaws

· Not to exceed 5 years (but irrelevant b/c just reelect-often)

· Default term is 1 year

· Successive terms allowed

· Removal

· Members

· 2/3 of directors

· Note difference form for-profit board

· Board acts collectively

· At board meetings (8.20), majority of those present

· Unanimous written consent (don’t have to have meeting)
· Or thru committees (8.25) 

· Boards can split up and have committees exercise the boards authority

· Management roles in different forms of NPOs

· In a corporate NPO

· Management directed by a board of directors

· According to the model act

· Board appoints and delegates to other officers

· Held to a relatively low standard of care – only gross negligence is a problem

· Charitable trusts governed by trustees

· Specific powers are governed by the trust instrument and controlling state statute

· Trustees are held to a higher standard of care – ordinary negligence in dealings with the trust will be a problem

· Unincorporated association – members may play a bigger role

· Directors must uphold a duty of care, loyalty and possibly also a duty obedience

4. NPO Board fiduciary obligations - Standards of conduct

· What are the obligations of the directors of an NPO? How can we enforce these obligations? Who can enforce them? What penalties can be imposed?

· Members can’t abrogate their fundamental obligations, even with the approval of other board members

· Duty of Care (§8.30) – best/business judgment rule
· General rule – directors owe a duty of care to the org, must act with good faith and avoid gross negligence

· If they show an extraordinary lack of attention to the org ( liability 

· Though officers may rely reasonably on other officers and advisors

· Effectively a safe harbor – if the procedural preconditions on decisionmaking are met, the courts won’t 2nd guess the decisions of NPO directors, even if the consequences of the decision turn out to be bad

· Why a good standard?

· Encourages people to serve on NPO boards, don’t have to worry about personal liability 

· If the standard of care were stricter, it might discourage people from getting involved

· Limits litigation – since only extreme breaches will support an action, why waste the time/money in attempting to sue

· Best interest of the corporation

· “ordinary prudent person”

· “good faith” 

· have to be attentive, have to act ordinarily not slack off – incorporates a duty of attention
· board members can’t abrogate their duty to attend, listen, investigate etc

· may rely on officers and advisors-to know what’s going on in the corporation (rely only reasonably)

· Duty of Loyalty/Director conflict of interest (8.31)

· General rule – directors owe a duty of loyalty to the NPO, meaning that they must not harm the org or take personal benefits which should have gone to the org

· Directors have to abstain from using their positions within the org for their personal benefit, have to put the org’s needs first 

· Need to act in a manner that doesn’t harm the corp

· Need to avoid using board positions to improperly obtain a benefit or advantage that might otherwise have gone to the corporation 

· Conflicts of Interest can be healthy
· If the conflicted transaction was approved by an board vote once the board had been informed of the conflict, and the transaction was ultimately fair to the org

· Need to look to both the procedural (was a process established and followed) and substantive (was the transaction fair, what did it do to the overall financial status of the org, esp in relation to the transaction) elements of the deal

· Procedural checks – look for disclosure, recusal, independent ratification

· Substantive checks – require proof of fairness

· Prophylactic checks – general ban on some things

· The people we want serving on NPO boards may be inherently conflicted, so need to be able to sanitize these things

· Types of Interested Transactions – can’t just do them, but may be able to sanitize them in some cases, with sufficient procedural protections

· Use of an org’s prop or assets on a more favorable basis than available to outsiders

· Usurpation of a corporate opportunity

· Use of material nonpublic organizational information or positions

· Insider advantages and corporate waste

· Competing with the organization

· In many cases interested transactions are a healthy necessity(so depends on context

· Director not liable if

· A transaction is fair to the corp 

· Directors have burden of proving fairness

· Informed prior vote of the board (if do it 1st  then ok)

· Cleanses the transaction so if unfair P has burden of proving it’s unfair

· Approval of state AG or court

· Duty of obedience – to a certain extent

· A duty to carry out the exempt purposes of the org, to further the interests of the org 

· Problems of enforcement – how can these obligations be enforced? Who has standing?

· Similar to for-profit corporations:

· Directors (trustees) have standing on behalf of the organization

· Members, if there are any, have standing (similar to shareholders)

· Usually there are none-How likely are they to sue (compare shareholder suits)

· State attorney general has standing to enforce duties of care & loyalty

· resources very limited-usually media hears 1st then AG goes in
· Attacking charities is not always popular for aspiring politicians

· A few states have a specialized oversight agency (also understaffed)

· The IRS – in an exemption related context

· In some states “relators” have standing

· Suits in the name of the “people” of the state

· Some require petition to court/Some require approval by the AG

· AG has right to control the suit (e.g. to settle)

· Relator pays (sometimes)(Right now poorly run system but has potential

· “Special Interest” Standing

· Occasionally others with “special interests” have standing

· The following factors have been found to be salient:

· Extraordinary nature of the bad act

· Bad faith on the part of the organizations management

· Willingness of the AG to sue

· Donor standing – almost nonexistent

· May be able to contract with the charity to get their money back if it’s not used properly, so could possibly sue for breach of contract

· But can’t sue in general terms

· Beneficiaries – almost never have standing, in theory supposed to be an indefinite, non-ascertainable class

· Would it be better to give more standing options?

· Would divert a huge amount of money away from an org’s exempt purposes and towards litigation

· Could lead to vexatious litigation, harassment suits

5. Director Protection from liability (2.02(b)(5)

·  Charter may eliminate personal liability except:

· Can’t eliminate the duty of loyalty

· Or protect directors from actions not taken in good faith 

· Absolutely ludicrous inattentiveness will always trigger liability 

· So will intentional misconduct

· Indemnification (8.51)

· Permitted if:

· In good faith

· Best interests of corporation

· Directors & Officers Insurance (8.57)-Can be broader-no exclusion

· commit theft/illegal fraud(liable but otherwise hard to prove

· Doesn’t always fit well

· These options don’t always work

6. Stern v. Lucy Webb Hayes National Training School (Sibley Hospital) (1974)(p167)
· Class action against Sibley Memorial, claiming that trustees breached fiduciary duties through personal enrichment and lack of financial oversight

· Two directors mishandled financial affairs of the hospital. Others were blissfully ignorant and uninvolved.

· Committees held no meetings. Oversight treated as “formality”. Treasurer regarded oversight as “interference”

· Some transactions with banks with which directors were affiliated

· 25-35 on board but 2 directors basically handling everything and mishandle financial affairs of the hospital

· Duty of Care

· Court held that Corporate standard applies (vast majority)

· Gross v. simple negligence 

· Gives NPO corp directors a lot of freedom, flexibility, but there are still standards

· A “total abdication of the supervisory role, however, is improper even under traditional corporate principles.”

· Directors breached duty of care

· Committee must supervise and this was total abdication

· Duty of Loyalty

· Director must inform of dual interest in a transaction

· Transactions with banks for which board members were directors, without disclosing it was a breach

· Board also breached by not asking question about these guys activities

· Other sorts of loyalty breaches

· Transactions favorable to the director

· Sale of asset (tv station, hospital) (always highest bidder-even insider)

· Provision of a service (use of facility)

· Purchase of a service (cable TV)

· Use of information (purchase of federal furniture)

· Remedy

· Mild-Why?

· No personal benefit

· Abuses now corrected

· Old guys on way out

· Case of first impression

· Order (just advisory)

· Committees to present investment policy to board and review existing relationships

· Hospital advised not to do business with affiliated banks-disclose any 

· Set up governance relationship that will work

· Mistake-b/c makes more sense to do small stuff thru people you know

· Culture new board to new system

7. The Committee to Save Adelphi v. Diamondopoulos (1997)(p206)
· Way excessive compensation for president of Adelphi university, and he also authorized conflicted insurance and advertising transactions

· 837,113 compensation and expenses, including an $82,000 Mercedes

· Board oversight – almost none

· Why were 18 trustees booted off-what was their violation?

· Remedy (p213)

· Trustees paid $1.23 mil

· D&O insurer paid $1.45 mil-no reason they wouldn’t have paid it all

· Diamondopolis paid $750K

· Aftermath-Diamondopolis was hired at BU by John Silber

8. Michael Klausner/Jon Small Proposal – Failing to Govern
· Failure of board members to actually govern ( failure to fulfill the duty of care
· Alternate proposal – don’t ask all board members to govern

· Bifurcate the board – designate some board members as governors and relive others of all governance responsibilities

· “This specialization and clarification of roles would improve governance without sacrificing the valuable contributions that board members make to the organizations they serve.”

· Restructure the governance system so that there are governing board members and non-governing members

· Would help to make the governance role clearer to those who had it

· “little else would have to change”

· Board members are brought onto boards for a variety of reasons

· Fundraising – board members give and get substantially, don’t want to lose that 
· Providing special expertise, knowledge, connections

· Governance

· Star power and prestige

· To serve as goodwill ambassadors to the constituencies served by the org or the community in which the org operates

· To further their own personal interests and stakes in the issue

· Why don’t all board members need to govern?

· Not all of them are good at it, or want to be as involved as they should be to have effective governance

· Let bd members do what they’re good at, what they have time for 

· Don’t want a call to more active governance to backfire in people declining to serve at all

· Boards of many major NPOs are too big for effective governance anyway

· Larger boards often do a bad job

· Conclusion that all must govern is based on an analogy from FP boards which might not hold

· State law in some states doesn’t seem to prevent this, there would need to be legislative change in others

· Somewhat ineffective proposal – people don’t want to sit on a board over which they have no real power, can’t make a “real” contribution 

· How could you ever avoid making nongoverning members feel like 2nd class citizens

9. Proposals for reform
· Strengthen AG control and oversight

· But may not be practical

· Tighten filing requirements, use corporate recordkeeping more

· But if the public can see the records and still not do anything about problems, how effective?

XIX. Summary of Charitable Giving – the pros/cons of giving to each form…

1. Goals of Charitable Giving:

· Best 170 Deduction

· Control over spending

· Control over investments

· Recognition

· Lowest cost and ease of administration

· Avoiding ch 42 excise tax regime

2. Give to a Public charity

· Best 170 deduction

· Ease of administration – just hand the money over

· Avoidance of excise taxes (only apply to private foundations)

· YET no control over spending, investments, harder to get recognition (might get some)

3. Give to a Private Foundation

· Control over both spending and investments

· Name recognition – setting up endowment, can name after self/family

· YET all the excise taxes risk, self-dealing, not best 170 deduction and admin cost is huge – might not be the best thing for a gift of only $5million

4. Give to a Supporting Organization

· Could set up a supporting org for American Lung Association to further the exempt purposes of the public charity, which would have some control (they could pick your directors, but if you are friendly, control is pretty ease test in this situation)

· Looks like a private foundation, put $5mill into fund, but then the private foundation attaches itself to public charity through control and support test

· Treated fully like a public charity, benefit of the public charity status.

· Complicated to administer and set up, need a lawyer who has done this before, increase your overhead but benefits:

· Control - some is ceded to other org, but it’s minimal and donor retains fair amount of control 

· Not subject to the excise taxes, you are a public charity 

· Best 170 deduction

5. Private foundations – operating and non-operating

· Exempt rules under 509 – all orgs are private foundations unless specifically fall into one of the categories of public charity.

· Form 1023 asks ‘are you private foundation?  If not, why not?’

· Orgs would rather be public charities for all the reasons we’ve discussed.

· Private foundation – fund of private wealth established for charitable purposes (usually for perpetuity)

· Anything not excepted under 509 will be private foundation.

· 509a1 – already had better deductions under 170,

· 1-5 these are the public charities based on activities

· churches, education (regular school type), hospitals/med research orgs, orgs supporting state colleges and universities (alumni orgs set up for sports), govt units 

· last category – public charity based on support, donations

· grant relying publicly supported orgs

· 509a2 – broadly publicly supported orgs - exempt based on funding, not what they do.

· 509a3 – supporting orgs – exempt by attaching themselves to public charity and get the benefit of the public charity status

· 509a4 – testing for public safety – not going to go there, limited applicability

· 4 escape routes from private foundation status (509a1-4) or really nine escape routes (since there are 6 under 509a1) or really just two general ones – one based on the activities and one based on the support.  This last way is most useful way to look at it.

· Congress:  certain types of charities and orgs that support them are good b/c of what they do.  Other charities are good bc of the broad public support that is given to them.

· These are the good public charities, all the rest are private foundations…

XX. Charitable Giving in Action Hypothetical – if D has 5 million dollars, and wants to dedicate it to the research and cure of pediatric pulmonary disease

1. What can the donor do with the money? How?
2. What are the goals in making the contribution?

· That helps determine how and to who the contribution is made

· Want the money to be as effective as possible – further the charitable purposes as much as possible 

· May want the amount to grow – may want to create an endowment

· Want to retain control

· Over spending

· Over use 

· Want the biggest/best deduction available under §170

· Control after your death – set up disposition after death

· Want to avoid liability – your own personal assets

· Want to avoid chapter 42 penalties, taxes

· Want to make things low cost and easy to administer

3. Different vehicles for achieving these objectives

· Become a supporting organization for a bigger 501.c.3

· Attach yourself to an established medical research organization and specialize your operations to the particular area of interest

· Benefits

· Looks like a private foundation but gets the benefit of public charity status 

· Get some control in furthering basic purposes since you picked the right supported organization

· Best deduction possible

· Avoid chapter 42

· Detriments 

· But lose some control in that the supported organization picks the board

· Most complicated structure around – even though potentially the best option for a gift of this size

· Create a private foundation

· Either grant-making, or potentially operating (if you conducted your own research)

· Benefits

· Get more if not complete control if you remain involved in the foundation

· Over money spent, money invested, operations

· Endowment, perpetuity 

· Detriments 

· Strict regulations, chapter 42 worries

· You don’t get the best deduction – 30% limitation on the deductible amount

· Not low cost or easy to administer – not worth it if you’re working with a less than 10 million start up investment 

· Set up a donor advised fund, and direct the fund income to medical charities

· You do give up some, but retain the majority of control

· Have limited control over how the money is invested – but you have selection options

· And you get control for the most part on how the income is spent/distributed 

· Get the best deduction because this is a public charity – there are so many donor advisors that it meets the public support test

· You have created your own fund – it is an endowment

· Not a private foundation so no chapter 42 worries

· And the administrative fees are pretty small

· You give up the least control and still maintain the ease of administration and control over administration ( this might be the best option

· Give the money away to an established public charity – the easiest option 

· Benefits of this option 

· You get a big deduction, but it’s capped according to the tax laws

· It’s the lowest cost, easiest to administer

· Not going to get any private foundation penalties under chapter 42

· Problems

· No real control of the money once given

· No perpetual gift or control

· Lose a lot of control by handing the money over

4. Consequences of the different potential gifts?
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