Tax-exempt outline
Public benefit organization

§ 501(c)
(3) public serving foundations

§ 170 for most of these guys

(4) civic leagues or organizations organized exclusively for promotion of social welfare

§ 527
Non-profit  




For-profit
Public purpose

Halo effect

Can make a profit



Can make a profit


Profit has to go to charitable purposes

Non-distribution constraint


Can distribute profit - dividends
Tax benefits



Exemptions – income, property, mailing rate

Deductability (attract donations)
Ability to attract grants

More heavily regulated


Less regulation
Compensation restrictions


Reasonable compensation

Long formation process

Can’t sell business



Can sell business

Forms of nonprofits (p. 4R)
1. Unincorporated association (disadvantages outweigh benefits)
2. Charitable trusts

3. Nonprofit corporation

a. Charitable organizations (public benefit orgs)



i. Private foundation (flunked § 509)




• Operating  (§ 4942(j)(3))




• Nonoperating



ii. Not private foundations (public charities)


b. Noncharitable organzations (mutual benefit organzations)

Nonprofit corporation



Charitable trust
More time, formalities to set up

Easy and fast formation
More administrative requirements

More flexibility; fewer formalities








Exist in perpetuity

Use if unrelated business


Tax rates rise faster, higher level of care









Less expensive to maintain








Can have continuing control by the grantor

Governing statutes like corporate law

Lower standard of care than charitable trustees

Setting up a nonprofit (p. 4N; 3-4R)

Easier to qualify under state than federal law
1. Qualifies under state law


a. Lobbying, campaign restrictions


b. Purpose

2. Federal and state tax qualifications

3. Choose a name

4. Select state

5. Certificates/Articles


a. Articles help in process of getting tax-exempt status


b. Draft stringently to get past IRS – quote § 501(c)(3)’s language directly

c. Hard to change articles



i. Keep it broad here


d. File

6. Draft bylaws (p. 62)

7. Organizational meeting

8. Get federal tax exempt status – need to fill out Form 1023, which is hard to fill out b/c hard to get info (p. 1013 of supp.)
9. Determination letter from IRS about § 501(c)(3) and § 170(c) status

10. File with AG or some state gov’t agency

11. Make annual flings – Form 990s

12. Disclosure rules

Two sets of nonprofit organizations
Charitable organizations
Noncharitable nonprofits
§ 501(c)(3) – public benefit
§ 501(c)(4)-(25) – mutual benefit

Deductible

Overlap with § 170(c)(2) makes fundraising easier





Not as constrained

Favorable tax treatement
Preferential postage rate

Charitable organizations
Private foundations
Not private foundations
“Foundations”, “private charities”
“Public charities”

Flunked § 509’s requirements

Fund of private wealth
Get support from gov’t or general public

Managed by its own trustees and directors
OR activities make them accountable to 




broader constituency

More onerous reporting and disclosure


Stricter %age limits on deductions

Excise tax on investment income

Excise tax on various proscribed activities





Higher caps





§ 170

No lobbying or political campaigning
Some lobbying

Foundations
• Not all groups calling themselves foundations actually are
Operating

Nonoperating
Conducts programs of its own
Gives grants to other orgs
Treated better
Fairly rare


More common type
Theory
Four functions of tax system (p. 5R)

1. Support function

2. Equity function

3. Regulatory function

4. Border control function

Rationales for charitable tax exemptions (p. 5R)

• Public benefit theory

• Income measurement theory

• Capital subsidy theory

• Donative theory 

§ 501(c)(3) orgs – aka charities
Summary

Why we like § 501(c)(3)
• Overlap with § 170(c)(2) orgs → makes fundraising easier
Requirements for exemption: (summary)
1. Choice of form 
2. Exempt purpose

3. Charitable class 


- Scope of benefited class must be public, not private


- Benefited class must be indeterminable – can’t set up for particular person(s)


- Size of class doesn’t matter

4. Private inurement doctrine – nothing can inure to insiders
5. No substantial part of org’s activities can be lobbying

6. Political campaign restriction

7. Restriction on violations of fundamental public policy (Bob Jones)

8. “Charitable” requirement
Two tests:

1. Organizational test

2. Operational test

More on...
Requirements for exemption

1. Form
§ 501(c)(3) – corporation, and community chest, fund, or foundation

§ 170(c)(2) – corporation, trust, or community chest, fund, or foundation

• See differences above

2. Exempt purpose
a. Educational organizations (p. 15R, p. 12-13N)

§ 501(c)(3)

1.501(c)(3)-1(d)(2) – defines “charitable”, which includes advancement of education

1.501(c)(3)-1(d)(3) – defines educational – Manny thinks no difference btn subsections (a) and (b)

(i) Educational relates to:

(a) instruction or training for purpose of improving individual or developing his capabilities

OR
(b) instruction of the public on subjects useful to the individual and beneficial to the community

- An organization may be educational even though it advocates a particular position or viewpoint so long as it presents a sufficiently full and fair exposition of the pertinent facts as to permit an individual or the public to form an independent opinion or conclusion


i. General



• Service has adopted a broad view of education




- But colleges and universities are the second-most audit priority (p. 18R)



• Per se charitable even if not free




- Don’t need to give financial aid


• Org instructs the public on subjects useful to the individual and beneficial to the 


community (Reg. 1.501(c)(3)-1(d)(3)(b))



• Illegal purpose isn’t educational (Rev. Rul. 75-384)


ii. “Full and fair exposition” of the pertinent facts (-1(d)(3)) (p. 17R)


• Controversial




- Education vs. propaganda




- Constitutional issues



• Only applies to orgs that advocate one particular position




- Unclear what that means → unconstitutional for vagueness (Big Mama Rag)




- IRS handbook: advocating = controversial





• Two types of orgs:





1. Gay and lesbian groups (not barred)





2. Orgs with racial division agenda (hate groups)


iii. Methodology test (Rev. Proc. 86-43, National Alliance, Nationalist Movement) 
(p. 
13N, p. 15N, p. 18R, Feb. 7)



• Focus on method, not message (Section 3.02)



• Doesn’t cure vagueness problem



• Only applies to advocacy orgs, and we don’t have a definition of advocacy




- Avoid using on gay and lesbian groups b/c would be form of discrimination



• Test: 




- Unpopular positions can be advocated




- Not educational if no factual foundation or development from facts to 



viewpoint




- Factors indicating not educational:





1. Unsupported viewpoints or positions





2. Distorted facts





3. Inflammatory terms and conclusions based on emotions





4. Approach not aimed at developing understanding 




- Exceptions to factors possible

b. Religious organizations (p. 14N, 18R)
§ 501(c)(3)


i. General



• No definition of “religious” anywhere




- Very old category




- “I know it when I see it”



• Per se charitable, even if not free


• Churches are a subset



• Only requirement is to be religious




- Courts avoid inquiries → will try to disqualify on neutral grounds


• Absent illegal activity, organization is more likely than not to qualify


ii. Two-factor test (Holy Spirit Assoc.)


1. What does the group assert is its religious doctrine?



2. Does it sincerely hold its beliefs? (are they bona fide?)



• This is as far as courts and admin agencies are allowed to go; must limit to 


declared religious beliefs



• Can’t deny exemption just b/c no belief in a supreme being (Wash. Ethical 


Society)

iii. Churches (p. 15N, 20R)


Manny: If it qualifies as a religion, it’s probably a church



• Advantages: (p. 15N, 21R)



- No filing requirements (for annual returns, formal tax-exempt application



- Presumed not to be private foundations, but are public charities




- Harder to audit under § 7605




- Qualify as 50% charities – may be entitled to higher exemption limit than 



other § 501(c)(3) orgs that are not under § 170 


• Factors to consider (GCM 36993, p. 203) to qualify under § 170(b)(1)(A)




1. Distinct legal existence




2. Recognized creed and form of worship




3. Definite and distinct ecclesiastical gov’t




4. Formal code of doctrine and discipline




5. Distinct religious history




6. *Membership not associated with any church or denomination




7. Complete organization of ordained ministers




8. Prescribed courses of study for ministers




9. Literature




10. Established places of worship




11. Regular congregations




12. Regular religious services




13. Sunday Schools




14. Schools for the ministers




- Want coherent group of congregants




(Vaughn v. Chapman contrasted with Christian Echoes)



• Personal church – most revoked or denied b/c operated for substantial non-


exempt purpose or violated the inurement of private gain limitation (p. 21R)
c. Health care organizations (p. 15N, 21R)
§ 501(c)(3)


i. General 



• Health care long included in charities even though not listed in statute




- Per se charitable as long as 1969 Ruling is met



• Service isn’t just rewarding for charity providing stuff gov’t would have to do 


otherwise, but also innovation, diversity, pluralism




→ HMOs allowed in but service is hostile (Sound Health Ass’n compared 



with Geisinger Health Plan) (p. 23R)



• States are getting more stringent in their requirements for property tax 



exemptions




- Legislation requiring that requires hospitals to conduct and report 




community benefits needs assessment or meet specific standards (p. 120-21)

ii. Test



• “Community benefit” standard (Rev. Rul. 69-545)




- Doesn’t have to be all members of the community as long as class isn’t too 



small




- Weigh all facts and circumstances




• Look at breadth of the community that has to be benefited to qualify



• IRS guidelines (1992 announcement) (p. 110, 16N) 




1. Does the hospital have a governing board composed of prominent civic 



leaders? (general rule of thumb – 20% limit on number of insiders) – purpose 



is to avoid conflicts of interest




2. If hospital is part of multi-entity system, it’s still corporately separate 




3. Open admission to medical staff for all qualified physicians in the area – 



doesn’t truly permit everyone, management discretion is ok based on 




qualifications and specialties b/c size and type of hospital can impose limits – 



purpose is to avoid conflicts of interest and prevent hospital from operating 



for private benefit of a small group of physicians




4. Emergency room open to all – meant to ensure that the hospital provides 



community benefit to a sufficient class




5. Non-emergency care available to anyone who can pay (incl. via Medicare 



and Medicaid)





- Waived for institutions such as teaching or specialized hospitals (Rev. 




Rul. 83-157)




- Does NOT require:





- The class of beneficiaries eligible to receive a dir benefit does not have 




to include all members of the community (p. 108)




* NOW: need a “plus”, at least in the HMO area, that needs more than 1969 



Ruling says – research, add’l charity care (free or below cost), education 



(IHC)



• Integral part doctrine = if org’s sole activity is an integral part of an exempt 


affiliate’s activities, the org may derive its exemption vicariously from the 



affiliate




- So performance of a particular activity that is not inherently chartiable may 



nonetheless further a charitable purpose (IHC) (p. 23R)




- Need sufficient nexus between HMO and its affiliate to apply this

d. Public interest law firms and legal aid

§ 501(c)(3)



i. General




• Legal aid organizations are charity b/c provide free or low-cost services to 



low-income individuals



ii. Public interest organizations (p. 18N; 24R, Feb. 14)




• Don’t necessarily represent the poor




• Lack of economic feasibility is essential characteristic




→ Charitable b/c service benefits community as a whole (Rev. Proc. 71-39)





- IRS hates to patrol this border and will focus on process instead





- CanNOT be able to support themselves with fees – 50% limit (Rev. Rul. 




92-59)




• Factors: (Rev. Rul 75-74) (p. 125)





- Case selection





- Do parties represented have sufficient economic interest to justify 




retention of private counsel?





- Financial support – from grants and contributions?





- Board composition




• Guidelines (Rev. Proc. 92-59; supersedes Rev. Proc. 71-39)




1. Litigation is a representation of broad public interest if it is designed to 




present a position on behalf of the public at large on matters of public 




interest





2. Usually not for direct representation of clients where financial interests 




at stake would warrant private legal representation





3. No illegal or unethical activity





4. Files a description and rationale for case litigated





5. Policies and programs are under neutral board control





6. No way to confuse organization with private law firm





7. No deductions taken for cost of litigation 





8. No fees except for limited exceptions





9. Generally fulfill § 501(c)(3) requirements






10. Reimbursement for expenses, not for attorneys’ fees

e. Community development and low-income housing (p. 25R, Feb. 14)

§ 501(c)(3)


Reg. 1.501(c)(3)-1(d)(2) – “relief of the poor and distressed or of the 
underprivileged”



i. General




• Service has recognized that you can arrest urban problems through 




philanthropic venture capital




• All about low income, not moderate income, housing (Rev. Rul. 70-585, p. 



26R). To approve moderate-income housing, need





- Minority families





- Creation of mixed ethnicity neighborhood




• Issue over whether extends to nonprofits that form economic partnerships 



with private sector


ii. Tests




• Need to have as exclusive purpose NOT to make a profit




• Board composition needs to be diverse




• Although some of the recipients wouldn’t qualify for charitable assistance, 



the org’s program can still be charitable (Rev. Rul. 74-587) (p. 25R)




• Safe harbor: (Rev. Proc. 96-32) (p. 137)





 - At least 75% of units are occupied by low-income families AND





- At least 20% of those units are very-low income OR





- 40% occupied by residents whose incomes do not exceed 120% of the 




very low income limit




• Otherwise, facts and circumstances test


f. Disaster relief (p. 27R)

§ 501(c)(3)


Reg. 1.501(c)(3)-1(d)(2) – “relief of the poor and distressed or of the 
underprivileged”


IRS disaster relief publication


Victims of Terrorism Tax Relief Act


§ 139 – qualified disaster relief payments excluded from gross income



i. General




• Lots of chances post-9/11




• Providing aid to relieve distress caused by a natural or civil disaster or 



emergency hardship = charity



ii. Tests




• Charitable class 





- Can’t be charitable if limited to a few specific individuals or families





BUT can have small class getting relief from a disaster IF the org’s aid-




giving is open-ended to include victims of future disasters




• Formed by employer to proide relief for employees and their families ok if





- Class is larger or indefinite OR





- Recipients are selected based on objective determination by independent 




committee




• Timing and context





- Payments are related to exempt purpose if “made in good faith using 




objective standards”


g. Amateur sports organizations (p. 19N, 27-28R) 

§ 501(c)(3)


§ 501(c)(6) – professional sports orgs 


§ 501(j) – even if the org violates the provision against providing equipment etc., can 
still qualify



i. General




• Why to we need this?




• Most of these orgs would fall under educational anyway





- Athletic competition is integral part of educational process (Rev. Rul. 




64-275, 67-291)




• Hard to distinguish amateur from professional (Hutchinson Baseball 




Enterprises compared with Wayne Baseball)




• Includes college athletics, NCAA 





- Sports championships assumed to qualify under § 501(c)(3) (Rev. Rul. 




80-296)


h. Organizations that promote the arts (p. 20N)


§ 501(c)(3)


Reg. 1.501(c)(3)-1(d)(3)(ii) Ex. 4



i. General




• Qualify under educational, charitable




• Include museums, zoos, ballets, symphony orchestras


i. Testing for public safety (p. 20N)


§ 501(c)(3)


Reg. 1.501(c)(3)-1(d)(4)



i. General




• Per se public charity




• NOT eligible donees



ii. Test




• Check to see if testing is being done for commercial company





- Was drug approved by FDA yet? (Rev. Rul. 68-373)


j. Scientific organizations (p. 20N, 27R)


§ 501(c)(3)



i. General




• Can be educational and/or charitable




• Added because of UL


ii. Test




• Operated for public interest and not for private purposes





- Can include organizations that test consumer products, even if there is a 




benefit to the manufacturer




• Has to provide some sort of community benefit, which is the dissemination 



of information





- Look to see how quickly information is disseminated


k. Prevention of cruelty to children and animals (p. 20N, 27R)


§ 501(c)(3)



i. General




• Easy to id




• OK to subsidize spaying and neutering b/c prevents birth of unwanted 



animals

l. Literary (p. 27R)


m. Consortium of nonprofit hospitals to perform specified services (p. 27R)


§ 501(e)


n. Common investment funds formed by exempt educational institutions (p. 27R)


§ 501(f)
4. Private inurement doctrine/excess benefit transactions – mandates nondistributional constraint

Reg. 1.503(c)(3)-1(c)(2): “An organization is not operated exclusively for one or more exempt purposes if its net earnings inure in whole or in part to the benefit of private shareholders or individuals.”

(Church of Scientology of CA v. Comm’r) (p. 9R)

Summary (p. 14R)
1. Inurement = insiders (DQPs) influencing org to receive disproportionate benefits


a. Public charities → EBT (§ 4958 – enacted 1996)



i. Intermediate sanctions (but can still revoke)


ii. Initial contract exception

b. Private foundations



i. Revocation


• Not all verboten insider deals are inurement 



Ex. self-dealing

2. Private benefit = third parties influencing org to receive disproportionate benefits


a. Revocation


b. Initial contract exception

More about...

1. Inurement (Jan. 24)
a. Generally


i. EBTs are the subset of inurement that applies to public charities



• Private foundations fall outside of it


ii. Definition: EBT is any transaction in which an economic benefit provided by the 
org to a DQP exceeds consideration received


iii. Intended to ensure charity’s assets go to public benefit, not to benefit members or 
individuals (“private benefit” doctrine)
• No quantitative test

b. Inurement of private gain

i. Reasonable compensation is ok (p. 8N; 11-12R)


• Forms 990 and 990-PF require orgs to report compensation of top person + 5 


other highest-paid employees 



• Consider benefits such as fringe benefits, economic benefits, indemnification 


(Reg. 53.4958-4(a)(4))



• Org needs to make clear that benefit is compensation at the time it’s given (Reg. 


53.4958-4(c)(1))


ii. Only applies to insiders

b. Applies to organizational insiders

i. Any private shareholder or individual (-1(c)(2))

ii. Private interests such as designated individuals, creator or his family, shareholders, 
or persons controlled by such private interest (-1(d)(1)(ii))


iii. Someone in a position to take the org’s funds


iv. Disqualified person (§ 4958)


• Includes controlled corporations 


• Title not necessary



• Substantial influence (Reg. 53.4958-3(g) ex. 10-12)



• Exceptions:




- Other § 501(c)(3) orgs




- Other § 501(c)(4) orgs (so (c)(3) interacting with (c)(4) can be DQP)




- Non-DQP employees

e. Sanctions (p. 14R)
§ 4958 intermediate sanctions – applies to § 501(c)(3) and (c)(4) orgs other than private foundations

i. IRS less focused on inurement and private benefit doctrine since enactment of § 
4958


ii. Initial penalty (§ 4958(a))



• 25% of excess benefit imposed on DQ person, NOT on the org (§ 4958(a)(1))



• 10% may be imposed on org’s managers who knowingly and willfully permitted 

it (§ 4958(a)(2)) – $20K cap/transaction



- Best protection: full disclosure to professional advisor and rely on their 



advice (Reg. 53.4958-1(d)(4)(iii))


iii. Second-tier tax (if excess benefit is not corrected within taxable period)


• 200% of excess benefit imposed on DQ person (§ 4958(b))



• Correction = undoing excess benefit to extent possible (§ 4958(f)(6))

• How to apply test for intermediate sanctions penalties under § 4958:

1. Is org an applicable tax-exempt org?


Yes → continue

2. Is the CEO a DQP?


No → analysis stops

Yes → § 4958 analysis

* Manny’s DQP classifications: 53.4958-3
I. Statutorily defined DQPs

Pre-1996: family members and controlled entities


Pension Protection Act adds § 4958(f)(1)(c),(e),(f) 



Adds donor advice funds



Adds supporting organization – look like private foundations but attach 



themselves to a public charity, which controls them



• Adds to # of people who can be DQPs

II. Deemed DQPs (53.4958(c))

Person who, under 5-year lookback period, had “substantial influence”



• Voting members of governing body of the org



• Individuals with the power or responsibility of the pres, CEO, COO, 



treasurer, or CFO (don’t need title, just responsibility)

III. Deemed non-DQPs (53.4958(d))

• Other applicable tax-exempt orgs


• Employees who are not highly compensated = under Notice 2006-98 gives 


rates (but can still be DQP if have influence or relations)


• Next two are based on facts and circumstances

IV. Factors indicating substantial influence (53.4958(e)(2))

• Person founded organization


• Person is a substantial contributor


• Person receives revenue-based compensation


• Person has authority to control or determine a large portion of capital 


expenditure, employee compensation, etc (lots of financial control)

• Person manages a discrete segment or activity of the org that represents a sig 

amount of the activities, assets, income or expenses of the org as compared to 


the org as a whole 
V. Factors indicating non-DQP (53.4958(e)(3))

• Bona fide vow of poverty


• Independent contractor whose sole rel to org is providing prof advice


• Direct supervisor is not a DQP


• Person does not participate in any management functions of the org

3. Is it a § 4958 excess benefit transaction? (p. 10-11N)


a. Compensation (Reg. 53.4958-4(a)(1)) – value of the economic benefit provided 
exceeds the value of the consideration



i. Compensation - only look at what’s reported for income, and at 




contemporaneous written documentation that the compensation is for services 


rendered




• Otherwise, EBT



ii. Reasonable? Use comparative test for like orgs for like services under like 


circumstances


b. Process – see if fits 3-prong test to get rebuttable presumption of validity (Reg. 
53.4958-6) (Jan. 24)


i. Board (but not entity in question) votes – and only disinterested individuals 


should vote



ii. Board has to find appropriate data for comparison



iii. Board has to properly document its decision



→ Burden shift to IRS



• Only covers fixed payments



- Red flag: being paid out of net


• Discretionary payments can get presumption if:




- Cap (no presumption without one)




- Range of numbers formula produces are ok



• Special process for smaller orgs (Regs -6(c)(2), (3))



- Just need 3 numbers on 3 comparable orgs that org can find itself

• Revocation occurs only in the most egregious situations where the org is no longer “charitable” (Reg. 1.501(c)(3)-1(g)(2)(ii), (iii)

2. Private benefit (p. 12R)

Reg. 1.501(c)(3)-1(d)(1)(ii)

a. Generally


i. Applies to persons other than insiders


ii. Broadens common-law concept


iii. Initial contract exception


iv. Prohibits anything other than incidental private benefits



• Qualitative and quantitative more than incidental


(United Cancer Council v. Comm’r)

3. Initial contract exception (Jan. 24 problem)
Reg. 53.4958-4(a)(3)

a. Generally


i. Theory: person who negotiates in good faith shouldn’t be subject to sanctions


ii. Applies to both EBT and private benefit transactions

iii. Between org and non-DQP


iv. Fixed payment or fixed formula



• § 4958 does not apply to fixed payments under an initial contract



• Nonfixed payments still subject to 4958 for DQP person



• Cap doesn’t make it fixed

5. Lobbying (p. 22N, 35R, Mar. 7)
§ 501(c)(3): “no substantial part of the activities of which is carrying on propaganda, other otherwise attempting, to influence legislation”

Reg. 1.501(c)(3)-1(c)(3)

OR

§ 501(h) – expenditures by public charities to influence legislation

AND

§ 4911 – tax on excess expenditures to influence legislation

Summary:

• Excise tax for excessive lobbying is not a big deal

• Extensive, extended lobbying will jeopardize tax-exempt status

Need to pass either

• Substantial part test OR

• Elect expenditure test
a. Generally


i. Relevant only to § 501(c)(3) orgs classified as public charities



- Who can get § 170 tax deductible contributions


ii. Private foundations are not allowed to engage in any lobbying


iii. (c)(4) groups can engage in substantial lobbying






- Org can reap both via dual structure (p. 37R)


iv. Most noncharitable exempt orgs are free to lobby with respect to legislation 
germane to their purposes without threatening their exemption

b. No substantial part test (p. 35R, Mar. 7)
§ 504 – status after org ceases to qualify for exemption because of substantial lobbying

§ 4912 – excise tax on substantial lobbying

Reg. 1.501(c)(3)-1(c)(3) – org is not exempt if it lobbies legislation


i. General



• Very subjective



• All fall under this unless they make election for expenditure test


• Orgs that lose their § 501(c)(3) exemption because of excessive lobbying can’t 


convert to § 501(c)(4) status




- Because they could then continue to use funds that they had raised as tax-



deductible contributions from when they were a (c)(3)



• Action org (bad) if primary objective is to mess with legislation


ii. Influencing legislation


• No action organizations can qualify for § 501(c)(3):




1. Engage in substantial attempts to influence legislation by contacting or 



urging the public to contact legislators to propose, support, or oppose 




legislation




2. Have primary objective that can only be attained via legislation or its defeat 


+ campaign for that objective rather than engaging in nonpartisan analysis and 


research



• Legislation = Congress, state, or local governing bodies’ action + public 



referenda etc.





- Does not include executive branch’s actions or admin agencies



• Motives for lobbying are irrelevant



• Communicating with members on issues of common interest is not lobbying




- Exhorting members or public to contact legislators is

 

• Nonpartisan analysis, study, or research, and communicating results to 



legislators, is not lobbying



• Giving expert testimony or technical assistance to legislators is not lobbying



• Unsolicited appearance before a congressional committee to endorse/oppose a 


bill is lobbying


iii. Substantial 



• Balancing test




- All facts and circumstances weighed in context of org’s objectives and 



circumstances



• Factors:




- %age of org’s budget or time spent on lobbying




- Continuous or intermittent nature of the legislative involvement




- Nature of the organization and its aims




- How controversial the position is and the org’s visibility


iv. Christian Echoes (p. 36R)



• Equated any expression of opinion on a public issue with “attempting to 



influencing legislation”



→ § 501(h)


v. Sanctions (p. 36R, 23N)



• Revocation only if lobbying activities are substantial if viewed in relation to 


org’s other activities




- Balancing test





• Budget and employee time (employee time does not include volunteers)





• Visibility





• Whether or not lobbying is controversial





• Continuous or intermittent activity





• Org’s goals





• Actual amount of money not the deciding factor




- No one, including IRS, knows when lobbying becomes substantial


§ 4912(a) – in addition to losing exemption...



• Excise tax of 5% of all lobbying expenditures for year org loses its exemption


• Additional 5% excise tax imposed on managers who agreed to make the 



lobbying expenditures knowing that they were likely to cause revocation of the 


org’s exemption


• Board members can protect themselves with reasonable opinion of counsel
c. Expenditure test (p. 38N, Mar. 7)
§ 501(h) – expenditure test
§ 504 – org ceases to exist because of substantial lobbying
§ 4911 – tax on excess expenditures
§ 6033(b)(8) – information to be furnished annually

Regs. § 1.501(h) – 1—3

Regs. § 53.4911-1--7


i. General



• Objective test



• Need to make election



• Available to most public charities




- Only 4% of orgs have elected



• Not available to private foundations (because they can’t lobby at all)


• Not available to churches


ii. Spending limits 


• Lobbying nontaxable amount (LNTA) = overall amount org may spend on direct 

and grassroots lobbying without being penalized:




- 20% of the first $500,000 of exempt purpose expenditures (all amounts spent 


by the org during the taxable year to accomplish its exempt purposes)




- 15% of the next $500,000




- 10% of the next $500,000




- 5% of the excess over $1.5M




* May never exceed $1M



• Grassroots nontaxable amount (GNTA) = separate, stricter cap


 

- 25% of the LNTA


iii. Penalties on spending limits



• 25% excise take if overall OR grassroots lobbying exceeds LNTA or GNA 




- Take greater amount if both are exceeded




- Excessive expenditures trigger excise tax, not loss of exemption




- BUT if lobbying or grassroots expenditures exceed 150% of the allowable 



amounts over a four-year period → loss of § 501(c)(3) exemption



• Consolidation principles (aggregate expenditures of an “affiliated group” of § 


501(c)(3) orgs) to determine applicable caps on lobbying expenditures (§ 4911)


• Tax doesn’t necessarily → loss of exemption



• No manager test – tax is on org


iv. Lobbying expenditures (p. 39R) – can get in a lot more trouble for grassroots


• Lobbying expenditures = expenditures for the purpose of “influencing 



legislation”




- Includes both direct lobbying and grassroots lobbying





• Direct lobbying = communication with member or employee or a 





legislative body or gov’t officials with purpose to influence legislation 





- Member exception to grassroots designation v. imp (§ 4911(d)(2))






- Communication needs to refer to specific legislation and reflect a 





view on the legislation






- Member = pays/gives time more than a nominal amount (56.4911-





5(f)(1)




• Grassroots lobbying = communications that attempt to affect the opinion 




of the general public or any segment thereof






- Communication needs to refer to specific legislation, reflect a view 





on the legislation, AND encourage recipient to take action with respect 




to the legislation (“call to action”)






- Call to action requirements: 







1. Tell recipient to contact legislator or related employee/gov’t rep







2. State contact information







3. Provide petition, tear-off card, etc. OR







4. Identify one or more legislators and their relationship to/position 





on the legislation (BUT there may be exceptions to this category 






for nonpartisan analysis, study, or research or member 







communications)






- Media communication rule (exception to “call to action” 






requirements) – org makes a communication to mass media that 





reflects a view on the general subject of the legislation and either 





refers to the legislation or encourages members of the public to 





communicate with their legislators on the general subject of the 





legislation (56.4911(b)(5))






• Within 2 weeks of a vote







• Highly publicized legislation




- Legislation = Congress, state, local, or other legislative body + action by the 



public 
like referenda, ballot initiatives, const. amendments, etc.




- Attempts to influence exec, judicial, or admin bodies ≠ lobbying unless the 



principle purpose of the communication is to influence legislation





• BUT attempts to influence judgeships is lobbying (Notice 88-76)



* Escape hatches:




1. Make otherwise grassroots lobbying a member communication





→ direct lobbying (§ 4911(d)(2)(D))




2. Make otherwise direct lobbying a weak call to action (encourage, not urge)





(56.4911-5(b))




→ If there’s no direct encouragement, it’s a member communication if more 



than 50% of recipients are members 





- If direct encouragement, have to allocate between members and non-




members




OR...see below (exceptions to lobbying)


v. Exceptions to lobbying (Mar. 7)


• Nonpartisan analysis, study, or research (Reg 56-4911-2(c)(1)(ii))




- Neutrality is not required – org may advocate a position on legislation as 



long as it presents sufficient facts to allow the audience to reach its own 



conclusion




- Communications may be disqualified from this category if they include a 



call to action (so use a weak one)




• Safe harbor from qualifying as grassroots lobbying: 






1. Substantial distribution of the study to the academic community at 





the same time or before the lobbying






2. Paid all the expenses for the paper at least 6 months before it was 





used for lobbying



• Discussions of broad social problems (Reg. 56-4911-2(c)(2))



• Technical advice (Reg. 56-4911-2(c)(3))



• Self-defense (Reg. 56-4911-2(c)(4))



• Member communications (Reg 56.4911-5)



- Member must have more than a nominal connection with the organization





• Payment of dues, donations of volunteer time




- Member donations are treated more leniently than if they had been with 



nonmembers




- Member/nonmember differentiation is huge b/c what would have been 



grassroots if sent to nonmembers is counted as direct lobbying expense if sent 



to members





• If more than half the recipients are members, the costs of the 





communication may be allocated between direct and grassroots lobbying 



• Allocation of Mixed-Purpose Expenditures (Reg 56.4911-3(a))




- Need to allocate expenses that include lobbying and nonlobbying activities





Ex. salaries, costs of communication, general overhead





• If more than half of the communication is sent to members, org may 




make any reasonable allocation 






Ex. based on column inches/pages 





• If audience is primarily nonmembers, more stringent allocation rules 




apply


vi. Reporting requirements



• Must report lobbying and grassroots expenditures on a special schedule



• Need relatively sophisticated accounting system


vii. To elect or not elect?



• Orgs with very large budgets may not like regressive sliding scale




- And cap of $1M → ceiling of $1.5M (§ 501(h)(2))



• Good idea if 




- Lots of volunteers to do the lobbying 




- Member organization




- Cheap lobbying methods (internet)




- Single large campaign



• Lots of trouble to do it BUT




- Worth it for org planning a highly visible lobbying program




- Safe harbor for org that primarily relies on volunteers b/c volunteer time not 



factored into the expenditure limits



• More predictable
6. Political campaign activities (p. 40R, Mar. 7)
§ 501(c)(3): “and which does not participate in, or intervene in...any political campaign on behalf of (or in opposition to) any candidate...”

§ 4955 – taxes on expenditures

Regs. 1.501(c)(3)-1(c)(1)(iii)

Reg. 53.4955-1

a. General


i. Total ban on participation or intervention in political campaign activities



• Organization’s DQs can be involved in their individual capacities


ii. Can be involved in unbiased way – check 


• Unbiased questionnaire to all candidates ok (Rev. Rul. 78-248)



• Newsletter including voting records ok if not timed to election (Rev. Rul. 80-


282)



• Neutral public forums ok (Rev. Rul. 86-95)




- Neutral questions, neutral moderator, all (majority party) candidates

iii. § 501(c)(3) can’t form a PAC, but it can form a (c)(4), which can

b. Churches and political campaign activity (p. 43R)


i. Not free speech or religion or EP violation to revoke exemption (Branch Ministries)

c. Penalties


i. § 4955



• Two-tiered excise tax on specified expenditures




1. Amount paid or incurred to participate or intervene in a political campaign 



on
behalf of any candidate for public office


• Tracks § 501(c)(3) limitation



2. Certain expenditures of orgs formed primarily for the purpose of promoting 


a person’s candidacy, or used primarily for that purpose





• How on earth did this org get tax exempt status in the first place?



• § 4955 initial excise tax: 10% of each forbidden political expenditure + 2.5% of 


the 
expenditure imposed on any org manager who agrees to it, knowing it’s 


impermissible




- Can be corrected = recovering part or all of the expenditure to the extent 



possible and establishing safeguards → first-tier excise tax may be waived 




- Second-tier taxes imposed if political expenditure it not corrected: 100% of 



the 
expenditure for the org, 50% for the manager


• IRS doesn’t like to think of § 4955 as an intermediate sanction to revocation


ii. § 6952 – termination


iii. § 7409 - injunction


d. Alternative – use a § 501(c)(4) to do the political work (p. 46R)


i. Interaction between (c)(3) and (c)(4):



• Control ok



• Separate books, avoid commingling funds



• Upon dissolution, § (c)(3)’s assets can’t go to (c)(4)


ii. (c)(4)s can to political campaign activity as long as it’s not their primary activity



• Can form PACs


e. Alternative - § 527 org (p. 46R)


i. Limited tax-exempt status for “political organizations”
7/8. Restrictions on violations of fundamental public policy – “charitable” requirement
a. Exempt org definition (Bob Jones)
• Orgs that conduct illegal activities or act against public policy don’t qualify for § 501(c)(3) status


- Encouraging illegal activities also counts; this may come up more than 
discrimination

• Being educational or religious or isn’t enough to pass the organizational/operational test; also need to be charitable


- Discrimination means doesn’t benefit everyone

b. Reg. 1.501(c)(3)-1(d)(3) – charitable defined
• Supposed to be changeable to reflect society

c. IRS very reluctant to act on this
Tests § 1.501(c)(3)-1 (p. 5-6N, Feb. 21)

1. Organizational test – depends on properly drafted organizational documents
§ 1.501(c)(3)-1(b)


* Focuses on purposes of org (ends, not means) (-(b)(1)(i)(a))

- Must be formed for one or more of the purposes listed in § 501(c)(3)

- Now IRS looks to state law requirements for distribution upon dissolution


- Can’t engage in activities not in furtherance of its exempt purposes (Reg. 
1.501(c)(3)-1(b)(1)(ii))


• Purposes can be more specific, but not broader, than exempt ones

2. Operational test 

§ 1.501(c)(3)-1(c)


Two-part test:



i. * Focuses on activities of org (means, not ends)



ii. Must be operated “exclusively” for those purposes



• Do commercial activities further the purpose? 



• Reg -1(c)(1): exclusively = primary = not substantial amount



• Most unrelated activities are commercial (think UBIT)
Unrelated Business Income
Commercial activity

Conventional wisdom test:




Related
Unrelated

Insubstantial
OK
OK/UBIT
Substantial

OK
Not ok

• Source, not destination, test

• If commercial operation is insubstantial, can still meet operational test


- Less than 50% = insubstantial


- Primary purpose of org remains the same


Ex. NYU logo stuff in bookstore

• Won’t lose exemption for substantial, related activities (in furtherance of exempt purpose)


- Can even be in competition with other for-profit businesses


Ex. Met gift shop, medical fees for hospitals, tuition

Two separate issues
1. Commerciality doctrine

2. UBIT

1. Commerciality doctrine (Feb. 21)
Reg. 1.501(c)(3)-1(b)(1)(i) – organizational test


• Org’s articles of incorporation can’t expressly allow it to engage in activities which 
aren’t in furtherance of one or more exempt purposes


- Focus on activities, not org’s purpose



- Seems to say no allowance for substantial unrelated business activity

Reg. 1.501(c)(3)-1(c)(1) – operational test


• Won’t qualify for exemption if more than an insubstantial amount of its activities is 
not in furtherance of an exempt purpose



- Room for some commercial activity

Reg. 1.501(c)(3)-1(e) – Organizations carrying on trade or business


• If the t/b is in furtherance of the org’s purpose AND org is not operated for primary 
purpose of carrying on an unrelated t/b → ok under 501(c)(3)

§ 502 – feeder organizations – can’t have regular business and turn over profits to exempt org and consider it an exempt org


• Exemption under unconventional wisdom NOT conventional wisdom



a. Conventional wisdom approach – chart above (p. 30R, 21N)


i. Majority follow this



ii. Facts and circumstances inquiry



iii. Practitioners use 50% limit, but no one knows when an unrelated activity 


becomes big enough to be considered substantial



iv. Links exemption qualification with UBIT relatedness standard


b. Unconventional wisdom approach (p. 31R, 22N)


i. Based on old IRS rulings (Rev. Rul 64-182)


ii. Org that looks like a feeder org but turns over all profit to a charity will qualify 


under § 501(c)(3) if it annually picks the charity it turns the profits over to




• Distinguish from orgs that are bound to distribute their income to a charity




• UBIT is only to tax, not to get rid of anything; only feeder corps are bad


c. Courts look at: (p. 33R)



i. Commercial hue of the activities – all are vulnerabilities




• Make money




• Expansion




• Competition with for-profits



ii. Whether a t/b is a substantial part of the org’s activities and, if so, whether it is 


in furtherance of the org’s exempt purposes




• Does “in furtherance of” = “substantially related to” an exempt purpose 



(UBIT standard) or is it enough that it subsidizes charitable activity?

Private foundations
§ 509(a) - Defined by exclusion (p. 25N, Mar. 21) – the following orgs are not foundations – 
Summary

1.  509(a)(1) – traditional public charities – defined in § 170(b)(1)(A)(i)-(vi)


- Because public support or mission


- 6 types

2. § 509(a)(2) – gross receipts orgs

- Good b/c of support they receive 



§ 509(a)(2) test and another test that ends in 6

3. § 509(a)(3) – supporting orgs

- Not publicly supported



- Flexible requirements but hard to understand



• Need expert counsel


- Two tests: 



• Purpose test and 



• Control test (def. of control is loose) – easy way to meet is have supported org 


appoint majority of supporting org’s directors

4. § 509(a)(4) – testing for public safety
* If you don’t qualify as any of these, you’re a private foundation!
Escape determined by nature of the activity and nature of the support for the activity

• Service needs to say it’s not a foundation via a determination letter (p. 63R)


- New orgs that don’t have enough of a track record can request an advance ruling
Why we like private foundations (p. 50R)
+ Nontax reasons to have a foundation:


• Flexibility and control


1. Formal structure to administer family charitable giving


2. Permanent memorial to family’s values – can name foundation

3. Giving donor greater influence and control (over investments, hiring)

4. Family unity


5. Giving younger family members something to do


6. Personal fulfillment


7. Status

+ Wealth transfer tax savings 


- Avoids turning family assets over to the gov’t through taxes and permits pools of 
wealth to remain under family control for generations

+ Congress seems to be gradually relaxing some of the rules governing private foundations and shifting its scrutiny to public charities

Bad things about foundations (p. 26N)

1. More stringent 170 treatment

2. Bad Chapter 42 treatment

3. Difficult and expensive to administer


a. Many advisors suggest having $10-15M to start

4. Higher filing requirements (p. 63R)
1. Excluded organizations (p. 55R)
§ 509(a)(1), (d); § 170(b)(1)(A)(i)-(vi)

Regs § 1.170A-9(a), (b), (c)(1), (d), (e)(1)-(4)(v), (6), (7), (8), (9)

• Most orgs that avoid private foundation status fall here

• Referred to as “50% charities” b/c cash contributions to them can be deducted up to 50% of AGI

a. Organizations engaging in inherently public activities (§ 170(b)(1)(A))


i. Churches – no definition; can use IRS’ church characteristics



- Minimum requirements: body of believers or communicants that assemble 


regularly in order to worship


ii. Educational organizations



- Need regular faculty, curriculum, and student body



- Formal instruction must be a primary function


iii. Hospitals



- Medical/hospital care must be primary purpose


iv. Medical research orgs



- Need continuous research in conjunction with a hospital



- Must use contributions within 5 years and for research


v. Support orgs for state colleges and universities



- If they normally receive a substantial part of their support from gov’t sources or 


contributions from the general public, or a combo of the two


vi. Governmental units (§ 170(c)(1))



- Includes US, its political subdivisions, DC, and other gov’t bodies in 170(c)(1)

b. Publicly supported orgs 

• Must meet public support test (§ 170(b)(1)(A)(vi))

(vi) “an organization...which normally receives a substantial part of its support...from a governmental unit...or from direct or indirect contributions from the general public”

• Based on breadth of their financial support
• Two alternative sub-tests to measure the requisite public support: (p. 55R)

i. Mathematical test (Reg. 1.170A-9(e)(2), (4)


- At least 1/3 of the total support over the testing period is from public and gov’t 
contributions


- Testing period generally consists of 4 years preceding year of scrutiny

ii. Facts and circumstances test (Reg. 1.170A-9(e)(3))


- Generates art least 10% public support over the testing period (i) AND


- Is “so organized and operated as to attract new and additional public or gov’t 
support on a continuous basis” (ii) AND


- Must establish, based on “all pertinent facts and circumstances” that it is publicly 
supported. 5 factors:



a. Percentage of financial support – higher the percentage above 10%, lesser the 


org’s burden of est. publicly supported nature of the org (iii)



b. Sources of support – whether there’s a representative number of supporters 


rather than members of a single family; considers the type of org, length of 


time in existence, whether it limits its activities (iv)



c. Representative governing body – whether representative of broad public or 


community interests rather than a narrow group (v)



d. Availability of public facilities or services and public participation – providing 


facilities or services directly for the benefit of the general public on a continuing 


basis → easier to demonstrate that org is publicly supported (vi)



e. Additional factors pertinent to membership orgs – activities that are likely to 


appeal to persons having some broad common interest (vii)

Both tests: to make the calc, divide public support with total support 

• Total support = gifts and grants from individuals, corp. donors, and other nonprofits; bequests; gov’t grants, membership fees; net income from business related activities; gross investment income; tax revenues; value of services or facilities furnished without charge to the org by a gov’t unit


- Income derived from the performance of its exempt functions (ie admission fees, 
tuition) is excluded

• Public support = gifts, bequests, and grants from the general public; gov’t grants; membership fees; tax revenues levied specifically to benefit the org


- Donations from private sources are included only to the extent they do not exceed 
2% of the total support received by the org over the measuring period


• 2% includes gifts made by certain members of the donor’s family


- Donations from gov’t entities and other public charities not subject to 2% limit

• Unusual grants = substantial gift or bequest that is 1) attracted by reason of the org’s publicly supported nature, 2) is unusual and unexpected in its amount, AND 3) is so big it adversely affects the org’s public charity status


- May be excluded from both public support and total support calcs if including it 
would cause the org to fail the public support test


- List of factors to determine whether it’s an unusual grant; no one is determinant



• Made by person with no prior connection to the org



• Bequest and not lifetime gift



• Liquid asset



• Org regularly solicits funds



• Broad-based governing board



• No material restrictions placed on the grant

• Testing period = four consecutive taxable years 

• Substantial and material changes in support – exception which expands testing period to 5 years, including the current one

2. Gross receipts and membership orgs (p. 57R)
§ 509(a)(2), § 507(d)(2); § 509(d); § 4946

Regs. 1.509(a)-3(a)

§ 509(a)(2): “an organization which – normally receives more than 1/3 of its support from any combination of – 


(i) gifts, grants, contributions, or membership fees, and


(ii) gross receipts from services and sales...

from persons other than DQ persons...”

• Other type of publicly supported org
a. Test: 
• Org must have broad public support measured by a positive support test AND a negative investment income test


i. Normally receives more than 1/3 of its total support from gifts, grants, 
contributions, membership fees, admissions charges, and fees from performance of 
exempt functions


ii. Normally does not receive more than 1/3 of its support from the sum of gross 
investment income and unrelated business income

• Total support = gifts, grants, contributions, and membership fees; gross receipts from admissions, merchandise sales; net income from unrelated business activities; gross investment income; tax revenues

• Good support = gifts, grants, contributions, and fees from gov’t sources, public charities, or any other person who is not DQ (§ 509(a)(2)(A))

• Gross investment income = gross investment income + net of unrelated business taxable income 

• Unusual grants – may exclude – same as under § 170(b)(1)(A)(vi)

• Testing period = four-year testing period as before

b. Intended to cover membership orgs such as Boy Scouts and PTAs

3. Supporting orgs (p. 57R, 27N)
§ 509(a)(3)
Reg. 1.509(a)-4

• Final way to avoid private foundation status

a. General


i. Looks like a foundation but attaches itself to a public charity which controls it
b. Good because


i. Lots of control



• Over expenditures



• Over investments



• Over who gets hired



• Name recognition


ii. Best 170 treatment



• Contributions of appreciated long-term capital gain property are deductible


iii. Avoids chapter 42



• Not required to dispose of excess business holdings



• Not subject to 2% tax on its net investment income

c. Bad because

1. Hard to administer

d. Tests (p. 60R) (§ 509(a)/(3)(A), Reg. 1.509(a)-4(b))

i. Organizational test





• Concerned solely with the language in the supporting org’s articles of 



incorporations




- Articles must limit the org’s purposes to exclusively benefiting, performing 



the 
functions of, or carrying out the purposes of the supported org 




- Articles may not empower the org to engage in any activities that do not 



further those purposes



• Supported orgs must be designated specifically by name unless there’s a 



historical relationship OR identifies class/purpose and Type I or II relationship



• Interpreted strictly

ii. Operational test (§ 509(a)(3)(B))


• Requires that the supporting org engage solely in activities which support or 


benefit the specifically publicly supported orgs



• Supporting org doesn’t need to pay its income to the supported org to meet this




- May carry on an independent activity or program benefiting the supported 



org


AND


iii. Control test (p. 61R) (§ 509(a)(3)(C))


• Not controlled, directly or indirectly, by one or more “DQ persons” other than 


foundation mgrs and public charities it supports



• Look at aggregate control


AND (depending on its type of permissible relationship)


iv. Responsiveness and integral part test if Type III relationship
e. Permissible relationships: (p. 58R)


i. Type I: operated, supervised, or controlled by



• Support org’s officers, directors, etc. appointed by the supported body



• Orgs controlling support org don’t need to be those benefited as long as the 


purposes of the controlling orgs are carried out via the benefits given the directly 


benefited org


ii. Type II: supervised or controlled in connection with



• Common supervision or control over both the supporting and supported orgs 


(brother-sister relationship)


iii. Type III: operated in connection with (Mar. 21)


• Best type, but 2006 Pension Protection Act cracked down on it



• Most amorphous and most flexible relationship



• Support org needs to demonstrate responsiveness and show its programs are 


significant enough to be an “integral part” of the functions of the supported org 


(Reg § 1.509(a)-4(i))



• Two tests must be met: responsiveness test AND integral part test




- Responsiveness test (§ 1.509(a)-4(i)(2))




Supported org must have a significant voice in the investment policies, the 



timing of grants, the manner of making grants, and the selection of the 




recipients, and in otherwise directing the use of the income or assets of the 



supporting org 



- Integral part test (§ 1.509(a)-4(i)(3))





• Requires a significant involvement by the supporting org in the 





operations of one or more public charities, which in turn must be 





dependent upon the supporting org for the type of support that it provides





• One method: (but-for test) 





• Another method: (attentiveness test) 



• Highly subjective tests



• Where financial advisors try to push the envelop

Sanctions on foundations (p. 53R, 28N, more info at 64R)

Chapter 42 taxes

• Were enacted because foundations are believed to be more subject to abuse because they don’t rely on the public for contributions or funding


→ Public won’t act as a police

1.  § 4940 – excise tax based on investment income

a. 2% tax on investment income


b. Can reduce to 1% by making additional distributions for charitable purposes (§ 
4940(e))

2. § 4941 – self-dealing (Apr. 11)


• More stringent than private inurement


a. Penalizes virtually any transaction between a private foundation and its DQ persons



i. Definition of DQ persons is broad (§ 4946) 


b. Initial tax


• Amount involved = greater of the amount of money and the fmv of the other 


property given/received (more expensive of what was exchanged)



i. 10% of the amount involved imposed on DQ person



ii. 5% of the amount involved imposed on a foundation manager 




• $20K cap




• Can escape via advice of counsel


c. Secondary tax if no correction


• Correction = undoing the transaction (restitution + profits)



i. 200% on the DQ person



ii. 50% on the manager




• $20K cap

d. Self-dealing acts between foundation and DQ person: (§ 4941(d)(1))



• Even if private foundation receives a bargain, it’s self-dealing



(A) Sales and exchanges = self-dealing even if the transaction is at fmv or the 


foundation receives a bargain




Exception: certain transactions between a private foundation in its capacity as 



a shareholder of a corp that is a DQ person



• Leasing property between private foundation and DQ person




Exception: rent-free leases by DQ person to a foundation if payments by 



foundation for utilities, maintenance are not made to a DQ person



(B) Loans = lending of money btn private foundation and DQ person




Exception: interest-free loans by a DQ person to a foundation where loan 



proceeds are used exclusively by the foundation in pursuit of its exempt 



purposes



(C) Furnishing of goods, services, or facilities between a DQ person and private 


foundation




Exception: Furnished by the DQ person without charge and used by 




foundation in pursuit of its exempt purposes




Exception: Furnished by foundation to DQ person on terms not more 




favorable than those made to general public



(D) Payment of compensation or reimbursement of expenses by a foundation to a 


DQ person




Exception: The payment is not excessive and is for personal services which 



are 
“reasonable and necessary” for carrying out foundation’s exempt purpose



(E) Use or transfer of assets or income = any transfer by a private foundation of 


its income or assets to or for the use or benefit of a DQ person



(F) Payments to a government official, even if it’s a reasonable amount




Exception: Foundation may employ or make a grant to a gov’t official after 



termination of gov’t service (if agreement is less than 90 days before 




termination)




Exceptions: narrow types of scholarships, awards, de minimis gifts, travel 



reimbursements


• Disaster relief payments made by company foundations to employees or their 


families are ok if:




(1) Eligible beneficiaries are a sufficiently large or indefinite group 




(2) Recipients are selected based on objective determination of need




(3) Selection is made by an independent selection committee

3. § 4942 – minimum distribution requirements (p. 66R)

a. Must make annual qualifying distributions in an amount of 5% of fmv of 
investments



i. Qualifying distributions include grants for charitable purposes, admin costs, 


expenses of conducting charitable activities


b. First-level tax:



i. 15% of undistributed income


c. Second-level:



i. 100% of undistributed income

4. § 4943 – excess business holdings


• Limits extent to which a business may be controlled by a private foundation and its 
major donors


• Need to know a lot of information to know extent of foundation’s and DQs’s 
holdings


• 90-day disposal period once foundation knows; may get more if very big 
gift/bequest


a. Inappropriate for private foundations to hold a substantial stake in principal donor’s 
family business



i. Excess holdings = any holdings that exceed 20% ownership, reduced by 



percentage owned by DQ persons

 

ii. If business owners aren’t DQ persons, limit may be raised to 35%



iii. Can own any amount of nonvoting stock



iv. If foundation holds < 2%, DQ’s amounts don’t matter


b. Initial tax:



i. 5%


c. Second-level tax:



i. 200%

5. § 4944 - Jeopardy investments (p. 68R)

a. Factual question – failed to exercise ordinary business care and prudence (Reg. 
53.4944-1(a)(2)(i))

b. Initial tax: 



i. 5% on foundation



ii. 5% on manager ($5K cap)




• Unless manager had advice of legal counsel




c. Second-level tax:



i. 5% on each ($10K cap on manager

6. § 4945 – taxable expenditures (p. 68R, Apr. 11)


• Resulted from activist foundations such as the Ford Foundation (p. 29N)


• Problem: encourages foundations to make grants to public charities to get around 
restrictions because they’re too scared or lazy to do it themselves


a. List of expenditures inconsistent with private foundation’s proper mission



i. Propaganda and lobbying (§ 4945(d))


ii. Elections and voter registration drives




• Need to be broad-based



iii. Grants to individuals




• Need to use procedure approved in advance




• Easier to give to public charity (university) and earmark money



iv. Grants to other organizations




• Unless they’re a public charity, need “expenditure responsibility”





- Pre-grant inquiry, regular reports from grantee, report to IRS (53.4945-5)



v. Noncharitable purposes


b. Initial tax



i. 20% of amount of the expenditure on the foundation




(So do it on the web)



ii. 5% on the management who agreed to make the expenditure




• $10K cap


c. Second level tax



i. 100% on foundation



ii. 50% on management




• $10K cap

6. § 4958 – private inurement


a. Loss of tax exemption for private foundations

Termination
Involuntary termination

§ 507

Code imposes a confiscatory “termination tax” equal to lower of


- Aggregate historical tax benefits of exemption to the foundation and its substantial 
contributors, plus interest


- Value of the net assets of the foundation

• Service can abate any portion of the termination tax if the private foundation distributes all of its net assts to one or more public charities

Voluntary termination

§ 509(a)

1. Simplest route: distribute all of the foundation’s assets to one or more public charities


- Must give notice and have 5-year qualification measuring period

2. Abdication



- Notify Service of its intent


- Foundation becomes liable for § 507(c) termination tax
Disqualified person rules (p. 54R, Mar. 21)

§ 4946, § 507(d)(2)

Regs. 53.4946-1(a); 1.507-6(b)(1)

• In counting public support, gifts from DQ persons count less than gifts from outsiders

• These are the people who can’t self-deal

DQ persons for purposes of self-dealing and excess business holdings rules: (§ 4946(a)) (Mar. 21, Apr. 11)
1. Substantial contributor and their families


- Has contributed or bequeathed more than $5,000 to the foundation, if that amount > 
2% of the year’s total contributions and bequests


- Creator is always a substantial contributor (§ 507(d)(2)) 


- Donor remains substantial contributor forever



• Way out: § 507(d)(2)(C) – if, for 10-year period donor hasn’t made any 



contribution or served as the foundation manager


- Calculate by fmv on date foundation receives the gift

2. Foundation manager (§ 4946(a)(1)(B), (b)(1))


- Includes officers, directors, trustees, or similar individuals


- Responsible employee rule: Other foundation employees with authority or 
responsibility regarding particular matters are also treated as managers within their 
scope of authority or responsibility



• Not a DQ person for any other purpose

3. Family members


- Of a substantial contributor, foundation manager, or a more than 20% owner of a 
substantial contributor


- Includes spouse, ancestors, children through great grandchildren, and all their 
spouses

4. Related entities 


- Any corp, partnership, trust, or estate if more than 35% of the corp’s voting stock or 
other org’s interests is owned by the four types of DQ people above

Operating foundations (p. 53R, 62R)
§ 170(b)(1)(A)(vii), § 4942(j)(3)

Regs § 53.4942(b)-1(a)(1), (b), (c); § 53.4942-2, -3(a), (b)(1)
1. Generally

a. Conduct their own charitable programs


b. § 501(c)(3) org that hasn’t escaped private foundation status because of an 
abundance of investment income BUT meets statutory tests that lessen some 
foundation strictures

2. Advantages

a. More favorable 170 rules



i. Contributions qualify for 50% limitations for income and 30% for capital gains


b. Exempt from income distribution requirement in § 4942



i. Grants to them may be counted by the donor foundation as “qualifying 



distributions” in satisfaction of the § 4942 payout requirement


c. Some are exempt from the 2% excise tax


d. Other private foundations that make grants to exempt operating foundations are 
relieved from exercising “expenditure responsibility” with respect to the grants

3. Tests 


a. Income test (§ 4942(j)(3), Reg. 53.4942(b)-1(b)(2))


i. Must use “substantially all” (85%) of its income directly for the active conduct 


of charitable activities




• Payments to individuals fail to qualify unless given in context of 




foundation’s involvement in charitable, educational, or other activity


b. Must also meet one of three tests on a year-to-year basis


i. Assets test: at least 65% of all of its assets are devoted directly to the activities 


or to functionally related businesses (§ 4942(j)(3)(B)(i))



ii. Endowment test: expend funds = 3 1/3% of its investments’ fmv (§ 



4942(j)(3)(B)(ii))




• AKA must spend at least 2/3 of its minimum investment return for the active 


conduct of its exempt activities


iii. Support test: receive at least 85% of its support from the general public and 


5+ 
unrelated exempt orgs (§ 4942(j)(3)(B)(iii))



• Can’t receive more than 25% from any one exempt org and more than 50% 



from gross investment income

Community foundation

* Usually a public charity!

• Two major purposes:


1. Seek funds from private sources to build a pool of capital


2. Allocate and distribute such funds for public needs

Funding sources: testators, living donors, businesses, other nonprofits, trade associations, clubs, sometimes gov’t units


- Not intended to impede efforts of local service orgs to raise annual operating 
support


- Advantage: pools resources to create economies of scale

Distributes funds 


- Because of the pooled resources, staff, has expertise to distribute funds well


- Permanence ensures ongoing presence of expertise

Form


- Created as trust, with bank(s) as trustee(s) and distribution committee or board of 
directors to manage distributions OR


- Nonprofit corp, with board of directors fulfilling both functions

• Operates primarily in a chosen area

• Governing body – Treasury regs dictate


- All the combined/pooled funds be subject to a common governing body



• Must represent broad interests of the public

Different types of donations:


- Unrestricted funds


- Designated funds – created by the donor at the time of transfer and specifically 
name the agency or agencies to receive the benefit of the fund


- Donor-advised funds – created by the donor, reserving right to recommend agencies 
to receive grants BUT ultimate power lies with governing body


- Field-of-interest funds – est. by donor specifying some broadly identified field of 
charitable concern


• Last 3’s designations made at the time of the gift


• Community foundations normally charge a fee for these donor services

• Governing body must have variance power – power to modify any restriction or condition on the fund distribution 

Donor advised funds (p. 26-27N, 52R)

§ 170(b)(1)(A)(vi)


Reg. 1.170A-9(e)(10), (11)

General

1. Public charity

2. Collect money from many different sources and disperse money based on the 
advice of the donor



a. Not obligated to do what donor tells them to, but listen so they keep getting 


donations



b. Need lots of donor-advisors to meet public support test

Good because

1. Investors like them because lots of control



a. Effective control over expenditures



b. Some control over investments



c. Can call fund whatever your want



d. Can name children as donor advisors, but can’t do much more


3. Donor may defer selecting ultimate recipients until later


2. Best 170 treatment


3. Can avoid Chapter 42 for the most part



a. Pension Protection Act of 2006 tightened up some stuff 

4. Easy to administer



a. Public charity deals with investment management and recordkeeping


5. Qualify for current income tax deductions

Commercially sponsored funds (p. 52R)
Type of donor-advised fund


Ex. Fidelity Charitable Gift Fund

Criticisms

1. Close relationship with commercial sponsors


2. Marketing emphasis, failure to carry out charitable program or monitor others


3. Permitted donors to pay off legally binding pledges or receive personal benefits 


4. Where the ultimate control? Are these funds conduits, avoiding private foundation 
rules?

Unrelated Business Income Tax (UBIT) 
§ 502, § 511, § 512, § 513
Regs. 1.513-1(b), (c), (d)
Policy: 
• Level playing field and combat unfair competition which would result from tax exemption

- Only true if you assume museums and other orgs aren’t selling for a profit


- Aura of government imprimatur is a marketing tool

• Benefit to public charity creates a burden on everyone else

→ Applies to all tax-exempt organizations

1. General (p. 29N)

a. Commercial activity that furthers the org’s exempt purpose won’t be taxed: 

Chart of conventional wisdom





Insubstantial

Substantial

Related

OK


OK

Unrelated

OK/UBIT

No


b. Net profits from unrelated business activities are subject to UBIT (§ 512(a)(1))



i. Unrelated trade or business = any trade or business the conduct of which is not 


substantially related to the exercise or performance by such organization of its 


charitable, educational, or other purpose (§ 513(a))


c. Type of intermediate sanction



i. Tax at corporate tax rates (§ 511(a)(1)) or trust ones




• Lower tax rates for corporations (15-34%), so do that instead of trust


d. Feeder orgs are now fully taxable (§ 502)



i. No longer a “destination of income” test


e. Applies to almost all § 501(a) orgs except US instrumentalities


f. Very few orgs pay UBIT

2. Test (3 parts) (p. 71R, Apr. 18)

a. Trade or business (1.513-1(b))



i. “any activity carried on for the production of income from the sale of goods or 


performance of services”


b. Regularly carried on (1.513-1(c))



i. Look at frequency and continuity


c. Not substantially related to the org’s exempt purpose (1.513-1(d))


i. All facts and circumstances test – emphasis on size and extent of activity



ii. Sale of broadcast rights to intercollegiate athletic event is related to org’s 


exempt purpose, as long as not tied to size of attendance (Rev. Rul. 80-296)



iii. Gift shops easily tied to museum’s purpose (Rev. Rul. 73-104)

3. Does not tax: (§ 513(a)(1)-(3)) (p. 30N, 72R, Apr. 18)


a. Passive income (dividends, interest, property dealings)


b. Volunteer work (§ 513(a)(1))

c. Sales of donated merchandise (thrift stores) (§ 513(a)(3))

d. Services performed for the convenience of members, students, employees, patients, 
or officers (§ 513(a)(2))

e. Royalties


i. Broad exclusion for royalties for intangible property (Sierra Club)

f. Corporate sponsorship – “qualified sponsorship payment” excluded from t/b (§ 
513(i)) (p. 75R, Apr. 18)


i. Def: no substantial return benefit expected other than name and product line 


usage and deminimis stuff worth < 2% of the payment (Reg. 1.513-4)



ii. Exclusive sponsorship arrangement won’t be a problem



iii. As long as not based on the amount of viewers, web traffic, etc. (§ 



513(i)(2)(B)(i))


iv. Doesn’t extend to advertising



• Advertising = messages with qualitative/comparative language, price info, 



etc.



v. Exclusive provider agreements are NOT under safe harbor (1.513-



4(c)(2)(vi)(B))



vi. Can fragment QSP payment from parts with substantial return benefit


g. Passive rent – furnishing heat, light, facilities, cleaning entrance (1.512(b)-1(c)(5))


h. Real property rent (p. 76R)



i. Personal property rent is not excludable (unless incidental with real property)



ii. If mixed personal and real property: If personal > incidental and < 50%, 


apportion; otherwise, not excludable


i. Research income 



i. 3 statutory exclusions (§ 512(b))


j. Payments from controlled organizations (p. 77R)



i. BUT can’t hide behind a subsidiary – constructive ownership rules apply (§ 


512(b)(13))

4. Calculating UBTI (p. 77R)

§ 512(a)

Reg. 1.512(a)-1(a)—(f)(1)


a. Gross income minus expenses “directly connected” with the unrelated business 



i. “Directly related” = “proximate and primary relationship” to the business 


(1.512(1)-1(a))




• Can be expenses attributable solely to an unrelated business or attributable to 


dual use and allocated between both uses



ii. Unrelated business that exploit



ts an exempt function




• Can deduct expenses if of a kind incurred by a for-profit (1.512(a)-1(d))

5. Unrelated debt-financed income (p. 78R)

§ 514

Reg. 1.514(b)-1(a), (b), (d)


a. If an exempt org borrows in order to acquire income-producing property, all or part 
of that income may be include in UBTI


b. Exemptions:



i. p. 78R

6. Controlled subsidiaries
Smart planning for exempt org to choose to conduct unrelated business activities through a for-profit taxable subsidiary


a. Advantages:



i. Insulate itself from liabilities



ii. Adopt compensation arrangements, fringe benefit plans, or accounting methods 

better suited for for-profit activity



iii. Employ different management structures



iv. Expand access to investment capital



v. Avoid public disclosure of some financial info



vi. Tax considerations




• Help protect exempt org from challenge to its exempt status




- Income separate





- Subsidiary can join in joint ventures with for-profit 






entrepreneurs/investors




• Reduce tax burden from UBactivity


b. Service usually respects separate identity

7. Joint ventures
Non-profit joins with for-profit


a. Advantages:



i. Healthy alternative for nonprofits to advance their mission without total reliance 

on 
more traditional sources of funding



ii. Economic efficiencies


b. Tax and legal issues:



i. Appropriate legal structure for venture


ii. Whether nonprofit is adhering to its fiduciary duty



iii. Impact of the venture on non-profit’s exempt status



iv. Extent net income from joint venture is subject to UBIT

c. Types:


i. Whole charity (us. hospital) - all or virtually all of a charity’s assets are 



transferred to a LLC or limited partnership, which is usually managed by an 


affiliate of the for-profit partner



ii. Ancillary joint ventures (more common) – exempt org’s participation is not its 


sole activity


d. Test (Rev. Rul. 98-15. St. David’s, Rev. Rul. 2004-51) (p. 79R)



i. Look at venture in aggregate




• Must meet operational test in 1.501(c)(3)-1(c)




• § 501(c)(3) org can enter into a management contract as long as it retains 



ultimate authority over assets and activities 




• If partnership is substantially related to t/b’s exempt purposes and functions, 



no UBIT and non-profit retains its exemption 
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