TBE IRS AND THE UCC: TRAVELING DOWN A CROOKED PATH

Laura B. Chisolm

INTRODUCTION

Regulalion af charitable solicitation and fundraising has traditionally been the province
of the slates, although to use the word "traditionally" iz somewhal misleading, because
regulation of fundraising practices is a relatively new phenomenon in this country.! The
earliest laws specifically regulaling fundraising were enacted in the 1950°s. They wece fueled
by information that had been gathered as a result of reporimyg statutes that had been designed
1o enhance atlorney general supervision of charitable organizalions and the rapid expansion of
new fundraising techniques. State interest in, and authorily for, regulation of fundraising
practices is roctled in part in the parens patriae authority, which is the source of the state's
role as protector of assets dedicated o charitable use. Bul the states” attention to charitable
fundraising practices did not begin as an outgrowth of the parens patriae role. Rather, il was
driven by consumer protection and anti-frand motlivations,

Slates were inspired by reports of practices that seemed slick and unworthy of
“charity." They were concerned about the big business aspects of charilable sclicitation as it

expanded and aboul the opportunities it provided for unscrupulous edvantage by unscrupulous

1. For excellent description and analysis of stale regulation of chariiable fundraizing praciices, see Leslie
Espinoza, Stroining the Quality of Mercy: Abandoning the (uest for Iformed Charifable Giving, 64 5, CAl, L.
REv, 605; ELLEN HARRIS, LYNN 5. HOLLEY & CHRISTOPITER 1. MCCAFFREY, FUNDRAISING INTO THE 1990°S,
N.Y.U. Schogl of Law {1989}, The briel descriplion of state regulation thatr follows is drawn lrom those
SOURCES .



profiteers. By the late 1950's, stales began to enact regulations requiring disclosure of
fundraising costs in particular, under the theory that disclosure of high fundraising costs
would keep the public from being laken in by unserupulous campaigns. Early disclosure was
10 the attorney general, however, and not to the general public, Noting that peaple were
unlikely te seek out the information, states began in the 1960°s and 1970°s to move to public
disclasure requirements and to aciual limils on fundraising percentages.

In the 1980°s, of cowse, the United Slates Supreme Court decided Schaumberg,”
Munson,” and Riley.* Out of these three big bricks was buill a formidable wall (hat
seriously impeded the ability of state and local governmenits to go after what they considersd
to be troublesome fundraising practices. The newspaper siories continved, telling tales of
look-alike charities,” loss of public confidence in charities,” low percentage of funds raised
reaching the charitable purpose,’ and excessive charges for management® and contracied

services.” Watson & Hughey emerged as what appeared 1o be the quinlessential unscrupulous

2. Schaumberg v. Cilizens for a Belier Environment, 444 U5, 618 {1980).
3. Maryiand Secretary of S$tale v, Joseph H. Munson, Co., 467 U.S. 947 (1984},
4. Riley ¥. National Fed'n of the Blind of Neorth Caroling, Inc., 108 5. Cr. 2667 (19858).

5. William Manague, Profiferating “Look Alike” Cause Headaches for Mavy Charfifes, CHRON, QF
PINLANTIROPY, Jan. 9, 1990, at 25.

6. Clarine Nardi Riddle, Charities Risk o Logs of Public Confidence iff They Donr't Help Fight Fund-Reoising
Fraud, CIIRON. OF PHILANTHRORY, Jan, 9, 1990, gl 28,

7. Williamn Monrepue, Mine Charities Said to Get 33 Poit, of Money Callected by Fund Raisers, CHRON, OF
PHILANMTHROPY, June 27, 1989, al 21.

8. Pablo Eisenberg, Corporaie Falves Could Polson Non-Profits, CHRON, OF PRILANTHROPY, Mar. 10,
1992, at 41.

9. William Montague, Stotes Say Abwre Iy Widsspread in Charity (Games, CHRON, OF PHILANTHROPY, Mar,
6, 1590, at 1.



operator.
The states had some success combatting perceived lundraising abuses, bul [eelings of
frustration conlinued, as inherent limilabions of siale abilily to regulale and react allewed only

what many thought was inadequate response to the perceived abuses."

Along the way, the
Inlernal Revenue Service, as administrator of the federal charitable fax exemption, was
beginning to get inlerested in the fundraising practices of charitable crganizations.'!

IRS interest came to flower in the Serviee’s issnance of 2 Technical Advice
Memorandum {TAM) in July, 1991, reveking the seclion 501(c)(3} exemption of United
Cancer Council.? Most of the Memorandum details the arrangement between UCT and
Walson & Hughey, which indeed looks like a very bad deal for UCC."

The Uniled Cancer Council arose [rom an inlernal dispute among local affiliates of Lhe
American Cancer Society over the Sociely’s position with respect lo combined fundraising
campaigns and shifl in programmalic emphasis from patient services to research support. The

fight started in the 1940°s and led to a split in 1959, when 8B of the American Cancer

Society's local affiliates splinlered off and [ormed a new federation -- the Uniled Cancer

10. See William Montague, U.S. Ot Refecis W Va Plan for Enforcing Fund Raising Rules, CHRON. OF
PHILANTHROPY, June 27, 1990, al 27,

11. See BRUCE R. HOPKINS, TIE LAW OF FUND-RAISING, 17-21 (6th ed. 1992),
12, [RS Technical Adviee Momorandum, reprinted fa 4 EXEMET ORGANIZATION Tax REV, 726 (July 19911,

13. The facts are deseribed here as presenled by the RS in the TAM and as stipulaled by the pariies in the
subsequent litigation. Addjtional space and atiention is given 1o Lhe IRS's explanation Tor why il totally
discounrs UCC’s representalion thar the mailings ar issue were, in substantial pant, educational. According lo
UCC, aboul half Lhe contend of ils mailinps was educational, and thus properly allocared 1o program
expenditurgs, When the IRS looked al the mailings, though, it thaught Lhal something less than ten pereent (by
inch or by line} was educationsl, and that Lhe little thal was there was substantively irivial -- oypically a list of
the "Mine Cancer Warning Signals” in small print -- on 2 pari of the mailing that had Lo be relurned o enwer the
sweepstakes., Ses IRS Technical Advice Memorandum, supra note 12, at 733 & 736
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Council. Membership fluciuated aver Lhe years, bur through the 1570°s, UCC provided ils
affiliates with educational materials, fellowship and grant review services, and seminars and
meetings. UCC was supported almost entirely by membership dues from the local affiliates.
Like many other organizations in the 1980°s, UCC began 10 experience the strain of rising
costs and conslanl revenues. At thal point, looking for a way to brng in funds, UCC made a
deal with Walson & Hupghey, 2 professional [undraising company.

The agreemeni specified that Watson & Hughey would front the cosls of dirgel manl
campaigns lhat were purporiedly designed to bring in funds and, more mmportantly, to
generate a mailing list of coniribulors who could be cultivated for fulure fundraising contacl.
Watson & Huoghey would be paid five cents apiece for donor acquisilion mailings and ten
cenls apiece for mailings Lo previous contributors. In addition, Watson & Hughey charged
fees [or design and printing of materials, receipt and accounting of donations, and
miscellaneous other services in connection with the campaigns. Additional services were
provided by for-prafit companies related to Watson & Hughey. The terms of lhe coniract
gave Walson & Hughey full ownership of the mailing list names generated by the denor
acquisition mailings.

Waison & Hughey's primary method of direcl mail fundraising was a sweepsiakes
program that the IRS characlerizes as being "like Publisher’s Clearinghouse.” The appeals
tended (o be fairly sleazy. The mailings suggested that the recipienl had probably won
$5,000; when the prize check amived, it would be [or ten cents. Many of the UCC local
affiliates were put off by the new fundrajsing techniques, and a number of them withdrew

Irom the UCC ledetation.



According to the IRS, oul of $18,171,007 raised in the name of UCC in 1986 and
1987, anly about 3.9% was spenl on charitable program. Over 93% weni (o the for-profir
Watson & Hughey," which was also deriving a hefiy income from renting and exchanging
the mailing lisl names generated, sometimes with organizations thal mught be seen as UCC
competitors. Publicity around Watson & Hughey and the UCC-Watson & Hughey deal got
worse and worse, and UCC evenlually decided to terminate it coniraci with Watson &
Hughey, The organization signed on with ancther professional fundraiser that did not advance
campaign costs. Using the lisis penerated by Walson & Huphey {which Watson & Hughey
had now released to UCC for ifs own use only, but not rental or exchange), the direci mail

effort was a fiasco. UCC filed for baukrupicy in June, 1990,

THE IRS CASE AGAINST UCC - ROUND 1

Alter selfting oul the facls in the TAM, the IRS explained iis ralionale for revocaticon,
justifying its decision on three grounds. First, United Cancer Council was not carcymg on 2
charitable program commensurale n scope with ils financial resources. In the TAM, the IRS
slaled thal

[UJhe "commensurale fest’ requires that orpganizations have a charilable program

thal is both real and, (aking the orgenization’s circumstances and {inancial

resources inlo accouni, subslantial. Therefore, an organization ihal raises [ands
for charitable purposes but consistently uses virlually all its mcome for

14. Bur see, UCC Council Says Payment Figure Iy Erroneous; Editor of Exempt
Organizarion Tax Review Responds, 92 TaX NOTES TopAY 184-54 (Sept. 10, 1992).
{Counsel for UCC argues thal percentage paid to Watson & Hughey Co. was much smaller,
because most of the receipts went for expenses such as poslage, prinling, computer processing,
ele.)

15. Cancer Charity Files Bankruptcy Petition, CHI. TRIB., July 10, 1990, at 3M.
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administralive and prometional expenses with little or no direct charitable

accomplishments cannot reasonably argue that its charitable program is

commensurate with its financial resources and capabilities."
Second, UCC was operated for the privare interest of Watson & Hughey rather than the public
interest, as required by regulations under section 501{e)}3),"" Thitd, UCC was operaled for
the subslantial nonexempl purpose of operating "commercial lype" sweepstakes games Lhrough
Watsan & Hughey.'®

To the extent thal the TAM engages in discussion of the legal authority for the IRS
position and analysis of how that authority applies to UCC, the focus is largely on explaming
and applying the "commensurate lest."” And il was the Service's asserlion of the
"commensurate tesl” that drew the most reaction and enticism from the nonprofil communily
and these whe pay attenlion to it.*® Ii isn’t hard to understand why, The test has somne
intuitive appeal -- do something worthy with the money you collect, or lose your charitable
exemplion -- but it alse has some disturbing implications, The main ¢riticism was that the
test came out of nowhere -- i cerlainly was nor one of those rules, or rules of thumb, that are

routinely used to make exemplion determinarions, and it certainly had nol been used before to

}6. 4 EXEMPT ORGANIZATION TaX REV. 726, 734 (1991).

17, id

18. Id.

19. Bructe R. HOPKINS, THE Law OF FUND-RAISING 147 (1992 Supp.).

20. Benson Dn. Tesdahl, mproved Fund-Raising Through Commercial Coventures, 7
EXEMPT ORGANIZATION TAX REV, 619 (1993),
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evaluate an organization’s fundraising efficiency ?' Critics charged ihat the notion that "an
organizalion musl carry on a charitable program commensurate in scope with its financial
resources” 15 unsupported by stalule, regulations, or precedent in [RS enforcement of
exemption laws.” Additionally, concerns were expressed abow the open-endedness of he
lest. Just how efficient was Lhe IRS going to decide an organization had (o be in order to
justify exemption (or continued cxemption)? Which of the costs that lie beiween pross
revenue in and net "charity acccomplished” would be among the “facts and circumsiances™
that the IRS would 1ake into account to delermine whether the failure 10 make real and
substantial expenditures for charitable purposes 1s due to a reasonable cause, as opposed fo
being the very justification for revecalion? Clearly, in the UCC case the problem was the
cost of [undraising, but the ruling did refer hypothetically 1o "administrative and promolional
expenses” as Lhe antithesis of "direct charitable accomplishments,"™

In large measure, the critics of the commensurale lest were right aboul the illegitimacy

of the IRS statement and application of this supposed "rule." The 1964% and 1967

21. WILLIAM J. LEHRFELD, CHALLENGING DEVIANT FUND RAISING: COMMENTARY ON
THE COMMENSURATE EXPENDITURE TEST FOR RETAINING S01(C)(3) STaTUs (19xx).

22. Bruce Hoplins, Not Happy with Fund-raising Developments, 1 EXEMPT
ORGANIZATIONS Tax Rev. 132-3 (1991}

23. Thomas A. Troyer, Quantity of Unrelated Business Consistent with Charitable
Exemption —- Some Clarification, 56 Tax NoTes 1075 (1992); Bruce R. HOPKING, THE LAWw
OF FUND-RAISING, 44] (1991),

24. IRS5 Technical Advice Memorandwm, reprinfed in 4 EXEMPT ORGANIZATIONS TAX
REV. 726, 734 (1991),

25. Rev. Rul. 64-182, 1964-1 C.B. 186.

26. Rev. Rul. 67-5, 1967-1 CB. 123.



revemie rlings that the IRS ciled in support of the "commensurate lest," when read for their
substance rather than used as a mother lode of catchy phrases, really don’t yield the rule that
the Service claimed.

Looking at the documents cited by the IRS as the source of the commensuvrate lesl,
and at the several documents purporting to apply ihe test over the years, one finds precious
little support for the idea that the phrase and the concept it was meant 1o describe were
intended to establish a threshold Tor 501(c)}3) qualification, as the IRS seems to assert in the
United Cancer Council TAM. The test was originally devised in an atlempt Lo reconcile
apparently irreconcilable contradictions among provisions of the Code and Regulations
{contradictions which resulted from faulty drafling). In fact, in a 1971 General Counsel
tMemorandum, the Service itself acknowledged this, and =eid that the commensurale in scope
approach ought to be used "as the interim position of the Service pending a needed
clarification of the regulations."” In the same GCM, the IRS explained the test rather
elegantly:

[T]he idea of an organizalion carrying on a charilable program ‘reasonably

commensurale with [s resources’. . . was simply meant (o convey the point

that. . . if an organization is carrying on a real and substaniial charitable

program reasonably commensurate with its resources, that is just about the most

conclusive evidence one could have as to charitable purpose of an otganization

in the administration of its propecties.™

In other words, the commensurale tesl, in ils origins, had 10 do wath reassurance that an

organization’s apparently commercial aciivities, even if elahorale and exlensive, are, in facl,

27. Gen. Couns. Mem. 34,682 (Nov. 17, 1971).
28, M



being pursued for charilable, nol commercial, purposes. "Commensurale in scope” was
desipned 1o be a safe harbor, nel a threshold Lest.

UCC filed a petition in the Tax Court to overlurn the revocation.” The case came 1o
trial in August, 1992, bul progress was slow. A fair amounl of procedural mapsuvering and
the testimony of the fiest few wiinesses used up the scheduled courtroom lime. The trial was
completed 10 March and April, 1993, and the case now awaits briefing and decision.

THE IRS TRIAL POSITION - ROUND 2

Perhaps the Service was dissuaded by the criticisms of the TAM, or perhaps il just
thought beller of it independenily; in any case, between 1ssuing the TAM and showing up for
the trial, the IRS dropped what had appeared lo be the jewel mn the crown of 15 revocalion
ruling - the "commensurate m scope” argument. Thal was the line of argument that was
mosl suggestive of conditioning exemption on [undraising percentage, although the IRS iook

¥ The Service

pains lo deseribe whar it was doing in terms that might avoid that conclusion.
contimies to pursue the other two grounds for revocation, somewhal recast. In essence, the
IRS has moved the UCC case out of the "regulalion of fundraising” arena and into the
“exploitation of exempt status for private benefit" arena.

In its case as presented in its Trial Memorandum,” the Service continues to rely on

the remaining grounds for revocation, bul presents them somewhat differently. The new

29, United Cancer Council Trial Memorandum, reprinted in 92 Tax Notes Topay 170-
74 {Aug. 20, 1992).

30. Technical Advice Memorandum, reprinfed in 4 EXEMPT ORGANIZATION TaX REv.
126, 733-34 (1991). Of course, UCC ook equal pains to assert thal that’s exactly whal the
commensurare iest boils down to,

31. IRS Trial Memorandum, reprinted in 92 TAX NOTES ToDaY 170-75 {Aug. 20, 1992).
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approach eliminales the objections lodged aboul the commensurate iest and leaves two well-
known greunds for revocation thal are undeniably based in statute and regulations: privale,
rather than public, benefil and substaniial non-exempl purpose. Basically, the Service’s
argumeni 15 that UCC was nol "operaled exclusively” for exempt purposes, as reguired by
IRC § 501{c)3), because:

{1) more than an insubstantial part of its aclivilies was not in furtheranee of an

exempt purpose;”

(2) UCC's earnings inured to the benefit of Walson & Hughey, a "private sharcholder

or individual" within the definition of Treas Reg. § 1.501(a)-1(c});** and

{3) UCC served the privale interesls of Watson & Hughey.”

The approach reflecled in the IRS Trial Memorandum is w group these objections
functionally and argue:

(1) UCC was operated for commercial purposes, namely, Watson & Hughey's. In the

32, Treas. Reg. & 1.501{c)}3)-1(c){1) specifies that "[a]n organization will not be . . .
regarded [as operated exclusively for one or more excmpt purposes) if more than an
insubsiantial part of its activities is not in furtherance of an exempl pupose.”

33. Treas. Regs, §§ 1.5C1(c)(3)-1{c)}2}) and 1.501(a)-1{c), taken together, provide that an
organizalion is nel operated exclusively for exempt purposes 1 1ls net earmngs inure to the
benefil of private shareholders or individuals, who are defined as persons having "a personal
and private interest in the activities of the organization.” The prohibition againsi private
inurement is explicit n the statutory language of IRC § 501{c)(3) as well as appearing in the
regulalions as an element of the "operated exclusively" requirement.

34, Treas Reg. § 1.501{c)(3)-1(d)ii) specifies: "An crganizalion is not organized or
operated exclusively for one or more exempl purposes unless il serves a public rather than a
privale mtcresl. Thus, to meel the requirement of this subdivision, it is necessary for an
organizalion to eslablish that it is nol organized or operated for the benelit of privale inlerests
such as designated individuals, the creator or his family, shareholders of the organization, or
persons confrolled, directly or indirectly, by such privale interests."

10



Memorandum, the Service asserts that "if UCC's assets and operalions were direcled
towards commercial ends (even il they were not its own commercial ends) UCC s
exempl status should be revoked because UCC was operated for commercial
purposes,"*
{(2) UCC served the private interests of Walson & Hughey. Acecording to the IRS, this
factor has elements of both privale {as opposed to public) benefit and private
inurement, The apparent lie-in to the privale inurement argument is the Service’s
contenton that "[flundraising and development of mailing lists were activites of UCC
in which W & H had a 'personal and privale inlerest.” Not only did W & H have
financial inierests in the activilies, W & H had significant control over the conduct af
these aclivities "™

It is heartening 10 see thar the IRS has apparently shifted its strategy away from a
focus on fundraising percentage to a focus on wheiher exempi status is being exploited for
private gain. The new direclion is rooled in the stalule and regulations and is consistent with
a general theme [ound throughout exemption law. Thus, the revised approach is more
comfortable than the commensurate test -- at leasl al first glance.

Upon further examination, though, it appears Lthat the IRS arguments, as laid out in the
Trial Memorandum, distort the conteni of this familiar theme; the pathway the IRS conslrucls

lo get to its result is seriously flawed. There may be no legitimate path thai leads to the

result the IRS seeks in this case. If so, the wesult the IRS seeks should be avoided, despite the

35. IRS Trial Memorandum, reprinted in 92 Tax NoTes Tobay 170-5 (Aug 20, 1992).
36. I
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intuilive appeal of declaring the aeclions of UCC and Watson & Hughey oul of bounds. On
ithe other hand, the Service’s position on UCC’s disqualification for exemplion may be
ultimately correct. If this is so, however, there must exist a better path by which to reach it
It is worth the effort w0 find that better path, because the Service's route may take us not only
to a UCC revocalion, bul on past il lo places we do nol mean 1o go, and because the shape of
the path is likely, in the long run, to be more significant than the ouicome in this particular

Case.

THE IRS TRIAL MEMORANDUM ARGUMENTS

[n selling out its arpument that UCC operated for commercial purposes, the IRS pulls
analytical factors from a number of cases which have denied exemplion on the same ground.
The important variables identified are whether the organization competes with other
businesses,”” whether the challenged activilies are extensive,”® whether the organization
supports another commercial enlerprise,” and whether (he organization has the substantial
non-exempl purpose of operaling an unrelated trade or business,” The Service then states
that "most, if not all, of [the relevani] elements are present” in the UCC case.!!

Granted, the TRS has ably listed the sorl of variables thal are relevant 10 a

7. This Factor is drawn frem B.5.'W. Group, Inc. v. Commissioner, 70 T.C. 352 {1978).
38. The Memorandum cites Pulpit Resource v. Commissioner, 70 T.C, 594 (1978},
39. This element is drawn from esi of Hawan v, Commissioner, 71 T.C, 1067 (1979).

40. This factor comes fram Make A Joyful Nmse, Inc, v, Commissioner, 56 T.C.M. 1003
(1989).

41. IRS Trial Memorandum, supra nole .
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determinalion whether an crganization’s activities are in purst of a commercial, rather than
an exempl, purpose. The ceniral problem with the case the Service puls forth here, however,
is that three of the four cases concern guestions about the motivation behind the commercial-
looking activities of the exempt organization itself. This 13, of course, the standard posture of
commercizlily inquiries. "It must be kept in mind that the law and the regulations refer to the
taxpayer ilsell. The law and the regulations do not refer to & disassocialed corporation."®
The one case cited that refers to the relationship beiween the would-be exempt
organizalion and another is est of Hawaii The IRS represents esi of Hawaii as "mvolving
unrelated eniities,” In facl, the Service uses this characterization in an attempt o undermine
UCC s contention that, because UCC and Watson & Hughey are unrelated, Church By
Mail ¥ cited by the IRS in support of other arguments, is inapplicable 10 the UCC situation.
However, the IRS quotes language from the Church By Muait court’s charactenizatian
of est thal seems to undermine its own argument:
We rejecied the pelitioner’s claim that, since il was not formed by the same
individuals who formed International (i.e., since il had "no connection’ with any for-
profit corporation) and since its transactions with Internalional were ‘reasonable’ and
at '[air market valuve,” il had no commercial purpose of its own. Inslead, we agreed
with respondent that the petilioner was part ol a [ranchise sysiem which was operated
for private benefil and that the petitioner’s affiliation with this system tainted it with

substantial commercial purpose.*

Indeed, both the Tax Couri and the 9th Circuit in Church By Mail note the real and tainting

42. Science and Research I'ound., [ne. v. United States, 181 F. Supp. 526, 529 {1960).
41, esl of Hawali v. Commissioner, 71 T.C. 1967 (1979).

44. Church By Mail, Inc, v, Commissioner, T.C.M. 1984-349, aff'd, 765 F.2d 1387
(1985).

45, IRS Trial Memorandum, guofing 48 T.C.M. at 479.
13



connection between the for-profit and nonprofit organizations involved in that case, and cite
ast as most closely analogous 10 the situation before the court in Charch By Malf, where "the
extenl of the inlepration belween petitioner’s activilies, and those of its related entities, the
conltrol of those enlities by [the controllers of Church By Mail]" left the courl unconvinced
that a principal purpose of ihe Church’s operations was not to generate income for the private
benefit of the controllers.*

The IRS also quoles languape from Church By Mail to make the point Lhat it makes no
dilference which of lhe exempt and nen-exempt organizations is the "tool" and which is the
user.”” However, the sentences from Church By Mail that immediately follow the quoled
lanpuage make it clear that the court there based ils decision on the facl thal the interrelated
organizations there, exempt and non-exempt alike, "were all used as iools lo enrich [their
commeon controllers],"*®

ln the private inurement-privaie benelit portion of its argumeni, the IRS does not
propose a clear reason why private inuremnent analysis is appropniate at all in this case, given
the Service’s early concession thai the LJCC-Waison & Hughey deal was af atm’s length, The
cases cited in this section of the memorandum vniformly derive from sitvations where

individuals who controtled their orgamizations manipulated and siphoned wealth from the

46, 48 T.C.M. ar .

47. "Petitioner here coniends that est of Hawai is distinguishable, because the petitioner
therein was the “tool’ of a for-profit corporation, while here, according (o pelitioner,
advertising was used as a tool for petilioner’s activities. We refuse to decide this casc upon
the basis that it makes a difference through which end of the lelescope one looks." Id. al
guoted in IRS Tral Memorandum,

48. Id. at
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organizational till inw their own pockets.

The TRS Trial Memorandum dees nol deal with any nen-privale inurement private
benefil cases, except by ciling two "joint veniure theory” cases (bolh of which were clear
inzider cases) in conneclion with ils contention that the UCC-Walson & Huphey deal was a
joint venture, and by referring o some of them o the discussion of commercial purpose. The
Memorandum gives no consideralion io the privale benefit cases that are most snalogous Lo
the UCC situation, thal is, cases in which an exemprt organizaiion compensales an unrelated,
taxable person or entity for goods or services.® To analyze whether private inurement or
privale benefit is implicated in UCC requires a careful atlempr to sort through exisling private
benefit and private inurement pronouncements™ in order io identify and extract principles

relevant ta the case at hand.

Sorling Oul Private Inurement

The prescription against private inurement is both a statutory command’ and part of

the regulatory explication of the operational tesl.” The IRS has cheracterized inurement as

49. For a discussion of these cases and their implications for the UCC case, see infra
notes and accompanying texl.

30. There are limits to how thoroughly the cases and rulings can be sorled, however,
because s 15 a particularly tangled area of tax exemption law. See New York Slale Bar
Ass’n Tax Section, Report on Exempi Organizarion Inurement lssues in the Context of G.CM.
39862, reprinted in & EXEMPT ORGANIZATION TaX REvV. 1397, 1387 {1992).

51, IRC § 501{c)(3).
52. "An organization 18 nol operaled exclusively for one or more exempl purposes if ils
nel earnings inure in whole or in part to the benefil of private shareholders or individuals,”

Treas. Reg. § 1.501(cH3)-1{c)2).
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“likely to arise where Lhe financial benefit represenis a transfer of the organizarion’s financial
resources to an individual solely by virwe of the individual’s relationship with the
organization, and without regard to accomplishing exempt purposes.™ This feature of

section 501(c)3) is a parallel to the nondisiribution constraint that is at the center of state
nonprofil corporation law; "[1)he obvious purpose of this provision is lo deny exemption to an
organizalion that pays a dividend, either directly or indirectly, 1o its members."™ Violations
fake lwo basic forms, The first arises when those who control the orgamization bleed off iis
assels in any of a number of ways, such as paying themselves unrezasonable salaries, as
measured against markel rales for the services rendered,™ overpaying themselves for assets
sold 1o the conlrolled organization™ or underpaying the organization for assets purchased by

the insiders,” receiving interesl-free loans from the organizaiion,™ or paying personal

33. Gen. Couns. Mem. 38,459 (Jul. 31, 1980).

54. Passaic Umited Hebrew Bural Ass'n v. Uniled States, 216 F. Supp. 500, 506 (D.N.J.
1963).

35, The "inference [is] that the purported salary payments were not inlended merely to
compensate him for services rendered, but were really authorized to assure him substantial
distributions of appellant’s annual net earnings in the form of salary. We think it doubtful
whether comparable services would have cost as much had they been acquired in an arm’s
length transaction {rom an cutside source.” Mabee Petrolenm Corp. v. United States, 203
F.2d 872, 875 (51h Cit. 1953). See also, Founding Church of Scientolopy v. United States,
412 F.2d 1197 {Cl. Ct. 1969).

56. E.g., Hancock Academy of Savannah, Inc. v. Commissioner, 69 T.C. 488 (1977},
57. E.g., Priv. Lir. Rul. 91-300-02 (Mar. 19, 1991).

58. E.g., Orange County Agricultural Saciety, Inc. v. Commissioner, 893 F.2d 647 (2d
Cir. 1990).
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expenses oul of the organizalion’s funds.” This is not to say that a charitable organization
may not compensate insiders for services performed,” pay personal expenses on their behalf
that can legitimately be characlerized as ordinary and necessary expenses of conducling the
organizalion's regular activities,*' or pay back money legilimalely owed to an insider.”
However, when an exemipl (or would-be exempt)} charitable organization makes such
payments to controlling insiders, the burden is on the organization to establish that

compensalion is reasonable,” or thal expenses assumed by the organization are legitimate

539. E.g., John Marshall Law School v. United Stales, 81-2 USTC 9514,  (Ct. CL.
1981). {organizer and family members paid for home improvemenis, television, washing
machine, scholarships o family members, travel; "Theo Fenster was [ree o make personal use
of such corporate funds for himself and his family when, if, and as he cheose t0"); General
Couns. Mem. 37,065 (Mar. 25, 1977) {church officers used corporate funds to pay for yacht,
penthouse, servants};, Priv. Lir. Rul. 92-090-08 (Nov. 27, 1991) (foundation set up to benefit
disabled family member withoul jeopardizing Medicald eligibility); Rueckwald Foundation,
Inc. v. Commissioner 33 T.C.M. (CCH) 1383 (1974). (founder/controller used foundalion
finds to pay for elderly molher’s care and son’s education); Bubbling Well Church ol
Universal Love, Inc. v. Commissioner, 670 [7.2d 104 {$th Cir. 1981).

60. See, e.g, Mabee Petroleum Corp. v. United States, 203 F. 2d 872 (5th Cir. 1953);
en. Couns. Mem. 35,945 (Aug. 13, 1974); A A, Allen Revivals, Inc. v. Commissioner, 22
T.C.M. (CCH) 1435 (1963}

0l. Seg e.g, St. Germam Foundation v. Commissioner, 26 T.C. 648 (1956). Universal
Church of Scientific Truth v. United Slales, 74-1 U8, Tax Cas, (CCH) P9360 (D. Ala. 1977).

62. Commissioner v. Kensico Cemaetary, 96 F 2d 594 {(2nd. Cir. 1938).

63. See, e.g, Founding Church of Scientology v. Uniled States, 412 F.2d 1197 (Ct Cl.
1969) (laxpayer failed to establish that payments lo founder and his family were reasonable n
light of services rendered, given evidence that founder was drawing compensation from
several other sources and thal family members had pravided no services al all); Bill Wildt's
Motorsport Advancement Crosade v, Commissioner, 56 T.C.M. (CCH) 1401 (1989)(peiitioner
failed to carry ihe burden of showing that the amount he planned to draw from erganization
he esiablished would be commensurate with value of services performed as Iruslee and as
performer in purportedly educational molorcycle show "with showgirls dramatically costumed
lo maich the project™),
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organizational expenditures.” Considering private inurement in Private Letter Ruling
9130002, the Service noted the duty of loyally dimension of this aspect of inurement
doctring; "Corporate directors are quasi-fiduciaries, . . they have an affitmative dutly to put
the interests of the orgamzation above and before their own personal nterests. Where ihere is
even the slighiest conflict as to which course of action 1o choose, Directors are legally
obligated 1o pul the orgatizahon’s mrerests beltore their own.”

Privale inurement violalions also arise where there is no breach of duty of loyalty
principles bul, rather, where an individual stands in the position of actual or de facto
shareholder. For example, in Birmingham Business College,”™ the court found disqualifying
private inurement where the founder/femployees of the college issued and owned slock in the
corporation and "the delails demonstrated a relationship similar (o that exisling between a
commercial profit corporalion and ils shareholders" in spile of the {act that there was no

suggestion of "immeoral or illegal conduc,” bul rather "a mulual sharing and sacrifice (o keep

64. See, e.g, Cleveland Chiropractic College v, Cammissioner, 312 F.2d 203, 206 (8ih
Cir. 1963) ("Boolkeeping was sloppy; Dr. Cleveland had a drawing account, into which wenl
some of the expenditures for the College as well as some personal expenditures,”), Kenner v,
Commssioner, 33 T.C.M. (CCH) 1239 {1974) ({intertwining of finances of hospital and
founding doctor); Freedom Church of Revelalion v. United States, 588 F. Supp. 693 (D.D.C.
1984} {(no financial records produced to show that controfling individuals weren't using funds
for personal benefit). Compare, however, Universal Church of Sciennfic Truth v. United
States, 74-1 U.8. Tax Cas. (CCH) P9360, (D. Ala. 1973), where [act that founder of
church testified, "I was practically the church. . .. Going to pet proceries was the church’s
business” did not preveni the Tax Court from upholding the exemption.

65 Priv. Lur. Rul. 91-300-02 (Mar. 19, 1991).
66. Birmingham Business College, In¢, v. Commissioner, 276 F.2d 476 (5th Cir. 19600,
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the institution alive."”
Sorting_Oul Private Benefit

Private inurement is both a separate category of sin and a subset of the requirement
that an organization be operated for public rather than private benefit® The private benefil
universe, however, is decidedly more extensive than privale inurement. Despite some
suggestion thal privale benefil, though [urther-reaching than privale inurement, is concerned
only with benefit Lo an organization’s "insiders,"™ private benefit is generally accepted to
encompass situations involving cthers than an organization’s controllers. Most privale benefit
cases can be grouped inte two calegeries; a few cccupy a much less frequently encountered
third.

Carepory 1 Privale Benefit

The fist category lakes in cases thal are close cousins o situations that raise private
inuremeni concerns. They are nol privale inurement cases, because they involve no actual or

de facto slock ownership ar paymeni or hidden "dividends" to insiders through siphoning off

67, Id. al 479, See also Kemper Military School v. Crutchley, 274 F, 125 (D. Mo. 1921
{school was owned by sharcholders, who were paid a six percent annual dividend); Gen.
Couns. Mem. 38,425 (June 30, 1980) (shareholder in nonprofil cemetary held prohibited
equity interest); Lorain Ave. Clinic v, Commissioner, 31 T.C. 141 {1958) (structure of
payments to participanis was equivalent to distribution of organization’s annual income).

68. American Campaipn Academy v. Commissioner, 92 T.C. 1053 (1989). The
requirement thal an organization serve a public rather than a privaie inlerest, to the extent that
it i$ broader than the private inurement prascription, is not explicil in the statute, but is found
in Treas. Reg. § 1.501(c)3)-1(d)(ii), which amplifies the § 501{c){3) requirement 1hat to be
exempt, an organizalion must be organized and operated exclusively for exempt purposes.

69. Treas. Reg. § 1.501(c)(3)-1(d}(ii); Goldsboro Art League, In¢c, v. Commissioner, 75
T.C. 337 (1980).
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the organization's assets.™® They are closely related, however, becanse they involve the
organization's mosl central “insiders,” thal is, founders and controllers of the organization.”
When "the inlerests of charity are sacrificed to the private interests of the founder or of those
in conlrol, exemption is precluded because the organization is being made to serve privale
interests.""

One classic variety of this general category of private benzfil invelves ailtempis o
create an exempt shell from within which to carry on as usual. This subcatepory is largely

populaled by "churches" thal receive donations of all their founders’ worldly goods, in turn

providing for all their founders® worldly wants and needs,™ and by private medical praclices

70. Some private benefit cases of this variely involve separale, but obviously relaled,
allegations of private inurement as well. See, e.g, Tony and Susan Alamo Found. v,
Commissioner, 63 T.C.M. (CCH) 2422, Both private inurement and private benefit were
found in this case of a religrous orgamzation which owned multifaceled business enferprises,
including farms, a construclion company, an aulo repair shop, a record company, a procery
store, & [reight company, "the glitter store of the world," and a restaurant in Nashville "where
the stars dine,” all staffed with volunteer labor of the organization’s adherents and the
proceeds of which kept the lounder-conirollers in "expensive elevator boots,” $1,000 sujls, and
a $3 million house with a retractable solarium roof. "In the final analysis," found the Tax
Court, "Tony and Susan were petilioner, hopelessly intertwined, with no separale identity,
orchestraling a huge business organization (to be played by others) for their personal benefit."

71. In [acl, some cases reflect (he use of one label on the alleged basis for
disqualification, but casl the analysis in the framework of the other. See, e.g., Soncra
Community Hospilal v. Uniied States, 46 T.C. 519 (1966} aff d 397 F.2d 8§14 (9th Cir. 1968)
(citing to private inurement language of statute, bul framing discussion in privale benefit
lerms); BHW Anesthesia Foundaton, Inc. v. Commissioner, 72 T.C. 681 (1979} {alleging
private inlerest, bul basing analysis on privaie inuremenl cases),

72. Exempt Organizations Handbook (31 LR.M. 7751) Part VII 382.2(1).

73. Athenagoras I Christian Union of the World, Inc. v. Commissioner, 55 T.C.M.
(CCH) 781 (1988), National Ass"n of Am. Churches v. Commissioner, 82 T.C. 18 {1984);

Ronald I. Pelerson v. Commissioner, 53 T.C.M, (CCH) 235 (1987); Rev. Rul, 81-94, 1981-
C.B. 134
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altempting to metamorphose into charitable clinics.™ A second subcategory of this sort of
privale benefit cases coniains the stories of controllers of exempl organizations who use the
organizalions as vehicles to enhance the fortunes of some other, non-exempt enterprise from
which ihey stand 1o benefit, An grgamization eslablished to desipn and market (ravel packages
with a continuing medical education component, lor example, was found lo serve the privale
benefit of its founder, who owned and operated the lravel agency with which the orpanization
did all its business.” In a similar set-up the Tax Court found privale benefit in an
organization [ounded to assist individuals (who happened to be the clients of the
organization’s allorney-founder) i donate art (which happened to have been purchased from
the founder’s gallery).” Exemption has been denied on the basis of private benefit when the
organization’s purpose is seen fo be supplying resources, even al markel rates, lo jts

controller’s business venlures,” and when an organizalion is merely an instrument of

74. Lorain Ave. Clinic v. Commissioner, 31 T.C. 141 (1958); Rev. Rul. 6%-266, 1969-1
C.I3. 151; Rev. Rul. 56-183, 1956-1 C.B. 202; Rev. Rul, 55-229, 1955-1 C.B. 75,

75. International Postgraduate Medical Found, v. Comoussioner, 56 T.C.M, 1140 (1989}
76. Ackerman Found. v. Commissioner, 52 T.CM, (CCH) 152 (1986).

77. E.g., Columbia Park and Recreaiion Ass'n v. Commissioner, 88 T.C. 1, __ (1987)
{organization "is an integral part of the Development and was crealed to serve Columbia, its
residents and property owners” by supplying recreational facililies and community amenities);
Paul G. Borman v. Cemmissioner, 26 T.C. 660, 665 (19568) ("principal activily of Foundation
during the taxable years was the holding, maintaining, managing, and renting of the building,
parking lots, and equipment needed by the physicians composing Clinic which controlled
Foundation™); Rev. Rul. 72-147, 1972-1 C.B. 147 (organization formed to provide dwelling
for low-income families is serving private benefit of its creator when all vnits are occupied by
employees of founder’s farm); Ohio Teamslers Edue. & Safely Fund v, Commissioner, 77
T.C. 189 (1981) aff'd 692 F.2d 432 (6ih Cir. 1982) {educational crganization formed as a
resull of collective bargaining is providing additional compensation for employment services
rendered to organization's conlributors). Compare Rev. Rul. 70-533, 1970-2 CB. 112
{company-sponsored day care center cxempt, because 18 open o the communily and enrolls
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A recent inslance of the latter

investment manipulation or tax avoidance for its founder.
variely of private benefit is described in Church of Spiritual Technology, where the Clajms
Court found that "[I]be complexity of Scientolopy’s financial procedures, ils dizzying array of
reticules, and the potential for virtnally constant transfers of funds, inevitably rase questions
aboul the propriety of a tax exemption for C5T, due Lo ils links lo thal sysiem."” The court
concluded that "CS5'T was brought about primarily to scrve the non-exempt ends of other [non-
exempt] Scieniology erganizations"® and "o serve L. Ron Hubbard as z personal estate

planning device."® A final variant of this lype of private benelit occurs where an

organizalion’s activilies are designed to abracl customers o its founders’ business

children on the basis of objeclive criteria).

78. E.p., Leon A. Beeghly Fund v, Commissioner, 35 T.C. 490 (1980) (trust was set up
as vehicle for convoluled stock sale by founder where timing issues and other factors peculiar
to this siluation created the need for a siraw man to hold shares of founder’s company 5o thal
shareholders’ sale ol the slock would be laxabie at capital gains rates); Stevens Bros Found. v.
Commissioner, 39 T.C. 93 (1962} {organzation’s operations consisied primarily of (rading n
securities with funds borrowed from organization’s founders and lending proceeds (o founders
in their business ventures); Rev. Rul. 67-3, 1967-1 C.B. 123 (foundation controlled by
creator’s Tamily operated to enable the creaior and his family to engage in financial activilies
beneficial to them and detrimental to foundation). See also, Ohio Funace Ca. v.
Commissioner, 25 T.C. 179, 193 {1955} (J. Pierce, dissenting){charllable corporations were
operaied "for the purpose of permilling [three of organization's directors] o obtain the benefil
of distributions ol corporate profiis before distribulion and wilh the distributions being taxed
only af capital gain rates'); Teich v. Commissioner, 48 T.C. 963 (1967), aff"d 407 F.2d B15
(7ih Cir. 1969) (disagreeing with IRS contention that foundation’s secunties iransactions
resulted 1n the use of the foundation for the substantial purpose of benefiting founder’s family
and noting Lhat al the end of Lhe trangachons, foundation was $1.2 million richer and family
$£1.2 million poorer).

79. Church of Spiritual Technology v. United States, 1992 CL.Ct. 282, [* 72] (1992).
80. id. al [*68],

81. Id. al [*65]. This opinion is a ¢lear candidale for the Rhetoric Run Amok Award,
offering (strained) references 10 Heisenberg, Sartre, and Goethe, all within a few pages.
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eslablishment™ or, in one recenl case, to repel the wrong customers in the hope that the right
customers would then be more likely to visi
Catepory 2 Private Benefit
The second peneral calepory of privale benefit is derived {rom ithe common law
concepl thal being chantable is based on providing a benefit to a charitable class, ihat is,
either a disiressed and disadvanlaged group or a broad, indefinite public.”® If an

organization does nol serve an inherenlly charitable class,” il musl serve a broad public.®

82, P.L.L. Scholarship Fund v. Commissioner, 82 T.C. 194, 196 (1984} {("more than an
insubstantial purpose of the pelitioner’s aclivilies was to altract persons, by the way of the
binge games, onlo the premises of the Pastime Lounge, expecting that they would purchase
food and beverages while participating in the games.")

83. Westward Ho v. Commissioner, 63 T.C.M. (CCH) 2617, __ (1992). The crealors of
the would-be exempt organization described its purpese as "provid[ing] travel grapis or loans
0 certain indigent and aniisocial persons who may have a strong desire or need to leave the
Burlington, Vermont area, but who lack the means to pay for lransportation to their
destination of choice." The planned activily of the organization was 1o provide lickers oul of
town for homeless persons who were disrupting the ambicnce of the founders' restaurants. In
reply to the Service's allegations of disqualifying privare benefli, the orgamzers argued that
any private benefit they mighi derive from the works of the organization were "outweighed by
the public opprobrium to which they have been subjected hecause of the creation of
petitioners.” fd, al _ . The Tax Court didn*t buy it.

84, "[T]his proposition is simply an expression of a basic principle underlying the
enforcement of chavirable wosts and their exemption from federal tax under § 501{c)(3} -- that
their property is devoled to purposes which are considered beneficial i¢ the communily in
general, rather than padicular individuals, See, e.g., I'V Scolt on Trusts § 348 (3rd ed.
1967)." Gen. Couns. Mem. 38,686 (Apr. 13, 1981}

85. Inherently charitable classes include, among others, the indigent, see, ¢. g, Gen.
Counsz. Mem. 37,628 (July 31, 1978); low income elderly, yee, e.g., Gen. Couns. Mem.
35,775 {Apr. 11, 1974); and "disadvantaged arbisans,” see, e g., Aid to Arhsans, Inc, v,
Commissioner, 71 T.C. 202 (1978).

86, See, e.g., Gen. Couns. Mem. 37,527 (May 5, 1978} (rural health care organization
that serves all people regardless of abilily to pay serves broad public); Gen. Couns. Mem.
35,210 (Jan. 26, 1973} (organization that welcomes back war veterans serves general public
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The class served need not include every member of the community,” bul in order to confer

adequate communily benelit, an organization’s good deads must be available to a cross-section

af the population™ rather than a delimited subsel,® 1n any case, the class served must

benelit, because class of veterans is large enoughl; Gen. Couns. Mem. 39,327 (Jan. 18, 1983)
{general membership tier in organization serves public benefit, because open o general
communily, but higher healih ¢lub iier membership, limited because of cosl, generates
unrelated business income).

&87. See Gen. Couns. Mem. 33,752 (Feh. 12, 1968).

88. See, ez, Sound Health Ass'n v. Commissioner, 71 T.C. 158, 185 (1978); Gen.
Couns. Mem. 38,219 (Feh. 3, 1982).

8S. See, e.g., Baltimere Regional Joint Board Heulth and Welfare Fund v. Cammissioner,
69 T.C. 554 (1978) {organizalicn whose primary purpose was to benelit the members of a
particular umon by providing day care and other services, such as physical exams and
immunization to ils union membership); United States v. La Societe Francaise de Bien, 152
F.2d 243 (91th Civ. 1945) (operated for the benelit of members and llmired fo people less than
50 years old, of French birith, or descendents of French or French-speakers, and many of
whom were well-lo-do); Gen. Couns. Mem. 39,830 (Aung, 24, 1990) (dectors benefiied by
HMQ are pol a random section of community). The Tax Court and the IRS have disagreed
about whether HMO membership constinites a eross-seclion or a delimited subset of the
community, with the court generally taking the position that the class is broad enough 1o
justify exempiion, see Sound Heallh Ass'n v. Commissioner, 71 T.C. 158 (1978); Gelsinger
Health Plan v. Commissioner, 62 T.C.M, (CCH) 1656 (1991), rev'd 985 F.2d 1210 (3rd Cir.
1993} (upon remand the Tax Court also found apgainst Geisinger in clanfying Iis earlier ruling,
100 T.C. No. 26 [1993]); and the IRS arguing that a plan’s membership zlone is not a broad
enough base of the community to gualify, see Sound Health Ass’n v, Commissioner, 71 T.C.
158, 167 (1978) ("The operation of the prepaid plan is supported by the premium paid by
subscribers. . . . Further, the services are for subscribers only, Thus the broad benefil
necessary io characterize lhe activily as charitable is absent."), Gen. Couns. Mem. 37,043
(Mar. 14, 1977); Geisinger Health Plan v. Commissioner, 985 F.2d 1210, 1219 {1993}, rev'g
62 T.C.M. {CCH) 1656 (1991), aff'd 100 T.C. No. 26 {1993) {The Third Circuil recently
backed Lhe IRS position, holding that HMO subscribers are a definite group -- unless there i3
communily benefit beyond subscribers, there 15 no basis for rax exemption. "The mere fact
that a person need not pay to belong does not necessarily mean thal GHP, which provides

services only to those who do belong, serves a public purpose which primarily benefits the
communily.")
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include an indefinlle number of possible beneficiaries.®

Even if an organization’s direct benefils do not fall on an inherently charitable class or
the public at large, the organization may be charirable if the directly benefited class is simply
a vehicle through which the distressed and disadvantaged or the broad public is served, Tor
example, the fact that beginning lawyers subsidized by an organization to set up praclices with
substantial free service lo indigent clienls were not themselves poor did not defeat exemption,
because they "were merely nstruments” by which the organization’s charitable work was
accomplished.' On the other hand, a program to provide loans Lo minorily healih cars
professionals was found not to be charitable, because the mmonly physicians who were aided
were nol necessarily disadvantaged, nor were they expecled o praclice in underserved areas.
Consequently, neither the program’s direct nor secondary bepefits lell upon a charitable

class.™ Sometimes direct benefit io non-charitable individuals can provide a

80. See, e g, Gen, Couns, Mem. 39,876 (July 29, 1992) (trust organized by graduating
class for members who become destitute or disabled cannot be charitable, because group of
beneficiaries is closed and narrow rather than indefinite; Gen. Couns. Mem. 38,818 (Feb. 2,
1992} {even if class of polential beneficiaries is small, so long as mdelinite, can be exempt).

91. Gen. Couns. Mem. 34,992 (Aug, 17, 1972).

92. Gen, Couns. Mem. 39,633 (May 13, 1987). The Service has many limes held that
communily development programs can be charilable, despite the direct benefit they may
provide to individuals who do not belong to a charitable class. "Although some of the
individuals receiving financial assistance in {heir business endeavors under the organization’s
programs may nol themselves qualify for charitable assistance as such, Lhat fact does not
detract [rom the charitable character of the organization’s program. The recipienta of loans
and working capilal in such cases are merely the instruments by which the charitable purposes
are souphl to be accomplished.” Rev. Rul. 74-587, 1974-2 C.B. 162. See also Gen. Couns,
Mem. 39,883 (Oct, 16, 1992); Gen. Couns. Mem. 38,497 (Sepl. 18, 1980); Gen. Couns. Mem.
36,298 (June 3, 1975). Cf Gen, Couns. Mem. 38,826 (Mar. 10, 1982) (organization created
o promole commercial growth in a particular area nol charitable, because area to be served
not poor or distressed).
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secondary benelit (o the public at large that is sufficient to justify exemption. The IRS
recognized the exemption of an crganization foermed to engage in a federally-supported
program to help minority businesses, noting that minority business owners are nol a chariable
class, but reluctantly conceding that the Conpressional determination of impertant public
interest reflected in the program probably sufficed for exemption.® The services an
accounting fitm would provide fo non-exempt clienis could be charilable, the Service ruled, if
limited to analysis and research thal could be published for the benefit of the general
public.™

Cerlain spheres of activily are almost autornatically recognized as providing important
encugh secondary public benefil to justify exemplion, despile the fact that their primary
benefil clearly goes to private individuals. Education is one of these, thus certifying the
operalicn of bar association law libraries with limited (but noi too limiled} use™ and
fralemnity/soronty study rooms for exemplion.™ This rationale, however, did not extend to a
state-relaled irnst designed 1o provide an investment vehicle for parenis thalt would guarantee

future college tuition for their children,” pechaps because the parent's pocketbook is a large

93. Gen. Couns. Mem. 38,841 {Apr. 22, 1981},

4. Gen. Couns. Mem. 37,986 {Tune 19, 1979}, Tt is undoubtedly significant that the
firm's major planned activilies were to provide services o nonprofit and indigent clients and
to analyze the financial aspects of public issues.

95 Rev. Rul. 75-196, 1975-1 C.B. 155,

96. E.g., Gen. Couns. Mem. 39,612 (July 9, 1986); Gen. Couns, Mem. 35,897 (July 15,
1974); Priv. Lir. Rul, 20-140-61 (Jan. 10, 1990},

97. Michigan v, United States, 802 F. Supp. 120,  (W.D. Mich. 1992) ("ihe sole direcl
benefit inures only to individuals who purchase contracts”).
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step further removed than the siudent's head from the recopnized public benefit that inheres in
having an educated citizenry. Religion is another such sphere;”® art, apparently, is not.”
Variable success among genealogy research groups in being recognized fer exempiion
provides a quick map of the public benefit/privale benefil landscape. A membership
arganizalion open to all that provides writien materials on how 1o do genealogical reszarch
provides a public benefit,' as does an organization limited to a particular family, so long
as iy genealogical research is underigken 10 perform the religious ordinances of the family's
church." But a one-{amily genealogy organizalion whose research will either enhance rthe
garnings potential of 2 family asset'™ or just make members of even a very large extended

family happy and proud'™ pravides private, not public, benefit.

98. See, e.g, Rev. Rul. 74-575, 1974-2 CB. 161 {organization furthers religious purposes
by assisting the individual members to observe faithfully the dietary rules of the religion, and
any benefit to those invelved in the cormmercial preparation of foods is merely incidental);
Gen. Couns. Mem. 38,827 (Mar, 23, 1982). Cf In re Huiterische Bruder Gemeinde, 1 B T.A.
1208, (1925} {"The members of the laxpayer have elected, as is their right under the laws
of the Republic, to lead a communistic life. They conslitute, in effect, a single family with
two principal purpeses -- the one to lead the sort of religious life that is pleasing and
acceplable (o them; the other to conduct business operations for the twofold purpose of
supplying their own simple physical needs and enlarging their communal possessions. Like
every other family [it may do this, but must pick up ils share of the revenue burden].™)

09, See Gen. Couns. Mem. 37,628 (July 31, 1978).
100. Rev. Rul. 80-301, 1950-2 CB. 130.
131, Rev. Rul. 71-580, 1971-2 C.B. 235,

132, Manning Ass'n v, Cornmissioner, 93 T.C. 596 (1989} (hisicrical family "manse” is
operaled as a restaurant).

103, Callaway Family Ass'n v. Commissioner, 71 T.C. 340, (1978} ("it is evidenl thal
they joined only because the purposes and activilies of the organization were 'for’ and "about’
Callaways"y; Rev. Rul. 80-302, 1980-2 C.B. 182 (when genealogical research aclivities are
limited o one particular family the activities do not advance education to benefil the public
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This second category of private benefit may involve benefil to those who could be
called insiders, but insider status in this context does not implicate the same kind of control of
the organizalion that is the characteristic feature of category 1 private benefit.'" Rather, it
signals the narrowness of Lhe class 1o be benefited, rogether with the absence of the
characteristics of an inherently charilable class. These are situalions where the crganization is
operated for the mutual benefit of its members. A class of beneficiaries limited to an
organization's members generally is too definite to be charitable.'™ Thus, the Service is
inclined to deny exemption to professional referral services,'™ although the Tax Court
appears to recogmze 3 broad public benelit in such services despite the benefil to

107

members. Membership relirement benefit plans are generally thoughl to provide private,

nol public, benefiL'* Prepaid benefit plans of various sorts routinely fail 1o claim

interest}.
104. See supra notes  and accompanying fext.

105, For a briet discussion of the ongoing dispute about the application of this principle
in the context of HMQ's, see yupra note

106. Rev, Rul 80-287, 1980-2 . B. 185 {lawyer referral service); Rev. Rul. 61-170,
1961-2 C.B. 112 (practical nurscs’ registry); Gen. Couns. Mem. 37,853 (Feb. 9, 1979) (lawvyer
referral service).

107. Kentucky Bar Found. v. Commissioner, 78 T.C. 921 {1982); Fraternal Medical
Specialist Services, Ine. v. Commissioner, 49 T.C.M. (CCH) 289 (1954).

108. See Retired Teachers Legal Delense Fund, Inc. v. Commissioner, 78 C.T. 280
{1982); Rev. Rul. 81-58, 1981-1 C.B. 331 (Police Officers' Associalion relirement fund). Cf.
Rev, Rul, 87-126, 1987-2 C.B. 150, where a firefighters’ retirement fund which was nol a
membership organization as such, but a quasi-public body providing a government-mandaled
benelit, was exempl,
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exemption,'” as do organizalions providing benefits that are seen to be internal 1o their
membership rather than external.’’”

Again, aclivitics that provide a public bepefit in one context may signal private benefit
in another. Cleaning np a smelly waterway was a privale bepefit activity when undertaken by
an organization whose members were mostly waterfronl properly owners and thers was
virtually no public use of the waterway.'"! Bul an crganization financed by contributions
from lakefront properly owners, members of the communily, and municipalilies bordenng the
lake, and [ormed to preserve a lake that was used extensively by the public was found lo
provide benefit principally to the general public.'”

Category 3 Private Benefil

The third zategory of private benefil lakes in siluafions where financial benefil to

ouisiders'” is generaled by an organization’s operations. This may be a situalion where the

109, See, e.g., El Paso DelAquila Elderly v. Commissioner, 64 T.C.M. {CCH) 376
{1992); Gen. Couns. Mem. 35,566 (Nov. 16, 1973) and Gen. Counz. Mem. 37,504 (Apr. 14,
1978) (prepaid legal services plans).

110, See, e.g, Rev. Rul. 69-175, 1969-1 C.B. 149 {cooperative school bus service); Rev.
Rul, 71-395, 1971-2 C.B. 228 (cooperative art gallery); Rev. Rul. 65-1, 1965-1 C.B. 226
("[industry] associalion’s research projects may resull in new products and processes thal
benefil the public, bul such benefil is secondary 1o that derived by the associalion’s
members™).

111. Benedict Ginsberg v. Commissioner, 46 T.C. 47 {1966).

112. Rev. Rul. 70-186, 1970-1 C.B. 129,

113, Although the Tax Court has a propensily for saying that the private benefit issue
concerns only benefils 10 insiders, see, e.g., Sound Health Ass’n v. Commissioner, 71 T.C.
158 (1978) and Goldsboro Art League, Ine, v. Comnussioner, 75 T.C. 337 (1980), the IRS
certainly doesn’t agree, see, e.g., Gen. Couns. Mem. 38 686 (Apr. 13, 1981), and the TRS
view is more widely accepled.
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organization itself is paying outsiders for goods or services. Privale benelit questions of this
variety have been raised, for example, where a scienlific organization paid a for-profit

114

publisher to produce, distribute and sell the crganization’s malerials, ” where a thealer

preanization hired a booking agent,'"

where an arts organization sold artisls’ works on
consignment,’’® and where an organization paid a percentage o consultanis who managed to
altract gifts [rom wealthy donors 1o the organization’s member organizations,'"”
Allernatively, the organizaiion’s activities may generale income that is direcled to or shared
with outsiders.''® Cases that involve joint ventures with previously non-connected

individuals or non-exempl organizations''® fit this classification, as does, for example, the

case of an organization thal sought sponsors and solicited program puide subscriptions on

114, Science and Research Found., Ine. v. United States, 181 F. Supp. 526 (5.D. 11l
1960).

15, Broadway Thealre League of Lynchburg, Va,, Inc. v, United Siales, 293 F. Supp,
346 (W.D. Va. 1968).

L16. Goldsbore Art League, Ing, v, Commissioner, 75 T.C. 337 (1980,
117. National Found., Inc. v. United States, 13 CL. Ct. 486 (1987). -

118. A third variety that likely fits this general classification includes situations where an
arganizalion provides counselling designed to assisl individuals in capturing maximimum rax
benelits from charilable giving. 5ee, e.g., Ecclesiaslical Order of the Ism of Am v.
Commissioner, 80 T.C. 833 (1983); Ackerman Found. v. Commissioner, 52 T.C.M. (CCH)
152 (1986); Christian Stewardship Assistance, lne. v. Commissioner, 70 T.C. 1037 {1978);
Rev. Rul. 76-442, 1976-  C.B. 519. These cases differ from the others in this geperal
category, however, because the financial benefit that accrues to the non-exempt individuals is
not one that could have been acquired or retained by the exempl organization, This variant,
in fact, nught be seen fiting the Calegory 2 "benefited group is neither inherently charitable
nor broad enough,” but is grouped with Category 3 because aof the distinctly financial nature
ol the benefit.

119. These cases are discussed al infra noles and accompanying texi.
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behalf of for-profil classical radio station in erder to forestall loss of classical music {ormat in
the community.'*®

The IRS Trial Memorandum does nor explicilly consider non-inurement private
benefit, bul does brush against it by citing Steveny Brothers Foundation' and Lorain
Avenue Clinic'™ in connection with its argument that the United Cancer Council-Watson &
Hughey deal was a joint venture, and to est of Hawaii'™ in (he discussion of commercial
purpose. The crilicisms expressed above™ with regard 1o the Service's reliance on est of
Hmwaii are equally apt here,  Although it is true that the Tax Courl in esf looked past formal
control of {he would-be exempl organization, it is clear that the Fact that the for-prafil entities
that stood to benefil from the work of the exempl organization were its creators'® and
franchisers, with almos! complele control over the composition, conduct, and management of
the exempl orpaniztion, was a decisive factor.

The IRS does not cile the Category 3 privale benefil cases that are arguably most
analogous to the UCC situation. For example, in Science and Research Foundation, the court

explained Lhat paying an oulsider for goods and services 1o carry oul the orgamzation’s

120. Rev. Rul. 76-206, 1976-1 C.B. |54,

121. Stevens Bros Feund. v. Commissioner, 3% T.C. 93 {1962).

122. Lorain Ave. Clinic v. Comumissioner, 31 T.C. 141 (1958).

123, est of Hawaii, A Hawaiian Corp, v, Commissicner, 71 T.C. 1067 (1979),
124. See supra notes  and accompanying lext.

125. It is significant that Treas. Reg. 1.501{e}3)-1{d)ii), which articulates the public
inlerest component of the operational test, includes "creator” in the list of privale interests thal
mighi be problemalic.
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mission is not and cannol be considered to make the organizalion’s purpose commercial or for
privale benelit,'* even where the bulk of the arpanizalion’s rescurces were funneled
through the unrelated for-profit company. In Broadway Theaire League of Lynehburg, which
involved an cxempt Lheater group’s contract with a for-profit booking agent, the court noted
that "[(Jhe prohibilion in 501(c){3) against any benefit inuring Lo privale sharcholders or
individuals clearly and without question refers 1o the arganization contemplated in the first
sentence of the stalule and nol to any dissoclaled organization such as the legal services,
secrelarial services, or from. . . an organization. . . who has a bona fide coniractual
relationship with an exempl organization."! The IRS iiself has found thal the fact that an
exempt organization spends all of its resources for dealings with one for-profit supplier of
goods and services does nol necessarily disqualify the organization for exemption. In Private
Letter Ruling 9208028, the Service did not even identify privale benefit concerns when a
day care center proposad to keep its exempl identity but turn over the conduct of its program
and virtually all the revenues associaled with it Lo a for-profit day care provider.

The Service’s argument thal the United Cancer Council-Watson & Hughey connection
was a joint venlure is no more salizsfying, because no attempt is made to explain how and why
the arrangemeni conslilules a joint veniure or lo analyze carefully which fealures of the

arrangemeni, even if it 1s a Joint venlure, make it 2 problemalic joint ventuere, The IRS ciles

126. Science and Research Found. Inc, v, United States, 181 F, Supp. 526, 529 (3.1, 111
1960).

127. Broadway Theaire League of Lynchburg, Va., Inc. v. United Siales, 293 F. Supp,
346, 355 (W.D. Va. 1968},

128. Priv. Lir. Rul. 92-080-28 (Nov. 27, 1991),
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o Revenue Ruling 69-383'" as the source of the notion that a joint venture between an
exempt and a non-exempt entily may be disqualifying. In thal ruling, & iroublesome joint-
venture relationship was listed as one faclor nol present in the case under consideration, but
which might be a problem if encouniered in ancther contingent compensation arrangement.
The two cases ciled in this part of the Service’s argument include one clear insider/coniroller
situation™ and one case considering a compensation scheme thal raises disguised dividend

concerns. !

Just because the IRS is asserting private inurement and private benefil as the
basis of its aclion againsi United Cancer Council does nol mean that the entire universe of
privale inurement and private benefit cases are legilimate sources for phrases, rules, and
principles by which to decide the UCC case, First, despite IRS comments in the Trial
Memorandum aboul Watson & Hughey’s control over the fundraising operation,' the
Service has conceded that Watson & Hughey was not a conlrolling insider in the sense that
that term is used in the “bleeding olF" variely of private inurement sitvalions, Furthermore,

reports of testimony al trial give no indication that the Service attempiled lo establish that

129. Rev. Rul. 69-383, 1969-2 C.B. 113.
130. Stevens Bros Found. v. Commussioner, 39 T.C. 93 {(1962).
131, Lorain Ave. Clinic v. Commnissioner, 31 T.C. 141 (1958).

132, IRS Trial Memorandum for Uniled Cancer Council, Inc. v. Commissicner, reprinted
in Tax NoTES Tovay, Aug. 20 1992 at 170.
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Walson & Hughey controlled UCC.™* Therefore, the only way to find ptivate inurement in
the UCC-Watson & Huphey arrangement s 1o uncover a relationship between the Lwo parties
that is tantamount o slock ownership.!™ Furthermore, the same absence of control of UCC
by Watson & Hughey makes the first calegery of private benelif cases generally mapposiie.
Cases in the second category of private benefil are also basically irrelevant o resolution of the
UCC case, because this category is concerned with the breadih, indefinileness, and charitable
nalure of the class the orgamzation seeks to benefit, and is basically an inquiry inle the
purpose for which the organization is operated.'

Only the third category of privale benefit cases plainly provides a legilimate pool of
principles upon which o base a satisfactory resolution of the UCC case. Beyond these, we
can legitimately look to rules and principles drawn from the other calegories, but only the
rules and principles of these cases that can jusiifiably be exirapolated to the case of ouisider
benefit, that is, only those rules and principles thai are nol hinged on conltrol of the
crganization by the benefiting parties. Because the Service has supggested thal the structure of
the UCC-Waison & Hughey deal is lantamount to & joint venture, it makes sense to look with

parhicular care al cases that have nnplicated that factor.

FINDING THE TRUE PATH

133, Reports on testimony from first phase of the United Cancer Council trial. Tax
NoTes Topay Aug. 21, 1992 aL 6 and Aug. 21, 1992 at 3,

134, See tex| accompanying suprg notes

135. See supra notes  and accompanying text; Aid o Artisans, Inc. v. Commissioner,
71 T.C. 202, 215 (1978),
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The quesiions upon which the resalution of the UCC case ought o rest are (1) whether
the UCC-Watson & IHughey agreement can fairly be called a join! venture; (2} if it was a
joint venwure, whether it had 1the characterislics that make a joinl venture problematic (because
not all joint ventures are); and (3) if il was not a joinl venture, whether il was problematic
nevertheless because Ui pul UCC in the position of serving private benefil instead of public
benefil. There appears to be no clear framework for answering these questions, in part
because the joint venture and Category 3 private benefit cases quite often mix together Lhe
discussion of questions (1),(2} and {3).

From the joint venlure cases, one would hope to derive some principled way to lell
whether the UCC-Watson & Hughey lundraising endeavor ought o be (reated as a joinl
venture, A parinership is clearly a jownt venlure for purposes of this analysis, but formally
constiluied partnerships are nol the only kind of arrangements that invoke a joint venturs
nquiry in ihe lax exemplion comtext, The Service has asserted that "joint veniures may lake a
varigly of forms," including "contractual agreements to cooperate in providing services."'™®
Clearly, however, nol every contractual arrangement between an exempt organization and a
non-exempt enlily is a joint venture. There are precious few clues to point the way 1o
distinguishing the joint venmure from the non-joinl venture. Sievens Brothers Foundation
presenled a fairly easy case; there was a long-term pattern of joint invesiments, with the

Foundation and other (relaled, non-exempt) participants confributing capital and agreeing to

136. Announcemeni 92-83, 1992-22 [LR.B. 59,
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share the refurns of the investment proportionaily.”” The difficulty involved in atiribuling
joinl venture status to an enterprise in a not-so-casy case is illustraled in General Counsel
Memorandum 37259,"* concerning an educational organization (hat entered into a

agreemen! wilh a for-profit distribulor 10 market a film produced by the organization. Noting
that the arrangement might legitimately be classified ag simply the hiring of needed experrise
i1 the pursuit of the organization's mission, the Service concluded nonetheless that the
arrangement was a join! venlure. It seems safe to say that allocalion of relurns according to
some percentage formula is central to the idea of & joint venture, although not every
petcentage-based deal is a joint veniure."” Fixed return is not characteristic of a jeint
venture relalionship -- profit-sharmg 15 key. In this regard, it seems 1mportani 1o remember
that ihe Watson & Hughey contract, though nol fixed m iotal amount, was not tied to a

percentage of reiurns, bul rather Lo @ per piece fee.

137. 39 T.C. 93 {1962), The other case cited in the IRS Trial Memorandum as being a
Jjoint venture case, Lorain Ave. Clinic, 31 T.C. 141 (1958}, seems more properly classifiable
as a private inuremenl situation, as il is concerned with compensation structured as
disiribution of nel income,

138, Gen. Couns. Mem. 37,259 (Sept. 19, 1977).

139. See, e.g., National Foundation, Ine. v. Commissioner, 13 Cl. C1, 486 (1987}, for the
Tax Court’s rejection of the Services arpument that this factor alone makes a co-venture.
Harry G. HENN AND JOHN R. ALEXANDER, Laws OF CORPORATIONS 106 (3d ed. 1983)
provides the following guidance:

There is some difficully in determining when the legal relationship of
joint veniure exists, with authorities disagrecing as to the essenlial elements,
Most wonld agree on the following: (a) Agreement {express or inferred); {b)
Joint interest (contribution); {c) Sharing profils (and usvally losses -- unlimited
liability}y; (d) Muinal right i¢ control. (Hhers would add fiduciary relaiionship
and right lo an accounting, but these are usvally treated as conseguences rather

than prerequisites. Sharing of losses and mutual right to control are not always
emphasized in these cases.
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An additional dimension, which seems to have been the decisive factor in GCM
37259, is whether the magnitude of the return w the non-exempl party is tied to performance
of the specific functions for which the non-exempt party has responsibility, or to the broader
success of the exempt organization. In the case of the educational organization and the film
distributor, the deciding [actor for the IRS was that the amount of return thal the distributor’s
percentage deal would generale was less dependent on how well the firm markeled the film
than on how good a job the educational organization had done n producing the film. This
inquiry has also been a parl of the analysis of non-joinl venure siluarions, particularly
evaluations of profil-sharing plans and other contingent compensation arrangements.'*® In
the UCC case, this factor is hard 1o pin down. Clearly, Watson & Hughey’s compensation
was based on the particular job the firm was hired to do; had UCC been the beneficiary of a
large beguest during the Watson & Hughey years, for example, Watson & Hughey would not
have had any claim to any part of it. On the other hand, during the vears of the Watson &
Hughey conlract, UCC had virtvally no other income to keep or share. Still, it is not clear
that this characteristic should either classify the arrangement as a joint venture, classify it as a
disqualilying joint venture, or classify it as a non-joinl venture pursuit of private benefit. In a
recent ruling considering whether an exempt day care center that proposed to turn over
virlually its entire operation and the revenues therefrom to a for-prefit managenient company,
the IRS raised neilher the possibility that the siluation would be a joint venture nor the

possibility that it would generate unwarranied privaie benefit,"!

140, See, ez,
141, See supro nole  and accompanying lext.
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Does it matter whether the UCC-Watson & Huphey arrangement is a joint veniure? A
finding thal an exempt organization was participaung in a joint vepfure was at one time
decisively disqualifying."® However, since the IRS has abandoned the per se approach to
joinl ventures, the consequences of one classification or the other have become [ar less
divergent. If the enterprise is classified as a joind vepture, the fask of deciding wheiher it is
disqualifying would presumably follow the "lwo-part tesi” currenily applied by the Service
when it evaluates exempt organization participation in partnerships.'” For purposes of the
UCC silnation, the zecond part of the second part of the test would presumably be most
important.”* Thal element asks whether the non-cxempt pariners benefit unduly from the
arrangement. Although the Service sometimes casts this element in lerms drawn from private
benefil doctrine, in the context of a joint venture il is really a private inurement concern.
Pariners and other joint veniurers have a conneclion with the exempt organization that raises

the danger that they will benefii solely because ol their relationstap with the organization,

142, For a hislory of the evolution of the Service’s approach lo exempt organization
participalion in partnerships, see BRUCE HOPKINS, suprea note  at 1003-11, James J,
McGovern, The Tax Conseguences of a Charily's FParticipation as a General Pariner in a
Limited Partnership Venture, 29 Tax NoTes 1261 (1985).

143. The two-part lest looks [irst at whether the charitable organization is serving a
charilable purpose by means of the parinership. The second part of the test looks at (1)
whether the charilable organizaiion/general partner iz isolated from day-to-day responsibilities
as general pariper, and (2) whether the limited partners are receiving an undue economic
benefil from the partnership.

144, This element would be key because io disqualify UCC on the basis of the first
clement would seem 1o require a conclusion that raising money for charily is not charily, an
assertion seemingly foreclosed by the Schaumberg line. The second element seems
inapplicable in this siluation, because il reflects particular concerns raised when an exempl
organization serves as the general partner of a limited partnership.
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because of the fiduciary duly owed by one co-venturer to another. '

Reasonablity of
return to the non-exempt co-venturer is a part of this ingquiry, as it ought 10 be; unreasonable
financial benefil is a central part of the "hleeding of[" variety ol privale inurement analysis.

Il the UCC-Watson & Hughey arrangement cannol be called a joint venture, the
reasonability of the lerms of the contract may or may not play an important role in arriving at
a holding in the case. While some mepbon of whether the non-exempt party’s side of the
deal is reasonable is ofien made in Calegory 3 private benefit cases, the IRS 15 more likely to
menticn this element than are the courts, and the element is more oflen mentioned in passing
in dicturn than relied upon to reach a result.'*® The source of the idea can be traced back Lo
Revenue Ruling 69-383. There, the reasonability of compensalion, despite the fact that it was
percentage-based, seems to have been a factor in deciding that the arrangement was not a way
o disiribute earnings. The fact thal the individual at issue in thal siluation had no control
over the organization was also key., Thus, il seems that Revenue Ruling 69-383 may really
have been aboul reassurance that private inurement was not present in spite of the faci that
employee compensation was cast in lerms of percentage of organizational income.

Onc cannol say that whether the outsider’s side of the deal is reasonable plays no part

in the evaluation of Category 3 private benefll concerns. However, it is fair to say ithat

145. Tt was lension between ihis fiduciary duty and an exempt organization’s duly under
lax exempiion law to pursue its exempt purposes that underlay the Setvice's omginal per se
approach to exempt organization participation in parinerships and that continues to underlie
the two-part (really three-parl) approach to parinershups currently followed. See Hakry G.
HENN AND JOHN R. ALEXANDER, supra note __ al 107.

146. See Senior Citizens of Missouri v. Commissioner, 56 T.C.M. (CCH) 480 (1988);
Rev. Rul. 69-494, Gen Couns. Mem. 37,259; Gen. Couns. Mem, 36,311; Gen. Couns, Mem,
34 256,
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reasomabilily of lerms is often mentioned in tandem with observations about whether the
benefited parly exerts any control over the exempt organization.'” Most of the
proncuncemenis {even those that make a flai statement thal reasonability of the deal is a
threshold condition), like Revenue Ruling 69-383, nole that the deal was reasonable and the
deal malers without control over the organization. MNone seems to =zay, although the deal
constiluies an anm’s length transaction, the terms were not reasanable, so the exemplion mmnst
(all, It is notable thal the cases and IRS rulings that most parallel the UCC-Watson &
Hughey arrangement (assuming that it cannot be shown that Watson & Hughey in fact
conlrolled UCC, in which case the standard private inuremenl analysis is apposite) tend nol
even o conslder the possibility that the arrangement is a joint venture or that the reasonability
of the lerms ought to be considered.' In a few cases, reasonabilily is mentioned, but the
point is made thal the particular exigent circumsrances imvolved in the siluafion justify what
look like a high proportion of return directed to the non-exempt participant.

Should reasonability of the reward reaped by the non-exempl party be an element of
deciding whether disqualifying Category 3 private benefit is present in an organization's
operations? Whereas it is clear that reasonability is a legitimate part of privale inurement
analysis, il 13 nol so clear that it belongs in an analysis of whether Categery 3 private benefit

is present. The concept is borrowed from the privale inurement comlexl, where it helps 1o

147. Again, where there is contral, reasonability of return is clearly importanl as a factor
of privale inurement analysis.

148. Science & Research Found., Inc. v. Commissioner, 13 Cl. Ct. 486 (1987):
Goldsboro Arl League, Inc. v. Commissioner, 75 T.C, 337 {1980); Rev. Rul 73-45; Rev. Rul.
67-302 (implies thal control or absence of control is relevant o reasonability issue).
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screen for the duty of loyalty violations thal offend the inurement proscription. But duty of
loyally issues are not raised by deals with outsiders. Apparently unreasonable terms in an
exempl organizalion’s dealings with outsiders should ceriainly tripger close scrutiny [o
determing whether the outsiders are truly outsiders and, i they are not, to analyze the deal in
privale immrement terms. To ingisl upon reasonable lerms in the dealings of exemprt
organizalions with truly unconnected purside parties, however, seems Lo incorporate a duly of
care element into section 501{c)(3). The IRS approach in Ihe Uniled Cancer Council case
threatens to po in this direction. The cases upon which the Service relies in the Trial
Memorandum'® each involved an exempl organization’s dealings with its controllers, and
are less apposite to the UCC siluation than is Science and Research Foundation,'*® which
those cases make a point of distinguishing, or Broadway Theatre League of Lynchburg™ or

Plumstead Theatre Society.'*

Whal dislinguishes the Uniled Cancer Council arrangement
with Watson & Huphey from Plumsiead, Broadway Thealer League, and Science and
Research Foundation is that the deals in those cases turned oul betler and that they were
arguably morc carefully and competently artived at to bepin with. The recent day care ruling

discussed shares ihis feature; the Service notes (without explaining how it arrives at the

conclusion) that the lerms of the contract are "reasonable,” and chronicles the care taken in

149. People of God Community v. Commissioner, 75 T.C. 127 (1980); World Family
Corp. v. Commissioner, 81 T.C. 958 (1983); est of Hawaii v. Commissioner, 71 T.C. 1067
{1979).

150. 181 F. Supp. 526 (5.D. IIl. 1960).

151. 293 F. Supp. 346 {W.D. Va. 1968).

152, 74 T.C. 1324 {1980).
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arriving al the arcangement.

In a thoughiful 1971 General Counsel Memorandum (trying to prapple with what the
rules are aboul limits on "business" activity and accumulation of assels by charitable
organizations), the IRS made reference to the fact thal the lax law incorporates "rules rooted
in the general law ol charily respecting the duties imposed on fiduciaries in the adminisiration
ol charitable properties. . . . All of (hose rules center on the single basic principle. . . (hat
chaniy properly must be administered exclusively in the beneficial interesi of the charitable
purposes to which it is dedicated." The GCM goes on 10 nole that there are two strands to
this concept -- in essence, the duty of lovalty and the duty of care. It further noles that the
IRS has "seldom, if ever, altempied 1o regulate compliance with either of them as conditions
of charitable qualification for federal income lax purposes.™'™ This discussion bolh
sugpests that duty of care is inherent in section 501{c)(3) and acknowledges (hat the IRS has
recognized that it is 1]l-suited W evaluale this aspecl. Enactment of specific duty of care-
related rules to apply o privale foundations in 1969 indicates thal Congress, 100, believed that
duly of care standards ought not w be thought to lurk between the lines of section 501(c)H{(3).
Perhaps it makes sense to activate duty of care notions wilhin section 501(c)(3). But pursuing
duly of care failures through exempiion law would seem 1o create more problems than it
would solve. While serving a selfish interest is Lhe antithesis of commen law charity, serving
the public interest meptly jusi doesn’t have the same ring. Perhaps mast disturbing, building

a duty of care inquiry 1nto exemption decizions inviles IRS judgmenis about such things as

153. Gen. Couns. Mem. 34,682 (Nov. 17, 1971).
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unwise administrative costs'™

and, ultimately, anything that might be seen as doing good
badly. Certainly, we should not go down this path without clearly acknowledging what we
are doing."*

There may be olher ways to understand the various factors that have played into
Category 3 private benefit cases and ihose that are at work in United Cancer Council. One
thought 1s that a truly unreasonable deal, even with & lrue outsider, results in a sort of "hale
lending” by the exempt organization that is inconsistent with continued exempiion, Cerlainly
this notion is an underlying theme Lthrough much of 1ax exemption law, although it is
generally an undercurrent, surfacing only through established rules and doctrines, such as
private inurement, Categery 1 private benefit cases, and inappropriale joint venture structure
cases. Identilying this as the sorling principle for approaching Category 3 private benefil
cases would at least focus the inquiry on siluations that involve money changing hands, and
would not run as much risk of planting ﬁ)r fulure harvesling phrases thal can reach well
beyond where the TRS ought lv go. The danger, of course, is thal il may be as difficull to
construct a principled framework to guide IRS decisions aboul when a halo has been shared
inappropriately as it is 1o sieer the Service’s judgments about breaches of duly of care.

In any case, the United Cancer Council case should not be decided on the terms in

154. The IRS has signaled that i may not consider adminisirative funciions of a
charitable organization to be charity. Sze, e.g., the IRS position in Council for Bibliographic
and Information Technolopies v. Commission, T,C. Memo 1992-364 (1992}, Rev. Rul. 74-
614, 1974-2 C.B. 164; Rev. Rul. 81-29, |98]-1 C.B. 329.

155, It should also be remembered that, whether or not the IRS pets inlo the duly of care
business, the states are already there. If the worry is thai the slates are incapable of
respending adequately to breaches, there may be better responses than inviling the IRS in.
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which il has, so far, been cast. Mining phrases from pasi private jnurement and privale
benefit cases withoul carefully considering what they mean apnd where ithey came from can

only add o the confusion.
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