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INTRODUCTION

My original thought for this nugget was to sort through the
seeming inconsistencies between the interpretation and
application of the integral part test of Section 502 and the
supporting organization requirements of Section 509(a) (3). It
seemed to me that all too often an organization that was denied
exempt status because it was determined (indirectly) to be a
feeder organization, - (or, more accurately, not that it'was a
feeder organization, but rather failed to meet the integral part
test of 502), could by a bit of re-packaging be recognized as a
supporting organization. Unfortunately, I not so quickly figured
out that a key source of what I perceived to be inconsistencies
lay in the conflicting and confused interpretation of the Section
502 feeder corporation rules themselves, which I believe stems
from the failure of the IRS and the courts to ask and to properly
analyze a threshold question: what is the organization's primary
purpose? To be sure, asking that question does not guarantee
internally coherent responses, but at least it helps to provide
an analytically sound basis for further analysis, debate, and

policy refinement.

In a sense, this nugget offers a preliminary exploration of
a derivative and therefore related question from some of the
Forum's previous discussions. Peter Swords and Rob Atkinson put
forth theories of a global concept of charity; Miriam Galston

addressed the trust vs. statutory definitions of charity; and,



using the UCC case, Laura Brown Chisolm analyzed the confusing
web drawn by the courts and the IRS around the private benefit

and private inurement provisions of the Code.

This will be my attempt to look at Section 502 and
corresponding Regulations with a particular emphasis on the
primary purpose test. Clarity is particularly needed. in this
area because the integral part test has become a key d£iving
concept in the determination of exemption, particularly in the
health care delivery area. Just as GCM 39862 is now the latest
word on the Service's view of private inurement and private
benefit, so too are the Geisinger Health Plan GCM and court

rulings the latest word on Section 502.
THE RELEVANT STATUTE AND REGULATIONS

Code Section 501(c) (3) and the related Regulations provide
that in order to be exempt as an organization described in
Section 501(c) (3), an organization must be both organized and

operated exclusively for one or more exempt purposes.

The term "exempt purpose or purposes" is defined as any
purpose specified in Section 501(c)(3), as defined and elaborated
in Reg. Section 1.501(c)(3)-1(d). That regulation attempts to
explain "charitable", educational", "scientific", etc.

(thankfully not the topic of this nugget).



Reg. Section 1.501(c)(3)-1(e) provides that an organization
may meet the requirement of Section 501(c) (3) although it
operates a "trade or business as a substantial part of its
activities, if the operation of such trade or business is in
furtherance of the organization's exempt purposes and if the
organization is not organized or operated for the primary purpose
of carrying on an unrelated trade or business, as defined in
Section 513. In determining the existence or nonexistence of such
primary purpose, all the circumstances must be considered,
including the size and extent of the trade or business and the
size and extent of the activities" which are in furtherance of

the exempt purposes.

Code Section 513 defines unrelated trade or business as any
trade or business the conduct of which is not substantially
related (aside from the need of such organization for income or
funds or the use it makes of the profits derived) to the exercise

or performance of the organization's exempt purposes.

Code Section 502 and the accompanying regulations concern
feeder organizations, and provide that an organization "operated
for the primary purpose of carrying on a trade or business for
profit" is ineligible for exemption under Code Section 501. In
determining the organization's primary purpose, all the
circumstances must be considered, including the size and extent

of the trade or business and the size and extent of the



organization's activities that are specified in the applicable

paragraph of Section 501.
Further, Reg. Section 1.502-1(b) provides that:
If a subsidiary organization of a tax-exempt organization
would itself be exempt on the ground that its activities are
an integral part of the exempt activities of the parent
organization, its exemption will not be lost because as a
matter of accounting between the two organizations, the
subsidiary derives a profit from its dealings with its
parent organization, for example, a subsidiary organization
which is operated for the sole purpose of furnishing
electric power used by its parent organization, a tax-exempt
educational organization, in carrying on its educational
activities. However, the subsidiary organization is not
exempt from tax if it is operated for the primary purpose of
carrying on a trade or business which would be an unrelated

trade or business (that is, unrelated to exempt activities)
if regularly carried on by the parent organization.

Code Section 509(a) (3) provides an alternative to the public
support tests of Sections 509(a) (1) and (2), and confers non-
private foundation status on an organization that is organized
and operated exclusively (read primarily) for the benefit of, to
perform the functions of, or to carry out the purposes of one or
more specified organizations described in Section 509(a) (1) or
(2); which is operated, supervised, or controlled by or in
connection with one or more such organizations; and is not
controlled directly or indirectly by one or more disqualified
persons (other than foundation managers and Section 509(a) (1) or
(2) organizations).

Section 502 was modified and Sections 511-513 were enacted
in 1950 to change the previously existing destination of income
test, so that wholly owned subsidiaries involved in a commercial
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enterprise could no longer claim exemption on the grounds that
they turned over all their profits to a charity. See C.F. Mueller
Company v. Commissioner, 190 F.2d 120 (1951). Similarly, the
unrelated business income generating activities of charities also

became subject to taxation.

HOSPITALS AND HEALTH CARE ORGANIZATIONS: PRIME EXAMPLES

Countless numbers of hospitals reorganized themselves in the
1980's, dividing up existing functions, expanding into new areas,
and creating a system with a Section 509 (a) (3) parent, and
various exempt, and perhaps also non-exempt subsidiaries. (The
mechanics of 509(a) (3) generally were met through use of the
"operated, supervised, and controlled in connection with" variant
found in the regulations.) Typically, the parent acts as the
sole member of the related entities (and sole shareholder of any
taxable entities). The parent plans, coordinates and supervises
the subsidiaries; the hospital, clinics and other medical
facilities each become a separate exempt subsidiary; real estate
is held in a Section 501(c) (2) title-~holding company; management
and support services for the related entities are transferred to
and consolidated in another exempt subsidiary; and fundraising
for the entire group often times is placed in a separate exempt
subsidiary. See for examples Private Letter Rulings 8317117-19

(January 28, 1983), 8326166 (no date), 8325148 (no date), 8548083



(September 6, 1985), 8552089 (October 2, 1985), 8631089 (May 7,

1986) and 8917073 (no date).

The hospital reorganization rulings justify the exempt
nature of the separate entities (particularly the new parent
holding corporation, the fundraising corporation and the
management services corporation) because pursuant to Reg. Section
1.502-1(b), they are deemed to be an integral part of éhe
original hospital that now is dividing its functions among
separate entities. However, in order to even reach the integral
part portion of the feeder organization regulations, it must
first be concluded that the entity in question (1) is not
organized and operated exclusively for charitable, etc. purposes,
and (2) is "operated for the primary purpose of carrying on a

trade or business for profit."'

Both points in the above sentence are closely entwined with
determining the primary purpose of the organization. However, the
Service's approach, particularly with health care organizations

is to jump immediately into a Section 502 analysis.

Ithis is at odds with the Tax Court's statement in Associated
Hospital Services v. Commissioner, 74 TC 213 (1980) where, in
deciding that a hospital laundry service operated at cost and
owned by four tax exempt hospitals was not entitled to exemption
per the integral part test, stated: "The issue for our decision
is whether petitioner is a feeder organization under Section 502,
and, if not, whether it is exempt from tax under Section 501(a)
by v1rtue of being an exempt organization under Section
501(c) (3)". Id., at 214.



General Counsel Memorandum 39003 (June 24, 1983) presents
one of the more detailed analyses of Section 502° by Chief
Counsel through its review of a proposed denial of exemption to a
trust established by a religious order for the purpose of
providing property and liability insurance coverage at cost3 to
participating 501(c) (3) organizations, all of whom are part of
church's group exemption, and who as a group had the power to
remove trustees. Further, assets remaining upon dissolﬁtion of
the trust would be returned to the participating 501(c) (3)'s.
The GCM simply accepts the proposed adverse ruling's conclusion
that the trust has a’substantial nonexempt commercial purpose or

is operated for the primary purpose of carrying on an unrelated

pAttached for your perusal are some of the internal
memoranda drafted by Chief Counsel's office and the Exempt
organization Council that explore Section 502 and the primary
purpose test and that formed the basis for the release of Rev.
Ruling 64-182, 1964-1 (Part 1) C.B. 186. The two paragraph
revenue ruling (see attached) articulated, but did not explain
the notion of the "commensurate in scope" test found in Reg.
Section 1.501(c) (3)-1(e) (1).

3None of these cases or rulings squarely address the
cost/below cost concept (a topic of another paper). Suffice it
to say that every time the Service "allows" the use of a cost-
based approach, it subsequently attempts to narrow the
application of the ruling. For example, Rev. Rul. 69-572, 1969-2
C.B. 119 (exemption approved for organization created to
construct a building to house member agencies of a community
charged rent at a level equal to operating costs, which rental
rate is substantially below commercial rents) was subsequently
distinguished away by Rev. Rul 71-529, 1971-2 C.B. 234 and Rev.
Rul. 72-369, 1972-2 C.B. 245 together which required a donative
intent which could be satisfied only by providing the services at
substantially below cost. Similarly in GCM 39003, Chief Counsel
distances himself from Rev. Rul. 75-282, 1975-2 C.B. 201 (which
granted exemption to an entity created to raise funds and make
mortgage loans to churches) by noting that the ruling was "not
formally considered by this office".
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trade or business, "viz., the provision of insurance services at
cost...." Thus, the GCM only addresses whether there is an "out"
under Section 502; that is, does the trust meet the integral part
test? And in order to make that determination, the GCM, having
assumed a nonexempt commercial purpose, shifts the discussion to
whether the trust operates for the primary purpose of carrying on
a trade or business for profit. The GCM, citing the Tax Court
in the Associated Hospital Services case,* then defines the
statutory phrase "for profit" as intended to describe the
commercial nature of a Section 502 organization's activities;

i.e., the kind of trade or business "ordinarily carried on for

‘The Tax Court came extremely close to invalidating portions
of the Section 502 regulations; the Service's denial of exemption
to the hospital laundry service was sustained solely because
congress had visited and revisited the regulations a number of
times since enactment in its consideration of proposals to
specifically exempt hospital laundry services under Section
501(e). (The Supreme Court the following year, in a per curiam
decision ruled hospital laundry services not entitled to
exemption because of the reenactment doctrine. HCSC - Taundry V.
U.S., 450 U.S.1 (1981)).

However, in its discussion of the two words "for profit",
the Tax Court stated:

Unlike the abuse situations like Mueller, which sections 502
and 511 were clearly meant to foreclose, we are here dealing
with a closed circle. The "profit" does not derive from
outside sources and flow to the exempt organizations, as in
the Mueller line of cases. Nor does it flow from vendors to
potentially nonexempt destinations, as in B.S.W. Group, Inc.
v. Commissioner, supra, and Federation Pharmacy Services,
Inc. v. Commissioner, 72 T.C. 687 (1979). We would
therefore question whether the profit, if any, derived by
petitioner was any different from the profit between an
exempt parent and its wholly owned subsidiary exempted by
the respondent in regulation sec. 1.502-1(b).

Id. at 229



profit, regardless of whether the particular business in question
is operated in a manner designed to return only operational costs
or a profit." 1In other words, having a primary purpose of
operating a trade or business for profit includes operating a
trade or business with the primary purpose of doing so not for

profit.

Given the facts of GCM 39003, it is difficult to ;quare its
denial of exemption to the church controlled (albeit loosely)
insurance trust with the granting of exemption to a conference of
churches that borrows funds from individuals and makes below
market loans to member churches (Rev. Rul. 75-282, 1975-2 C.B.
201), or a trust created by a hospital for the accumulation of
funds to be used to satisfy malpractice claims against the
hospital (Rev. Rul. 78-41, 1978-1 C.B. 148) or, to the
fundraising or management services arm of a commonly controlled
hospital network. (And, as the trust's activities support,
benefit, or perform the functions of a designated class of
beneficiaries, this may be one of those situations where a little

tinkering could satisfy the IRS in Section 509(a) (3) terms).

The seeming discrepancy between GCM 39003 and these other
rulings could, as a practical matter, be ignored if the GCM was
perceived as an aberration. However, its approach has acquired
clout as the National Office has attempted to grapple with the

rapidly changing world of health care delivery.
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THE GEISINGER HEALTH PLAN CASES

In order to appreciate the Geisinger Health Plan ("GHP")
rulings and cases, a little background may be helpful.

GHP was incorporated in 1984 as a Pennsylvania nonprofit
corporation and is part of the Geisinger system, a collection of
nine related organizations which includes the Geisinger
Foundation, the Geisinger Medical Center ("GMC"), Geisinger
Clinic ("clinic"), Geisinger Wyoming Valley Medical Center
("GWV"), Geisinger System Services (a management services
corporation), Marworth (operator of detoxification and
rehabilitation facilities), and two professional liability
trusts. All of these entities (aside from GHP) are tax exempt
under Section 501(c) (3).

As described in the Tax Court and Court of Appeals cases,
the Geisinger system is a large health care network, the
fundamental purpose of which is to provide health care services
to residents of mostly rural northeastern and northcentral
Pennsylvania. The system's service area covers 27 counties and
2.1 million people.

GHP was created to operate a nonstaffed prepaid plan that

would provide health services to enrollees®, primarily through

5The fact that it is nonstaffed is very important to the
IRS, and was relied upon heavily by the Third Circuit, but I
think that issue is a red herring. (David Seay might disagree.)

11



utilization of the facilities and programs in the Geisinger

System.

GHP was denied Section 501(c) (3) status by the IRS (see GCM
39830 (August 24, 1990)). GHP then was determined to be an
exempt organization by the Tax Court (Geisinger Health Plan V.
Commissioner, T.C. Memo 1991-649), which decision was.reversed by
the Third Circuit (985 F.2d 1210 (1993)), and remanded.back to
the Tax Court for a finding on the integral part test of

Section 502.

The Third Circuit's denial of exemption rests completely on
its acceptance of the Service's position that it is virtually
impossible for a nonstaffed HMO to qualify for Section 501(c) (3)
status on its own (also the topic of a separate paper). The case
was remanded to the Tax Court to address and clarify the integral
part test because the appeals court believed that the Tax Court
"silently intermingled the roles played by GHP and other entities
in the Geisinger System, thus effectively grounding its decision

in the integral part doctrine."

The Tax Court then discussed the integral part test at
length only to conclude that "the organization itself is either
entitled to exemption or is not entitled to an exemption". Thus,
the Third Circuit's ruling that GHP's activities served the

private purposes of its subscribers meant that GHP's activities

12



could not be sufficiently connected to its affiliates so as to

justify the application of the integral part test.

Both the Third Circuit and the Tax Court on remand appear to
start with a conclusion and then reason towards it. The Third
Circuit decided that the nonstaffed HMO could not, almost per se,
be exempt, and therefore avoided the relatedness aspect of the
trade or business being carried on. The Tax Court con;idered
itself bound by the Third Circuit's conclusion as to exempt
status, and it too neglected to pursue a relatedness approach.
Reg. Section 1.50(c) (3)~1(e) seems applicable to GHP. GHP can be
viewed as operating a trade or business as a substantial part of
its activities, but this trade or business is substantially
related to and furthers the Geisinger system's exempt purpose of
providing quality health care to a significant part of rural

Pennsylvania.

It surely is arguable that if the exempt purpose of the
parent 501(c) (3) Geisinger Foundation and the other entities
within the Geisinger system is the provision of health services
to a significant portion of rural Pennsylvania, then the use of
another model delivery system as part of that network is in
furtherance of those exempt purposes. Put another way, is GHP
qualitatively different from an organization that provides

information and services to the public on a sliding scale basis?
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Or, from an organization that provides management services or
fundraising services? These are the type of fact patterns that I

think require reconciliation.
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IRS Revenue Rulings (RUL)

Rev. Rul. 64-182
(1964-1 C.B. 186)

Sec. 501

[Summary not available]
FULL TEXT

A corporation organized exclusively for charitable purposes
derives its income principally from the rental of space in a
large commercial office building which it owns, maintains and
operates. The charitable purposes of the corporation are carried
out by aiding other charitable organizations, selected in the
discretion of its governing body, through contributions and
grants to such organizations for charitable purposes. Held , the
corporation is deemed to meet the primary purpose test of section
1.501(c) (3)-1(e) (1) of the Income Tax Regulations, and to be
entitled to exemption from Federal income tax as a corporation
organized and operated exclusively for charitable purposes within
the meaning of section 501(c) (3) of the Internal Revenue Code of
1954, where it is shown to be carrying on through such
contributions and grants a charitable program commensurate in
scope with its financial resources.

An organization may not consider itself exempt from tax
merely because it falls within the scope of this Revenue Ruling.
In order to establish its status, an organization claiming
exemption under section 501(c)(3) of the Code should file its
application on Form 1023, Exemption Application, with the
District Director of Internal Revenue for the internal revenue
district in which is located the principal office of the
organization. See section 1.501(a)-1 of the Income Tax
Regulations.

Copyright 1993, Tax Analysts
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By memorandum (TtR1EO16-JN) dated Novemberi 23, 1962, the above-
captioned case was transmitted;to this office With a propozed ruling
letter for our concurrence or comment. A supporting memorandum was I
included, :

The proposed ruling letter notes that-section 1.501(c)(3)-1(e)
of the regulations permits a section 501(c)(3) organization to opsrate
a trade or business as a substantinl part of its activities only "“if
the crganization 418 not orpanized or operated for the primary purpose
of carrying on an unrelated trade or business, as defined in section
S13." The proposed ruling letter further states that "the exception
to the term trade or business of rentals from real property provided
in section 502, and the exception to the term unrelated trade or busi-
ness of rentals from real property provided in section 512, apply only

to passive rental activity and not to the active, competitive manapement
operation and maintenance of an office building such as the‘

where all types of services are rendered the tenants . . ."

In the opinion of this office the central problem in the instant
case doecs not turn on the question whether the exceptions in sections 502
and 512 of the Code pertaining to the rental of real property extend
only to passive, as distinguished from active, rental activities, a
Question on which we therefore nced express no opinion for present pure
poses., Instead, we believe this case presents a basic question as to
the proper. application of the “primary purpose" test enunciated i{n both
paragraph (c) and paragraph (e) of the reyulaticns contained in section
1.501(c§(3}-1. That i8 so because there is no doubt that the opera 1oan——'
and paintenange of an office building such as thed!u
necessarily an unrelated.trade or business "as defined in section 513",
& sectlon which does not contain any corresponding exception as to the
rental of real property.

W
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The "primary purpoce" test as it applies to this case is extensively
discussed in an attached Interpretative Division Momorandum dated Se pn-~
temba 18, 1963. As that discussion shows, and as both your office and
this office are aware in connection with other cases, the "primary purpose®
test is one which presents a number of fundamontal problems for which the
current repulations do not pive us adequate guidance. Those problems are
currently under active consideration in the Exempt Organizations Council
and the Council has considerable interest in the instant case as one which
best 1llustrates some of the problems that require basic clarification, by
vay of amendment of the regulations or otherwise, It is accordinrly
supnested that the case be submitted to the Council for its consideration
along with any observations that your office may care to sutmit on the

subject.

he attorney Tepresenting
has requested an opportunity for further conferenca if any difficulty is
encountered in issuing a favorable ruling.

(S1encd) R. P. Hertzog

R. P. HERTZ00 %
Acting Chief Counsel
Intornal Revenue Service

Enclosure!
Adm. file

RCWilbur shdes
7-30-~53

For Cfficial Use Only



'
L AT ML | ST

A8,

-Z - “ }ié . éé;’ 4f
| T 7 S APR 27 1984
CC:I:I-795 Soe G. G. M. xo‘?’Zé‘(oZ po

" RMC/RMH whieh this has been made & part

-

In re:

HAROLD T. SWARTZ ‘
Assistant Commissioner (Technical)

Attention: Director, Tax Rulings Division’

In October of last .year this office suggested
(G.C.M. 32689 dated October 9, 1963) that this case
be submitted to the Exempt Organization Council for
consideration since it involves fundamental problems
concerning the proper application of the "primary
purpose" test enunciated in both paragraph (c) and
paragraph (e) of section 1.501(c)(3)-1 of the regula-
tions. An Interpretative Division memorandum dated
September 18, 1963, discussing the application of .
the "primary purpose" test in this case was made a

.part of our forwarding memorandum. :

e, e ey
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H

The matter was referred to the Council which
set forth its views in a memorandum from Mr. Rogovin
to Mr. Swartz dated February™1l1l, 1964. You now re- .
quest our review and consideration of the legal suffi-’
ciency of the position recommended by the Council.
You have also forwarded a proposed revenue ruling for
our comment.

The Council assumes that the test of section
1.501(c)(3)-1(e) of the regulation is controlling
and states that the basic question ?s_how trade or
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~ 5 business activities of an organization are to be
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the "primary purpose" of the organization. The Coun-
cil has reached two basic conclusions, namely:
\\V(l) That the amount of expenditures -
of an organization for charitable purposes
must be taken into consideration in equating
business activities with charitable activi-
ties under the test of the regulation, and

“42) That 1if, when such factor is taken
into consideration, an organization is shown
in fact to be carrying on a real and substan-
tial charitable program reasonably commensu-
rate in financial scope with its financial
resources and its income from its business
activities and pther sources, it cannot be
said that an organization's "primary pur-

" pose' is other than charitable, insofar as
application of the "primary purpose" test of
the regulation is concerried.

It 1s pointed out that the primary purpose test
set forth in the regulations under consideration is
separate and apart from section 502 and has no appli-
cation in any case in which the organization is a

feeder within the meaning of-that section.

In the A case the Council's conclusion is
that there is no basis for denial of exemption under

‘the "primary purpoge" test if the facts show that the
organization is engaged in carrying on a real and sub=-

stantial charitable program reasonably commensurate
. F
with its resources. _—

Review of the Council's memorandum in this case
has been intensified and facilitated by the simultane-
ous consideration and review of the Exempt Organiza-
tion Council's study entitled "The Amount of Unrelated

g et “
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Business Activity That a Section 501(c)(3) Organization
May Engage in and the Scope of the Feeder Provision:
§502". This office has concluded that the position
recommended by the Council in the instant case is a
satisfactory and legally supportable solution to the
problem in this area, and it should be adopted as the
interim position of the Service pending clarification
of the regulations. This office agrees with the reason-
ing contained in the Council's memorandum, which is at-
tached for future reference in relation to the instant-
memorandum, and believes it fully warrants the conclu-*
sions reached. Accordingly, even though these conclu-
sions may represent a change in the position of the

. gervice in some cases and even though it may be doubted
these results were contemplated by the drafters of the
pertinent regulations, the reasoning of the Council,
the need to resolve the apparent inconsistencies of
the regulations, and the need for a clear and readily
administrable rule strongly recommend the conclusions
reached. In the opinion of this office, the language
and legislative history of the statutes involved per-’
mit the proposed interpretation of the regulations.
Indeed, the proposed interpretation in result more
nearly accords with the "exclusive" requirements of

lsection 501(c)(3).

As indicated above, the problem with respect €O

.. the applicability of section”1.501(c)(3)-1(e) is not
\ reached if the“becomes a section 502
feeder on the acquisition of the building. In the
opinion of this office the Foundation would not be a
feeder since ‘the term trade or business as used in
section 502 does not include the rental by an organiza-
tion of its real property. There does not appear to be
any basis for distinguishing the exclusion of rental
income under sectii7 502 from the rental exclusion under

section 512(b)(3).=

e e =

By this we mean that {f a particular form of rental income would
qualify within the meaning of the exclusion provided in section 5:&
it would equally qualify as nrental by an organization of its real
property" within the meaning of section 502.- Also, it would appeiRk
that notwithstanding the exception of business lease income for pwf-
poses of section 512, the fact that a-particular form of rental cozi
stituted.a business lease within the definition of section 514 wal

not mean that it was not a form of rental within the scope-Of the
. v .

exception of section 502. .
' o " For Gflic.al Uso Only
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This office has previously considered the tax
consequences of the receipt of rentals from an office
building which is actively operated by an organization
exempt for purposes specified in section 501(c)(3) of
the Code. 1In G.C.M. 30873, September 17, 1958, In re:

A-628270, we considered the active
operation of several office buildings and apartment
houses by an exempt foundation. We recognized therein
that the receipt of rentals from an office building
actively operated by the. lessor would not be a mere
passive receipt of "rental" income, and that it made
no difference whether the active operation of the
office building itself was through the employment of an
agent. Reference was made to Regulations §1.512(b)-1
(c)(2) which provides:

"(2) Payments for the use or occupancy
of rooms or other space where services are
also rendered to the occupant, such as for
the use or occupancy of rooms or other quarters
in hotels, boarding houses, or apartment houses .
furnishing hotel services . . . do not consti- .
tute rentals from real property . . . Payments '
for the use or occupancy of entire private ///
residences or living quarters in duplex or
multiple housing units,-or of offices in an
* office building, etc.,-are generally rentals
from real property." -

That G.C.M. took cognizance that the operation of
an office building such as™QENEENEEA vould be the opera-
tion of a very large going business. Nevertheless, the
G.C.M. concluded that in the absence of an amendment to
the above-quoted section of the regulations, it would
appear difficult to sustain the position that the rental
derived by a foundation from an office building was un- -
related business taxable income within the meaning of

section 512. -

A similar view was adopted in G.C.M. 31406, Septem-
ber 11, 1959, In re: R R N P " —

VR A-630081, with r

espeée~to rental operations

7
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carried on by a fund. 1In that case, rental income
was received from 105 separate dwelling units. We
felt in that case that the services provided were not
of a type considered rendered to the occupant. The
consideration paid was for the use of the property
and was regarded as the type of rental income contem-
plated by the Code and the regulatioms. .

Directly bearing on the question is the follow- '
ing discussion as to the meaning of the House bill
in which Mr. Killian, president of the Massachusetts

* Institute of Technology, Colin Stam, Chief of Staff

of the Joint Committee on Internal Revenue Taxation,
and Senators Taft and Milliken participated:

"Senator Taft: Suppose, however, that
a corporation attempts to run an office
building with 100 or 150 tenants in it, and
the operation of the business, and the opera- .
‘tion of selling light, heat, etc.; is that
unrelated business?

Mr. Killian: I think there are probably
a lot of real estate holdings of that kind
where a charity holds a complete office build-
ing. ’ . :
Senator Taft: Ordinarily, in my experience
it is leased as a whole to-somebody to run.

Mr. Killian: That is usually the case.

Senator Taft: What do you think would be
the effect of this law if they actually tried
to operate the office building? Is that unre-
lated business? '

Mr. Killian: I think they could very

easily handle that by passing it along to—
another agency to operate. I think the uni-
versities have a remedy‘on that.-

 For Oifictzl,  §lae Qnly| "
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Senator Taft: Mr. Stam, what do you
think about that? ' )

Mr. Stam: That would be out because
they are getting money from rents and it is
pretty difficult to distinguish between a
case where the university operates directly

" and where it just collects rents through an
agent. '

Senator Taft: So that under the terms ///
of the bill passed by the House that oper- .
ation would not be unrelated; that would be a
an investment rather than an unrelated busi-
ness?

Mr. Stam: That is right.

Senator Milliken: Even though the uni-
versity itself ran the building? i .

‘Mr. Stam: That 1is right. ,
Senator Taft:’ Where the income is all
from rents? "

\_..

Mr. Stam: Yes." =

(Hearings, Committee on Finance, 8lst Cong., 2d Sess.,
. H.Ro 8920’ po 382‘384.)

, Thus, in view of the legislative history of the
Revenue Act of 1950 referred to above, we think it clear
that Congress intended that rental income as such was

to be excluded from the tax on unrelated trade or busi-
ness income, without regard to the trade or business
character of the rental activity, provided the income
therefrom is in fact rent within the meaning of section
512 and the regulations thereunder, and-not within the
nbusiness lease™ exception of section 512(b)(4). As

——
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indicated in section 1.512(b)-1 of the regulations,
however, the exclusion so provided for was not In-
tended to apply with respect to payments denominated
nrent" by the parties, which are not in fact rent in
the actual or customary sense of the term. The sig-
nificance of this is that Regulations §1.512(b)-1(c)
(2) provides in part as follows:

nmk % * Generally, services are considered
rendered to the occupant if they are primarily
for his convenience and are other than those
usually or customarily rendered in connection
with the rental of rooms or other space for
occupancy only.. The supplying of maid service,
for example, constitutes such service; whereas
the furnishing of heat and light, the cleaning
of public entrances, exits, stairways and
lobbies, the collection of trash, etc., are
not considered as services rendered to the
occupant.”" (Emphasis supplied.)

Counsel for the instant organization asserts in
his brief, dated September 15, -1962, p. 26, that the
services rendered to the tenants are usual and customary
‘iﬁr an office building of the -type represented by the

Building. Minor alteration of tenant premises
under the auspices of the SN anagement are
necessary for the security, appearance and utility of
the building, and are no different from the services
rendered to tenants of other large office buildings.
Income from telephones in the lobbies and vending ma-
chines must be regarded as incidental compared to the
larger amount of gross receipts from the
actual rental of space in the

Accordingly, we are of the view that if the sub ject

in the same manner as it is now being operated, the
organization will not, for that reason, fall within the

.ambit of section 502, nor will such real estate acquisition

~

-——
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and operation adversely affect the organization's ex-
isting section 501(c)(3) status.

. A conference report in the administrative file
dated March 13, 1964 states that the organization in
the instant case now seeks a ruling only on the ques-
tion whether the acquisition and operation of the

U ould adversely affect its exemption.
Consequently the ruling need not cover questions on
business leases and unreasonable accumulations. In
view of this, we have confined our present consider-
ation of this case to the basic exemption question
referred to above. Oyp_gopglusion on this question
is that the instant Foundation should continue to

be held exempt notwithstanding its acquisition and
operation of the\UNNNENENEEE rovided the Founda-
tion carries on a real and substantial charitable
PTOgram reasonably CONmensurate in rinancial scope

Ll JLs financial resources and itsg income IrXoll
—abslsiness activities and other sources.

" We concur in substance in the proposed revenue
ruling but have prepared a revised draft which is sub-
mitted for your consideration. We believe this draft
brings out more clearly the, issue being determined.

The admiqistréqive file;is veturned herewith.

~ SHELDON S. COHEN
Chief Counsel
Internal Revenue Service

Enclosure: . , "
Adm. file ' -

Attachment: _ e~
Exempt Organization Council Memorandum 2
~ (EOC/OP"1964-1) )
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EOC/0OP 1964-1 '
S FEB 1'1 1964

. .TO T Mr. Harold T. Swartz
Assistant Commissioner (Technical) .

"ATTN: Director, Tax Rulings Division”

FRQM : Mr. Mitchell Rogovin
: -Chairman, Exempt Organization Council

‘In re :

-
4

This memorandum concerns, the question of applicg-
tion of the "primary purpose! test imposed by section
1.501(c)(3)-1(e)(1) of the regulations as a limitation
_on qualification of 501(c)(3) organizations engaged
in carrying on a trade‘or business, which has arisen
in the above case. At the recommendation of Chief
Counsel, the files in the matter were referred to
the Exempt Organization Council by memorandum of Tax
Rulings Division dated October 23, 1963, for an expres-
sion of views,

-

. SRR ruled qualified for chari-
table exemption and contributions, now proposes to
undertake ownership and operation-of an important
office building in the downtown area of I nd
use the income therefrom to finance its charitable
activities. 1/ The operation will be a major under-
taking, involving the conduct of a substantial unrelated

1/ The Foundation is. an R not for profit corpora-
tion, organized for charitable, educational and scien-
tific purposes. The building is a 44-story commercial
office building, known as the . It is
stated to have a valuation of approximately
and annual gross rentals and service fees in excess of

o \ - o | RECEIVED
S R I FEB 1. 1984
, . ’ DIRECTOR, TAX
Fer Giiicial Yso Only, RULINGS DIVISION
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trade or business. 2/
THE ISSUE: ‘
The question is who.o...: such undertaking wiil-

defeat the Foundation's qualification as a chari- -
table organization by reason of constituting the
"primary purpose' for which the organization will be
operated, within the meaning of the cited regulation. 3/

N\

CONCLUSION:

RN

Assuming the test of the regulation is controlling,
then the basic question, in our opinion, is how, or
in what respects, trade or business activities of an
organization are to be equated with charitable activ-
ities in determining the 'primary purpose' of the
organization within the intendment of the regulation.

The basic conclusions we reach herein are:

(1) That the amount of expenditures of
an organization for charitable purposes must Y.
be taken into consideration in equaling ”'hupl
business activities with charitable activities ano

under the test of the regulation, and

Tl
-

g/ See in this connection the assumptiens outlined on
pages 3-5,App.post.

3/ The regulation in question provides, in effect,

T that an organization may engage in unrelated trade
or business without defeating qualification for
exemption under section 501(c)(3), provided it is
not organized and operated for the 'primary purpose'
of carrying on such business. See page.'5_App.post.
for full text, . : '

-— ——— s
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(2) That if, when such factor is taken f;:;/l‘

into consideration, an organization is shown
in fact to be carrying on a real and substan- sz'g MﬂJ‘
tial charitable program reasonably commensurate - A

in financial scope with its financial resources LﬂM’W“L
and its income from its business activities and '4
other sources, it cannot be said that an organ-
ization's “primary purpose' is other than chari- b
table, insofar.as application of the "primary ¢
purpose" test of the regulation is concerned.

SIGNIFICANCE OF CONCLUSIONS:

The underlying significance of the first conclusion

is this: Except as limited Ry the feeder provision of
section 502, ‘expenditure of funds for charitgble uses.
6?'55535_Zzgompgish =CRITITESTE result, by an organ-
jization organized and otherwise operated exclusively

for charitable purposes, is a ! urpose or

). Also, the real measure of such activity as
a charitable undertaking is not its size .in terms of -
physical facilities involved in its conduct. ‘1t is 1its
importance in terms of charity.

activity for which exemption is granted under section
501205(3

The primary purpose test of the regulations, there-
fore, cannot be applied simply as a question of relative
size of business activity and charitable activity in
terms of physical facilities. Instead, if there is to
be an equating of the two activities, it must be in
terms which have some relevance at least as a measure

Jof the importance of the charitable activity involved.
The amount of money expended for charitable objects is

—one reasonable indicator of the relative magnitude and
—importance of a charitable activity, at least for purpose

of comparison with business activity. In fact, it is
perhaps the only common denominator that can be applied.
it is not only permissible, but necessary, therefore,
that the amount of such expenditures be- taken into con-
sideration as a measure of the charitable activity.

« . . 3
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, The underlying significance of the second con-
clusion is that if the 'primary purpose' test is to
have any relevance to the statutory requirements of
eXemption, or is to be administered with any degree
of uniformity,-it must be applied realistically as
essentially a test of proof. “As such, it becomes g
test of whether there is g real, bona fide, or genuine
charitable purpose, as manifested by the charitable
accomplishments of the organization, and not a mathe-
matical measuring of business purpose as opposed to
charitable purpose.

An important underlying aspect of both conclusions.
is that if the primary purpose limitation on businesg '
activities under the test of the regulation has any
basis in statute, it is'as an administrative inter-
pretation of the requirements of exemption of section
501(c)(3), not section 502. s such it 1is a require-
ment apart from any limitation imposed by statute on
exemption of organizations engaged in carrying on a
trade or business by the fecder provisions of section
502. 1Its application is not governed by section 502,
therefore, and the limitation in that section on recog- -
nition of expenditure of funds as a charitable purpose
or activity consequently is not controlling in the
application of the "primary purpose' test, 3a/

In fact the limitation on_business activity of
501(e)(3) organizations by the primary purpose test

25/ The significance of this is that the charitable activ-

ities involved in any application of the primary

© Purpose test, are charitable activities of a type
which are not excluded by section 502 as a basis of
qualification under section 501(c)(3). 1Ip other
words, they are charitable activities of a type

- which have passed the test of section 502. Conse-
quently, in equating.the relative importance of the
business activities and charitable activities of an
organization for purpose of applying the limitation
on business activities under the primary purpose
test no part of the charitable activities involved
may be. disregarded by rezson of any claim that recogni-
tion of such activities as charitable is barred by
section 502, '

v
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has no appPication in any case in which the organiza-
tion is a feeder within the meaning of section 502.

If an organization is a feeder within the meaning of
that section, its exemption is precluded by that fact
by operation of section 502, without regard to section
501(c) (3). The question of limitation on the extent

to which such organization may engage in business with-
out defeating qualification under section 501(c) (3),
therefore, is never reached in such case, and the
primary purpose test has no application.

The foregoing are the strictly technical aspects
of the problem, The practical aspects of the conclusions
reached here, however, can be summarized briefly as

- follows:

(1) The primary purpose limitation on
business activities of 501(c) (3) organizations
imposed by the regulation in question is popularly
supposed to have some independent significance as
a statutory requirement of exemption apart from
the feeder provisions of section 502. It also
apparently is regarded as having some independent
Friteria of its own for its application aside
from the extent of the charitable accomplish-
ment achieved with the income involved. If the
analysis here is correct, it has neither in
terms of actual operation. .What occurs in {ts
|application, if any meaningful equation of
business activities and charitable activities
is really attempted, is essentially nothing
more than an evaluation of. charitable purpose
In terms of extent and character of the uses to
which the business income.is put.

(2) 1In other words, if the pri urpose
test as to business limitations is applied as
&halysis shows it must be applied, it_is essen-
tially nothine more than a test of proof of = -
chgrjtable purpose, and as a practical matter

‘imposes no greater substantive limitation on
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business activities of 501(c)(3) organizations
than is already imposed by statute under the
feeder provision.of section 502.

_*f_ “(3) The practical result, therefore, is

. that under tEg prIEEry purpose limitation on ,

' business activities of 501(c)(3) organizations,
imposed by section 1.501(c)(3)~-1(e) of the
regulations, an organization may meet the re-
quirements of exemption under section 501(c) (3)
although it operates ag unrelated trade or busi-
ness as a substantial part of its activities, -
proVided-fE'TE_EEE-Z-Eeeder organization within
the definition of section 502, and provided
there is clear proof of charitable:purpose
manifested in its actual operations.

Applying the basic conclusions herein to the facts
in the%case, theagcontxzolline guegtion in our

opinion is whether, taking into consideration the

character of the organization's charitable activities

and the expenditures of the organization for charitable
purposes, it can be said that it will be engaged in .
carrying on a real and substantial charitable program :
reasonably commensurate with its resources, in the sense

of Conclusion (2) above. . If the facts show that it will,
then we conclude herein that-there is no basis for denial v~
of exemption under the primagy.purpdse'test.

Further discussion and anai§sis of the basis of
our conclusions are set forth in the attached Appendix.

. The administratiye-file is returned herewith. -

4 i %M\
- . MITCHELL ROGOVIN .
Chairman, e :
Exempt Organization Council

Enclosures ™ | —
Als )
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