Law of Non-profit Corporations Outline
Jill Manny – Fall 2004
Basic Laws, forms, etc.
§501 – duh

§170 – tax deduction for charitable contributions (remember percentage limits on taxable base) ( not complete overlap (foreign organizations do not qualify) 
Form 1023 – application form (under $5000 and churches need not file
Form 990 – annual reporting

501(c)(3)

   “(3) Corporations, and any community chest, fund, or foundation, organized and operated exclusively for religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster national or international amateur sports competition (but only if no part of its activities involve the provision of athletic facilities or equipment), or for the prevention of cruelty to children or animals, no part of the net earnings of which inures to the benefit of any private shareholder or individual, no substantial part of the activities of which is carrying on propaganda, or otherwise attempting, to influence legislation (except as otherwise provided in subsection (h)), and which does not participate in, or intervene in (including the publishing or distributing of statements), any political campaign on behalf of (or in opposition to) any candidate for public office.”
Introduction
· Non-profits can make a profit! The difference is the non-distribution principle, profit has to be used for public purposes, not private purposes (cannot be distributed to members, directors, or employees, only reasonable compensation)

· Hansmann’s non-distributional constraint: “A nonprofit organization is, in essence, an organization that is barred from distributing its net earnings, if any, to individuals who exercise control over it, such as members, officers, directors, or trustees.”
· Two big categories: 

· public serving organizations – public charities and foundations (501c3), social welfare (501c4), 527 political organizations (at least in theory

· mutual benefit (member-serving) organizations – formed to further common goals of members

· 501(c)(3) – public serving organizations
· important to get because §170 makes virtually all get deductible contributions
· plus state law tax-deductions (property, sales), plus lower postal rates
· plus “halo effect”

· Gardner – importance of nonprofits for pluralistic reasons (for new and unpopular ideas)
· Gaul & Borowski – a huge, unregulated industry (NFL and MPAA are non-profits, hospitals too)
· Salmon – size and scope of nonprofit sector
· Religion – 350,000 congregations

· Health care – biggest in revenue, government is source of much funding

· Education – government/fees
· Social services – fees/government/charitable foundation

· In England, more charitable trusts than non-profit corporations, because government controlled incorporation, trusts gave more freedom

· Rationales for Nonprofit Sector - Lester Salamon: historical, market failure (for non-majority collective needs or information asymmetries), government failure, pluralism/freedom, solidarity
· Hansmann classification of nonprofits:
	
	Mutual (controlled by patrons)
	Entrepreneurial (controlled by self-perpetuating board)

	Donative (support from donors)
	Mutual donative (Common Cause)
	Entreprenurial donative (art museums)

	Commercial (income from fees
	Mutual commercial (country clubs)
	Entrepreneurial commercial (community hospitals)


· Hansmann – since nondistributional principle don’t have to worry about cut corners for profits, but do have to worry about lack of profit incentive ( charter protects interest of patrons from those who control organization
· Hansmann –  nonprofits needed when market failure due to third party payment (disaster relief) or Public goods (free-rider) of complex personal services (trust needed where patrons can’t complain, nursing)
· But “essential role of the nonprofit organization  is to serve as a fiduciary for its patrons in situations of contract failure”
· Salamanon – nonprofits as independent contractors of government
· Form 1023 -  must submit articles if incorporation, plus by-laws, report activities and activities
· Funding - Dues/fees for service, donations (19%), government (32%), investment income

Organization Under State Law – important, but draft for the more rigorous federal statute
· Choice of legal form: 

· unincorporated association – informal and flexible, but liability issues
· but also looking into getting a fiscal agent (though they would have dominion and control)

· charitable trust – quick and easy to create, perpetual, controlled by grantor and more formal (states purposes, trustees, method of sucessesion)
· greater trustee liability, however

· higher standard of care (negligence, not gross negligence of corporations)

· nonprofit corporation – predominately corporate form and benefits (artificial entity that can sue, contract, hold property, limited liability!), but with nondistributional constraint
· public benefit corporations – cannot have ownership over membership
· Mutual benefit corporations – members have broad rights since an economic interest (though still nondistrubutional)
· Charter - Articles: Name, purpose, distributions (no inurement), distribution language on dissolution (this is required), if membership organization (but never do this unless have to if forming a public-serving organization, they are administrative nightmares, b/c much power ceded to members)

· Non-distributional constraint and asset distribution provisions required

· Later draft bylaws, easier to amend (though still must be filed with IRS)

· Purposes and Powers of Nonprofit corporations
· Public Policy: Must have a lawful purpose (void for public policy if illegal)
· State ex rel. Grant v. Brown (OH 1974) (Greater Cincinnati Gay Society) ( Secretary of State given discretion by statute to deny nonprofit incorporation for public policy (even if not illegal) [antiquated, most states say that if legal requirements and not acting against law, Sec. of State of equivalent must incorporate, in NY Owles v. Lomenzo]
· Commercial purposes – 
· People ex. re. Groman v. Sinai Temple (CA 1971) (synagogue making a profit on cemetery) – making a profit ok, just no private inurement allowed, as legal matter have power to engage in any commercial activity

· of course unrelated commercial activities may lose Federal tax-exempt status or state property tax-exemption – 
· State v. North Star Research and Development Institute (Minn. 1972) (research center gets nonprofit status because no distribution of profits, even though much research is for private industry
· BUT Common Fund v. Town of Fairfield (Conn. 1984) – managed investments solely for tax-exempt organizations, denied local property tax exemption
· Charitable Purposes – what is charitable? Or educational?
· American Associations of Cereal Chemists v. County of Dakota (Minn. 1990) classes and training in lab techniques called to narrow, needed broader curriculum to be educational, thus denied state property tax exemption

· In re Shaw’s Will Trusts v. National City Bank (1952) – testatrix tries to create trust to create chair of professorship in Ireland to teach the Irish some manners - Court upholds the trust, “the court ought not to weigh the respective merits of particular educational methods.  It will suffice if the purposes are genuinely educational in their aim and scope.”

Dissolution and Distribution of Assets
· States here can be stricter than the IRS on how similar a purpose of organization receiving distributed assets must be, biggest issue though is charter
· Broad purposes and/or a variance clause can avoid necessity for a dissolution
· general rule is that public benefit organizations must transfer assets on dissolution to similar charitable use, while mutual benefit organizations may distribute assets to members in pro rata shares upon dissolution
· however, 501(c)(3) status requires a provision that assets be distributed to some other exempt purpose, cannot be distributed on dissolution to members or shareholders

· NY variance law more strict – must be grounded in change of circumstances that’s identifiable and negatively affects a charity that would cause a donor to redirect the funds

· basically rules must be in charter for dissolution (vote by board, approval by membership, notice to creditors, notify AG and court must approve if public benefit corporation and dividing assets)
· doctrine of cy pres (for charitable trusts change of purpose) – when charitable purpose accomplished or impossible, equity allows trustee to substitute another charitable object which approaches original purpose as closely as possible
· very difficult, courts often turn down ( must be impracticable, not just inefficient charity
· which is a reason want trustees to grant variance power
· doctrine of deviation (change of administration) allowing court to alter administrative or procedural provision when compliance is impossible or illegal, or (due thing not realized by settler at time) compliance would defeat or substantially impair accomplishment of purpose of trust
· examples $2000 insufficient to establish cat house given to CT Humane Society, Shannon v. Eno, propaganda to end slavery given to educate former slaves Jackson v. Phillips
· BUT In re Estate of Buck trust that grows to $400 million to support rich Marin County – Court refuses to use cy pres to expand geographic limits because inefficient philanthropy is not grounds for change (not really frustrations)
· BUT US v. Cerio (ED VA 1993) though says impractability, not strict impossibility required, where hundred thousand dollar prize for getting top grades in sciences at the US Coast Guard Academy would have interfered with academic teamwork, cy pres power exercised
· Deviation – Trustees of Dartmouth College v. City of Quincy (Mass. 1970) school for Quincy-born girls only, Dartmouth the residual legatee, school board wants to allow non-Quincy born girls to attend in unused spaces paid not with trust money

· doctrine of deviation used to make the change, since not impossible since still Quincy girls

· Donations to public benefit corporations – no solid answers, but generally once donation given assets are owned by the corporations, though if specific purpose is delineated on donation then that specific purpose must be followed
· But Matter of Multiple Sclerosis Service Organization of New York Inc. (NY 1986) shows that distribution of assets of dissolving corporation is less strict than cy pres doctrine

· NY Not-for-Profit L. §1005(a)(3)(A) requires “substantially similar” but this is not as strict as cy pres “as near as possible”

· CA allows distribution to any fund, foundation, or corporation organized for religious, hospital, scientific or charitable purposes

· BUT stricter cy pres of deviation doctrines apply to specified donations

· Also can be more restrictive if this is in charter

· Conversion from Nonprofit Organization to For-Profit Entity
· Options ( straight conversion (only a few jurisdictions allow), asset sale (sell operating assets to for-profit for fair market value, set up a foundation to keep proceeds in charitable stream), merger (same), drop-down conversion (same, just get stock or notes instead of money)
·  Abuses ( problems of undervaluing 
Qualifying for Tax Exempt Status
· Ring I is all nonprofits, II-IV are charitable (all 501c3s) (Ring I is non-charitables ( mutual benefit organizations)
· Ring I are public charities (pass the §509 test), ring the II is operating charitable foundations, ring III is nonoperating charitable foundations
· Rationale for Charitable Tax Exemptions
· traditional public benefit subsidy theory – public benefits of these organizations relieve benefits on government, thus government effectively subsidizes them (modern twist says also innovators and efficient service providers for government)
· Income measurement theory –exemption for public benefit nonprofits is a natural outgrowth for a taxing system aimed at measuring income [stupid, there are problems with calculating what would be income, but no greater than other areas]
· Capital Subsidy Theory – subsidizing organizations that cannot have good access to capital market, but provide a good efficiently
· Donative Theory – Hall and Colombo, subsidize organizations capable of attracting a substantial level of donative support from the public

What is Charitable?  Basic Requirement for Charitable Tax exemption
· Charitable defined – 1.501©(3)-1(d)(2) – “generally legal sense” ( includes relief of poor, advancement of education, lessening burden of Government, scial welfare, lessening discrimination
· The 7 requirements of 501(c)(3)

· (1) choice of form – corporations, community chest, fund, or foundation – primary forms though are trusts, corporations, unincorporated associations

· (2) exempt purposes – organized exclusively for the listed purposes

· note parenthetical on sports is mute

· (3) indeterminable class - from 1.501(c)(3)-1(d)(1)(ii), issue of charitable class – class must be public not private, thus must be an indeterminable class
· cannot due particular firefighters, but just say any other future natural disaster -> create the indeterminable class

· some classes are so large that are considered virtually indeterminable

· (4) inurement – none to a private individual -> also to prevent benefit to private persons or non-exempt purposes -> executive compensation

· (5) no substantial portion of lobbying activities -> now can do a lot of lobbying if cheap enough

· (6) political campaign activity -> none involving a candidate

· (7) fundamental public policy – no part of purposes or activities may be illegal or violate fundamental public policy, comes from the common law description of charitable
· regulations say charitable is given “generally accepted legal definition”

· generally broader than relief of poor (can sometimes get under charitable if not under other categories by giving things away)
· organizational test – based basically the charter and rules must not violate any of these rules, dissolution rules required, etc.
· operational test – same thing, but look to the activities

· Treasury Reg. §1.501(c)(3)-1(c)(1) – “exclusively” not read as exclusively, just have to operate “primarily”, hence the unrelated business income tax
· No one knows when activities become more than “insubstantial”, but clear that Congress did not mean “exclusively” because of UBIT
· Also cannot serve private interest within categories 1.501(c)(3)-1(d)(1)(ii)

· classes can be small or large, but have to be indeterminable (or virtually indeterminable, like every kid born in NYC in 1963)
· Public policy limitation on what is charitable (applies to all 501c3, regardless of how qualify)
· Note most states leaving this to IRS, Sec. of State only performing ministerial functions
· Bob Jones University v. US (US 1983) – racially discriminatory policies of school violate a clear public policy (Constitution, laws, pronouncements)
· two major changes to exempt purposes (1) organizations that illegal or violate fundamental policy cannot meet requirements, (2) religious or educational is not enough, must also be charitable (imported from §170)
· because due to tax exempt status, all taxpayers become “indirect and vicarious ‘donors’”

· “The institution’s purpose must not be so at odds with the common community conscience as to undermine any public benefit that might otherwise be conferred.” ( 3-branches of government test
· Sensitive decision, but IRS can make it
· IRS determination reviewed on abuse of discretion standard

· Rehnquist dissents: public policy limitation not in text of 501c3, so IRS has no authority, Bob Jones is an educational institution in line with everything in the statute
· Side note: remember that there is a standing issue here, Allen v. Wright (US 1984) (parents of black children cannot sue because IRS fails to enforce, injuries not fairly traceable to unlawful conduct of IRS)

· Discriminatory Trusts are denied 501c3 status in “Private Letter Ruling 8910001” (Nov. 30 1988) for trusts that benefit white people

· But allows affirmative action, because this is not against public policy because does not aggravate disparities
· IRS has been very careful on Bob Jones
· Instead uses other tests, like whether “educational” organization is giving a full and fair disposition of the facts

· But some cases, interesting one includes Podberesky v. Kirwan (4th Cir. 1994) which found merit-based scholarship to limited to African-Americans at University of Maryland to be unconstitutional

· And IRS loses fight against Bob Jones Museum because tax court concludes that museum is not an essential part of university

· Promoting legalization of drug use? ( ok as long as promoting changing law (educational, scientific, charitable ( though action organization? Must ensure that lobbying is not only purpose), not illegal activity

· Cannot be organized for civil disobedience
Inurement and Private Benefit – the dividing line between for-profits and nonprofits
· inurement – benefits that result in net earnings going to insiders (prohibited, lose exemption if even a dollar, no de minimus exception)
· GCM 39862: insiders are anyone in position to siphon off the assets = insiders with financial control (clarified in §4958)
· Net earnings – meaningless, really means any part of gross revenue

· private benefit doctrine – benefits that result in net earnings going to non-insiders (prohibited, but only lose exemption if “more than incidental”)
· but if the payment is serving exempt purposes by filling a need, then not private benefit (recruiting the doctor to MT, but not football coach)
· also Republican party campaigning school ( ruled not a 501(c)(3) because purpose was to give private benefit to Republican party)
· Church of Scientology of California v. Commissioner (9th Cir. 1987) ( exemption revoked, don’t get him on salaries and reserve judgment on yacht, but using Church to create copyright royalties in his name = inurement
· United Cancer Council, Inc. v. Commissioner (7th Cir. 1999) (the contracted advertising campaign) (Posner) ( reversed on inurement (even though insurement is realistic test of actual control, not formal control), not insiders because contract at arms-length, though maybe private benefit
· Fact that operational expenses so high is not enough
· Remand on private benefit due to a lack of duty of care of board

· Intermediate Sanctions (§4958) – 
· Policy Rationale:  needed because not realistic to revoke whole University’s exemption, fraud but organization as whole is still operating for its exempt purposes  
· follow the steps:
· (1) applicable exempt organizations:  applicable to 501(c)(3)s and (c)(4)s that are not private foundations (already covered)
· public universities are not applicable organizations, since §115 exemption
· (2) DQP – substantial influence over organization or its affairs (officers and directors plus those with effective control, as well as those with control over a smaller unit), family members, 35% controlled entity by DQPs
1. statutory DQP’s – family members of DQPs and certain controlled entities

· unlike foundations, brothers and sisters and their spouses count here

2. Deemed DQP’s – voting members on governing body of organizations (directors, trustees), powers and responsibilities of certain offices (regardless of title, but President, CEO, COO, CFO and treasurers)

3. Deemed non-DQP’s – other applicable tax-exempt organizations (can move $ among 501c3s), people who do not make much (under $90,000, if not category 2)

4. factors tending to show DQP (substantial influence) – person who founded organization, substantial contributors, revenue-based compensation (means have some financial control), significant financial control (authority to control or determine employee compensation, capital expenditures, or operating budget), manages a discreet segment of organization that is a substantial portion of income/expenses/activities of the organization (aka lucrative Department heads, or Dean Revesz)

· so only physicians with substantial influence over organization in hospital (like department head)
· AKA if not an employee and no control, then not a DQP and therefore no §4958
· Substantial influence can be held by fundraisers, but found not in United Cancer Council
5. Factors tending to show non-DQP – bonified vow of poverty, independent contractors (attorney, accountant, investment, as long as don’t benefit except for fee), direct supervisor of a non-DQP (?), not a manager, 

· but one free bite rule – do not apply to fixed payments (nondiscretionary payment, so fixed percentage is OK) negotiated before the DQP has stated working for the organization

· but still watch for inurement here

· (3) excess benefit transaction – any economic benefit provided to DQP that exceeds the value of consideration received by organization
· no salary cap, market rate fine (look to job, experience, organization to determine comparability)

· must be compensation, so doesn’t count for travel expenses

· if unpaid board member though, and want things like free travel for spouse, put in agreement as compensation, otherwise excess benefit
· USE PROCESS!!! Make sure that in W-2 or comparable (otherwise automatically excess benefit because not linked to compensation) and use the . . . 
· Rebuttable presumption of reasonableness – presumed reasonable if a fixed payment that is (1) approved by board who have no conflicts of interest, and (2) board relied on comparability data, and (3) board adequately documents ( shifts burden of proof to IRS
· Payments from controlled agencies count (alumni association, but not Nike)

· Revenue sharing transactions – look to “facts and circumstances”, clarification was reserved by IRS
· (4) 25% tax on excess benefit (difference between what paid and what was reasonable) to disqualified person, 200% if not corrected

· plus 10% tax up to $10,000 on organization managers (per excess benefit transaction) for knowing and willfully being involved (joint and several liability)
· way to avoid knowing and willfull? Opinion of counsel
· First case is Caracci v. Commissioner (T.C. 2002) – intermediate sanctions for non-profit physician groups sold to for-profit by a family, IRS wins $11.6 million in sanctions BUT IRS won’t revoke tax exempt status

Activities that Qualify as Exempt
Education Organizations
· §1.501©(3)-1(d)(3) says educational is “(1) instruction or training of individuals to improve or develop their own capabilities, or instruction of the public on subjects useful to individuals and beneficial to the community”
· broad view taken, includes marriage counseling and alumni associations (but not dog obedience)
· Educational institutions advocating a particular viewpoint need to have a “sufficiently full and fair exposition of the pertinent facts” to permit listener to form an independent opinion
· Serious Constitutional issues here ( because test only applies to advocacy organizations, and no definition of advocacy, except old handbook which says “controversial”, methodology test says too
· IRS thus never wants to use event the test
· Rev Ruling 75-384 – peace organization promoting civil disobedience is not charitable because violates public policy (promoting crime)
· Revenue Ruling 78-305 – promoting tolerance of homosexuals is educational where “full and fair exposition” allowing people to come to own view, despite controversial
· Big Mama Rag v. United States (DC Cir. 1980) - “full and fair exposition” so vague as to violate First Amendment (just asking for discriminatory enforcement, used only on controversial organizations)
· Thus replaced in part by Rev. Procedure 86-43 – Methodology Test for determining advocacy organization – not educational if:  ) not educational if

· (1) significant portion of communications are viewpoints unsupported by facts

· (2) facts that support positions are distorted

· (3) organization makes substantial use of inflammatory or disparaging terms and expresses conclusions more on strong emotional feelings than objective evaluations

· (4) approach is not aimed at developing understanding, because does not consider background or training of audience on subject matter

· but still facts and circumstances even if any of (1)-(4) are met

· Methodology test upheld in National Alliance v. US (DC Cir. 1983) (neo-Nazis)
· Manny: this is merely an administrative gloss, it does not clear up any of this vagueness ( particularly doesn’t clear up which organizations should be applied to ( test only works in easy cases, otherwise too vague
· Can also use public policy test, but these even vaguer
· Abortion groups qualify as educational assuming no illegal acts or political campaigning, because pass methodology test
Disaster Relief
· clearly a charitable purpose, even though some victims are affluent, for them only immediate relief
· 9.11 IRS liberalizes, ok as long as need is found “in good faith using objective standards”

· look for indeterminate class (100,000 hit by a hurricane is enough)
· Employer Related Assistance – IRS allows as long as class of beneficiaries is large or indefinite, and recipients selected based on objective determination of need by independent committee that does not have substantial influence over employee’s affairs

· Charitable assistance to business? Before 9.11, IRS said only most basic needs to business owners, anything else is not charity

· After modifies, grants could be tax-free gifts as long as donative intent and charitable organizations expect nothing of value in return

· Legislation – Victims of Terrorism Tax Relief Act (2002)

· §104 – payments to victims alone September 11th and anthrax in 2001 (these disasters alone) are considered made for exempt purpose even without a specific assessment of financial need, as long as good faith under objective formula consistently applied

Churches and Religious Organizations (almost impossible, only real way to kill them is with inurement/political/public policy)
· houses of worship, but also religions book publishers, broadcasters, organizations doing genealogical research, and burial societies (431)

· Walz v. Tax Commission (US 1970) upholds constitutionality of religious tax exemptions, not under theory of good works (because then government would have to evaluate), but on “benevolent neutrality” -> create minimal entanglement between church and state, though not constitutionally required
· Churches and religious organizations (churches different, get better benefits)

· Church automatically regarded as tax exempt

· Churches presumed not to be private foundations

· Churches get exemption even without filing a 1023 ( some large fundraising churches do it anyway

· Churches don’t have to file information returns, don’t have to disclose anything!
· Highly sensitive issue for IRS to deny exempt status to any organization claiming to be religion or church – thus IRS very broad, do not even need to believe in a Supreme Being

· US v. Ballard , Supreme Court makes very clear that fact finders shouldn’t go anywhere near determining what is religion, not a concern of the state (so IRS avoids definitions)

· Holy Spirit Association v. Tax Commission (NY 1982) (are the Moonies purposes religious or political?) Civil authorities can ask only two questions: (1) does religious organization assert that the challenged purposes and activities are religious, (2) is the assertion bona fide?
· Here beliefs about Korea, three branches of government, and church and state are integral to religious doctrine
· Christian Echoes Nat. Ministry v. United States – a successful revocation of right-wing church (discriminatory enforcement of the law)

· General Counsel Memorandum 36993 – witch’s coven qualifies are religious organization since beliefs are claimed to be religion and sincerely held (though still public policy principle on illegal activities)
· on what constitutes a “church” for the Code §170(b)(1)(A), 14 characteristics mentioned in Rev. Rule 59-129 (1959) said:

· (1) distinct legal existence, (2) recognized creed and form of worship, (3) a definite and distinct ecclesiastical government, (4) formal code of doctrine and discipline, (5) a distinct religious history, (6) a membership not associated with any church or denomination, (7) a complete organization of ordained ministers ministering to their congregations, (8) ordained ministers selected after completing prescribed courses of study, (9) a literature of it own, (10) established places of worship, (11) regular congregations, (12) regular religious services, (13)  Sunday Schools for religious instruction, (14) schools for preparation of ministers

· Vaughn v. Chapman (TC 1967) interdenominational group doing dentist work and preach gospel is a religious organization, but not a church (no ministers, no congregation)
· lots of distinctions in Internal Revenue Code: broad definition of religious organizations for getting 501c3 status, but only churches, their integrated auxiliaries (school, mission, youth group), and conventions/associations of churches are exempt from filing annual returns
· Personal churches: a tax shelter scheme in the 1970’s where assign wages to a personal church that you have made through a mail-order ministry, a loophole created by a federal district judge in Universal Life Church of Modesto v. US (ED CA 1974) (446)

· Only dogma is to do what is right and obey law, designed to end the religious tax exemption

· IRS finally able to close loophole and revoke this churches exemption in 1984 (and other churches of only one or two families) -> but on grounds that churches operated for substantial non-exempt purpose or violated inurement
· Other grounds for denying exemption: inurement (Scientology case), excessive lobbying and political campaign (Christian Echo)
· Reforms? Suggested only religious organization for certain time period, later can qualify as church
Nonprofit Hospitals and Other Health Care Providers
· Revenue Ruling 69-545 – adopts “community benefit” standard over narrower “relief of the poor” standard for what makes  hospital charitable
· “In the general law of charity, the promotion of health is considered to be a charitable purpose.”

· Hospital A is good where full time emergency room where no one denied treatment and “open” to all community doctors and open community board and excess revenue goes to paying off debt, capital improvements, medical training
· Hospital B not exempt where closed emergency room, operated for benefit of limited group of doctors, not open to any doctor, not a community board
· Requirements today: open emergency room, accept Medicare and Medicaid ( no ruling), plus +++
· Eastern Kentucky Welfare Rights Organization v. Simon (DC Cir. 1974) Rev Ruling 69-545 is not inconsistent with 501©(3), definition of charitable is not static and covers more than relief of the poor

· open emergency room (Court finds this quite significant), and must accept Medicare and Medicaid

· IHC Health Plans, Inc. v. Commissioner (10th Cir. 2003) (Mormon HMOs not charitable) because operated primarily for benefit of members, not community
· Test:  health care services available to all community plus provide additional community or public benefits that furthers public institutions or provides new service, and public benefit must be primary purpose for which organization operates

· Simply providing health care for fee is not sufficient to qualify for tax exempt status (need some “plus”, an additional benefit that society not providing

· Not integrated part doctrine ( because 80% of services were not provided by Health Service (instead independent doctors)
· No one really understands integral part doctrine
· What is no emergency room because state health officials say duplicative or specialty hospital?  Revenue Ruling 83-157 says specialty hospitals qualify if evidence of commitment to community health care (look at  how broad base board of directors is, treatment of Medicare and Medicaid patients and application of operating surplus)

· State Property Tax Exemptions: in leading case, Utah Supreme Court upheld denial of state property tax exemption to two nonprofit hospitals that failed to provide significant care to indigents, Utah County ex rel. County Board of Equalization v. Intermountain Health Care Inc. (Utah 1985)
· This is real battle ground

· IRS Examination Guidelines: guidelines for whether hospital qualifies under community benefit standard:

· (1) governing board of civic leaders rather than hospital administrators and physicians

· (2) if multi-entity, do minutes reflect corporate separateness?

· (3) is admission to medical staff open to all qualified physicians?

· (4) full-time emergency room open to everyone regardless of ability to pay?

· (5) Does hospital provide non-emergency care to everyone in the community who is able to pay either privately or through third parties including Medicare and Medicaid?

· Look for Medicare dumping, at emergency room manual and procedures

· HMOs: IRS has been hostile, 14-factor test including free care for indigents, health education open to all, a broad board -> particularly targets HMOs that don’t actually provide services (instead contract it out to physicians) 

· But again look for integral part doctrine §1.502-1(b) – but only qualify here if the services provided would not constitute an unrelated trade or business?
Miscellaneous Organizations
Public Interest Law Firms
· Rev Ruling 75-74 - public interest law firm – allows one that represents clients in  “test cases” 
· Charitable because deal with “issues of broad public importance”
· Also must be distinguishable from what is commercially available – no fees, but can get costs (as long as this not motivation for choosing cases)
· Big distinguishing characteristic: lack of economic feasibility of private law firms providing this service

· Revenue Procedure 92-59 (public interest law firms revision)
· Broad public interest – litigation designed to present a position on behalf of public at large on matter of public interest
· Normally not for direct representation of litigants where financial interests at stake that would warrant private legal representation (though can be friend of court)

· Fees allowed (not really big deal, because no one has money)
· Can get court awarded fees to be paid by opposing party

· Court-awarded and client fees may not exceed 50% of cost of operation, calculated over 5-year period

· Fees from clients: May not exceed cost for case and cannot withdraw because litigant unable to pay contemplated fee
· Must file annual report on cases litigate and rationale for benefit of public

· Must be a board not controlled by employees or people who litigate

· Free Market Legal Foundation Problem from book – IRS hasn’t challenged (can’t take sides on what is in public interest) ( just look to see if really broad public interest or private benefit
Community Development and Low-Income Housing (OK, but watch out for private benefit)
· Starting in 1970’s, IRS recognizes charitable purposes of venture philanthropic capital
· Revenue Ruling 74-587 – organization can get exemption for working in dense urban area with poor minorities, gives working capital to individual proprietors/corporations who are shut out of the capital market
· Do not operate day-to-day businesses
· Facts show organization not putting out loans for profit or equity interest, but charitable goals, not investments for profit in any conventional business sense
· Because individuals receiving loans are merely “instruments by which the charitable purposes are sought to be accomplished” [to community]
· Revenue Ruling 70-585
· “It is held generally that where an organization is formed for charitable purposes and accomplishes its charitable purposes through a program of providing housing for low, and in, certain circumstances, moderate income families, it is entitle to exemption under 501c3
· even if cost of homes recoverd if possible through very small periodic payments

· Ex: model organization has racial integration goals as well, 
· Ex.: organization to combat community deterioration in poor area with overall plan for rehabilitating area can buy and rent apartment building to low-and-middle income
· BUT moderate income example does not qualify, because no relief to poor (even if to address housing shortage)
· Moderate income is only going to get it through mixed use

· Rev. Proc. 96-32 creates a bright line test: 75% of units must be occupied by low income families (80% of areas median income)

· 20% must be very low income (50% of median) or 40% of 120% of low income level (aka 50% X 120%)

· eviction for failure to pay rent permitted

· this is safe harbor, if don’t meet organization may rely on facts and circumstances test

Sports – often qualify through education (teaching sports), and then Olympic provisions
· Hutchinson Baseball Enterprises, Inv. v. Commissioner (10th Cir. 1982) (Little League/semi-pro team in summer who teach) amateur sports promotion ( developing sportsmanship of children and young men qualifies as charitable
· IRS has not acquiesced, still challenges and wins in Wayne where not enough education to children
· After screw up on 501©(3) equipment provision, Congress creates §501(j) “qualified amateur sports organization” (QASO) for national or amateur sports competitions ( for fostering national or international sports competitions by conducting the competitions or developing and supporting the competing athletes

· With no facilities and equipment procision,can also have local or regional membership

· Pro-baseball as charitable purpose? Eqin Kaufman donated the Kansas City Royals to the Kansas City Community Foundation (until a local buyer cab be found, if not within 6 years, team sold to highest bidder, extra $ included to cover operating losses) - IRS does find transfer motivated by charitable purposes to “lessening the burdens of government”

Public Safety organization - qualifies for 501c3 BUT not §170 eligible donees!!!

· though can be denied when too much private benefit (drug testing for companies)
Scientific Organizations
· must disseminate information, operated for public purposes

Lobbying and Political Campaign Activities
· “no substantial part” of activities consisting of propaganda/influencing legislation and does not participate in “any political campaign on behalf of or in opposition to any candidate for public office”  

· private foundations hit with excise tax of §4955, can’t do any

“No Substantial Part” Test for Lobbying (as opposed to 501h)
· Factors for this test:  (1) expenditures, (2) activities (employee and volunteer time), (3) nature of the organization, (4) continuous or intermittent, (5) controversial (in reality) ( smell test, very vague
· Also look to see if “action organization” because goals can only be achieved through a legislative change
· Penalty for flunking substantial part test: loss of exemption and excise tax §4912 (not an intermediate sanction, only when lose status, tax equal to 5% of lobbying activities (free lobbying does not end up being excised taxed)
· On manager’s excise tax under §4912 ( get opinion of counsel if using substantial part test

· policy rationales: (1) lobbying not charity, (2) Treasury should be neutral in political matters, not subsidize,  (3) charities to serve public interest, not self-interests (so nonpartisan), (4) undemocratic to use public funds to effect government choices, (5) excessive involvement in politiccs is divisive, leading to decline of independent charitable sector 

· 1.501c3-1c3 – “action organization” = (1) substantial attempts to influence legislation by contacting legislators or urging others to do so to  propose support or oppose legislation, OR (2) having primary objective that can only be effectuated through a legislative chance and campaigning for it

· legislation does not include executive/administrative action (though judicial nominations is

· talking to bona fide members doesn’t count as lobbying, as long as don’t try to get members to contact legislators (or urge general public to support or oppose legislation)

· nonpartisan analysis is ok though, as is research, if not intended to support

· Christian Echoes National Ministry, Inc. v. US (10th Cir. 1972) – here church that had many publications urging to write congressmen to influence politics

· Not a violation of First Amendment because tax exemption a privilege

· Excise tax §4912(a), in part because otherwise could do a substantial lobbying effort, then cease operations, tax is only way to get them (534)

· Tax is 5% of amount of all lobbying expenditures

· 501c3 who loses status cannot shift to be a 501c4

Constitutional Issues
· see Christian Echoes above

· Regan v. Taxation with Representation of Washington (US 1983) – upholds lobbying restrictions - Tax exemptions and tax-deductibility are a form of subsidy that is administered through the tax system, Congress not required to subsidize speech

· Just organize as a 501c4

· Fails equal protection claim as well, statutory categories meet rational relation test (no First Amendment, so no strict scrutiny)

Expenditure Test Election – 501(h) – objective test 

· IRS insists no red flag, and studies agree

· Election effective on first day of taxable year selected in (so can go back)

· private foundation grants at risk?

· Maybe  . . . .private foundations cannot lobby, but can make grants to public charities that liable, as long as (1) grant can’t be earmarked for lobbying, (2) amount of grant cannot exceed the public charities non-lobbying expenditures

· A great election for member organizations, Internet lobbying and volunteer lobbying (since cheap/free)

· (0) Is organization eligible? election not open to private foundations or churches

· why? Concerns about private foundations lobbying for private interest, and churches didn’t want in because say they shouldn’t be constrained at all

· (1) Calculate exempt purpose expenditures (operating budget, not capital expenses and not fundraising) 

· (2) Lobby nontaxable amount – (LNTA) is following scale: 20% of the first $500,000, 15% of next $500,000, 10% of next $500,000, 5% of excess over $1.5 million (but never more than a $1 million, which is cap when organization’s budget is $17 million per year

· amount that can spend on both direct and grassroots expenditures without being subjected to excise tax
· (3) Grassroots nontaxable amount (GNTA) – 25% of the organizations LNTA (potential, not actual, so can still spend max. GNTA even if don’t spend max. LNTA, but cannot use LNTA $ for GNTA)

· (4) Is it a lobby expenditure? Is it direct or grassroots lobbying expenditure? See below
· (5) Penalty: 25% excise tax on the greater of spending over the LNTA or GNTA limits (aka if overspend on both, they just tax you on the one where you over spent more (§4911)

· If normally (over 4 year measuring period) are making lobbying/grassroots expenditures in excess of 150% of GNTA or LNTA, will lost tax exempt status

· What are Lobbying expenditures?  NOT A LOBBY EXPENDITURE IF NO CALL TO ACTION or direct contacting (unless mass media exception)
· Direct lobbying – employee or member contacting legislatures or their staffs directly (or other government employee who formulates legislation) ( must be referring to specific legislation and reflect a view on the legislation (for members, a call to action)
· Grassroots lobbying – only if (1) refers to specific legislation, (2) reflects a view on the legislation, (3) call to action ( encourages recipient to take action on legislation

· Call to action only if (1) states should contact legislator, (2) states contact info, for legislator or staff person, (3) provides a petition or tear-off postcard, (4, weak) specifically identifies a legislator who vote for or against or is undecided on specific legislation

· Note (4) may be within exception for nonpartisan analysis and members, so watch out for this

· But only good for these, so if going to public, use direct call to action, because going to be taxed anyway

· But also mass media communication rule – highly publicized mass media communication within two weeks before a legislative vote is presumed to be grassroots lobbying

· Also referenda rule, here considered direct lobbying of the people (who are the legislators)

· Excepted communications – making available nonpartisan analysis, broad discussion of social/economic problems, technical advice given to government body when responding to a written request, “self-defense” lobbying of legislation that would threaten organization’s existence, tax exemption, or eligibility to receive deductible contributions, communications to bona fide members regarding legislation of direct mutual interest (unless purpose of communication is to encourage members to lobby), communications with members of executive branch

· Nonpartisan analysis – neutrality is not required, just have to present sufficient facts to allow audience to reach its own conclusions and distribute results so not targeted to one side or other (disqualified if a call to action)

· Subsequent use in grass-roots lobbying (safe harbor here: paid for all expenses 6 months before or demonstrate a primary nonlobbying purpose (by say distributing to academic community))

· Member Communications – bona fide members means not just a mailing list, have to be other indicators (i.e. dues)

· Here allowed to name legislators, just not direct members to contact them (otherwise lobbying expenditure)

Political Campaign Limitations
· ban supposed to be absolute, though IRS ignores de minimis violations and §4955 authorizes excise tax penalties on 501c3 organization (10%) and managers (2/5% if willful) if organization incurs prescribed political expenditures

· usually excise tax is additional, not an intermediate sanction
· Revenue Ruling 78-248 – voter education activities

· compilation of voting records of all Members of Congress on major legislation on wide range of subjects, with no editorial opinion, content not structures to apply approval or disapproval ( this is voter education, not prohibited as political activity

· during election years sends questionnaire for all candidates on wide variety of issues, all responses published and made generally available to public, issues chosen on voter interest (as opposed to organizations) and questions are unbiased ( voter education, not prohibited as 501c3

· same but questions evidence bias ( political activity, lose 501c3 status

· voter guide on a specific issue, like land conservation matters ( political activity, lose 501c3 status

· Revenue Ruling 80-282 ( voting records on selected issues not timed for election and on every legislator (incumbents not identified) ( not political activity

· Revenue Ruling 86-95 – public forum for candidates not political activity when neutral and educating public under facts and circumstances test
· if only talk about narrow issues relevant to seniors ( Rev Ruling 86-95 had as a factor a “broad range of topics” ( but narrowness of topic is not determinative
· excluding minor party cases seems to be OK however, but have to invite all major candidates
· Branch Ministries, Inv. v. Rossotti (D.DC1999) Clinton publication

· Rejects free exercise claim (not burdening religion because no showing that requiring church to violate its beliefs)

· First Amendment fails, same as Regan on subsidizing free speech (and the forum is the newspaper, not the church)

· Who’s a Candidate? – any individual offering themselves up (incumbents likely, exploratory committee certainly and even “draft candidate”, though not just a prominent public figure)

· What’s nonpartisan? – voter registration ok even if targets specific group (like homeless), just not specific viewpoint (pro-life)

· What’s action of organization? Use of facilities, resources, or personnel (so if chair, use name of organization for identification purposes only)
· §4955 excise taxes – may be imposed in addition to, “and perhaps in isolated violations, in lieu of” revocation ( passed because some “think tank” organizations used by candidates to support political ambitions
· §4955 has a second tier tax on think tanks ( if primarily organized to promote a candidate/prospective candidate, taxable political expenditures are taxable (but must be really egregious, for groups that should never have gotten c3 status)
501(c)(4) alternative – Lobbying as a social welfare activity! 
· not an option if have lost 501©(3) ( must confess and reapply for 501c3

· substantial portion can be lobbying, but of course contributions are not tax-deductible

· Rev Ruling 71-530 - can this qualify as a 501(c)(4) – public interest tax lobbying organization ( regs require “common good and general welfare of the people of the community”

· 501c3 can create affiliate and control 501c4, just separate amounts
· 501c4 may engage in political campaign activities as long as political campaigning is not organization’s primary activity (50% is good rule of thumb)

· c4’s can also form an affiliated PAC, but a PAC cannot be controlled by charity

· c4 and PAC will have to pair fair value of services, including fair market value for mailing list

· if a 501(c)(4) spends on political campaigns, organization is subject to 35% income tax on lower of either (a) investment income or (b) campaign expenditures

· which means if no investment income, no worries, because the “lower” tax is zero
Commercial Activities (very murky ( a factor of the operational test)
· Q: (1) does activity affect organizations status? (2) if not should income from business be subject to UBIT?
· 1.501(c)(3)-(1)(c)(1) – operational test – exclusively means “primarily” accomplish activities one or more of such exempt purposes
· 1.501(c)(3)-(1)(e) – organizations may meet although meets trade or business if trade or business is in furtherance of exempt purposes, and primary purpose is not carrying out unrelated trade or business
· §502 will not allow feeder corporations (though alternative theory is that destination of income is still test)
· though consider dropping into fully taxable subsidiary for lower rates than UBIT and commercial activities limitation
	Conventional Wisdom Theory
	Related
	Unrelated

	Insubstantial
	OK
	OK/UBIT

	Substantial
	OK
	No


· substantial commercial activites are OK if they primary purpose is exempt purposes
· fuzzy “facts and circumstances” – a “smell test”

· Practioners have come up with a 50% number ( 50% time/50% income test  (a practioner’s safe harbor)
· example: Rev Ruling 73-128 – providing vocational training through charitable activities is charitable (including selling things made by the blind)
· Size and extent of commercial activity – is activity taken on greater to extent than needed for purposes (not a problem here)
· YMCA example – look to operational test on activities, is it really educational or charitable?
· Mother Jones – operational test as educational (though ad income taxable under UBIT)
· Goldsboro Art League v. Commissioner (TC 1980) (art gallery on the side to display art and sell some)
· Operational test? This is not a substantial nonexempt purpose (IRS concedes) ( works not shoes for ability to sell, shown to educate on modern trends
· Presbyterian and Reformed Publishing Co. v. Commissioner (3rd Cir. 1984) (expanding religious publisher)

· Test: (1) purpose of organization?, (2) to whose benefit does activity inure?
· Profits are not the issue, question is whether activities furthered exempt purpose, success in terms of audience should not jeopardize tax-exempt status
· Revenue Ruling 67-4 – medical science journal sold below cost to public ( qualifies under charitable, educational, scientific

· Content must be educational, method of preparation of material is educational, distribution is necessary and valuable, “manner in which distribution is accomplished is distinguishable from ordinary commercial publishing practices”
Feeder Organizations and Unconventional Wisdom
· Revenue Ruling 64-182 – destination of income ruling - organization organized for charitable purposes, derives its income principally from rental of space in large commercial office building, money is granted to other charitable organizations chosen by board

· held to meet primary purpose test of 1.501(c)(3)-1(e)(1), as long as charitable activities are “commensurate-in-scope” with financial assets

· 1971 General Counsel Memorandum 34682 – says a department store that was transferred to a non-profit, with proceeds distributed to charities as selected by officers could qualify as a 501(c)(3), nonwithstanding §502, with proceeds “commensurate in scope” going to charity
· What’s a feeder? §502 feeder organizations do not qualify for tax-exempt organization, but GCM 34682 narrowly construes to apply only to organizations that are legally obligated by charter/contract to pay over their profits to a specific charity
Joint-Partnerships
· Regulations: §§ 1.501(c)(3)-1(e) – qualify despite operating a trade or business if operation of trade or business is in furtherance of organization’s exempt purposes, and organization not primarily organized OR operated to carry out unrelated trade or business

· Primary purpose test – facts and circumstances
· St. David’s Health Care System v. US (5th Cir. 2003) (joint-partnership, for-profit controls 54.1%, nonprofit gets equal representation on board and can unilaterally dissolve, but loses operational control)
· burden is on St. David’s to prove that it qualified
· Real issue is not if some charitable services, but whether activities substantially further other non-charitable purposes
· No 501(c)(3) if substantially furthering private, profit-seeking interests of HCA

· And if for-profit entities have formal or effective control, presumed that being operated for profit-seeking motivations of this entity
· Summary judgment reversed to determine these ages

· Revenue Ruling 2004-51 – University partnership with for-profit where 50/50, but university has exclusive control over educational content, O has control over locations
· (1) tax exempt status? Insubstantial part of university but regardless in furtherance of exempt purposes (if keep control of activities) with only incidental benefit to for-profit partners (both required)
· (2) UBIT? No, in furtherance of exempt purposes
Dropping into subsidiary?
· eliminates threat to University of carrying on activities not for primary purpose (aka losing status), but suddenly makes this activity the substantial activity (pizza joint example)

· BUT if going to be taxable anyway, drop into subsidiary (avoid highest tax rate of UBIT and threat to University)
Unrelated Business Income Tax
§511 – the tax = highest corporate income tax rate (special higher tax on trusts), applies to churchs, state colleges and universities as well
§512 – modifications (dividends, interest, payments, etc. royalties, tents, sale of property that is not trade or business)
§513 – Unrelated trade or business defined
· Policy: UBIT enacted in 1950 on a theory of unfair competition (though this is not part of the actual test for the tax!, but in applying “trade of business” does look to commercial nature), in area where there isn’t contract failure
· Concern that nonprofits are just as expansive, have incentives of growing staffs, meeting salaries (and of course increased income for other programs)
· Manny think UBIT just an intermediary sanction (because not really cutting back on any commercial activity that is related to exempt purposes)
· The test:  (0) Congress targeting profit-seeking activities not related to exempt purposes, not ones related to mission (like college tuition)
· And since attacking unfair activities, passive investment income such as dividends, interest, rents and royalties, except in case of social clubs and some specialized exempt organizations
· To be taxable: (1) activity must be trade or business, (2) must be regularly carried on, (3) must not be substantially related to an organization’s exempt purposes, aside from need for funds derived from the activity

· (1) activity must be trade or business: from sale of goods or performance of services 

· including activities though that are incorporated into actually exempt organizations, so sale pf hospital pharmaceuticals to general public counts

· or advertising in magazine might be taxable

· (2) “regularly carried on” – brief actions like a fundraising auction won’t count (though if for-profits would only do same activity “seasonally” would still UBIT) ( look to frequency and continuity 
· (3) substantially related – far more difficult to apply ( looks to whether “contributes importantly” to accomplishment of exempt purpose, and examined for scope of the activity (does go beyond needed for accomplishing purpose) ( facts and circumstances

· Specifically exempted: (1) any trade or business where substantially all labor is performed by unpaid volunteers, (2) any business carried on primarily for the convenience of “members, students, patients officers or employees” (e.g. university cafeteria), (3) selling donated merchandise (thrift shop)
· substantially related
· US v. American College of Physicians (US 1986) – (advertising in professional journal)
· Test: (1) is it a trade or business, (2) regularly carried on, (3) substantial relation
· IRS 1967 regs required tax-exempt business to have a (1) causal relation to the organization’s purpose (other than generating income) and (2) contribute importantly to accomplishing exempt purpose
· Government correct that the proper focus is not on the subscribers, but whether substantially related to the journal’s educational efforts ( focus on the “manner” of designing and selecting the advertisements, shows revenue not educational content is purpose
· Hi-Plains Hospital v. United States (5th Cir. 1982) - non-profit hospital in area with low-services, is its pharmacy that is open to general public subject to UBIT?

· notes that §1.513-1(d)(2) requires that to be substantially related must be (1) causally related to exempt function, (2) contribute importantly to exempt purposes, (3) on a scaled that is “reasonable necessary”

· Purpose here from start was more than to provide a hospital, but to attract doctors to an underserved area
· sales to private doctors patients OK, but general public is not substantially related to this interest (remand on UBIT though because might not be regularly carried on)
· Revenue Ruling 80-296 – sale of broadcasting rights by an annual intercollegiate athletic event not subject to UBIT, related to educational purpose of athletic competition
· Regularly carried on - National College Athletic Association v. Commissioner (10th Cir. 1990) (advertisements in program) ( clearly not substantially related and a trade or business
· Treasury regs. say that “regularly carried on” involves looking to “frequency and continuity”, and done in light of purpose to make sure that competes on same tax basis as nonexempt business endeavors
· Use amount of time of tournament, not time spent selling, as the time measured time span, not that of soliciting advertising space [ridiculous] ( finds this to be too infrequent and not continuous enough
· Note: Service did not acquiesce, and though did not appeal, it announced that it would continue to litigate “appropriate cases”
· advertising almost always does not further purposes of organizations with ONE exception ( student newspaper because sale of ads is related to training students in aspects of journalisms
· Revenue Ruling 73-104 - art museum sells reproductions as greeting cards, posters etc., which identify the artist and museum ( OK because related to exempt educational purpose of stimulating public interest in art
· Revenue Ruling 73-105 – folk art same, but souveniers not since not purpose of museum
· lines of products separable under §1.513-1(d)(2) = fragmentation (but burden of the organization), applies to dual-use facilities as well
· Note: museum logos are ornamental, not educational
QSPs - §513(i) and §1.513-4
· QSPs are not subject to unrelated business income tax (does not apply to conventions or periodicals) ( no substantial return benefit

· Return benefits disregarded if fair market value is less than 2% of payment

· If return benefit is more than 2%, only portion above 2% is not QSP and therefore possibly subject to UBIT (check for regularly carried on and convenience rule)
· Return benefits do include – advertising as defined, exclusive provider arrangements, goods/facailities/services/other privileges/exclusive or nonexclusive rights to use an intangible asset of exempt organization

· But of course doesn’t include use of name or logo in connection with the activities of exempt organization (just make sure not qualitatively talking about products or giving locations or number of sponsor)

· Otherwise advertising, taxable

· Exclusive sponsor ok, exclusive provider is not
· If there is a substantial return benefit, the excess QSP above this amount is not taxed (if it should be taxed under UBIT)

· Fair market value calculated at time enter into agreement (aka not with inflation)

· Cannot be contingent

· No QSP safe harbor for periodicals or conventions
· Web ( link ok, endorsement of product/service not (and make sure web page not really an online periodical)
Miscellaneous UBIT provisions
· Size and scope – UBIT provision as well?
· selling products – bizarre “original form” rule that allows selling milk but not butter from student dairy
· get around by having another school sell (“educating” in marketing)
· College bookstores and convenience exception ( ok if lasts less than a year, soap, toothpaste, toiletry, candy (unless sales are to alumni)

· But not plants, stuffed animals, clothes

· Bingo not subject to UBIT (other games of chance are)

· distributing low cost items (under $5 indexed, $7.10 in 1999) incident to fundraising not covered, like greeting cards, as long as can keep even if no donation

· courts have shot down “associate member dues” programs where really disguising paying for services (like postal union who “represents” non-postal workers, as cheap way to get health insurance)
Modifications (Exclusions) from UBIT - §512(b)
· Passive Investment Income – is excludable, interest, dividends, annuities all excludable, IRC §512(b)(1)-(4) (802)

· As are all capital gains, though sale of depreciable property used in an unrelated trade or business is taxable up to normal depreciating amounts (803)

· But generally unavailable if the income is derived from debt-financed property

· Rents – are excludable always if real property, never if personal property, sometimes if mix between two (personal property along with real nontaxable if 10% of the lease, whole lease taxable if personal property is over 50%, terms of lease not necessarily conclusive if unreasonable)

· Amounts paid for occupancy of space do not qualify as rent if other convenience services (aka hotel, parking lot warehouse) ( just can rent the space

· can provide heat, air conditioning, light and cleaning, trash collection (considered normal and customary)

· parking lots, hotels, not considered passive rentals

· Royalties – exceedingly broad, applies to almost all payments for right to use intangible property such as trademarks, patents, intellectual property rights as long as passive
· Sierra Club, Inc. v. Commissioner (9th Cir. 1996) (renting out mailing list and name/trademark for affinity program) royalties are payments for right to use intangible property, but a royalty us by definition “passive” and cannot include compensation for services rendered by the owner of the property 00> apply passivity test
· Disabled American Veterans v. US (Ct Cl. 1981) held renting donor lists not royalty because not a passive investment, but the result of extensive business activity (rate cards, sorting lists, etc.)

· Fraternal Order of Police (7th Cir.) also held that selling advertisement space in Trooper magazine was not royalties, because organization an active participant (editorially) in publication of magazine

· Texas Farm Bureau (5th Cir.) agreeing to promote insurance companies life insurance was not royalty income ( because Farm Bureau not just granting name, but its “influence and prestige”, as well as administrative services ( agreement shows that really payment for services

· Thus Rev Ruling 81-178 examples show that while using likeness of members of nonprofit athletic organization is intangible property, an agreement that requires personal services such as the appearance of those members in connection with endorsed products is not royalties, instead payment for services
· Passivity test applied here: fact that rented out mailing list service and provided no services makes it passive, but soliciting members for credit card may not be passive (remanded on this issue, IRS loses on remand)
· §513(h)(1)(B) exempts amounts derived from most 501c3s from the rental or exchange of donor lists to other such exempt organizations, but not 501c4s (like Sierra Club) and not if rented to for-profit corporations, but takes no position on whether for-profit rentals were taxable
· Research Income – usually nontaxable regardless because substantially related to organization’s purpose
· but also three statutory exemptions in §512(b)(7-9)

· (7) research is performed for US or states

· (8) research is performed by college, university, or person “for any person”

· (9) research is “fundamental” (not applied) and made freely available to general public

· Payments from Controlled Organizations
· what if segregate business activities into wholly owned, taxable subsidiary, then convert otherwise taxable business income into excluded income through payments of interest, rent, royalties?
· §512(b)(13) disallows, traces passive income back into subsidiaries operations and treating it as UBTI to the parent

· Policy concerns: the concern here is that the subsidiary might reduce taxable income by borrowing, leasing, or licensing tax-exempt parent’s assets at an inflated level

Unrelated Debt-Financed Income
· enacted to close loophole where non-profit would purchase property on credit, and then rent property through longterm leaseback to the seller (avoiding all taxes on the property, Charity given paid rent to amortize mortgage, taxpayer gets capital gains without tax, and can now deduct his rent payments) (830)

· smart tax lawyers get around the fix, so in 1969 Congress enacts §514 to include in UBTI any passive investment income to any property that was acquired (directly or indirectly) with borrowed funds
· only debt-financed property if held for operating profit or gain, and if “substantially all” (85%) of the property is used for activities that are “substantially” related to the exempt purposes, no tax

· if dual use (like two floors Univeristy, two floors rented), the only property considered “debt-financed” is the rented portion
· mirroring UBIT, exceptions for research income, volunteers, convenience activities, and thrift shops

Corporate Governance ( very poorly enforced (AG, IRS, every once in awhile standing for someone else)
· Board of directors at the top ( operate collectively through majority rule

· Members can elect, but usually self-perpetuating

· Directors owe a duty of loyalty to corporation (must not harm or personal benefits which should have gone to corporation) and must act with a duty of care (acting with “good faith”, aka gross negligence, aka extraordinary lack of attention)

· May rely reasonably on officers and advisors (managing from 10,000 feet)

· Issue: people want to be “involved” with organization, but not responsible (particularly in large boards)

· Breaches of loyalty (conflicts of interest) common ( example renting out opera house space at cost to a director or library board voting self high salaries then sell of collection to pay (but also beneficial ones too, like accounting services at cost)

· If conflict, 2 legitimate options: (1) informed prior vote of board, (2) transaction ultimately fair to corporation (here director has burden)
· look to procedural (established process and followed?) and substantive (fairness, frequency, overall financial status of organization in relation to transaction) nature to see if problematic 
· Charter may limit personal liability except for duty of loyalty, not acting in good faith (duty of care), and intentional misconduct

· Can also buy directors and officers insurance (for even not in good faith)
· Stern v. Lucy Webb Hayes National Training School for Deaconesses (DC District Court  1974) (class action against Sibley Memorial Hospital, that trustees broke fiduciary duty by enriching selves, performing no financial oversight)

· (1) Breach of duty of care: Corporate standard (gross negligence) not trust standard (simple negligence)

· AND corporate directors can delegate investment responsibility to other directors/corporate officers/outsiders
· But have to supervise and scrutinize their work ( “total abdication of supervisory role, however, is improper even under traditional corporate principles”
· H: standard for default of fiduciary duty (proved by preponderance):

· (1) while assigned to a particular committee having financial or investment responsibility, failed to use due diligence in supervising employees, officers; or

· (2) knowlingly permits hospital to enter in business transaction with self or entity which has interest in without previously informing of any significant reasons that not in best interests of hospital (that are known of hospital)

· (3) actively voting or participating in decision to transact business with yourself or corporation you have interest in

· (4) otherwise failed to perform duties honestly, in good faith, and with a reasonable amount of diligence
· (2) breach of duty of loyalty?
· Should have disclosed and not voted on issues of which intereted
· The Committee to Save Adelphi v. Diamandopoulos (Board of Regents University of State of NY 1997)
· Sweetheart deals are breach of duty of loyalty (to disclose) and of care (board doesn’t act when finds out)

· Proposals for Reform: 

· Current system (1) conflict of interest is disclosed AND transaction approved by disinterested directors/members, OR transaction is fair to corporation

· Problem: corporations essentially regulated by market, not case in nonprofits, who to prevent from looting?

· Negative accountability – preventing stealing or incompetence

· Positive accountability – effectively pursuing mission 

· Really impossible for law to enforce (since no stock-price)

· Standing: directors and members (but what member going to sue), AG, relators (some states), some “special interests” (usually has to be pretty bad and AG unwilling to sue)

· IRS can sue in Tax Court, but no incentive because gets no revenue

· Hansmann calls for private foundation rules, complete bar on self-dealing, except on same terms available to others

· BUT this ignores that many nonprofits must engage in transactions with directors to survive (plus efficient, low transaction costs and low information costs)

· State is currently primary regulator, particularly in fields of education and health care

· Filing requirements - Corporate Records:  RMNPCA (NY NfPCL §621) require public benefit organizations to maintain various corporate records: aka: minutes, membership lists, accounting records ( and provide an annual report 

· Records are open to public, generally not read by the state

· Also Form 990

· Attorney General: has power to protect public interest, can investigate (require production of books, subpoena witnesses) ( civil action to annul corporate existence, remove directors, que warranto proceeding to assure absolute gifts are applied according to terms of gift

· But cannot manage everyday affairs

· And limited staffing, plus others have no standing unless a “special and definite interest”

· Alternative proposal: use of Relators ( privatizing AG role (with AG retaining control over litigation, but relator liable for costs, CA has this system)

· Senate Finance Committee proposal (  Board required to approve auditing (independent every 5 years switch), must establish origanizational and management policies, approve program objectives

· Limits board to 3-15 (only 1 paid, 20% must be free of any relationship with corporation or its management)

· IRS given authority to require removal of any board member, officer, or employee who had been found to violate self-dealing rules, conflict of interest, excess benefit transaction rules, private inurement rules, or charitable solicitation rules
· Through Tax Court proceeding
· Prudent investor rule for investment activities
· US Tax Court given equity powers to rescind transactions, surcharge directors
· Private relator action
· When Federal tax valuation disputes, mandatory baseball arbitration rules
· Klausner/Small proposal:
· Legislators want directors to govern but Board members also used to (1) give money, (2) raise money from others, (3) provide service, (4) lend their name, (5) connections to important constituencies
· So instead get people to join “advisory committee”, but have smaller board for governance
Private Foundations and Private Foundation Alternatives (§509)
· Goals (aka why to choose to avoid Foundation status, or not):

· (1) best 170 deduction

· (2) control over spending

· (3) control over investments

· (4) recognition/endowment

· (5) low cost/ease of administration

· (6) avoiding Ch. 43 Excise Tax Regime

· Foundations very expensive to administer, don’t get best deduction, excise tax nightmare (but hey hey recognition!!!)

· Donor-advised funds can get the best of all worlds

· Income tax inferiority: 1) gifts can only be 30% (not 50%) of gross income, gifts of long-term capital are subject to 20% (not 30%) limitation)

· Though still fully deductible for estate tax and federal gift tax purposes
· Private foundations subject to 2% excise tax on investment income, including capital gains (reduced to 1% of increase charitable distributions to specified amount)

· Excise taxes for self-dealing, excessive ownership of business interests, lobbying and forbidden taxable expenditures ( as well as income distribution requirements
· Benefits???? Control, recognition, low-cost and easy to administer

· Independent foundations (individual/family) – usually endowed
· corporate foundations – often focus in communities where they are, usually directors and staff from the company ( funded by profits, not endowments

· community foundations – professionally managed, multiple sources of funding

· but since pass public support test, they are classified as public charities

· operating foundations – run-something, but have same source of funds, this is minority, Getty Trust is example

· 2 real escape routes ( nature of activity and nature of support (or funding)

· policy: (1) certain types of charities (churchs, schools) are good because of what they do, (2) other charities are good because of the broad public support that is given to them

· everything that is left is private foundations

· Test: §509(a) - All nonprofits are private foundations unless:

· §509(a)(1) “traditional public charities” (churches (as opposed to religious), schools (faculty and curriculum), hospitals (providing medical care, no convalescent homes), medical research institutions, support arms of state universities, governmental units, and broadly publicly supported organizations

· 2 tests: (1) mechanical test: over 4-year period public support equals 1/3rd of total eligible support, then qualifies as public charity

· Good: contributions (including from foundations), support from governmental units, membership dues (if not admission or merchandise) count as public

· Bad: gross investment income, contributions and dues from individuals/foundations/trusts/corporations that exceed 2% of total support (family support pooled), and net income from unrelated business activities do not count as public

· not included in calculation: fees for services in exercise of exempt purpose (623)
· (2) if fail mechanical test, then facts and circumstances test
· but even for this test, need public/govermment support of at least 10%, must be organized and operated to attract new and additional public support
· Unusual Grants – can be subtracted from total and public support if (1) attracted by reason of organization’s publicly supported nature, (2) unusual or unexpected amount, (3) by reason of size jeopardizes public charity status
· Testing Period – 4 years immediately preceding current year (qualifies for this tax year, and next)
· Substantial and material Changes in Support – BUT if an large grant that does not qualify as an unusual grant comes in, may cause IRS to calculate utilizing current year as well
· safe harbor rule though if contribution for taxable year is 25% or less of the aggregate support received by donee from all sources for four taxable years preceding year of contribution (but not available if donee is an insider or becomes one after gift)
· and then facts and circumstances: whether board of directors represents general public, to what extent services or facilities of the organization are available to general public
· §509(a) (2) “broad publicly supported organizations” – aka gross receipts or membership organizations ( receive more than 1/3rd of support from gifts, grants, fees, and “gross receipts” from admissions, sales of goods or services that are related to exempt function
· Plus must meet investment income test – investment income and unrelated business income cannot exceed 1/3rd of total support

· Total Support – includes everything including gross receipts from admissions, net income from unrelated business, gifts and contributions
· Good Support – gifts, grants, contributions not from a disqualified person as well as gross receipts from conduct of exempt functions
· Though receipts can be excluded if they are over $5,000 or 1% of organizations support for that year (649)
· Difference between receipts and grants – service goes to the payor
· Bad support: is gross investment income plus unrelated business income, and any money at all from a substantial contributor
· Unusual grants – same criteria
· Testing period – same, but if pass test avoid private foundation status for next two taxable years
· §509(a)(3) “supporting organizations” ( not publicly supported but have a closely defined control or programmatic relationship with one or more public charities

· Purpose test – must benefit or carry out purpose of supported organization

· Control test – supporting organization must be controlled by supported, but a broad test here

· §509(a)(4) – “testing for public safety” -  this category of no account

Disqualified Persons
· disqualified persons are substantial contributors, foundation managers more than 20% owners of business entity that is a substantial contributor, family members of foregoing, corporations/trusts/estates in which any of foregoing as group have greater than 35% interest (639)

· substantial contributor – any contributor who contributes more than $5000 to foundation if amount is more than 2% of total contributions received by the foundation from its inception to the end of the taxable year (640)

· principal donors are almost always substantial contributors

· Matters for §509(a)(2) test, not for the §170(b)(1)(A)(vi) test

· note, don’t add in donators gift to the total amount given denominator
· §507(d)(2)(C) allows person to lose substantial contributor status if don’t make a donation (nor related person) for 10 years nor serve as a foundation manager AND IRS determines that contribution now “insignificant” compared with other contributions

· Foundation Manager – officers, directors, or trustees or persons with similar powers, §4946(a)(1)(B)

· Owners of Substantial Contributors – 20% ownership of a substantial contributor

· Family members – spouse, ancestors, children, grandchildren, great grandchildren, and all of there spouses

Private Operating Foundations
· regulated like private foundations (in terms of excise taxes), but with advantages such as higher 50% limitation on contributions of cash and ordinary income property and 30% limitation on contribution of capital gain property, and exempt from income distribution requirement
· income test – must meet, 85% or more of income must be used for active conduct of charitable activities rather than grantmaking

· also must satisfy 1 of the following 3 tests
· assets test – 65% or more of all assets are devoted directly to active conduct (investment assets count only in denominator)

· endowment test – must expend at least 3 1/3rd% of its net investment assets each year (627)

· support test – 85% of support from general public and 5 or more unrelated exempt organizations, no more than 25% from any one nonprofit source and not more than 50% of support is received from gross investment income
Private Foundation Excise Taxes
· graded penalties: initial tax with opportunity to be absolved through correction, far more confiscatory tax if do not correct, and loss of exempt status for flagrant violation

· §4940 - 2% tax on net investment income (dividends, interest, royalties), 1% if additional distributions to charitable purposes (628)

· §4941 – self-dealing provisions – penalize virtually any transaction (sale, exchange, lease, loan) between a private foundation and a disqualified person (major donors, trustees, officers, family members, some business associates and related business entities), even if arms length

· prohibits sales, exchanges of property, lending money

· reasonable compensation is ok though

· penalty is 5% on foundation, 2.5% on self-dealer (capped at $10,000)

· second-tier taxes of 200%/50% ($10,000 cap) respectively if not corrected

· §4942 – Minimum Distribution Requirements – must annually distribute 5% of fair market value of net investment assets, except those used in exempt purposes (excise tax of 15% of undistributed, 100% if not corrected)

· acquiring assets ok, as is paying reasonable compensation, and “program-related investments”

· qualifying distributions – grants and direct expenditures to advance foundation’s proper purposes, reasonable administrative expenses (but not cost of managing investments)

· §4943 – excess business holdings – private foundation cannot hold substantial stake in principal donor’s family business (combined family and foundation ownership must be 20% or below, though de minimis 2% allowed regardless)

· higher if effective control is in others hands (35%)

· §4944 – investing in certain ways/things (commodities, short sales) causes excise tax on foundation and sinning foundation manager (629)

· §4945 – taxable expenditures – expenditures for lobbying, electioneering and voter registration, grants to individuals, grants to any organization not classified as public charity (but really complex, some of this allowed), similar tax rates

· nonpartisan analysis and executive lobbying and invitation by Congress OK

· nothing for elections, except broad nonpartisan voter drives in 5 or more states

· Grants to individuals – also excise tax, scholarships only by a procedure approved in advance by IRS (cannot be a disguised fringe benefit to children of employees of a corporate contributor, demand a bigger pool where not all chosen (at least 75% must be rejected))

· But basically can give to a charity, who then gives to an individual

· Grants to other organizations – regulations on making sure adequately spent if not granted to a public charity (most private foundations thus only make grants to public charities) called expenditure responsibility
· Need (1) pregnant inquiry, (2) written agreement, (3) regular reports from grantee, (4) report to IRS by the grantor
Private Foundation Alternatives

Community foundations
· classified as traditional charities (though this not in the Code, though many regulations)

· Definition: publicly supported philanthropic institution comprised primarily of permanent funds endowed by many separate donors for the long-term benefit of residents of a defined geographic area
· Governing body – must be common governing body which monitors distribution of all funds, governed by people representing broad interests of public rather than personal or private interests

· Designated funds – donors at time of gift can specifically name agency or agencies to be benefit of their funds

· Donor advised funds – same, but lets them reserve at time of give privilege of later recommending where donations go

· Ultimate power to make all grant decisions, though, must lie with governing body
· Field of Interest funds – same as designated, but at time of transfer a larger field-of-interest rather than an agency is donated

· for all three of above community foundations normally charge a fee

· Community foundation must also have variance power to modify any restriction or condition if “in the sole judgment of the governing board” (though sometimes court approval required) such restriction or condition becomes in effect unnecessary, incapable of fulfillment, or inconsistent with charitable needs

Donor-Advised Funds
· traditional donor-advised funds are those described above inside a community foundation

· note recommendations are usually accepted

· on death, funds go to community foundation’s general programs

· allows donors to get taxable deduction this (high tax) year, and select ultimate recipients later

· commercially sponsored funds – like Fidelity Charitable Gift Fund, a 501c3 that has grown to billion in 10 years

· investors donate, get deduction that year, Fidelity manages and gets a fee, donors can later make pay-out to virtually any charity on IRS approved list

· controversial at first, seen as too commercial by community foundations, concerns that little to no oversight, Fidelity has adopted new rules to crack down (including mandating 5% of assets paid out each year)

Pass-Through Foundations and Pooled Common Funds
· Pass through foundations – must pass through all contributions within 2.5 months after end of tax year in which gift was made

· Why instead of just making gift? Because reasonable administrative costs count as qualifying distributions (plus get the extra 2.5 months) (638)

· Pooled Common Funds – all net income must be distributed within 2.5 months of end of taxable year, all corpus must be distributed within 1 year after contributors death

· Good for keeping control while alive, but not suitable for an endowment

· Educational - wholly irrationality limitation, to qualify as educational has to be some reasonable person -> IRS would probably deny on this basis

· fill in action-organizations
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