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Preface

Tax-exempt organizations comprised between 10-12 percent of the gross domes-
tic product of the United States during the past 20 years. Revenues and assets of
exempts during that period tripled according to the IRS Statistics of Income Divi-
sion. The sector’s size naturally brings scrutiny from Congress and others.
Undoubtedly during 2003, many of you read the news articles about lavish com-
pensation and perks provided to private foundation insiders and tracked the con-
sequential CARE bill proposals to limit such payments. Admittedly, there may be
a few who take advantage, but the vast majority of nonprofits organizations and
their managers do not. This book, and its companion books on Forms 990 and
1023, are designed to aid nonprofit organizations to face any challenges and pass
any tests that come their way in obtaining and maintaining tax-exempt status.

One of my goals in writing this book is to remind the nonprofit community
that tax-exempt organizations really are taxpayers. Although tax privileges are
afforded to organizations determined to be exempt under Internal Revenue Code
(IRC) §501(c), the tax code imposes a wide variety of income and excise taxes and
penalties for late filings and noncompliance when the rules are broken. As with
most tax provisions, however, the rules are often gray and the impact based upon
the particular facts and circumstances of the organization in question.

To compound the wealth of information necessary to comply with the rules,
Congress, the courts, and the IRS have in past years reformed the rules pertaining
to exempt organizations. It is amazing how new developments have expanded
the girth of this book each year as the annual supplements are prepared. When
you combine that fact with the accessibility of the Internet, you find this book
should be fragmented. The process actually began in 2001 with the publication of
the 990 Handbook, when Chapter 27 of the third edition was spun off into a sepa-
rate book. Readers will find no Chapter 27 in this edition, but by spring 2004 will
find IRS Form 990 Tax Preparation Guide for Nonprofits, (Hoboken: Wiley, 2004)
with a companion web site available with the latest IRS forms accompanied by
line-by-line suggestions for completing the form.

As this book is being prepared, the IRS has redesigned the Form 1023 with a
view to its completion on-line. Again a third edition chapter dear to my heart
has been excised from this book in anticipation of an on-line version. Drafts of a
redesigned Form1023 were posted on the IRS web site in the fall of 2003 until
folks began to use and submit the yet-to-be-released-form. The approval pro-
cessing required by the OMB and IRS officials are expected to be complete by the
summer of 2004 when readers can look out for the reincarnation of Chapter 18
with an on-line IRS Form 1023 Preparation Guide.

A parallel objective of this book, now being achieved with the IRS Form 990
Tax Preparation Guide for Nonprofits, is to aid nonprofit organizations and their
advisors to prepare the best way possible to satisfy their public disclosure
requirements. If you, your clients, your board, or anybody else is questioning
why a nonprofit organization should give top priority to the correct completion
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PREFACE

of Form 990, be aware that the form must be made available to anyone who asks
to see it. They can also ask for a copy to take home if they are willing to pay a
modest fee. For §501(c)(3) organizations, the form is also posted on the Internet at
www.guidestar.org. An organization's public reporting responsibilities have a
new dimension and deserve careful attention.

I applaud the IRS project to develop an electronic filing system for 990s. The
intention is to eliminate the paperwork altogether and allow the agency to moni-
tor exempts in a statistical and focused fashion. The goal, in response to a Con-
gressional mandate, is to have about 80 percent of the Forms 990 filed
electronically by the year 2007. Chapter 18 describes IRS organizational changes
and summarizes the filing requirements of an exempt organization from its birth
to its demise.

Part I: Qualifications of Tax-Exempt Organizations

Starting with Chapter 1, this book describes the characteristics of tax-exempt
organizations and distinguishes them from for-profit organizations. Checklists
designed to gauge the suitability of a project for tax-exempt status, along with
other start-up tax and financial considerations, are provided—types of organiza-
tions that can qualify are compared to those that cannot. The characteristics that
distinguish programs that qualify from those that do not are presented. Through-
out these chapters, I try to explain the rationale underlying the distinctions.

Chapter 2 deserves study by anyone working with an organization that
seeks to obtain and maintain exemption as a charity under IRC §501(c)(3). The
standards for serving a charitable class, for meeting the commensurate test
(devoting enough money to charitable programs), for being educational (versus
action oriented), and other issues should be carefully studied. An understanding
of the vague and sometimes contradictory meaning of these tests is very useful
in applying the rules.

Chapters 3 through 10 provide a framework for determining an organiza-
tion’s qualification for exempt status. Churches, schools, civic associations, social
clubs, business leagues, labor unions, and title-holding companies are compared
and the particular requirements of each of the major §501(c) exemption sections
are fleshed out. Lists of the revenue rulings and procedures that contain the stan-
dards and definitions applicable to the many different types of organizations
within each category allow one to discern a project’s qualification for exemption.
Readers may be amazed by the seemingly outdated footnotes from the 1960s and
1970s, yet they still serve as the governing guidance. Between 1974 and 1990, over
400 revenue rulings concerning exempt organizations were issued; precious few
were issued between 1991 and 2003. Private letter rulings (PLRs) are often the
only source of IRS thinking on an issue. Even though they do not set precedent,
they are discussed throughout the text because they often provide a reasonable
basis for decision making.

Civic associations, unions, and business leagues operate to serve the com-
mon interests of their members, but may not function to serve the private inter-
ests of the members. Examples are provided to compare and contrast services
and programs that can be conducted versus those that represent unrelated activ-
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PREFACE

ity. Section §501(c)(4), (5), and (6) organizations must calculate the portion of the
dues they spend on lobbying activities. The portion of member dues attributable
to such expenditures are not tax deductible for members unless the league
chooses to pay a proxy tax on such expenditures. Making this important choice
involves following intricate rules found in Chapter 6. The IRS's battle to tax cer-
tain associate members dues for labor unions is chronicled in Chapter 7. The
somewhat different criteria for identifying members of business leagues and the
impact on revenues collected for rendering member services are reviewed and
updated in Chapter 8. The somewhat different standards applied to social clubs
are found in Chapter 9.

How a charitable organization can qualify for and maintain status as a public
charity is presented in Chapter 11. The impact of the distinctions between public
and private tax-exempt organizations is discussed, along with a presentation
comparing and contrasting the various types of public charities. You will dis-
cover how the IRS distinguishes government grants treated as donations from
grants considered fees for services, how a membership fee is classified, and the
kinds of donations that are not counted as public support. Support organizations
and the labyrinth of tests that apply to them are illustrated. Retention of public
status is vitally important to those charities that seek funding from foundations
and other public sources.

Part II: Standards for Private Foundations

Privately funded charities are subject to complex sanctions imposed by the Con-
gress in 1969 when it set out to discourage the formation of private foundations
and to strictly curtail their activities. Despite the absolute tone of the sanctions,
many exceptions apply. The dizzying array of excise taxes, definitions, and
applicability can be simplified by following the discussion, checklists, and exam-
ples in Chapters 12 through 17.

Techniques for calculating the excise tax private foundations pay on invest-
ment income are presented in Chapter 13. The self-dealing rules outlined in
Chapter 14 sound absolutely draconian and essentially say no money can ever be
paid to a disqualified person by a private foundation. Through the years, how-
ever, the rules have evolved as the IRS has used a very practical approach to per-
mit transactions that benefit the foundation. Applicable exceptions are presented
by type of financial transaction: sales or leases of property, loans, compensation,
payments on behalf of officers and directors, and nonmonetary payments. A pri-
vate foundation must make “minimum distributions," or pay out a percentage of
certain assets annually, and Chapter 15 discusses which assets are included in the
formula and various methods of valuation. Restraints are placed on business
ownership by a private foundation with the prohibition on “excess business
holdings.” Chapter 16 presents the permitted holdings and disposition periods
for excesses received as gifts, along with a discussion of the types of speculative
investments considered to be jeopardizing for a foundation.

Chapter 17 discusses the “taxable expenditure” rules that govern the man-
ner in which a private foundation spends its money. This chapter shows that a
foundation's spending parameters are actually very broad if enhanced docu-
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PREFACE

mentation is maintained. As long as charitable purposes are served, a private
charity can conduct a breadth of activity similar to a public charity.

Part III: Obtaining and Maintaining Tax-Exempt Status

The task of communicating successfully with the IRS to achieve recognition of
exempt status may be made easier by consulting Chapter 18. The requirements
for seeking recognition of exemption are explored along with filing and timing
issues. Who has to file which Forms 990 and why is outlined along with other
important filing issues including changes in fiscal year or accounting methods,
group exemptions, reporting changes in public charity status, and amended
returns. The IRS process for examination of returns, along with suggestions for
achieving a good answer can be found. The various reasons why an exempt
organization might report back to or might hear from the IRS subsequent to ini-
tial qualification for exempt status are outlined.

It has been my experience that the IRS EO Branch is staffed with folks who
mirror those working in the nonprofit community. They view their job as facili-
tating projects of publicly spirited citizens wishing to benefit society.

Marcus Owens, then-chief of the IRS EO Division, in 1997 at an ABA meeting
said, “Absence of documentation is at the heart of just about every inurement and
private benefit case that is pending in my division now and is a problem we con-
stantly see with unrelated business income (UBI) cases.”! This refrain formed the
structure of the long-awaited published guidance on incentive compensation
paid by hospitals reported in Chapter 4 and regulations on Intermediate Sanc-
tions discussed in Chapter 20. Organizations that conduct activities similar to
those performed by commercial companies, such as healthcare providers, con-
sulting or referral services, and research programs, present a challenge for profes-
sionals representing them. Particularly for those entities, Marcus’ words are still
valid years later—the contemporaneous documentation of the process used to
determine the tax-exempt purposes served by activities is crucial.

After securing initial IRS approval, annual compliance measures assure
ongoing exemption and can aid in accumulating appropriate documentation of
process. Chapter 19 contains checklists for use by both public and private chari-
ties and for non(c)(3) organizations. I recommend the use of these checklists for
annual review of a client’s local, state, and federal filing matters, evaluation of
reporting and documentation requirements, and to early discovery of any trou-
blesome activity.

To qualify for and maintain its status as a tax-exempt organization, one
must operate to benefit one’s exempt constituency, not one’s creators, directors,
or other self-interested persons. Chapter 20 defines impermissible private inure-
ment or benefit. The application of these tax doctrines is discussed with an
explanation of how the rules apply to different types of financial transactions.
Yes, a salary can be paid to a member of the board of directors, but only to the
extent such compensation is reasonable. Factors that determine when other finan-

! Remarks at a meeting of the American Bar Association Exempt Organization Committee, May 9,
1997.
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cial transactions—loans, asset sales and purchases, or joint ventures, for exam-
ple—are appropriate are outlined. Factors to consider in a conversion of a for-
profit organization into a nonprofit and vice versa and other financial arrange-
ments are discussed. The Intermediate Sanction rules, applicable to public chari-
ties and civic associations, that can cause a manager to repay that portion of his or
her salary deemed to represent “excess benefits” are presented.

As a source of funding, many exempt organizations charge for services they
provide or goods they produce—students pay tuition and opera goers pay admis-
sion. Tax-exempt organizations are not necessarily prohibited from conducting
such income-producing activity, particularly if the revenue stems from an activity
that accomplishes its exempt purposes. When an activity is unrelated to the mis-
sion, however, income tax may be due on the profits. A commerciality test is
applied to decide when the level of income-producing activity is similar to a com-
mercial business indicating the organization's underlying exempt status could be
challenged. Chapter 21 describes the unrelated business income tax and its end-
less exceptions and modifications. The convoluted nature of the relevant code sec-
tions and the number of conflicting guidelines behoove organizations and their
advisors to continually seek up-to-date information on this subject and to pay
attention to potential new legislation on the subject of UBIL. The small business
lobby continues to make suggestions in this regard, as when they asked for
enhanced requirements for travel tours. Exclusive marketing agreements and
management service agreements are also the subject of recent IRS initiatives.

Creation of an affiliated organization of another exemption category, spin-off
of an activity into a for-profit subsidiary organization, hiring a manager under a
profit-sharing agreement, and forming a joint venture with a business organization
are astute survival methods an organization might need to take in today's eco-
nomic climate. These important options are available to exempts seeking enhanced
efficiency and economies of scale. Forms 990 now request “Information Regarding
Transfers, Transactions, and Relationships with Other Organizations” to enable the
IRS to scrutinize such relationships. Chapter 22 addresses the issues involved
when a tax-exempt organization has such relationships and helps understand why
the form asks questions.

To accomplish their goals, many nonprofit organizations engage in lobbying
or otherwise attempt to influence the making of laws. Participation in the election
of the lawmakers—political intervention—is allowed for certain types of exempt
organizations and strictly prohibited for others. The restraints on lobbying and
electioneering are discussed in Chapter 23 and must be carefully studied before
an organization contemplates such actions. Charitable organizations other than
private foundations can spend an insubstantial part of their resources on attempts
to influence elected officials to change the laws of the land. Permissible amount of
such a lobbying effort is, however, limited by one of two very different tests. The
pros and cons of making the IRC §501(h) election and the fate of an organization
whose purposes can only be accomplished through the passage of legislation
(cannot qualify for charitable exemption) must be studied.

Back in 1988, the IRS conducted an Exempt Organization Charitable Solicita-
tions Compliance Improvement Program that emphasized the fact that the tax
deduction for a donation to charity needed to be reduced by the value of any
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goods and services received by the donor in connection with the gift. First the
IRS examined fund-raising programs in which premiums, free admissions, din-
ners, raffles, and other benefits were used to entice donors. Once the list of such
events was compiled from the charity's records, the IRS examined the donors to
find out whether the tax deduction was overstated. The results were poor. The
Congress eventually enacted strict disclosure requirements that cause charities
to value and report benefits provided to those who sponsor them and support
charitable events. The now familiar substantiation requirements and suggestions
for their implementation can be found in Chapter 24.

Prior to the 1990s, IRS exempt organization examiners did not review payroll
tax matters. When they began to look, the results of their examinations caused
concern; they found too many employees classified as independent contractors.
Millions of dollars of taxes were assessed when the IRS examined colleges and
hospitals during the 1990s. For any size organization, payroll tax and associated
employee benefit costs represent a significant cost and thus provide a significant
temptation to treat workers as non-employees. Chapter 25 outlines the issues and
reporting requirements on this important issue.

Significant organizational changes, such as a merger or other combination
with another nonprofit, bankruptcy, or termination, are not anticipated in the
heyday of an organization’s formation and plenty and are uncommon for most
tax-exempt organizations. Nevertheless, such changes may be necessary—the
unthinkable does happen. Chapter 26 reviews the tax consequences and filing
requirements during such life changes for an exempt organization and considers
the consequences, both on the organization and its contributors, when an EO
loses its exempt status.

I'hope readers will find this new edition and its companions useful in work-
ing with nonprofits throughout their tax-exempt life. I welcome this opportunity
to contribute to our great nonprofit sector.

JobYy BLAZEK
Houston, Texas
February 1, 2004
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The world of tax-exempt (or simply exempt) organizations includes a broad
range of nonprofit institutions: churches, schools, charities, business leagues,
political parties, schools, country clubs, and united giving campaigns all con-
ducting a wide variety of pursuits intended to serve the public, or common,
good. All exempt organizations (EOs) share the common attribute of being orga-
nized for the advancement of a group of persons, rather than particular individ-
uals or businesses. Most EOs are afforded special tax and legal status precisely
because of the unselfish motivation behind their formation.

The common thread running through the various types of EOs is the lack of
private ownership and profit motive. A broad definition of an EO is a nonprofit



DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

entity operated without self-interest to serve a societal or group mission that
pays over none of the income or profit to private individuals—its members and
governing officials.

Federal and state governments view nonprofits as relieving their burdens by
performing certain functions of government. Thus, many nonprofits are exempted
from the levies that finance government, including income, sales, and ad valorem
and other local property taxes. This special status recognizes the work they perform
essentially on behalf of the government. In addition, for charitable nonprofits, labor
unions, business leagues, and other types of exempt organizations the tax deduct-
ibility of dues and donations paid to them further evidences the government’s will-
ingness to forgo money in their favor. At the same time, deductibility provides a
major fund-raising tool. For complex reasons, some of which are not readily appar-
ent, all nonprofits are not equal for tax deduction purposes, and not all “donations”
are deductible, as discussed in Chapter 24.

On the federal level, Internal Revenue Code (IRC) §501 exempts some 30 spe-
cific types of nonprofit organizations, plus pension plans (§401), political organi-
zations (§527), homeowner’s associations (§528), and qualified state tuition
programs (§529), from income tax. Although exempt organizations are often per-
ceived as charitable, many other types of nonprofits are classified as tax-exempt
under the federal income tax code. Labor unions, business leagues, community
associations, cemeteries, employee benefit societies, social clubs, and many other
types of organizations are listed in IRC §501. Exhibit 1-1 contains the Internal
Revenue Service (IRS) master chart listing all categories of exempt organizations
and illustrates the wide variety.

For purposes of federal tax exemption, each category has its own distinct set
of criteria for qualification. Chapters 2 through 10 discuss the requirements for
the most common types, compare the categories, explain the attributes that dis-
tinguish them from each other, and consider instances in which they overlap.
Chapter 11 presents the rather complicated rules governing the preferred type of
§501(c)(3) organization—public charities. Those §501(c)(3)s unable to be treated
as public because of their narrow funding sources are called private foundations
and are subject to special sanctions, found in Chapters 12 through 17. The always
challenging task of applying for recognition of tax-exempt status is considered in
Chapter 18. The information submitted must draw a picture of the prospective
exempt organization both in words and in numbers to enable the IRS to perceive
the fashion in which it will serve exempt purposes. Suggestions for answering
those questions for which the import is not readily apparent can be found in this
important chapter along with filled-in forms. Chapter 19 contains annual tax
compliance checklists for both charitable and noncharitable organizations. These
lists are designed to be used by nonprofit managers and advisors each year to
verify ongoing qualification for exempt status and satisfaction of the various fil-
ing requirements. Chapters 20 through 26 cover special issues that face a tax-
exempt organization during its life—transactions with insiders, unrelated busi-
ness income, relationships with other organizations and businesses, lobbying
and electioneering, payroll taxes, mergers, and bankruptcy. Finally, Chapters 27
and 28 focus on a tax-exempt organization’s relationship to the IRS. Suggestions
for completing the various Form 990s with line-by-line comments and filled-in
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1.1 DIFFERENCES BETWEEN EXEMPT AND NONEXEMPT ORGANIZATIONS

forms are provided. Section 18.3 discusses reasons why an organization might
need to communicate with the IRS and the alternatives in doing so.

This introductory chapter presents the issues to consider prior to establish-
ing an exempt organization, along with checklists to serve as a guide. An enlight-
ening and thorough legal treatise on exempt organizations, written by the senior
editor of the John Wiley & Sons Nonprofit Law, Finance, and Management
Series, is The Law of Tax-Exempt Organizations by Bruce R. Hopkins, now in its
eighth edition. It is an extremely valuable resource for in-depth historical context
and explanation.

Throughout the book, and particularly in the next few chapters, readers will
note revenue rulings issued mostly in the 1960s and 1970s. These citations still
reflect the precedential IRS view on the particular issue involved. Their age reflects
an IRS policy, started in the late 1970s due to staffing limitations, to issue private
letter rulings that eventually led to almost no published rulings during the 1980s
and 1990s. Instead, throughout the text, in the interest of indicating IRS current
opinions on the topics, the private ruling, announcements, and information letter
citations are provided. As a part of its major reorganization,' the IRS did begin
again in 2003 to publish the few new rulings that readers will find in this volume.

1.1 DIFFERENCES BETWEEN EXEMPT AND NONEXEMPT
ORGANIZATIONS

An exempt organization is distinguished from a nonexempt organization by its
ownership structure, the motivation or purpose for its operations, its activities,
and the sources of revenue with which it finances its operations. Exempts are
commonly called nonprofit or not-for-profit organizations under state law,
which leads to a certain amount of confusion. The term nonprofit is a contradic-
tion in one respect. To grow and be financially successful, an exempt can and
often must generate profits. It is perfectly acceptable for an exempt to accumu-
late funds as working capital, a building fund, or an endowment. Many pay
income tax on unrelated business income they are permitted to conduct, as a
modest part of their activity, to raise funding. Exempts are fascinating because
they are full of such paradoxes and surprises.

Businesses do not often give away food or house the poor, but they do oper-
ate schools, hospitals, theaters, galleries, and publishing companies and conduct
other activities that are also carried on by exempt organizations. The nature of
the activity or business is often the same for both. One goal of this book is to pro-
vide the tools for understanding the differences between exempt and nonexempt
organizations.

The requirements for nonprofit status vary from state to state, and few gen-
eralizations apply. Exempt charitable institutions are called public benefit corpo-
rations in some states. Business leagues and social clubs are sometimes called
mutual benefit corporations. Rather than being organized to generate profits for
owners or investors, exempt organizations instead generate resources to accom-
plish the purposes of their broadly based public or membership constituents.

" Described in Section 18.1.



DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

(@) Choosing a Category

Do not expect the distinctions among the categories to be clear or logical. The
group of exempt organizations has expanded considerably since the Tariff Act of
1894 established a single category of exempt organizations, which included char-
itable, religious, educational, fraternal, and certain building and loan, savings,
and insurance organizations. Since then, the number of categories has expanded
to include at least 30 distinct types.

As with all federal tax matters, the Internal Revenue Code expresses general
concepts subject to endless interpretation. Tax rules are often gray, rather than
black and white, and require careful study to reach the desired result. For example,
only scholars of legislative history can explain why agricultural organizations and
labor unions are coupled together. Why are agricultural groups not considered
business leagues? Why are agricultural auxiliaries classified as business leagues?
Why was a separate category carved out for real estate title-holding companies
with multiple parents, instead of placing them in the original §501(c)(2) for single-
parent organizations?

The choice of category is driven by a number of different factors that are pre-
sented in Chapters 2 through 10 along with cited examples of those that do qual-
ify for exemption compared to those that do not. Often the choice is influenced by
the desire to receive tax-deductible revenues. To receive a charitable donation, a
§501(c)(3) charitable or (c)(19) veterans’ group classification is required. However,
the freedom to lobby is constrained by the (c)(3) category, so that the §501(c)(4)
structure might be chosen instead by a charitable project that can be accomplished
only through the passage of legislation, as discussed in Chapters 6 and 23.

(b) Businesslike Behavior

Ironically, in order to be financially successful, a nonprofit can operate in a busi-
nesslike fashion—efficiently and often profitably. Most of the financial manage-
ment tools applied by for-profit businesses—strategic planning, investment
management, responsive organizational structure, budgeting, and others—are
appropriately used by an exempt. A thorough consideration of this subject can
be found in my book Financial Planning for Nonprofit Organizations.>

The distinguishing characteristic of an exempt organization in this regard is
the motivation for undertaking an activity that generates revenue. The fact that a
nonprofit charges for the services it performs is not determinative. A school, a
hospital, or any other type of exempt organization may pay all of its costs with
fees paid by students, patients, and others using its facilities and services.
Whether a hospital is exempt, for example, depends on whether it was created
and operated to provide health care for the purpose of promoting the general
public’s health (see Chapter 4), not upon a deficiency of patient revenues in com-
parison to its expenditures.

An exempt organization can generate revenues in excess of its expenses and
accumulate a reasonable amount of working capital or fund balances. It can save
money to purchase a building, to expand operations, to protect itself with a reserve

2 John Wiley & Sons, 1996, 275 pages.
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1.2 NOMENCLATURE

for lost or reduced funding, to ensure a flow of cash to pay for continuous opera-
tions, or for any other valid reason serving its underlying exempt purposes. Many
private foundations are endowed with assets that are as much as 20 times their
annual expenditures since they are required to spend only 5 percent of the value of
their investment assets each year, as explained in Chapter 15. There is no specific
tax limitation on the amount of assets other types of exempt organizations can
accumulate so long as the amount does not evidence a lack of exempt purpose, as
discussed in Section 2.2 of this book. Too high a level of assets in relation to expen-
ditures, however, can hamper an organization’s fund-raising efforts. Public chari-
ties, business leagues, clubs, and other membership organizations that depend
upon annual support commonly have modest asset levels in relation to their
annual spending. The level of accumulated assets may also be influenced by
funders that are sometimes reluctant to make grants to an exempt with significant
reserve funds.

An exempt organization can also seek to borrow money from private or pub-
lic lenders to finance its activities—to establish a new office or acquire an asset, for
example. Basically, an exempt can operate without a profit motive and still pro-
duce a profit! It can pay salaries and employee benefits comparable to those of a
nonexempt business. So long as the overall compensation is reasonable, as dis-
cussed in Chapter 20, an exempt entity can offer incentive compensation to its
employees. What it normally cannot do with its net profit is distribute it as a
return on capital to the persons who control the organization or other private
individuals.

The focus and purpose of an exempt organization’s activity are outward and
unselfish, and are directed at accomplishing a public purpose. One way to think
of this characteristic is as a one-way street. Much of the money received by an
exempt is one-way money—donations or dues paid out of pure generosity with
nothing being received or expected in return. Nonprofits also operate on a two-
way street regarding selling goods and services that accomplish their exempt
purpose. Such revenue activity cannot be conducted strictly with the intention of
producing a return on investment. In contrast, privately owned businesses oper-
ate totally on a two-way street. Their activity is directed at selling goods and ser-
vices for the purpose of reaping return for their owners’ investment.

On a limited basis, an exempt is allowed to compete directly with nonex-
empt businesses and operate a business that does not advance exempt purposes.
The Internal Revenue Code places such an exempt on the same footing as com-
peting businesses by imposing a regular income tax on profits from such activity.
If the unrelated business activity becomes too substantial, the exempt can lose its
exemption. Chapter 21 considers the question of when a business activity is
unrelated, describes the level of business activity allowed, and presents the myr-
iad of exceptions and modifications that allow much of this type of income to
escape taxation.

1.2 NOMENCLATURE

The complexity of this subject is illustrated by the fact that the Internal Revenue
Code does not contain the word nonprofit—it refers only to exempt organiza-
tions. The term nonprofit, or not-for-profit, describes the type of organization cre-
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DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

ated in most states and is widely used to identify tax-exempt organizations. The
terms are often used interchangeably, as they are in this book.

Another factor coloring the distinctions is the language of the code. Tax rules
are gray and not necessarily made clear by IRS rulings and decisions. In many
cases, the terms used do not necessarily possess their dictionary definitions. To
obtain exempt status, an organization applies for a determination by the Exempt
Organization branch of the IRS. Form 1023 or 1024 is submitted to allow the IRS
to determine whether exempt status is appropriate. If the organization plans cer-
tain activities within an initial fiscal year of at least eight months, a definitive
determination is granted. When the operation is prospective, a five-year advance
ruling is granted, subject to a subsequent final determination, as discussed in
Chapter 18.

An exempt organization qualified under §501(c)(3) must be organized exclu-
sively for exempt purposes within the specific terms described in the code and
must operate primarily for such purposes.’ The primary test is applied by deciding
whether substantially all of the activity is exempt. “Exclusively” does not mean
100 percent, and “primarily” can mean a little more than 50 percent. The facts and
circumstances are examined in each case to ascertain qualification. The regulations
provide a few specific numerical tests, which are indicated in the checklists when
applicable. A numerical test is most often applied to gross revenues, but it can also
be applied to net profits, direct costs, contributions, and the like. In each case, the
IRS examines the exact facts to determine whether exemption is in order.

1.3 OWNERSHIP AND CONTROL

Directors or trustees, as a general rule, may control and govern an exempt organi-
zation, but may not beneficially own it. Upon dissolution, a charitable exempt
may not return any of its funds to its individual contributors or to controlling
parties. Instead, its funds can be paid only to other charitable organizations or
beneficiaries. A business league, however, can rebate an accumulated surplus to
its members upon dissolution, if the accumulation of such a reserve was not a pri-
mary purpose of the league. A mutual insurance company continually reduces
premiums by the profits earned on investments.

The code of conduct for directors of exempt organizations is most often found
in state law defining fiduciary responsibility and embodies the duties of care, loy-
alty, and obedience. Those who control an exempt are expected to manage the
organization in the best interest of its exempt constituents, that is, its charitable
class or membership, not to benefit themselves or their families. A common ques-
tion concerning exempts is whether paid staff members can serve on the organiza-
tion’s board of directors. Such a dual position creates a conflict of interest. To
evidence that the interests of the organization rather than the conflicted person are
served, paid directors should not participate in votes approving their compensa-
tion or in other financial transactions that affect them. In Texas, a director or trustee
may serve in a staff capacity for compensation so long as the pay is reasonable and
not in violation of his or her fiduciary responsibility. However, other states limit
the circumstances under which board members may serve as staff members.

3 See Section 2.1.
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1.4 ROLE OF THE INTERNAL REVENUE SERVICE

Funders sometimes impose restraints of this type. This question should be investi-
gated under the laws of the state in which the exempt conducts its activities.

The federal tax code does not, as a general rule, prohibit the payment of com-
pensation to private individuals, including board members and other organiza-
tional officials. IRC §501(c) does, however, for most types of exempt organizations,
require that none of the profits or assets of an exempt organization inure to the ben-
efit of private individuals. The meaning of the word inure is somewhat elusive and
is primarily dependent upon the reasonableness and necessity for payments to
insiders. Private foundations are, as a general rule, prohibited from having any
financial transactions with officials. The limited circumstances under which the
rule is lifted for compensation for personal services and other payments to officials
associated with the conduct of a foundation’s programs are discussed in Chapter
14. In 1996 Congress subjected officials of public charities and civic welfare organi-
zations to similar penalties on the receipt of excessive compensation or other bene-
fits called intermediate sanctions. The special rules that must be followed to
document the appropriateness of insider payments are discussed in Chapter 20.

1.4 ROLE OF THE INTERNAL REVENUE SERVICE

The IRS giveth and taketh away an organization’s tax-exempt status. Only
§501(c)(3) organizations technically need IRS consent, called a determination, of
their qualification. A (c)(3) organization is not classified as exempt until it makes
its request for such status by filing Form 1023. For all other kinds of exempts,
being established and operated according to the characteristics described in the
tax code should be sufficient. However, most all other categories of exempts
have traditionally sought IRS determination to secure proof of their status for
local authorities, members, and in some cases the IRS itself, and to ensure
against penalties and interest due on their income if they do not qualify. Chapter
18 explains the process by which application is made and the fact that, since
issuing a controversial information letter in 2000, the IRS will not allow the filing
of Form 990 unless Form 1024 is filed.

To qualify for exemption from inception, a prospective §501(c)(3) organiza-
tion must file a determination application within 27 months of its creation. Later
filing will result in a determination only from the date of filing, unless the IRS
grants retroactive relief, which is unlikely. Careful timing in the formative stage
is critical.

The Tax Exempt Organizations Division of the IRS began to reorganize itself
in October 1999. The blueprint for the changes reflected an intention to be proac-
tive in disseminating useful information to its exempt customers. Organizations
are encouraged to direct their questions to a toll-free Tax Exempt Customer Ser-
vice Representative line.* Personnel are trained to not only answer the specific
questions asked but to get additional information. They offer to send publications
and information about workshops and seminars on filing requirements, return
preparation, and other subjects they identify the organization could benefit from
knowing.

4 As of January, 2004, the Cincinnati Taxpayer Assistance line is 1-877-829-5500.
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DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

The IRS plan addressed the fact that “Exempt Organization customers repre-
sent a very diverse segment ranging from churches and small local clubs to large
national organizations.” While most nonprofits file for an IRS determination of
their exempt status, about three-quarters of those qualified are not required to
submit annual filings because they are churches or their revenues are less than
$25,000 a year.

Due to reduced funding over the years, the IRS EO Division has significantly
reduced its personnel and published guidance issued to construe the rules.
Chapter 18 outlines matters that bring an organization into contact with the IRS,
such as changes in purpose, public status, and fiscal year and offers suggestions
for successful communication with the IRS. Annual information return (Form
990, 990-PF, or 990-T) filing requirements are also outlined. These returns con-
tain detailed financial information, lists of directors and officers and their com-
pensation, and descriptions of activities. The returns must be made available to
anyone that asks for a copy; for charitable organizations, the returns are posted
on www.guidestar.org. It is extremely important that they be prepared with care.
The author’s web-based book, 990 HANDBOOK, contains detailed line-by-line
guidelines and filled-in forms to aid in completion of these forms.

1.5 SUITABILITY AS AN EXEMPT ORGANIZATION

Before embarking on the creation of an exempt organization, some basic questions
that may influence the decision to go forward should be addressed. Although cer-
tain requirements are applied precisely according to published guidelines, the
rules are often ambiguous and subject to varying interpretations. The IRS determi-
nation branch is highly skilled (except for new recruits) and thorough in its evalua-
tion of applications for exemption, and its taxpayer assisters are helpful.
Nevertheless, the determination process and annual tax compliance responsibili-
ties for exempt organizations are at best very similar to those required of profit-
motivated taxpayers. The highest scrutiny applied by the IRS to exempt organiza-
tions occurs when they review Forms 1023 or 1024. In the past, they allocated a
sizeable portion of their limited financial resources to the determination branch.
Though not expressed, the goal seemed (and will probably continue) to be to weed
out questionable organizations at their inception, since the IRS’s limited resources
would enable them to be examined later. Until 2004, the form and its instructions
did not reveal the import of the information requested. Applicants described their
plans in some detail, with projected activities and associated financial budgets, and
it was up to the reviewed to interpret the worthiness of the plans.

As this edition is being prepared, a major revision of the form is under way.
The goal is to streamline the process with an online form® beginning a series of
questions of the sort outlined in the following subchapter to allow the filer to
understand whether the plans will qualify. Readers should be alert for changes
in this evolving process. Professional assistance from accountants and lawyers
familiar with nonprofit matters can be very useful in facilitating the process. If
funds are limited, a qualified volunteer can be sought. In many states, pro bono

3> The IRS hopes to initiate this process in 2004. Go to www.irs.gov.
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1.5 SUITABILITY AS AN EXEMPT ORGANIZATION

assistance is available through technical support centers staffed by volunteers
from certified public accountant (CPA), bar, and other professional associations.
Before a prospective project is formally established, four major questions
should be asked to determine whether a proposed organization is suitable for
qualification for tax-exempt status and ongoing operation as a nonprofit project.

(a) Question 1 Is a new organization really necessary?

Could the project be carried out under the auspices of an existing organization?
Several factors can indicate that a new organization is not necessary. If the pro-
posed project is a short-term or one-time objective with no prospect for ongoing
funding, it may not be worth the trouble to set up an independent exempt to han-
dle it. Maybe the project can operate as a branch of an existing exempt organiza-
tion. If a local branch of an organization holding a group exemption is available
through a national organization, the new exempt may be formed as a member of
the group, thereby avoiding the need to seek separate qualification for tax exemp-
tion.® If there would be a costly duplication of administrative effort, or if the cost
of obtaining and maintaining independent exemption would be excessive in rela-
tion to the total budget, it makes sense to opt for another route.

(b) Question 2 Which category of exemption is appropriate?

If the proposed organization passes the first test, the category of exemption best
suited to the goals and purposes of the project must be chosen. Due to the rigidity
and limitations of the §501(c)(3) exemption rules, certain activities may only be
suitable for other categories of exemption. The (c)(3) rules include a complete pro-
hibition against involvement in political campaigns and limitations on legislative
and grassroots lobbying, as explained in Chapter 23. For such projects, a §501(c)(4)
organization may be more suitable for the purposes of the founding group.

As explained in Chapters 6 through 9, some projects can conceivably qualify for
more than one category. There are garden clubs classified as charities under
§501(c)(3), civic welfare societies under §501(c)(4), and social clubs under §501(c)(7).
An association of businesspersons, such as a professional association or the Lions
Club, most often qualifies as a business league. If the activities of the group involve
educational and/or charitable efforts, (c)(3) status, rather than (c)(6) status, might
be sought, or two organizations—a (c)(3) and a (c)(6)—might be formed. A break-
fast group composed of representatives of many different types of businesses may
not qualify as a business league under §501(c)(6), but might instead easily qualify
under §501(c)(7). The tax deductibility of member dues and taxability or limitation
on types of income influence the desired choice of category, as discussed for each
category of exemption in Chapters 2 through 10. The creation of a nonexempt non-
profit can also be considered. When profits are expected to be minimal, the pro-
jected federal, state, and local taxes due might be less than the cost of obtaining and
maintaining tax exemption.

(c) Question 3 Do expected revenue sources indicate nonprofit character?

Next, the proposed sources of revenues expected to support the project must be
examined. Exempt organizations are traditionally supported by donations, mem-

6 See Section18.1(f).
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ber dues, and fees for performing exempt functions, such as admission to a
museum or fees for certification of professional standing. Certain sources of reve-
nue are not suitable for exemption. Among those sources are sales of goods pro-
duced by members and income from services rendered in competition with
nonexempt businesses (for example, insurance or legal services). Too high a level
of revenue from unrelated businesses, as discussed in Chapter 21, can disqualify
exemption. Self-dealing and certain other insider transactions may be prohibited’,
and certain sources of support could result in the exempt organization being des-
ignated a private foundation subject to stringent operating requirements.®

(d) Question 4 Are creators motivated by selfish goals?

A tax-exempt organization as a rule must be established to serve persons other
than its creators (though creators can participate in its affairs). This question exam-
ines the reasons why persons seek to establish the nonprofit. Do the organization’s
creators desire economic benefits, other than savings resulting from tax deduction
of donations, from the formation or ongoing operation of the organization? Will
the organization be operated to serve the self-interested purposes of its creators? If
so, it is likely the project cannot qualify for tax-exempt status. The one-way-street
characteristic of nonprofits is crucial to ongoing qualification for tax exemption. If
the founders desire incentive compensation based on funds raised, or wish to gain
from profits generated, an exempt organization may not be the appropriate form
of organization. Reasonable compensation for services actually and genuinely ren-
dered can be paid, as discussed in Chapter 20, but no private benefit to insiders or
significant participants can result from the exempt’s activities.

For a variety of reasons, it is sometimes desirable to convert a for-profit busi-
ness into a nonprofit one. In the health and human service field, for example, fund-
ing is often available from both for-profit and nonprofit sources. An organization’s
direction may change or funds may become available only for tax-exempt organiza-
tions, such as for health issue research programs. When an exempt is created to take
over the assets and operations of a for-profit entity, the buyout terms will be care-
fully scrutinized. Too high a price, ongoing payments having the appearance of div-
idends, and assumptions of liability that take the creators off the hook are among
the issues faced in this situation, as also discussed in Chapters 4 and 20.

When a tax-exempt organization ceases to exist, its assets to be distributed on
dissolution must essentially be used for the same exempt purposes for which the
organization was initially granted tax exemption. Charities exempt under
§501(c)(3) can distribute funds only to another (c)(3) organization or in support of
a charitable project, and their charters must contain a binding dissolution clause.
Assets of a charitable tax-exempt organization must be permanently dedicated to
charitable purposes. Again, the one-way-street concept exemplifies the character
of a tax-exempt organization. The creators must understand and intend from
inception that they will gain no personal economic benefit from the organiza-
tion’s operations and benefits. Exhibit 1-2 can be used to review the consider-
ations in forming a new exempt organization.

7 See Chapters 14 and 20.
8 See Chapters 11-17.
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1.5 SUITABILITY AS AN EXEMPT ORGANIZATION

ExHIBIT 1.2

Suitability for Tax-Exempt Status Checklist

A predominance of “yes” answers to the following questions indicate the proposed organization is
NOT a suitable candidate for tax-exempt status or that special rules may apply. Chapter sections

can be studied for more discussion of each issue.

1. Is a new organization necessary, or could the project be carried out
as a branch of an existing organization?
Life of the project is short.
It is a one-time project with no prospect for ongoing funding.
Project could operate under auspices of another EO.

Duplication of administrative effort is too costly.
Cost of obtaining and maintaining independent exemption is excessive in
relation to total budget (Ch. 18).

Group exemption is available through a national EO (Sec. 18.2(f)).

2. Which §501(c) category of exemption is appropriate to the goals
and purposes of the project?

The organization participates in efforts to influence elections or otherwise
participate in political campaigns (Ch. 23).

Purposes of the organization can only be accomplished through legislative and
grassroots lobbying activity (Ch. 6 and 23).
Activities benefita group of business persons orasocial group? (Ch.7,8,and9).

Persons benefited by the proposed activities represent a limited group
rather than a charitable class? (Sec. 2.2(a)).

3. Are the sources of revenue suitable for an exempt organization?

Organization plans to sell goods produced by members indicating a
cooperative (Sec. 2.2(e)).

A significant amount of the revenues will come from services to be rendered
in competition with nonexempt businesses, such as legal services or
insurance? (Sec. 21.8).

Over half of revenues will be from unrelated businesses operated in
competition with for-profit companies? (Sec. 21. 4(b)).

A majority of the funding will come from a particular individual, family,
or limited group of people that may require classification as a private
foundation (Ch. 11-17).

4. Do the creators desire economic benefits from the operation of the
organization?
Transactions with related parties are anticipated (Sec. 20.1).

Proposed financial arrangements with creators will pay portion of revenues to
insiders as rent, royalty, or interest (Sec. 20.6).

Creators wish to be paid incentive compensation based upon funds raised or
profitability of the organization (Sec. 2.1(c) and 20.2(c)).

Assets will be purchased and/or debts of creators assumed (Sec. 20.6).
Project will operate in partnership with for-profit investors (Ch. 22).
Servicesandactivitieswillbeavailabletoalimited group of personsormembers
instead of a public class? (Sec. 2.2(a) and 8.2).

Upondissolution of the organization, assets can be returned to creators and/or
major donors (Sec. 2.1(b)).
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DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

1.6 START-UP TAX AND FINANCIAL CONSIDERATIONS

A project that meets the criteria in the previous section indicating that a new
nonprofit organization is suitable under the federal tax rules also has significant
financial issues to consider before the nonprofit is formed. One important issue
that must be thoroughly considered is organizational structure—whether to
form a corporation versus a trust, how the board will be chosen, and what bylaw
provisions are suitable, among others. Financial issues should be considered and
quantified—projections prepared, feasibility studies conducted, and seed money
sources identified. A business plan of the sort prepared by a for-profit organiza-
tion to seek investment capital can be useful in the planning stage of a new non-
profit. Much of the information that is gathered for that purpose is the same as
that required for completion of Form 1023 or 1024 to seek recognition of tax-
exempt status. Operational plans should commence—financial management,
record-keeping requirements, staffing, and other issues outlined in Exhibit 1-3.

ExHiBIT 1.3

Basic Tax and Financial Considerations in Starting a New Nonprofit Organization

ORGANIZATIONAL ISSUES:

Suitability for exempt organization status (See Exhibit 1.2.) ]
Form of organization/corporation, trust, or association (Sec. 1.7) ]
Organizational Documents:
Mission statement/purpose clause (Sec. 2.1) ]
Membership or not ]
Provisions of bylaws ]
Board composition and terms for advisors []
Choose name and check availability ]
Federal tax considerations
Qualification for tax exemptions (Ch. 2-10) ]
Amount of business activity planned (Ch. 21) [l
Transactions with creators, directors, and officers (Ch. 14 and 20) ]
Private vs. public charity (Ch. 11) O
FINANCIAL CONSIDERATIONS:
Capitalization needs
Future need for capital and ability to raise funds ]
Reliability of funding sources I
Financial planning systems
Long- and short-range financial plans (budgets) ]
Maximizing cash flow and investment income ]
Billing, collection, and bill-paying policies ]
Internal control systems ]
RECORDKEEPING SYSTEMS:
Primary accounting records (banking records, original invoices, and
customer/ patron/client billings) ]
Secondary records (cash, general, payroll, and other ledgers) ]
Cash vs. accrual method ]
Cost accounting systems ]
Fund accounting and donor/member database software n
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1.6 START-UP TAX AND FINANCIAL CONSIDERATIONS

ExHIBIT 1.3  (conTINUED)

Basic Tax and Financial Considerations in Starting a New Nonprofit Organization
Filing systems

Paid bills in alphabetical order

Permanent assets (individual files by objects or type)

Establish “throwaway” date system

Exempt activity records (archives)

Tax compliance systems (Ch. 19)
Application for federal identification number and exemption
Complete federal tax compliance checklist
State and local registration, permits, and/or taxes

Employees vs. independent contractors (Ch. 25)
Tax aspects: proper classification, withholding, and reporting requirements

Personnel policies: vacation, sick leave, written contracts, and job
descriptions

Fringe benefits
Travel and expense documentation requirements

I A I [

(a) Preliminary Planning

An important start-up question concerns the type of entity to be created.
Founders must decide the type of organization that should be formed—corpora-
tion, trust, or association. Each structure has its benefits and drawbacks, as
addressed in Section 1.7.

Future sources of funds to operate the proposed nonprofit should next be
projected in the planning stage for several reasons. First and foremost, creators
should evaluate the financial feasibility of their ideas. It is laudable to want to
feed the poor in one’s county; the question to ask at this stage is whether the
group forming the program can put together enough funds to efficiently do so.
Second, many categories of exempt organization have special attributes and stan-
dards measured by their sources of funding for reasons explained in the chapter
pertaining to that particular type of organization. If the exempt organization
wishes to be classified as a charity, for example, it is time to see whether the orga-
nization will qualify as a public charity or a private foundation. Expected dona-
tion levels must be quantified to measure public support.” Social clubs are subject
to strict numerical limits on the amount of nonmember revenues they may
receive.'? Business leagues and labor unions, like charities, cannot generate an
amount of unrelated business income that indicates the business activity is its pri-
mary function. The specific plans for the proposed organization should be tested
at this point from a financial standpoint, using the basic rules for qualifying as a
tax-exempt organization.'!

Whether the organization will operate as a membership group must be de-
cided. The term membership is often misunderstood and misused. Some organiza-

9 See Chapter 11.
10See Chapter 9.
' See Chapter 8.
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tions use the term member to designate contributors who actually have no voting
rights. Under some state governance standards, a membership organization is one
whose members elect the persons on the governing board. The democracy afforded
by such a form of organization may or may not be desirable. A self-perpetuating
board retaining control in the hands of a few persons may be appropriate, indicat-
ing that a nonmembership organization should be formed.

The rules governing the organization’s future decision-making procedures
are outlined in the bylaws. The answers to the following questions, among many
others, are found in the bylaws: How will officers be elected? When will meet-
ings be held, and who can call them? Who will serve as advisors? Who signs
checks? What credentials will be required of board members, and what length of
term will they serve? A skilled attorney can be very helpful in designing appro-
priate bylaws. The IRS and some states are not particularly interested in parlia-
mentary procedures. No sample bylaws are provided in IRS Publication 557,
Tax-Exempt Status for Your Organization. On the other hand, this guide pre-
scribes very particular provisions that must be contained in an organization’s
articles of organization for exemption to be granted. For groups affiliated with a
state or national group, model articles and bylaws may be available.

This is a good time to think about what name to bestow on the organization.
A name that accurately presents the organization’s purpose should be chosen.
The words fund or foundation might not be suitable in a name for a nonprofit that
intends to do fund-raising for operating support because the words connote that
it already has resources. Similarly, the word center connotes a place where people
gather for a variety of reasons; institute, a place where people meet to talk and
study. The name cannot repeat or conflict with names already in use. If there is
already a Center for Genetic Research chartered in the state, a newly created Cen-
ter for Genetic Study may not be permitted. The availability of the chosen name
can be investigated through the local and state authorities. In Texas, the office of
the secretary of state can be called to check availability and to reserve a name.

(b) Financial Management

In a nutshell, to be successful a nonprofit organization should be financially
managed just like a business. To be financially viable, an exempt organization
needs sufficient capitalization similar to a for-profit organization—but it cannot
float a stock issue. The reliability of funding sources should be evaluated to
ensure sustainable spending levels. Before the final decision to establish a new
organization is made, the exempt’s future needs for capital and its ability to raise
money must be projected.

The initial projections can be a starting point for an ongoing planning process
that can improve the financial well-being for an exempt organization. Short-range
budgets and long-range financial plans should be maintained and continually
updated. Operating and capital budgets are recommended. Plans for maximizing
yield on cash and other investment assets should be formulated. As much of the
exempt organization’s money as possible should be kept in interest-bearing
accounts, and professional investment managers can be sought once capital reserves
exceed immediate needs.
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1.7 CHOOSING THE BEST FORM OF ORGANIZATION

An accounting system and procedure should be established to record, report,
and internally control the financial resources in accordance with generally
accepted accounting principles. This system should also maximize cash flow by
billing customers and collecting from contributors as quickly as possible, while
at the same time delaying payment of the organization’s own bills for as long as
is reasonable. Guidance on this vitally important aspect of the operation of a
nonprofit organization can be found in my book Financial Planning for Nonprofit
Organizations.'

1.7 CHOOSING THE BEST FORM OF ORGANIZATION

The three common structural forms for a nonprofit organization are nonprofit cor-
poration, trust, or unincorporated association. The choice of organizational form
is influenced by the laws of the states in which the nonprofit will operate. Certain
categories of §501 organizations are limited in their choice of form. A title-holding
company, for example, must be a corporation. Some §501 categories of exemption
apply to clubs, associations, leagues, and posts, and may have unique organiza-
tional structures. An experienced attorney knowledgeable about nonprofit organi-
zations can be extremely valuable in making this choice. If the project needs to
seek volunteer or pro bono assistance due to limited funds, the local bar associa-
tion or accountants’ society may have such a program.

Whichever form of organization is chosen, the federal tax code and regulations
often have differing requirements from those of the state in which the nonprofit is
established. Particularly for those seeking classification as §501(c)(3) organizations,
the standards for federal exemption are very specific and commonly more strin-
gent than those of the state. A charter that allows a nonprofit to conduct those
activities permitted under local law may not necessarily qualify for federal exemp-
tion. Caution must be used in drafting a charter, as more thoroughly discussed in
Chapter 2.

(@) Corporation

Corporate status is said to be the most flexible form of organization for a non-
profit and is the form of choice in most states. Many nonprofit assistance pro-
grams established by local united giving organizations and volunteer lawyer
and accountant associations have developed model organizational documents
that an organization can use in designing its corporate charter.

Creating a corporation as a separate entity is said to establish a corporate veil
that may shield the individuals governing and operating the nonprofit from lia-
bilities incurred by the organization, unless they are negligent or somehow remiss
in their duties. Some states have adopted immunity laws augmenting protection
against liability for directors and officers of nonprofits. In Texas, the Charitable
Immunity and Liability Act of 1987 applies to §501(c)(3) organizations. This stat-
ute shields a charity’s officers, directors, and volunteers, regardless of the form of
organization, thus obviating one of the advantages in establishing a corporation.

12 John Wiley & Sons, 1996, 275 pages.
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DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

These rules are different for the particular state(s) in which the nonprofit operates
and should be carefully studied.

Though historically many nonprofit organizations had members, an exempt
corporation can be formed with or without members. Unless the charter provides
otherwise, members are presumed in some states. The primary role of members
in this context is to elect the board of directors, who in turn govern the organiza-
tion. In a privately funded organization, the members may be family representa-
tives whose job is to retain control. The founder of a charity can be named the
only member. With most public benefit corporations, members broaden the base
of financial support and involve the community in the organization’s activities.
In such cases, there may be hundreds or thousands of individual contributors
who, as a group, control the organization because they elect the directors. Mutual
benefit societies, unions, clubs, and the like are usually controlled by their dues-
paying members.

The other choice is to allow the board of directors to govern the organization.
Closer control can be maintained by a small, self-perpetuating board that
chooses its own successors. The charter may also appoint representatives of spec-
ified organizations or institutions to occupy board positions. A city arts council
board might automatically have a representative of the city museum, the college
art department, and the symphony orchestra, as well as an individual artist,
alongside those directors elected by members. A charity seeking classification as
a supporting organization must very carefully design its governing structure to
satisfy one of the tests found in IRC §509(a)(3)."

Bylaws are adopted by a nonprofit corporation to provide rules of gover-
nance, such as the number of directors, duration of director terms, and procedures
for removing them. Bylaws typically also address the frequency of meetings,
notice procedures, type and duties of officers, delegation of authority to commit-
tees, and the extent of member responsibility. The manner in which the bylaws
can be amended should also be covered in the bylaws. Indemnity to directors may
be provided.

An advantage of the corporate form, as compared to a trust, is that its orga-
nizational documents can often be easily amended. Usually, the currently serv-
ing board has authority to make changes to both the bylaws and the charter.
Though such changes may require approval and must be submitted to both the
state and the IRS, they are allowed and do not customarily impact tax-exempt
status. For consideration of choices to be made in seeking IRS approval, see Sec-
tion 18.3 in this book. A nonprofit corporation’s articles can (and normally do)
allow its directors and members to mold and change its provisions as the organi-
zation evolves throughout its existence.

(b) Trust

The trust form of organization is often chosen for an individually or family-
funded charitable organization. A trust created while one is living is called an
inter vivos (“among the living”) trust. A trust created by a bequest in the cre-

13 See Section 11.6.
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1.7 CHOOSING THE BEST FORM OF ORGANIZATION

ator(s)” will is called a testamentary trust. A trust is favored by some because,
unlike a corporation, a trust can be totally inflexible absent a reformation
approved by a court order. A trust can be created without provisions allowing
for changes in its purpose or trustees. Thus, a donor with specific wishes may
prefer this potentially unalterable form for a substantial testamentary bequest.
Another advantage of a trust is that some states require no registration of a char-
itable trust. Finally, a wholly charitable trust described in §4947(a)(1) is not nec-
essarily required to seek recognition of its tax-exempt status although many do
so to aid in fundraising.

There is sometimes an argument that a charitable trust violates the rule
against perpetuities. To get around this potential obstacle, a trust instrument
might contain a provision allowing the trustee(s) to convert the trust into an
exempt corporation with identical purposes and organizational restraints. Con-
version to a nonprofit corporation might also be allowed if the trustees find that
the trust form is disadvantageous. Exempt organization immunity statutes do not
apply to trusts in some states, and more stringent fiduciary standards are often
imposed upon trustees than on corporate directors. As a rule, trustees are said to
be more exposed to potential liability for their actions than are corporate direc-
tors. The tax rates on unrelated business income of a trust are higher than the rate
applied to corporations.

(c) Unincorporated Association

The unincorporated association form of nonprofit organization is the easiest to
establish and, correspondingly, to reform. To qualify for exemption, an associa-
tion must have organizing instruments outlining the same basic information
found in a corporate charter or trust instrument. Rules of governance must be
provided, and it must have regularly chosen officers. Particularly for §501(c)(3)
status, the IRS requires specific provisions in the documents prohibiting certain
activities."* IRS procedures require that the constitution or articles of association
must be signed by at least two persons.' There are few established statutes or
guidelines to follow. National and statewide organizations and nonprofits with
branches or chapters can facilitate orderly governance for their subordinates by
furnishing a uniform structure document.

An unincorporated group may face substantial pitfalls. The primary concern
is lack of protection from legal liability for officers and directors. Banks and
creditors may be reluctant to establish business relationships without personal
guarantees by the officers or directors.

(d) Limited Liability Companies

A tax-exempt organization might form a single-member limited liability com-
pany (LLC) for purposes of isolating itself from the liability associated with con-
ducting certain activities. The check-the-box rules allow the single member to
disregard such an entity as separate from itself and treat the activities of the LLC

14See Section 2.1
15 Instructions for Form 1023 issues in 1996, page 3.
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DISTINGUISHING CHARACTERISTICS OF TAX-EXEMPT ORGANIZATIONS

as part of the parent organization. The financial activities of the LLC can be
reported on the parent’s own Form 990(s) rather than on a separate return. An
LLC electing to be treated as a separate organization is not mentioned, but pre-
sumably would file its own return. The unanswered question is what type of
return it should file.

IRS guidance has not addressed the necessity of seeking formal recognition
of exemption for the LLC, disregarded or not. Conduct of activities in an LLC
that is a disregarded entity has been approved. It is problematic for a charitable
LLC, however, that an entity is not “treated as organization described in section
501(c)(3) unless it gives notice to the Secretary . . . that it is applying for recogni-

ExHiBIT 1.4

Comparison of Requirements and Tax Attributes
for IRC §501(c)(2), 3), 4), (5), (6), and (7)

©@2) W3 W@ ©G) (©®) (©7)

Exemption application required. Y Y N N N N
Time limit for filing IRS application for

exemption (15 months) N Y N N N N
Form 1023 filed. N Y N N N N
Form 1024 filed. Y N Y Y Y Y
REGARDING CHARTER/INSTRUMENT:
Purpose clause limiting. Y Y N N N N
Dissolution clause required. N Y N N N N
Activity limitations required. Y Y N N N N
REGARDING PAYMENTS TO EO:
Receive tax deductible contributions. N Y N N N N
Receive tax deductible business dues. N N N/Y YN Y/N Y/N
REGARDING REVENUES:
Annualsupporttestforprivatefoundationclass. N Y N N N N
Membership primary income source. N N/Y YN Y Y Y
Amount of nonmember income limited. N N N N N Y

REGARDING UBIT:*
Investment income exempt from UBIT unless
investment indebted. Y Y Y Y Y N

Volunteer and donated property exceptions

available for UBIT. Y Y Y Y Y Y
Convenience exception. N Y N N N N
Amount of UBI' must be limited. N Y Y N N Y
REGARDING ACTIVITIES:

Can engage in political campaigns. N N N/Y Y Y Y
Can engage in lobbying. N N/Y Y Y Y Y
Lobbying activity limited. Y Y N N N N
Broad purposes can be pursued. N Y Y N N N
Private inurement/benefit prohibited. Y Y Y Y Y Y
Operations must primarily be exempt. Y Y Y Y Y Y
Can carry out active projects. N Y Y Y Y Y

* Unrelated business income tax.
* Unrelated business income.




1.7 CHOOSING THE BEST FORM OF ORGANIZATION

tion of such status.” To achieve deductibility for payments to a disregarded LLC,
Form 1023 must be filed.

In reviewing applications for LLCs, an IRS representative said, “Eventually
we probably will be recognizing LLCs, but for now, we are reviewing the appli-
cations.” The issue is whether LLC organizational documents comply with
501(c)(3) standards.

(e) Conclusion

Once a decision has been made that a tax-exempt entity is suitable, the form of
organization is chosen, and the necessary organizational requirements satisfied,
the specific category of exemption can be chosen. Exhibit 1-1 lists the more than
30 types of organizations included in the Internal Revenue Code. Chapters 2
through 10 discuss the particulars of the first seven types. Exhibit 1-4 compares
the filing requirements and primary characteristics of categories (c)(2) through
(c)(7). Chapters 11 through 17 consider the important distinction between public
and private charities and thoroughly present the special rules applicable to pri-
vate foundations. Chapters 18 and 19 contain guidance about IRS filing and tax
compliance issues, including comprehensive annual checklists. Chapters 20
through 26 address compliance issues in depth—private inurement, unrelated
business income, lobbying and political campaign activities, employment taxes,
and transformations such as mergers and bankruptcies.
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CHAPTER TWO

Qualifying Under IRC §501(c)(3)

2.1 Organizational Test 28 (b) Amount of Charitable
(a) Charter, Constitution, Expenditures 40
or Instrument 29 (c) Income Accumulations 40
(b) Dissolution Clause 30 (d) Commensurate Test 41
(c) Inurement Clause 31 (e) Business Activity 43
(d) Purpose Clause 32 (f) Importance of Sources
(e) Political Activities 33 of Support 44
(f) Private Foundations 34 (g) Action Organization 44
(g) Limited Liability (h) Feeders and the Integral
Companies 34 Part Test 45
(i) International Activities 46
2.2 Operational Test 36 () The Internet and Tax-
(a) Charitable Class 37 Exempt Organizations 47

Organizations that qualify for exemption under Internal Revenue Code (IRC)
§501(c)(3) include “[c]orporations, and any community chest, fund, or founda-
tion, organized and operated exclusively” for one of eight specific charitable
purposes and that meet the four specific and absolute criteria listed below:'

1. It operates 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 involves
the provision of athletic facilities or equipment), or for the prevention of
cruelty to children or animals;

2. No part of its net earnings inures to the benefit of any private shareholder
or individual;®

'Reg. §1.501(c)(3)-1(a).

2 The subject of Chapter 3.
3 The subject of Chapter 4.
4 The subject of Section 5.3.
3 The subject of Section 5.1.
® The subject of Chapter 20.
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QUALIFYING UNDER IRC §501(c)(3)

3. No substantial part of its activities is carrying on propaganda or other-
wise attempting to influence legislation’ (except as otherwise provided in
subsection (h)); and

4. It does not participate in, or intervene in (including the publishing or dis-
tributing of statements), any political campaign on behalf of (or in opposi-
tion to) any candidate for public office.®

IRC §501(c)(3) organizations as a group are commonly referred to as “charita-
ble,” partly because they qualify for the charitable deduction for income, estate,
and gift tax purposes. The title of IRC §170 is “Charitable, etc., Contributions and
Gifts.” Note, however, that “charitable” is only one of the eight named types of
charitable purposes listed in §501(c)(3).

Our concept of charity in the United States is very broad, including far more
than giving alms to the poor—the traditional European notion. Charity is an
evolving concept that has changed over the years to meet societal needs and
occasionally to advance public policy thought appropriate by those currently
making the laws. Private schools, for example, are allowed exempt status only if
they adopt a policy prohibiting discrimination against persons on the basis of
their race. The tax laws evidence an intention to encourage private sector initia-
tives in social programs—health care, education, and research, among many
other social concerns that typically are governmental responsibilities in the rest
of the developed world. Interestingly, the U.S. philanthropic model has been
used by Mexico and the former satellites of the Soviet Union as they developed
their tax systems during the 1990s.

Chapters 2 through 5 detail the requirements for qualifying under §501(c)(3),
along with criteria for the different categories of exemption thereunder. This
classification contains both the most numerous categories and the most contro-
versial. Each category is the subject of myriad rulings and case decisions. The
Law of Tax-Exempt Organizations’ contains more than 150 pages about charitable
organizations and contains a wealth of information beyond the scope of this
book.

Although this discussion provides guideposts for determining qualification
under §501(c)(3), it offers few hard-and-fast rules because the rules are broad
and often vague. By far the largest body of law and written material concerning
exempt organizations deals with those classified as charities. The possibilities
for qualification are endless, and success lies in a thorough review of the alterna-
tives. In a deceptively simple fashion, there are two tests for qualification for
§501(c)(3) status, called the organizational and operational tests.

2.1 ORGANIZATIONAL TEST

The organizational test dictates certain rules of governance of a qualifying chari-
table organization and restricts its purposes and goals primarily to those eight

" The subject of Chapter 23.

8 Also the subject of Chapter 23.

Bruce R. Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (Hoboken: Wiley,
2003).
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2.1 ORGANIZATIONAL TEST

specifically listed in the statute. Language in the governing instrument empow-
ering the organization to conduct activities (except insubstantial ones) beyond
the specified purposes is not permitted.'’ The organizational documents of a pri-
vate foundation must literally, or by operation of state law, prohibit violations of
the special sanctions to which it is subject.!! Assets must be permanently dedi-
cated to §501(c)(3) exempt purposes in the organizational rules pertaining to dis-
solution, inurement, purpose, and prohibited activities.

(a) Charter, Constitution, or Instrument

To receive IRS approval of exempt status, an organization must be created with
properly executed documents filed and approved by appropriate state officials.
A formless aggregation of individuals cannot be exempt, nor can a partner-
ship.'? The IRS determination procedures generally assume two types of organi-
zational documents:

1. Articles of incorporation or association or a trust instrument

2. Rules of governance under which the exempt organization is operated,
usually bylaws

Bylaws alone are not an organizing document for a nonprofit corporation, but
merely the internal rules and regulations of the organization. For trusts and
unincorporated associations, the charter or constitution and bylaws are com-
bined into one document. The form of organization must be a “corporation,
community chest, fund, or foundation.” Individuals, partnerships, and formless
groups of individuals cannot qualify.!® The language required for creation of a
nonprofit corporation in some states may not include the provisions required for
federal tax exemption. IRS Publication 557, Tax-Exempt Status for Your Organi-
zation, contains sample documents with language that satisfies the tests and
should be consulted to ensure that proper provisions are included.'

A charter that is defective because it does not contain the four required com-
ponents cannot be cured by the organization’s bylaws. The IRS routinely requires
revision of deficient articles prior to issuing a positive determination of (c)(3)
exempt status. Although they allow for amendment of deficient charters during
the review process, sometimes qualification is issued effective from the date of
such an amendment. When the charter is complete and appropriate, exemption is
granted retroactively to the original incorporation date. A defective charter is also
not overcome merely because the organization’s activities are actually charitable;
likewise, an acceptable charter cannot overcome nonexempt activity.®

0 Reg. §1.510(c)(3)-1(b).

" Discussed in Section 2.1(f) and Chapters 12-17.

12 Exempt Organizations Handbook (IRM 7751), §321.1.

3 IRS Instructions to Form 1023 (those issued in 1996), at page 2; see Section 1.7 for consideration
of the different forms of organization.

14See also 2004 Exempt Organizations Continuing Professional Education Technical Instruction
Program.

15 Exempt Organizations Handbook (IRM 7751), §320(2); Rev. Proc. 84-47, 1984-1 C.B. 545.
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QUALIFYING UNDER IRC §501(c)(3)

IRS policy is to require the dissolution, inurement, purpose, and political
action clauses of a proposed (c)(3) exempt organization to contain the literal
term “501(c)(3).” Descriptive language limiting the activity solely to charitable
purposes, without specifically mentioning (c)(3), may be acceptable, but other
language may not be.!® In response to a request that the IRS verify exempt status
for a 10-year-old organization, an organization with which the author is familiar
was required to reform its charter to meet the specific requirements even though
their original charter had been approved by the IRS upon initial determination.

The Tax Court disagreed with this policy in Colorado State Chiropractic Soci-
ety.'” A charitable organization, in the court’s opinion, need not satisfy the orga-
nizational test solely by language in its corporate articles. Other factual evidence
in addition to the charter, such as the bylaws, can be considered in determining
passage of the test. Nevertheless, in the author’s experience, the IRS continues to
require that the language specifically limit the purposes to charitable ones and
preferably using the term “501(c)(3).”

The IRS does not ordinarily question the validity of the corporate status of
an organization that has satisfied the formal requirements for such status under
the law governing its creation.!® However as noted above, the minimum require-
ment for establishing a nonprofit organization in some states, such as Texas, is
deficient by federal standards. The range of activities permitted a nonprofit cor-
poration is commonly broader, for example, and a charter granting all powers
provided under a state’s nonprofit corporation act may not qualify.!” The charter
must be approved or registered with the applicable state agency, usually the sec-
retary of state, before submission to the IRS.

Since many nonprofit organizations have similar names, it is very useful to
investigate name availability before the documents are submitted to the state.
Unlike a business corporation, a nonprofit may not necessarily be required to
use the words “corporation,” “company,” or “incorporated.” A trust instrument
need not necessarily be registered with the state in which the nonprofit is estab-
lished, but must contain the four operating rules specified in the regulations and
listed at the beginning of this chapter.

(b) Dissolution Clause

Specific language in the nonprofit’s charter must describe the manner in which
its assets will be distributed in the event of dissolution. Assets may not be
returned to contributors, directors, or any non-501(c)(3) organization or pur-
poses.?? It is not sufficient to say that the assets will be dedicated to “nonprofit
purposes,” since nonprofit purposes include activities that are broader than the
eight specific (c)(3) purposes. Remaining assets at the time of dissolution must
be either expended for (c)(3) purposes or given to another (c)(3) organization. To

16 Discussed in Section 2.1(e).

17 Colorado State Chiropractic Society v. Commissioner, 93 T.C. 39 (1989).

18 Exempt Organizations Handbook (IRM 7751), §321.2.

19 Gen. Coun. Memo. 39,633.

20 Reg. §1.501(c)(3)-1(b)(4); Church of Nature of Man v. Commissioner, 49 T.C.M. 1393 (1985).
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avoid any questions from the determination group, the tax code section should
be specifically mentioned by number.

Some state statutes make these provisions automatic unless otherwise stated
in the corporate charter. The IRS has a list identifying states whose dissolution
clauses qualify.?! Even so, specific mention in the charter is advisable to avert
IRS challenges to the charter when the application exemption is filed.

(c) Inurement Clause

The inurement clause required in the charter must forbid distribution of any
part of the organization’s net earnings to its directors, officers, or trustees, or to
any private individual.?? Although IRC §503 now applies only to §501(c)(17) and
(18) organizations, it is instructive to study its list of the type of insider transac-
tions that are still essentially prohibited for §501(c)(3) organizations.23 The five
prohibited transactions listed in §503 as causes for revocation of exemption are:

1. Lending any part of its income or corpus, without receipt of adequate
security and reasonable rate of interest

2. Paying any compensation, in excess of a reasonable allowance for salaries
or other compensation for personal services actually rendered

3. Making any part of its services available on a preferential basis

4. Selling any substantial part of its securities or other property for less than
an adequate consideration in money or money’s worth

5. Engaging in any other transaction that results in a substantial diversion of
its income or corpus to the EO’s creator, substantial contributors, family
members, or controlled corporations of such persons

In other words, a (c)(3) organization cannot use its assets to benefit its insiders.
Chapter 20 defines insiders and considers the vague difference between private
inurement and private benefit and thoroughly outlines the criteria used to evalu-
ate transactions to identify inurement. Chapter 22 discusses a variety of business
transactions and associations between one exempt organization and another and
between an exempt organization and private individuals or businesses and pre-
sents the standards under which such relationships might be deemed to repre-
sent impermissible inurement.

Despite the fact that no evidence was submitted to prove the person(s) form-
ing the Fund for Anonymous Gifts did so to derive financial benefit, the court
found its true purpose was to provide investment management services to the

I Rev. Proc. 82-2, 1982-1 C.B. 367.

22 Reg. §1.501(c)(3)-1(c)(2).

23 This code section was replaced for private foundations in 1969 by the self-dealing rules discussed
in Chapter 14 and for public charities in 1996 by the intermediate sanction rules discussed in Sec-
tion 20.9.
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donors—or to privately benefit the donors.** Donors were explicitly allowed to
retain full control over the investment of their assets and also retained a high
degree of control over how to choose grantees. The IRS argued that the fund was
designed to circumvent the restrictions on private foundations and limitations
on charitable deductions and was therefore not organized and operated exclu-
sively for an exempt purpose. Approval was finally received after reformation of
the organizational documents. Control of a somewhat similar nature is retained
by donors to community foundations® and charitable funds created by invest-
ment companies evidencing the care required in the formation of a tax-exempt
charitable organization.

(d) Purpose Clause

Organizational documents must limit the purposes of the exempt organization
to one or more of the eight specific 501(c)(3) purposes in the following list. To
qualify under §501(c)(3), an exempt organization must also operate exclusively
for one of these purposes. The only permitted purposes are:

Religious

Charitable

Scientific

Testing for public safety

Literary

Educational

Fostering national or international amateur sports competition

S A L o S

Preventing cruelty to children or animals

Ideally, the charter will describe one or more of the eight, such as charitable,
charitable and scientific, or scientific and educational, along with the qualifier
“as defined in (or within the meaning of) §501(c)(3) of the Internal Revenue
Code.” Words having similar meaning to those in the preceding list cannot be
used unless they are so qualified. The term “eleemosynary” may mean charita-
ble but is not acceptable. “Civic welfare,” although listed as a charitable pursuit
in the regulations, also does not, standing alone, qualify under (c)(3) —although
such words are suitable under (c)(4). Also, combining permissible with imper-
missible purposes is not acceptable.?® The IRS provides the following examples:

ACCEPTABLE: “XYZ Organization is created to receive contributions and
pay them over to the organizations which are described in §501(c)(3) and exempt

2 Fund for Anonymous Gifts v. IRS, No. 95-1629 (D.D.C. 1997), No. 97-5142 (D.D.Cir. April 1999,
D.D.C. No. 95CV1629 (remand). Though exemption was allowed after reformation of its organi-
zational documents, it was ultimately classified as a private foundation. See Sections 11.2 and 11.3
for discussion of support tests.

> See Section 11.3(c).

% Rev. Rul. 69-279, 1969-1 C.B. 152; Rev. Rul 69-253, 1969-1 C.B. 151.
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from income taxation under §501(a).”* It is also acceptable “to grant scholar-
ships to deserving junior college students residing in Gotham City.”?*

NOT ACCEPTABLE: “MD, Inc., will operate a hospital (with no stipulation
that the operation be charitable.)”?’ Nor is it acceptable to state that “ABC will
conduct adult education classes,” without also stating that the organization is
formed exclusively for educational or charitable purposes.*

An organization that has a substantial nonexempt purpose cannot qualify for
exemption under (c)(3). Reciting detailed descriptions of the organization’s pur-
pose in its charter is not necessarily advisable. Such explanations are more suit-
ably placed in the bylaws or mission statement. An organization’s activities tend
to evolve over the years and it is best to avoid the need to make formal charter
changes that require approval by the state. Bylaws can normally be altered by the
organization’s governing body. Any changes to the organizational documents
must be submitted to the IRS, either in connection with filing the annual Form
990 or by submission to the Exempt Organization Group in Cincinnati.®!

(e) Political Activities

A charity’s organizational documents must absolutely prohibit political cam-
paign involvement with the following language:

The organization shall not participate in, or intervene in (including the publication
or distribution of statements) on behalf of or in opposition to any candidate for public
office. ¥

A campaign management school organized to train individuals for professional
careers in managing political races, for example, was denied exemption because
it was formed to be operated to benefit the Republican Party. Most of the
school’s graduates were associated with Republican candidates and committees
supporting them. In its application for exemption, the American Campaign
Academy revealed that it was an outgrowth of a National Republican Congres-
sional Committee project and that its funding was provided solely by the
National Republican Congressional Trust. The academy argued, nevertheless,
that it met all the definitions of a school and did not discriminate on the basis of
political preference, race, color, or national or ethnic origins in its admission pol-
icies. The Tax Court agreed with the IRS that the facts—actual curriculum and
admission applications—showed narrow partisan interests. The court found that
the size of the class and number of Republican Party members did not transform
the benefited class into a charitable class.*®

YT Reg. §1.501(c)(3)-1(b)(1)(ii).

28 Exempt Organizations Handbook (IRM 7751), §322.2.

¥1d. §322.2.

30 Reg. §1.501(c)(3)-1(b)(1)(ii). This regulation essentially says that conducting classes is not nec-
essarily educational unless the articles specify that term or the term charitable.

31 See Section 18.3 for discussion of circumstances and the methods in which an organization seeks
overt IRS approval of such changes.

32 Reg. §1.501(c)(3)-1(b)(3)(ii); see also Chapter 23.

33 American Campaign Academy v. Commissioner, 92 T.C. 66 (1989).
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Nonpartisan voter registration drives do not constitute prohibited political
activity if they are truly nonpartisan.** The fact that all candidates in the race are
given a platform to discuss universal issues, rather than issues of concern to a
particular political party, evidences an educational effort. When the facts indi-
cate that an organization is formed to engage in nonpartisan analysis, study, and
research and to conduct educational programs for voters, it may qualify for
exemption.®

Legislative lobbying must be limited by the following language: “No sub-
stantial part of the activities of the organization shall be the carrying on of pro-
paganda, or otherwise attempting to influence legislation.”*® Note the word
“substantial.” A limited amount of lobbying can be conducted by a charity
(except a private foundation). The permissible limits apply to both grassroots
and direct lobbying efforts.?”

(f) Private Foundations

Enhanced requirements are placed on charities classified as private foundations.
A private foundation’s charter, or laws of the state in which it operates, must
specifically prohibit actions that would cause the imposition of excise taxes.
Laws have been passed to automatically incorporate the required language into
a private foundation’s charter in most states, and the IRS has issued a ruling
approving the list.>® To be cautious, some counselors recommend inclusion of
the prohibition against incurring excise taxes for all foundations, but they may
not be necessary. A private foundation generally is a nonprofit organization
qualifying for tax exemption that receives its funding from investment income
and/or donations of a limited number of people, usually a family or a particular
individual.”®

(g) Limited Liability Companies

A tax-exempt organization might form a single-member limited liability com-
pany (LLC) to isolate itself from the risks associated with conducting certain
activities. The LLC can choose to seek its own independent recognition of tax
exemption or the single member can treat the LLC as a disregarded entity under
the “check-the-box” rules.* When this form of organization was initially consid-
ered, the IRS was uncertain whether the LLC itself could be recognized as a
charitable organization, particularly in those states that require that an LLC be
formed for a business purpose. The IRS, however, announced it was willing to
recognize exemption based on the LLC’s representation that its charitable status
is permitted under state law and that enforceable provisions are present in the

3 Discussed in Sections 17.2 and 23.2.

35 See Section 23.2; Priv. Ltr. Rul. 9117001.

¥ Reg. §1.501(c)(3)-1(d)(1)(ii).

37 These limitations are discussed in Section 23.4.
3 Rev. Rul. 75-38, 1975-1 C.B. 161.

39 See Chapters 11 and 12.

40Reg. §301.7701-1.
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t.*! The 12 specific provisions required for the LLC to be

separately recognized as a §501(c)(3) entity follow:

1.

10.

11.

12.

A specific statement must limit the LLC’s activities to one or more exempt
purposes.

The LLC must be required to operate exclusively to further the charitable
purposes of its members.

The LLC’s members must be §501(c)(3) organizations, governmental
units, or wholly owned instrumentalities of a state or political subdivision
thereof.

Any direct or indirect transfer of any membership interest in the LLC to a
transferee other than a §501(c)(3) organization, governmental unit, or
instrumentality must be prohibited.

The LLC itself, interests in the LLC (other than a membership interest), or
its assets may only be availed or transferred to (whether directly or indi-
rectly) any nonmember other than a §501(c)(3) organization, governmen-
tal unit, or instrumentality in exchange for fair market value.

The organizational documents must guarantee that upon dissolution of
the LLC, its assets will be devoted to the LLC’s charitable purposes.

Any amendments to the LLC’s articles of organization and operating
agreement must be consistent with §501(c)(3).

The LLC must be prohibited from merging with, or converting into, a for-
profit entity.

The LLC may not distribute any assets to members who cease to be orga-
nizations described in §501(c)(3), governmental units, or instrumentalities
thereof.

An acceptable contingency plan in the event that one or more members
cease to be qualifying members must be provided. (Forfeiture of the non-
exempt member’s interest or sale of the interest to a qualifying member is
allowed.)

The LLC’s exempt members must expeditiously and vigorously enforce
all of their rights in the LLC and pursue all legal and equitable remedies
to protect their interests in the LLC.

The LLC must represent that all of its organizing document provisions are
consistent with state LLC laws and are enforceable at law and in equity.

Rather than seeking separate recognition, the LLC can be treated as a disre-

garded entity and its tax-exempt status attributed to its parent member. In that
case, the LLC financial activity is reported on the member’s Form 990.*> Without

4 Richard A. McCray and Ward L. Thomas, IRS Exempt Organizations Technical Instructional Pro-
gram for FY 2001, Chapter B, “Limited Liability Companies as Exempt Organizations Update,”
2001 IRS CPE Text, pp. 27-33; see also Priv. Ltr. Rul. 200124022.

*2IRS Announcement 99-102, IRB 1000-43.
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separate recognition, however, the LLC is not necessarily qualified to receive tax-
deductible contributions itself, but may serve as agent for donations collected on
behalf of another qualified organization.*?

2.2 OPERATIONAL TEST

To qualify under §501(c)(3), an organization must also meet an operational test.
A nonprofit exempt under (c)(3) must operate exclusively to accomplish one of
the eight purposes listed at Section 2.1(d) and discussed in detail in Chapters 3,
4, and 5. The term “exclusively,” for this purpose, does not mean 100 percent, so
some amount of nonexempt activity is permitted for all (c)(3)s, except private
foundations. The words used in the statute, “operated exclusively,” mean “pri-
marily.” To satisfy this test, an organization must operate to accomplish one of
the eight named charitable (and public) purposes, rather than a private purpose.
A qualifying organization promotes the general welfare of society rather than
the private interests of its founders, those who control it (directors, trustees, or
key employees), or its supporters (members or major contributors). Evidence for
the operational test is found not only in the nature of the nonprofit’s activities,
but also in its sources of financial support, the constituency for whom it oper-
ates, and the nature of its expenditures. The presence of a single nonexempt pro-
gram, if substantial in nature, will destroy the exemption regardless of the
number or importance of the truly exempt purposes.**

The benefit to an individual participating in an exempt organization’s pro-
grams is acceptable when the activity itself is considered a charitable pursuit.
Examples of such benefits are the advancement a student receives from attend-
ing college and the relief from suffering experienced by a sick person. As out-
lined in Chapters 3, 4, and 5, the standards of permissible individual benefit are
different for certain of the eight categories of charitable purpose, and the distinc-
tions are sometimes vague. For example, promoting amateur sports competition
is listed as a permitted exempt purpose, but providing recreational athletic facil-
ities was found not to be an exempt purpose because of the benefit to the indi-
vidual members of a sports club.*® A fitness center set up as part of a medical
center qualified under the theory that it promoted health.* Visiting a museum
or attending a play is recognized as educational,*” but attending a semiprofes-
sional baseball game is not.* The Greater Kansas City Community Foundation
was allowed to operate the Kansas City Royals baseball team for whatever
period was necessary to sell the team to a purchaser that would agree to keep
the team in Kansas City to relieve the burdens of government.*

$Reg. §1.501(c)(3)-I(d)(1)(i).

4 Better Business Bureau of Washington, D.C. v. United States, 326 U.S. 279 (1945).

451 Media Sports League Inc. v. Commissioner, 52 T.C.M. 1093 (1986).

46 See Section 4.6(f).

47See Section 5.1(g).

*8 Hutchinson Baseball Enterprises, Inc. v. Commissioner, 73 T.C. 144 (1979), aff’d 696 F.2d 757
(10th Cir. 1982).

4 See Section 4.3.
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(a) Charitable Class

To be exempt as a charitable organization under (c)(3), an organization must
operate to benefit an indefinite class of persons, referred to as a “charitable
class,” rather than a particular individual or a limited group of individuals. It
may not be “organized or operated for the benefit of private interests such as
designated individuals, the creator’s family, or shareholders of the organization
or persons controlled, directly or indirectly, by such private interests.”*® A trust
established to benefit an impoverished retired minister and his wife, for exam-
ple, cannot qualify.”! Likewise, a fund established to raise money to finance a
medical operation, rebuild a house destroyed by fire, or provide food for a par-
ticular person does not benefit a charitable class. An organization formed by
merchants to relocate homeless persons (“throw the bums out”) from a down-
town area was found to serve the merchant class and promote their interests
rather than those of the homeless or the citizens.>” In explaining the meaning of
the word charitable, the regulations also deem federal, state, and local govern-
ments to be a charitable class by stipulating that relieving their burdens is a form
of charitable activity qualifying for §501(c)(3) exemption.”

A comparatively small group of individuals can be benefited as long as the
group is not limited to identifiable individuals. The class need not be indigent,
poor, or distressed.* A scholarship fund for a college fraternity that provided
school tuition for deserving members was ruled to be an exempt foundation.”
On the other hand, a trust formed to aid destitute or disabled members of a par-
ticular college class was deemed to benefit a limited class. The “general law of
charity recognizes that a narrowly defined class of beneficiaries will not cause a
charitable trust to fail unless the trust’s purposes are so personal, private or self-
ish as to lack the element of public usefulness.” Criteria for selection of eligible
beneficiaries should be specified and evidence used to choose eligible individu-
als—case histories, grade reports, financial information, recommendations from
specialists, and the like—should be maintained.

Victims of a disaster unquestionably represent members of a charitable class.
The issue is, however, the type and extent of aid that can be given to individuals
by a charitable organization. A “needy and distressed” test was provided by the

30 Reg. §1.501(c)(3)-1(d)(1)(ii). See Chapter 20 for a detailed discussion of these private inurement
rules, including the intermediate sanctions that can be applied to penalize persons receiving excess
benefits.

3! Carrie A. Maxwell Trust, Pasadena Methodist Foundation v. Commissioner, 2 T.C.M. 905 (1943).

32 Westward Ho v. Commissioner, T.C. Memo. 1992-192.

33 Reg. §1.501(c)(3)-1)d(2); see Section 4.3 for discussion of standards for qualifying as “Lessening
the Burdens of Government.” See also “How the Concept of Charity Has Evolved,” a presentation
for the American Bar Association Exempt Organization Committee, reprinted in the Exempt Or-
ganization Tax Review, March 1997, vol. 16, no. 3, pp. 403—412.

34 Consumer Credit Counseling Service of Alabama, Inc. v. U.S., 78-2 USTC 9468 (D.C. 1979), but
see El Paso del Aquila Elderly, T.C. Memo., 1992.441. Making burial insurance available at cost
for the elderly is a charitable activity only if distress is relieved (by allowing indigents to partici-
pate) and the community as a whole benefits.

> Rev. Rul. 56-403, 1956-2 C.B. 307.

36 Gen. Coun. Memo. 39876 (July 29, 1992).
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IRS as guidance to those organizations handling the outpouring of support given
in response to the September 11 disaster. The criteria applied by a relief organi-
zation to objectively make distributions to individuals, financially or otherwise
distressed, must be written and records maintained to support the basis on which
assistance is provided.”’

The some 9,000 current and former employees, volunteers, and families of a
health care provider were found to be a sufficiently large class of beneficiaries to
qualify as a charitable class. Gifts to the assistance fund created by a hospital
were deductible as charitable gifts because they were not earmarked for any spe-
cific person. The contributions were not made with the expectation of individual
financial benefit, but instead were voluntary gifts to provide assistance to finan-
cially needy persons suffering economic hardship due to accident, loss, or disas-
ter.”® On the other hand, the IRS reversed its approval of a company foundation’s
disaster relief program in finding that the benefit to the company in promoting a
stable and loyal group of employees outweighed the charitable benefit to the
employees.”’

A genealogical society tracing the migrations to and within the United States
of persons with a common name was found to qualify as a social club, not a char-
ity. Although there was educational merit in the historical information compiled,
the private interest of the family group predominated.® If membership in the soci-
ety is open to all and its focus is educational—presenting lectures, sponsoring exhi-
bitions, publishing a geographic area’s pioneer history—an organization may be
classified as charitable.®! In contrast, a society limiting its membership to one fam-
ily and compiling research data for family members individually cannot qualify.®?

A hospital providing medical care unquestionably performs a charitable ser-
vice—the promotion of the health of its patients. When a for-profit company
manages the hospital, however, the interests of private investors may be found
to contravene tax-exempt status.®® To be recognized as a charity, such a hospital
must show that there is not more than an insubstantial private benefit given to
the investors. The hospital cannot convey “a priority right of beneficial interac-
tion to a select and identifiable person or group.”®* Similarly, the court decided
that the American Campaign Academy program to train political volunteers for
the Republican Party advanced the narrow partisan interests of the party rather
than its many students and party members.®®

37 See Section 17.3(c).

8 Priv. Ltr. Rul. 9316051.

3 Priv. Ltr. Rul. 199914040 revoking Priv. Ltr. Rul. 9516047; see Section 17.3(e) for discussion of
company foundation plans.

0 The Callaway Family Association, Inc. v. Commissioner, 71 T.C. 340 (1978); Rev. Rul. 67-8,
1967-1 C.B. 142.

61 Rev. Rul 80-301, 1980-2 C.B. 180.

62 Rev. Rul. 80-302, 1980-2 C.B. 182; see also exemption letter issued to Legal Assistance for Viet-
namese Asylum Seekers.

63 See Section 4.6.

5 Darryll K. Jones, “Some Hard Thinking and Harder Realities Concerning Joint Ventures,” The Ex-
empt Organization Tax Review, May 2002; see also Priv. Ltr. Rul. 200206058.

5 Supra §2.1(e).
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A simple way to prove that an organization operates to benefit a charitable
class is for the organization to regrant its moneys only to one or more other
§501(c)(3) public charitable organizations. Congress imposed such a system on
private foundations in 1969 to constrain their grant-making freedom.® Private
foundations can grant moneys to individuals and nonpublic entities for a chari-
table purpose, but only if they enter into a formal contractual agreement with the
grant recipient or obtain IRS approval in advance for individual grant programs.
Although there are no such formal rules for public charities, a similar burden to
prove that grant funds reach a charitable class exists. The Internal Revenue Ser-
vice inserts the following language in the determination letters of grant-making
public charities:

This determination is based upon evidence that your funds are dedicated to the pur-
poses listed in section 501(c)(3). To assure your continued exemption, you should
maintain records to show that funds are expended only for such purposes. If you dis-
tribute funds to other organizations, your records should show whether they are exempt
under section 501(c)(3). In cases where the recipient organization is not exempt under
section 501(c)(3), there should be evidence that the funds will remain dedicated to the
required purposes and that they will be used for those purposes by the recipient.

The exempt status of the National Defense Council, Inc., was revoked because it
failed to prove that its individual refugee relief payments were made to mem-
bers of a charitable class. The IRS agreed to reinstate the exemption only if all
payments were made directly to §501(c)(3) organizations, governmental units, or
organizations that would otherwise qualify as public charities (presumably for-
eign relief groups such as the World Health Organization or the United Nations
Relief Agency).®” Similarly, New Faith, Inc., lost its tax-exempt status for lack of
evidence that it served a charitable class.®® The organization operated canteen-
style lunch trucks and argued the food was provided to needy persons on a
donation or “love offering basis.” The evidence found lacking by the court
included:

¢ There was no record of the number of persons, if any, receiving food items
for free or below cost nor of the number of customers that were impover-
ished or needy persons.

¢ No tally of sales below fair market value was maintained.

e Written statements of the organization did not show that food was offered
to anybody free or below cost.

A subset of this issue concerns designated funds. A charity must take respon-
sibility and maintain dominion and control over the use of its funds. It cannot act
as a conduit for funds directed to be paid to particular individual scholarships,
medical emergency grants, a foreign organization, religious “deputies,” or other
grant recipients for which a donor is not entitled to claim a contribution deduc-

% See expenditure responsibility rules described in Section 17.6.
7 Exemption letter dated March 24, 1993.
8 New Faith, Inc. v. Commissioner, TCM 47,411(M); Dec. 48,572(M) (Tax Court, 1993).
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tion if the payment is made directly to the ultimate recipient.”” Another aspect of
the issue is whether the organization accepting the conduit donations can qualify
as a public charity or rather as a private foundation.

Serving both charity and an individual is also not permitted. A split-interest
trust paying a fixed annual percentage of its income to its creator and the balance
to a named charity is not exempt.”” Nor is a trust paying a fixed annual sum for
perpetual care of the creator’s cemetery lot, with the balance paid to charities.”!

(b) Amount of Charitable Expenditures

IRC §501(c)(3) does not require a specific amount of annual expenditures by a
charitable organization, although the IRS may impose a commensurate test.”>
Presumably, it is left to the contributors and supporters of an organization to
require that their money be spent for worthy causes and to monitor the manner
in which funds are expended. Some states have rules governing spending by
nonprofit organizations to monitor particularly the level of administrative and
fund-raising costs in relation to program costs.

A private foundation, partly because it is not scrutinized by public contribu-
tors, is subject to a minimum distribution requirement. At least 5 percent of the
average annual value of its investment assets must be expended annually in mak-
ing grants, conducting programs, or purchasing assets used in charitable activi-
ties.”> A subset of this issue is the inurement test.”* A nonprofit cannot qualify as a
§501(c)(3) organization if more than an insubstantial amount of its expenditures
are devoted to activities that do not advance its exempt purposes.”

(c¢) Income Accumulations

There is no prohibition per se against a (c)(3) organization accumulating reve-
nues in excess of its expenditures. Nonetheless, a criterion applied by the IRS to
measure whether an organization operates exclusively for charitable purposes is
the portion of its revenues actually expended on charitable projects. Where
funds are accumulated, the organization has a burden of proving to the IRS and
those from whom it is seeking financial support how its charitable purposes are
better served by increasing its resources.

This issue arises particularly in connection with publicly funded charities—
those organizations that annually raise funds to support their programs through
donations or fees charged for services rendered (often both). When fund-raising

% Rev. Rul. 62-113, 1962-2 CB 10 9; Peace, 43 TC 1 (1964) (support of specific missionaries), and
Davis, 495 U.S. 472, 65 AFTR 2d 90-1052 (these citations all involving donations to missionary
organizations earmarked for particular individuals).

70Rev. Rul. 69-279, 1969-1 C.B. 152.

"I Rev. Rul. 69-256, 1969-1 C.B. 151.

72 See Section 2.2(d).

73 See Chapter 15.

74 See Chapter 20.

5Reg. §1.501(c)(3)-1(c)(1); see Tech. Adv. Memo. 9711003, where the IRS opined that the amount
of money spent was not determinative but rather the scope and extent of charitable activities.
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efforts are unusually successful, operations are cost efficient, or for whatever rea-
son an organization generates revenues in excess of expenses, these questions
arise: Will the excess revenues jeopardize exempt status? Can the organization
save the income? Must it spend it and, if so, how soon? Some profit—excess of rev-
enues over expenditures—can be accumulated so long as the purpose for increas-
ing fund balances is to better advance the charitable interests of the organization
over a period of time. Acceptable reasons why funds might be accumulated
include:

¢ To maintain sufficient working capital to ensure ongoing, continuous pro-
vision of charitable services. Working capital can be saved to protect
against years when income declines due to loss of grants, lower dona-
tions, reduced investment income, and other uncontrollable outside
forces. The standards concerning for-profit corporation earnings accumu-
lations can be applied. Ask how investors would view the accumulated
funds. Liquid assets equal to one year’s operating budget are thought by
some to be a minimally reasonable amount of working capital, though
some agencies may consider such an asset level too high.

 To replace obsolete equipment, to acquire a new building, or to establish a
new program dedicated to charitable purposes. Saving funds until the
organization can self-finance new or improvement projects may be pru-
dent because it allows the organization to avoid indebtedness. In other
instances, a sinking fund might be established to ensure the organization
meets its annual obligation to pay off the mortgage on a new building.

 To establish new programs or expand services for charitable constituents
when the funds required exceed current available resources. Savings to
self-finance expansion can be accumulated.

Another context in which to consider this issue is the standard applicable to
foundations. A private foundation is required to distribute only 5 percent of the
fair market value of its investment assets each year for charitable purposes.”®
The required charitable expenditure level is determined without regard to the
actual annual return on investments; a foundation that is able to earn above 5
percent on its assets may accumulate the excess income.

(d) Commensurate Test

Another criterion applied by the IRS is the commensurate test that asks whether
the organization’s expenditures are commensurate in scope to its financial
resources. The theory was espoused in 1964 in looking at what portion of an
organization’s assets could be invested in unrelated business activities.”” In
addition to operating exclusively for charitable purposes, a charity’s primary
purpose must also be charitable. The distinction between the two tests is blurry,
and no exact mathematical test is provided. It is sufficient to say that both must
be satisfied to ensure maintenance of exempt status. Beginning in 1990, revenue

76 See Chapter 15.
7TRev. Rul. 64-182, 1964 (Part 1) C.B. 186.
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agents examined fund-raising organizations with professional fund-raisers to
see whether they receive an excessive portion of the funds they raise for charity.
State charitable regulators continue to be concerned and may have specific limi-
tations on such payments.

The commensurate test was used to revoke the exempt status of United Can-
cer Council, Inc. (UCC), a charity that solicited funds by mail. Out of over $7 mil-
lion raised during 1986, UCC spent less than $300,000 on patient services and
research and paid the balance to its fund-raising counsel, Watson & Hughey.”®
Needless to say, the commensurate test was failed. Bingo operations paying
excessive operating costs and salaries, with little or no profits left for charity, also
fail the test.”” In the published determination letter of Temple City High School
Bingo, the IRS applied a 15 percent of gross receipts guideline to evaluate whether
a commensurate amount of the receipts actually was paid to the high school for
which the organization was formed to raise funds.*’

A nonprofit whose sole purpose is to raise money for other organizations
must devote or pay a sufficient amount of the money it raises to charitable pur-
poses to qualify for exemption under §501(c)(3). Other aspects of its operations
and policies may also be indicative of its charitable nature. In a published
exemption letter, the Sacramento Charities, Inc., an entity organized to conduct
an annual golf tournament, agreed to the following IRS conditions to qualify for
exemption.?!

¢ All net income was payable to other §501(c)(3) organizations.

e Recipient organizations were local charities chosen on the basis of their
community involvement, use of the funds, and fund-raising ability.

e Grants would not be related to the recipient’s volunteer efforts toward the
annual event.

¢ Charitable aspects of the tournament were emphasized in publicity mate-
rials about the event.

e The mission statement was printed in the tournament program.

* New board members who better reflect charitable interests and broadly
represent the community would be added to the board.

In meeting the commensurate test, it is the way in which the organization’s reve-
nues are expended, rather than their source, that is determinative. A private
foundation is recognized as exempt even though it expects to receive all of its
income from passive investment sources.?? The IRS says, “It is well established
that organizations that do nothing but make contributions to other charitable
organizations can qualify for exemption.”®

78 United Cancer Council, Inc. v. Commissioner, 109 T.C. 326.

79 Priv. Ltr. Rul. 9132005. For a good history of the commensurate issue, read Gen. Coun. Memo.
32689 published in 1963, Gen. Coun. Memo. 34682 in 1971, and Gen. Coun. Memo. 38742 in
1982.

801RS Exemption Letter, July 6, 1992.

81 Exemption letter dated June 2, 1993; see also Priv. Ltr. Rul. 9711003.

82 Rev. Rul. 64-182, 1964-1 C.B. 18.

8 Priv. Ltr. Rul. 9417003.
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(e) Business Activity

The receipt of unrelated business income can jeopardize an organization’s
exempt status. An organization that conducts a trade or business as a substantial
part of its activities can be exempt only if the operation of the business furthers
its exempt purpose; that is, it is related. The primary purpose of an organization
exempt under (c)(3) must not be to carry on an unrelated trade or business.?
What is meant by “substantial” is not numerically expressed and is measured by
taking all of the facts and circumstances of the organization’s operations into
account. The size and extent of the trade or business in relation to the organiza-
tion’s exempt activity is determinative. The customary measure of primariness is
the portion of the organization’s overall budget produced by the business and
the time expended by its managers on business versus charitable activities.

The IRS has said it is “likely exempt status of an organization will be
revoked where it regularly derives over one-half of its annual revenue from
unrelated activities.”® The regulations, however, provide no specific numerical
percentage level. The Second Circuit Court of Appeals thought one-third was
excessive.®® Another court indicated that a safe level of unrelated income would
be under 20 to 25 percent of the organization’s overall revenues.*” An organiza-
tion working with mentally challenged children was allowed to retain its tax-
exempt status despite the fact that more than 98 percent of its revenues and over
95 percent of the expenditures pertained to a bingo operation.®® Similarly, an
organization operated to help needy women retained its tax exemption despite
the fact that it gained about 65 percent of its revenues from operation of an unre-
lated tearoom and gift shop operated alongside a shop in which it displayed and
sold goods made by the women.* Though confusing and sometimes difficult to
apply, the fact that a quantitative test does not exist for determining the amount
of permitted unrelated business activity allows an organization to be relatively
aggressive in pursuing revenue-producing activities.”’

The operation of a trade or business that furthers, or is related to, an organiza-
tion’s exempt purposes is permitted. Proving that a business is related, rather than
unrelated, may be necessary for an organization to achieve or maintain exempt
status. In evaluating the relatedness of a business enterprise, the purpose toward
which the activity is directed, rather than the nature of the activity itself, deter-
mines whether the activity serves an exempt purpose.’! In other words, if a resale
shop run with workers who have disabilities provides a livelihood for workers
not otherwise able to support themselves, the fact that the shop is in business
competing with commercial resale shops does not prevent relatedness. Consider

84 Reg. §1.501(c)(3)-1(e); Rev. Rul. 64-182, 1964 (Part I) C.B. 186.

85 Gen. Coun. Memo. 39108.

8 Orange County Agricultural Society, Inc. v. Commissioner, 893 F.2d 647 (2d Cir. 1990). aff’g 55
T.C.M. 1602 (1988).

87 Manning Association v. Commissioner, 93 T.C.M. 596, 603-604 (1989).

88 Priv. Ltr. Rul. 9711003, cited in Priv. Ltr. Rul. 199910007.

8 Tech. Adv. Memo. 200021056.

% See Section 21.3.

N Junaluska Assembly Housing, Inc. v. Commissioner, 86 T.C.M. 1114, 1121 (1986).
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Goodwill Industries: As a part of a job-training program, handicapped workers
repair and refurbish furniture and other items for resale. The primary motivation
is to provide training and livelihood for the disadvantaged workers (a charitable
purpose), not to operate the stores. An unlimited amount of such related business
is permitted.

The profit from business activity that is unrelated to the organization’s
exempt purpose is subject to income tax. Chapter 21 discusses the complex issue
of permitted amounts of unrelated business activity, methods of calculating the
tax, the many exceptions, and the commerciality test. Spinning excess business
activity off into an independent subsidiary corporation saved the exemption
application for the Ark Environmental Foundation U.S., Inc. Since a substantial
part of its activity was the sale of environmentally friendly products, exempt sta-
tus was initially denied in the key district. The national office, upon reconsidera-
tion, decided that if a truly separate subsidiary was created with a bona fide
business purpose, exempt status would be available for the parent.’?

(f) Importance of Sources of Support

The classic (c)(3) organization receives its financial support from voluntary con-
tributions and from investment income produced from contributions it retains in
an endowment or working capital fund. Its charitable nature is evidenced by its
ability to attract such donations (one-way-street gifts) in support of its activities.
The IRS applies support ratio tests in its determinations and examinations. Sup-
port coming from a limited group of donors may dictate or result in private
foundation status. An absence of or a limited amount of donations may imply
noncharitable status.

The level of public support normally differs according to the type of organi-
zation. For example, a grant-making United Fund would receive the bulk of its
revenues from donations; a university would receive a sizeable part of its reve-
nues from student tuition (exempt function income). Chapter 11 details the defi-
nition of various categories of public charities and requirements for obtaining
public status.

(g) Action Organization

An organization whose purposes can be accomplished only through the passage
of legislation changing local, state, or federal laws is called an action organization
and cannot qualify for exemption as a charity under (c)(3).”> When a substantial
part of the organization’s activity is attempting to influence legislation by propa-
ganda or otherwise, it is considered an action organization. Attempting to influ-
ence legislation means:

¢ Contacting or urging the public to contact members of a legislative body
(the Congress, any state legislature, local council, or similar governing

92 Exemption letter dated May 26, 1993.
% Reg. §1.501(c)(3)-1(b)(3).
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body or the public in a referendum) for the purpose of proposing, sup-
porting, or opposing legislation, or

e Advocating the adoption or rejection of legislation.

The test of whether an organization’s legislative activity is substantial is applied
subjectively with no specific mathematical test. One early case applied a 5 per-
cent limitation.”* In another case, the use of a percentage test was rejected and
instead the balance of an organization’s activities in relation to its objectives and
circumstances was considered.” Due to the uncertainty, Congress added an elec-
tive test containing percentage limitations for measuring permissible lobbying—
the expenditure test of IRC §501(h).

Another kind of action organization is one that participates or intervenes,
directly or indirectly, in any political campaign on behalf of or in opposition to
any candidate for public office. Chapters 6 and 23 discuss these rules in detail,
including when to consider the formation of a (c)(4) organization.

(h) Feeders and the Integral Part Test

Each separately organized nonprofit organization must seek to qualify for
exemption unless it is included in a group exemption.” For legal and/or man-
agement reasons, an existing nonprofit may create another organization to con-
duct high-risk activities, to hold investment assets, or for a variety of other
reasons. The new nonprofit can qualify for exemption if it performs essential ser-
vices directly to or for its parent or affiliate or to the class of direct beneficiaries of
the exempt activities of its parent.” Such an entity is said to be an integral part of
the parent. Services can be rendered to the natural constituency of its creator,
such as the students and faculty of a university or the patients of a hospital. The
affiliate can be exempt despite the fact that it makes a profit from its dealings
with the parent organization. It cannot, however, be exempt if its activities would
produce unrelated income in the hands of the parent.

The relationship between the related organizations is significant. Performing
services for a group of similar, but unrelated, organizations is an unrelated activ-
ity.”® The regulations say, “An exempt organization is not related to another
merely because they both engage in the same type of exempt activities.”” Being
an integral part essentially means to operate as a subsidiary of, although the
nature of the control relationship is not stipulated. In one situation, the IRS asked
whether the services are essential to the exempt functioning of the group.'® The
word feeder is used to describe an organization that provides or conducts an unre-

9 Seasongood v. Commissioner, 227 F.2d 907 (10th Cir. 1955).

9 Christian Echoes Ministries v. U.S., 470 F.2d 849 (10th Cir. 1972), cert. denied, 414 U.S. 864
(1974).

% See Section 18.2(f).

97Rev. Rul. 78-41, 1978-1 C.B. 148; Squire v. Students Book Corp., 191 F.2d 1018 (9th Cir. 1951).

%8 See Section 21.8(b).

% Reg. §1.502-1(b).

100 priy. Ltr. Rul 9849027.
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lated business (provides its services or sells products to unrelated parties) and
pays all or feeds its profits to one or more other exempt organizations. Feeder
entities are specifically prohibited from exempt status by IRC §502. A separately
incorporated nonprofit entity selling pharmaceuticals to a hospital’s patients
would qualify for exemption only if the nonpatient sales were insubstantial. It
would have to prove that its primary purpose was to sell drugs to patients to be
classified as an integral part.

The IRS, in a private ruling, provided a good illustration of the type of rela-
tionship it expects to exist between organizations for the service provider to be
considered an integral part. Provision of services by one member of a related
group of organizations to others in the group is not treated as an unrelated activ-
ity if the services rendered are essential to the exempt functioning of the group so
as to satisfy the integral part test. In the ruling, “College” provides a wide range
of services, including campus security, telephone and mail service, steam plant,
financial services, auditorium, faculty house used for meals and meetings, medi-
cal center, library, and interfaith fellowship center, to its related “small colleges
arranged around a library.”'"! Though each entity was legally separate, College’s
constitution and bylaws provide for a council made up of the presidents of each
college in the group to provide policy guidelines on the administration and
development of common programs and facilities. Thus, sufficient control and
close supervision were exercised by the group in relation to College to satisfy the
structural relatedness requirement to avoid classification of College as a feeder
organization.

(i) International Activities

A tax-exempt organization is entitled to pursue its mission anywhere on earth;
the tax code imposes no geographic limitations. It is the motivation for conduct-
ing an activity, not its situs, that determines its character for tax purposes. So
long as the fashion in which the activities are conducted meets the requirements
outlined in Chapters 3 through 9, the location in which they take place is uncon-
strained. The tax home of a nonprofit organization, however, influences the
deductibility of payments it receives. For U.S. tax purposes, a qualifying charita-
ble contribution is a “gift to or for the use of a State, a possession of the United
States, or the United States or the District of Columbia” used exclusively for
public purposes, or to a U.S.-based corporation, trust, or community chest, fund,
or foundation'® that satisfies the organizational and operational tests outlined
in this chapter. A donation to a foreign charity is not deductible for U.S. tax pur-
poses, but a donation to a U.S. charity that conducts foreign programs is deduct-
ible. The charity that solicits gifts earmarked for foreign programs must retain
the ultimate control over disposition of the funds to avoid a situation in which
the donors are deemed to have made a gift to a foreign charity.'® Private foun-

101'Priv. Ltr. Rul. 9849027.
102 1RC §170(c).
193 This control and discretion over funding is discussed in Section 24.1(b).
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dations that support foreign organizations that have no recognition as qualify-
ing public charities must take additional steps to document such grants.'*

(j) The Internet and Tax-Exempt Organizations

Most exempt organizations use the Internet as a means of conveying and accom-
plishing their mission. Opportunities to provide links between an organization’s
Web site and other sites on the World Wide Web abound, making it increasingly
important that tax-exempt organizations and advisors familiarize themselves
with the impact of the use of electronic communication systems on their tax-
exempt status. Application of existing tax rules and standards to activities con-
ducted on the Internet, including e-mail and other forms of electronic transmis-
sion, is an evolving issue. In October 2000, the U.S. Treasury Department
solicited public comments on the application of existing rules regarding use of
the Internet, but to date have offered minimal guidance.'® Readers must be alert
for new developments.

Exempt Status Issues. 'To obtain recognition and to maintain tax-exempt status,
a nonprofit organization must be dedicated to and devote its primary energies to
conducting activities that accomplish a qualifying exempt purpose. The stan-
dards for qualification under the different categories of §501(c) are well defined
and documented in the Treasury Regulations, in Internal Revenue manuals, in
countless published and private IRS rulings, and in court decisions discussed in
Chapters 3 through 9 of this book. The IRS agrees that the existing standards
apply in making determinations about the character of electronic communica-
tion activities. Logically, the tax code and regulations should be applied consis-
tently without regard to the medium in which activities are conducted.
Electronic communication is a relatively unexplored area of activity for tax-
exempt organizations. In 1974, the IRS approved exemption for a regional com-
puter network for a consortium of colleges and universities because it advanced
education.!® In 1981, a computer network to exchange bibliographic information
between libraries was also ruled to be a 501(c)(3) organization, even though some
of its members were not tax exempt.!” Providing communication services of an
ordinary commercial nature in a community, even though the undertaking is con-
ducted on a nonprofit basis, is not regarded as conferring a charitable benefit on
the community unless the service directly accomplishes one of the established cat-
egories of charitable purposes.!® IRS technicians were told to peruse the ISP’s
home page to evaluate its exempt character as a source of public information and
to see if placards, banners, and links to commercial sites constitute advertising that

104 This requirement and the deductibility problem are discussed further in Section 17.4(c); see also
John R. Wylie and Stuart J. Lark, “Form Follows Function in Planning Activities with Foreign Or-
ganizations,” Journal of Taxation of Tax-Exempt Organizations, May/June 1999.

1931RS Announcement 2000-84, 2000-2 IRB 385.

1% Rev. Rul. 74-614, 1974-2 C.B. 164.

'97Rev. Rul. 81-29, 1981-1 C.B. 328.

108 Cheryl Chasin and Robert Harper, Fiscal 1997 CPE Test for Exempt Organizations, Chapter A,
entitled “Computer-Related Organizations,” pp. 9-12.

H 47 =



QUALIFYING UNDER IRC §501(c)(3)

creates unrelated business income. In 1999 the IRS said, “Internet Service Providers
(ISPs) have usually been denied exemption because they are viewed as carrying on
a trade or business for profit, or conferring an unmixed private benefit, or both.'”

The IRS challenged the tax exemption of an organization that provided
Internet services to the public. Its application for exemption described it as a
community-based public access information and communications nonprofit. A
council of community representatives managed the program, and its services
were provided primarily!'? by volunteers. Nonetheless, providing services of an
ordinary commercial nature in a community, even though the undertaking is
conducted on a nonprofit basis, is not regarded as conferring a charitable benefit
on the community unless the service directly accomplishes one of the estab-
lished categories of charitable purposes. What could qualify as charitable was
operation of the ISP to serve only low-income individuals and other charitable
organizations on a substantially below-cost basis. By transferring the unrelated
(full pay to general public) ISP to a for-profit subsidiary, the organization was
allowed to maintain its tax-exempt status.!

The IRS has approved exemption applications for Internet-related organiza-
tions, including a virtual educational organization that disseminates information
and another that conducts fund-raising for other organizations totally via the Inter-
net. Groups claiming exemption as Internet churches were granted tax-exempt sta-
tus as religious or educational organizations but not allowed church status. The IRS
has said a church cannot operate in cyberspace because an online group cannot, in
their view, meet the 14-point test for church status. They apparently believe a regu-
lar congregation cannot exist electronically.''? Again, the medium for accomplish-
ing the charitable or other nonprofit mission should not, per se, deprive an
organization of eligibility for exempt status. Is there a reason religious worship ser-
vices cannot be provided to a virtual congregation solely on the Internet? Why not
an e-marriage? Why must spiritual ceremonies take place in a physical space?

Providing Information. The publication of information pertaining to the organi-
zation’s mission and program activities for free on its own Web site is certainly an
exempt activity. A site containing basic information about the rate schedules,
grant applications, deadlines, admission standards, locations, caregiver resumes,
and any other information describing the services it provides simply replaces bro-
chures and reports now available on paper. Any dissemination of information
through the Internet to advance the accomplishment of exempt purposes is per-
mitted. A site might also contain a bulletin board for constituent communication,
such as a parent forum concerning child care issues. Linking the site to those of
other tax-exempt organizations that contain reference materials, services, or

1% Donna Moore and Robert Harper, Fiscal 1999 CPE Text for Exempt Organizations, Chapter C,
entitled “Internet Service Providers Exemption Issues,” discussed in Section 5.1(i).

10 presumably the percentage of volunteer help was less than substantial, usually meaning 85 percent
or more as described in Section 21.9(a).

"1 Priv. Lir. Rul. 200203069.

112 Robert C. Harper, Chief of IRS Technical Branch 3 of the Tax Exempt/Government Entities Di-
vision, in comments at the American Bar Association Exempt Organization Committee meeting,
May 13, 2000.
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resources pertaining to its exempt function is an exempt activity. For example, a
child care provider can link its site to a mental health agency, to the school district,
to the association of child psychiatrists, or to a child protective service agency.
Links that might cause concern regarding exempt status or produce unrelated
business income are discussed below. Publishing information pertaining to legis-
lation and elections on an organization’s Web site will have different conse-
quences to the different types of exempt organizations, as outlined in Chapter 23.
Because information on a Web site is available for all to see, the rules pertaining to
communicating with an organization’s members will not necessarily apply.

Providing Services. Selling services and information that advance the mission
to an organization’s exempt constituents is similarly an exempt activity. Again,
the standards for identifying services that promote the mission are well docu-
mented. The business league that sells legal forms to industry members to pro-
vide common conveyance documents that avoid controversies should certainly
be allowed to do so electronically."'® An organization that provides counseling,
resource information, and transportation assistance to disabled and elderly peo-
ple can do so through its Web site.!!* A legal aid society can provide advice and
documents electronically.'® Providing bibliographic information to libraries has
been found to be an exempt function; by reference, such an exempt service can
be provided on the Internet.!'®

Fees for Internet Activities. When information, goods, or consulting services
are sold on an organization’s Web site, however, the activity may or may not be
considered exempt. For all categories of tax-exempt organizations, the character
of revenues generated through a Web site and delivery of services in connection
with electronic communication will depend on the relationship between the
activity generating the revenue and accomplishment of the organization’s
exempt purposes.'’” Any charges made by the organizations described in the
preceding paragraph would represent exempt function revenues related to mis-
sion. In considering other situations, the standards for defining relatedness
under IRC §513 and the labyrinth of exceptions and modifications applied in cal-
culating taxable income under IRC §512 can provide answers. Undoubtedly, the
irregular activity exception will not normally apply to items available for sale on
a site. Also, without question, using a Web site in a commercial fashion or pro-
viding Internet services to the general public constitutes unrelated activity. What
constitutes exploitation for different types of exempt organizations, however, is
determined by existing rulings and court decisions discussed in Chapters 3
through 9 and Section 21.8(j).

13 San Antonio Bar Association v. U.S., 80-2 USTC 9594 (W.D. Texas 1980); Texas Apartment As-
sociation v. U.S., 869 F.2d 884 (5th Cir. 1989).

14 Rev. Rul. 77-246, 1977-2 C.B. 190, discussed in §21.8(e).

!15Rev. Ruls. 78-428, 1978-2 C.B. 177 and 76-22, 1976-1 C.B. 148.

18 The Council for Bibliographic and Information Technologies v. Comm., 63 TCM 3186 (1992);
Rev. Rul. 70-79, 1970-1 C.B. 127.

U7IRC §513(a) and Reg. §1.513-1.
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Links. The one issue unique to the Internet may be the capability of linking an
organization’s Web site instantly and without any charge to another Web site.
Links can be considered from the vantage point of several different tax conse-
quences.

Links that serve an exempt purpose. The child care provider previously men-
tioned would be making related links when it connects its site to a mental health
agency, to the school district, to the association of child psychiatrists, or to the
child protective service agency.

Links to sites of sponsoring organizations that provide benefits to an agricul-
tural association’s members businesses, as a part of its listing information on its
own web site, was found to serve an exempt purose.118

Links that create unrelated business income. Links to the sales pages of a business
sponsor’s site could create taxable advertising income, depending on the content
of the linked site.'"” Sale of goods or services unrelated to the organization’s objec-
tives, including those fragmented from a group of related items, creates unrelated
business income. Commissions or fees rebated to the organization from commer-
cial business sites may produce related or unrelated income, depending on the
type of items sold. An educational organization that sells its own publications
through a link to Amazon.com receives related revenues for its share of the book
sales. An organization dedicated to literacy that encourages reading might also be
allowed to treat the Amazon revenues as related. The rebate it receives because it
prompted a visitor to its site to link to Amazon’s site, however, is a commission
that may be considered unrelated income. Some say such a link need not be
related to the organization’s mission. That view says the rebates are royalties for
the use of the organization’s intangible property—the visitors to its Web site. They
ask why a link is any different from a name on a mailing list, though to date the
IRS has indicated that it expects such revenues should be treated as active busi-
ness income.

Links that represent nonexempt activity. A link that promotes the private inter-
ests of the organization’s disqualified persons constitutes a nonexempt activ-
ity."?® An example of such inurement occurs for a cancer treatment research
group that links only to the clinic site of its creator, an oncologist. Linking a site
of any category of exempt organization to privately owned business(es), if the
activity it represents is substantial in relation to other organizational functions,
could threaten an organization’s exempt status. Whether an organization’s
exempt status is endangered by such link activity is measured by the standard
that requires it to operate primarily for tax-exempt purposes. Links to a particu-
lar political party’s site would be impermissible for (c)(3) and possibly (c)(4)
organizations.'?! Unbiased links to all parties might be considered voter educa-
tion rather than intervention in a political campaign. There is no specific limita-
tion on electioneering by a labor union or business league, for example, so that
links to a particular political candidate or party may be acceptable from a tax

118 Priv. Ltr. Rul. 200303062.
119 See Section 21.8(e).

120 See Chapter 20.

121 See Chapter 23.
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standpoint. The Federal Election Commission (FEC) sanctioned a site called
DNet.org established by two 501(c)(3) organizations to provide nonpartisan
information on candidates to encourage an online debate between candidates.?

Links that cause penalties. Certain nonexempt function links could subject the
organization to penalties. For a private foundation, the self-dealing and taxable
expenditure sanctions would impose a penalty for impermissible links. The cost
associated with links that constitute political expenditures would be reportable
as taxable income on Form 1120-POL and also subject to either the §4955 or §4945
penalty and reported on Form 4720.'%

Other Internet Issues. There are a number of issues beyond the scope of this
book that should be mentioned for the sake of completeness. Nonprofits con-
ducting activities from a Web page should seek assistance in answering the fol-
lowing questions (among others the author is not qualified to suggest):

e Must any state sales tax be collected for sales of goods or products?

e Do the materials published on the organization’s site, or sites to which it
is linked, involve legal issues concerning intellectual property rights,
invasion of privacy, or defamation of character issues, and so on?

e If contributions or memberships are solicited on the Web site, must the
organization report its fund-raising activity in any states? Must special
disclosures about the organization’s financials be shown on the site?

Fund-Raising Issues. The solicitation disclosures that apply to charities,'* civic
welfare organizations,'® labor unions, and business leagues apply to requests
for donations, membership dues, and other forms of payments in support of (or
to qualify for participation in) a tax-exempt organization’s programs. To be able
to claim a deduction for a donation of $250 or more to a §501(c)(3) organization,
the donor must have a written receipt. Such “contemporaneous substantiation”
must reflect the amount of the payment and a statement reporting whether any
goods or services were provided in connection with the gift—and if so, the
worth of those goods or services. The revised version of Publication 1771, issued
in March 2002, says that the disclosure of the value of benefits provided in a
quid pro quo solicitation can be conveyed in electronic form.

122 The Federal Election Commission rules, however, hold that a link from a corporate Web site to a can-
didate’s site is a violation of FEC rules. Lacking IRS guidance for this type of Internet activity, or-
ganizations should look to Federal Election Commission rulings on character of political campaign
activity. See Section 23.2 for distinctions between voter education and candidate promotion.

12 See Section 23.2(d)

124 See Section 24.2

125 See Section 6.4 as it pertains to §501(c)(4), (5), and (6) organizations.
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The first type of 501(c)(3) organization listed in the statute is religious. An organi-
zation whose primary purpose is to conduct religious activities qualifies for
exemption. However, the regulations do not define religious purposes, presum-
ably to maintain the separation of church and state, and the IRS says that the
term cannot be defined precisely.!

3.1 TYPES OF RELIGIOUS ORGANIZATIONS

Religious organizations are basically those that concern themselves with peo-
ple’s relationship to divine or supernatural powers, either to worship them
through ritual or to study human manifestations of their teachings. The major
religions—Catholicism, various Protestant denominations, Judaism, Islam, and
so on—clearly qualify as religious organizations and furthermore as churches.
However, there are many nonchurches that qualify for exemption as religious
organizations. Churches have a special set of qualifications partly because they
are afforded special filing status.

! Exempt Organizations Handbook (IRM 7751) §344.2.
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(a) Ideology or Dogma Not Essential

Religion is not confined to a particular sect or ritual. One court has noted that
the symbols of one religion may be anathema to another.? Another court stated
that judgments about the validity or truth of the organization’s beliefs must be
avoided by the courts: “It is not the province of government officials or courts to
determine religious orthodoxy.”® Religions that do not believe in a supreme
being in the Judeo-Christian sense, such as Taoism, Buddhism, and secular
humanism, are eligible for exemption.* It is unnecessary to inquire into the
nature of the beliefs of an organization. A religion with thousands of adherents
based upon supernatural revelations to its founder was found to operate for reli-
gious purposes, despite its total control by the founder and its lucrative publica-
tion sales.”

Although a formal written dogma, such as the Christian Bible or the Catho-
lic catechism, may not be necessary, to be classified as religious an organization
must adhere to or promote religious beliefs. In the Seeger case, the Supreme
Court used a two-pronged test to identify a religious belief:

The beliefs must be deeply and sincerely held by its members, and

2. Those beliefs must involve a matter of ultimate concern to the person to
which all else is subordinate (such as the Catholic notion of God as the
supreme being).

A series of questions was asked by another court to evaluate the existence of
religion®:

e Does the system of beliefs address the meaning of life and death, a per-
son’s role in the universe, and the proper moral code of right and wrong?

* Is the system of beliefs comprehensive? (More than one moral teaching is
expected.)

e Are there any formal, external, or surface signs that may be analogized to
accepted religions (such as services, ceremonial functions, the existence
of clergy, structure and organization, efforts at propagation, observation
of holidays, and other similar manifestations associated with traditional
religions)?

(b) Examples of Qualifying Organizations

Although religious orders and churches unquestionably qualify as religious
organizations, a vast array of organizations conducting related activities also
qualify under the religious category. To illustrate the concepts, the following list

2 Unity School of Christianity, 4 B.T.A. 61 (1962), acq. VI-IC.B. 6 (1927).
3 Teterud v. Burns, 522 F. 2d 357 (8th Cir. 1975).

4U.S. v. Seeger, 380 U.S. 163 (1965).

3 St. Germain Foundation, 26 T.C. 648 (1956), acq., 1956-2 C.B. 8.

® Malnak v. Yogi, 592 F. 2d 197 (3d Cir. 1979).
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compares qualifying organizations to other organizations with a similar focus
that do not qualify for exemption.

e Weekend retreat centers, open to individuals of diverse Christian denom-
inations, where organized religious programs are presented and recre-
ational time is limited, can qualify.” In contrast, an organization
sponsoring religious cruises including extensive social and recreational
activities was not permitted exemption.® Nor was a retreat center that
held unscheduled and nonrequired religious activity available for its visi-
tors, to encourage individual meditation and prayer. (It looked too much
like a spa or vacation place.)’

* Kosher food preparation and inspection of commercial products for com-
pliance with religious belief advances religion and can be exempt.'” How-
ever, a Seventh-Day Adventist Church affiliate was denied exemption for
its vegetarian restaurant and food store that provided foodstuffs in accor-
dance with church doctrines. Although not so stated, perhaps the fatal
flaw was the fact that the stores were open to the general public, evidenc-
ing a commercial purpose beyond that of ministering to the spiritual
needs of the church members.'!

e A religious publishing house that disseminates literature to promote its
own beliefs can qualify for exemption.!? Also, publication of a nondenom-
inational newsletter is an exempt activity.® If, instead, the publishing
house sells a wide variety of religious publications and supplies in a prof-
itable, commercial manner, it looks to the IRS and the courts like a busi-
ness venture and cannot qualify for exemption.'*

* Communal living groups that practice religious functions also provide
food, shelter, and other basic human needs that give individual benefit to
the commune members. New age communes were found not to qualify as
exempt religious organizations in the late 1970s."° Later, the IRS recanted
its seeming discrimination against alternative religions. When the living
quarters and provisions are minimal and “do not exceed those strictly

"Rev. Rul. 77-430, 1977-2 C.B. 1914.

8Rev. Rul. 77-366, 1977-2 C.B. 192.

 The Schoger Foundation v. Commissioner, 76 T.C. 380 (1981).

!0Rev. Rul. 74-575, 1974-2 C.B. 161.

" Living Faith, Inc. v. Commissioner, T.C.M. Dec. 46,860, 60 T.C.M. 710, 1990-484.

12 presbyterian and Reformed Publishing Co. v. Commissioner, 743 F. 2d 148 (3rd Cir. 1984); St.
Germain Foundation, supra note 5; Unity School of Christianity, supra note 2; Pulpit Resource v.
Commissioner, 70 T.C. 594 (1978).

13 Rev. Rul. 68-306, 1968-1 C.B. 257.

14 Scripture Press Foundation v. U.S., 285 F. 2d 800 (1961), cert. den. 368 U.S. 1985, Fides Pub-
lishers Association v. U.S., 263 F. Supp. 924 (1967); Incorporated Trustees of the Gospel Workers
Society v. U.S., 520 F. Supp. 924 (D.D.C. 1981).

15 Martinsville Ministries, Inc. v. U.S., 80-2 USTC 9710 (D.C. 1980); Canada v. Commissioner, 82
T.C. 973 (1984); Beth El Ministries, Inc. v. U.S., 79-2 USTC {9412 (D.C. 1979).
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necessary,” a few members work outside the community, and the group
has a religious focus, the IRS may rule favorably.'® Groups of monks,
nuns, and other clerics traditionally have been allowed to qualify as reli-
gious organizations and are often exempt as an integrated auxiliary of a
church.”” Special rules apply to religious orders and apostolic associa-
tions.!

(c) Peripheral Religious Activity

Other types of organizations conducting activities associated with religious mat-
ters include the following:

* A religious burial service provided by an exempt organization, the pur-
pose of which is to support and maintain basic tenets and beliefs of a reli-
gion regarding burial of its members, qualifies as exempt."”

e A coffeehouse for college students to meet with church leaders, educa-
tors, and business leaders for discussion and counseling on religion, cur-
rent events, or social and vocational problems is exempt.?

e Radio and television broadcasts of religious materials and worship ser-
vices are exempt religious activities, and an organization presenting such
broadcasts can qualify even when the station holds a commercial license,
as long as the amount of broadcasting devoted to advertisements is insig-
nificant.!

(d) Secular Groups

Spirituality, rather than secular or worldly issues, should be the focus of a reli-
gious organization. An organization practicing a doctrine of ethical egoism by
holding dinner meetings and publishing a newsletter was found not to be reli-
gious.” A nationwide broadcast ministry that engages in substantial legislative
activity was also denied exemption.”® In the absence of “any solid evidence of a
belief in a supreme being, a religious discipline, a ritual, or tenets to guide one’s
daily existence,” the Neo-American Church, whose beliefs focused on psyche-
delic substances, was denied exemption.24

16 Gen. Coun. Memo. 38827 (1981).

17 Priv. Ltr. Rul. 7838028-7838036.

18 See Sections 3.3 and 3.4.

Y Rev. Rul. 79-359, 1979-2 C.B. 226.

2 Rev. Rul. 68-72, 1968-1 C.B. 250.

2l Rev. Rul. 68-563, 1968-2 C.B. 212, amplified by Rev. Rul. 78-385, 1978-2 C.B. 174, which added
the comments about advertisements.

22 First Libertarian Church v. Commissioner, 74 T.C. 396 (1980).

23 Christian Echoes National Ministry, Inc. v. U.S., 470 F. 2d 849 (10th Cir., 1972), cert. den., 414
U.S. 864 (1972).

24 U.S. v. Kuch, 288 F. Supp. 439, 443-444 (D.C. 1968).
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An organization teaching “Gay Imperative” was denied exemption because
it was a secular group.?” The organization was dedicated to “religious explora-
tions and a secular lifestyle for men and women who won’t worship a god who
oppresses gays.” Although the court accepted the sincerity of their beliefs, it
found that the group’s beliefs were not religious. The basis of the decision was
threefold:

1. Religious beliefs must address fundamental and ultimate questions con-
cerning the human condition—issues of right and wrong, life and death,
good and evil. Focusing singularly on sexual preference and lifestyle was
found not to be a religious question.

2. The beliefs must be comprehensive in nature and constitute an entire
system of belief rather than merely an isolated teaching. The court found
no outward characteristics analogous to those of other religions. There is
no published literature explaining its tradition, no formal written docu-
mentation of beliefs, such as the Bible or Koran, nor an oral literature
reflecting its beliefs or history.

3. The beliefs must be manifested in external form. This group held no regu-
lar ceremonies or services.

(e) Pseudoreligious Groups

Partly because of the lack of specific definitions, pseudoreligious groups formed
to take advantage of favorable tax status afforded to ministers have proliferated
over the years. The primary reason such groups are denied exemption is that
they provide private benefits to their members, who are often their founders.
The classic example is the mail-order, or personal, church. For a few hundred
dollars, one buys a church—a charter, ordination papers, or other ministerial
credentials—through the mail. In the typical scenario, the buyer takes a “vow of
poverty” and gives all of his or her property to the church. Afterward, the
church pays all of the person’s living expenses in a purportedly nontaxable man-
ner. It has been easy for the IRS and the courts to find that these organizations
serve the private interests of their creators and cannot qualify for exemption.?®

3.2 CHURCHES

Churches are an important subset of the religious exemption category, but there
is no definition of church in the regulations under §501(c)(3). A brief definition of

25 Church of the Chosen People (North American Panarchate) v. U.S., 1982-2 USTC {9646 (Minn.
1982).

26 Basic Bible Church v. Commissioner, 74 T.C. 846 (1980); Rev. Rul. 81-94, 1981-1 C.B. 330;
Church of the Transfiguring Spirit, Inc. v. Commissioner, 76 T.C. 1 (1981); Bubbling Well Church
of Universal Love, Inc. v. Commissioner, 74 T.C. 531 (1980); American Guidance Foundation,
Inc. v. U.S., 80-1 USTC 9452 (D.C. 1980); Unitary Mission Church of Long Island v. Commis-
sioner, 74 T.C. 36 (1980); Tony and Susan Alamo Foundation v. Commissioner, T.C. Memo. 199-
155, Dec.48.078.
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RELIGIOUS ORGANIZATIONS

churches is found in the regulations on contributions and unrelated business
income: the term church includes a religious order or organization if such entity
(1) is an integral part of a church, and (2) is engaged in carrying out the func-
tions of a church. What constitutes proper church conduct is to be determined by
the tenets and practices of a particular religious body constituting a church. The

functions of a church include only two activities according to the regulations®:

1. Ministration of sacerdotal functions (communion, marriages, and so on)

2. Conduct of religious worship

In July 2002, the IRS issued Publication 1828, Tax Guide for Churches and Reli-
gious Organizations, which is available on their Web site. This new 28-page publi-
cation surveys the applicable tax rules in an understandable, thorough, and helpful
fashion. The publication first outlines the process of applying for exempt status and
the 14-point test for qualifying as a church. Although it does not say so, the guide
serves to remind churches that, despite the fact that they are not required to seek
recognition of their tax-exempt status, churches are, in fact, taxpayers for many
purposes and subject to the myriad of tax compliance rules applicable to all taxpay-
ers. Issues that jeopardize exempt status are discussed—particularly, the require-
ment that a church not allow its assets to inure to the benefit of the minister and
other persons who control it.® The limitations on lobbying and the prohibition
against efforts to influence an election campaign are presented.”” Churches are
reminded they must pay tax if they receive unrelated income.* Donor disclosure
rules are described. The payroll tax reporting issues unique to ministers are
explained, with a reminder that most church workers are normal employees subject
to withholding and other rules.* Finally, the publication talks about record-keep-
ing requirements. This publication serves as a good reference guide for persons
concerned with protecting the tax-exempt status of these organizations.

(a) Special Aspects of a Church

Apparently for reasons of respecting the separation of church and state,
churches benefit from several special rules:

* A church and its integrated auxiliaries are automatically exempt from
income tax and need not seek recognition of exemption.

* No annual filing of Form 990 is required, and a high degree of abuse must
be present for the IRS to seek to examine a church.*

e Parsonage allowances are exempt from income tax, and ministers have
special employment tax rules.®

2T Reg. §1.170-2(b)(2) and §1.511-2(a)(3)(ii).
28 See Chapter 20.

2 See Chapter 23.

30 See Chapter 21.

31 See Chapter 25.

2IRC §7611.

33 See Chapter 25.
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¢ A church qualifies under §509(a)(1) and §170(b)(1)(a)(i) as a public charity
without regard to its sources of support.

(b) Definition of Church

The decision in an early case noted that Congress left the definition of church to
the “common usage of the word.”* A religious order organized under the aus-
pices of the Roman Catholic Church to train members to teach in Catholic schools
was found not to be a church. Similarly an organization formed by missionaries
affiliated with different Christian churches was not a church.** The court de-
clared that the Congress used church more in the sense of a denomination or sect
than in a generic or universal sense, though to be considered a church, organiza-
tional hierarchy or buildings were not required. Judge Tannenwald, in the con-
curring opinion, stressed the importance of a congregational component. He
said, “A man may, of course, pray alone, but in such a case, though his house
may be a castle, it is not a church. Similarly, an organization engaged in an evan-
gelical activity exclusively through the mails would not be a church.”

The IRS in 1978 announced a very specific set of characteristics that a church
must possess to gain such favorable tax status. The criteria are not exclusive; any
other facts and circumstances that may bear on the organization’s claim for church
status may be considered.* The fourteen attributes are:¥”

Distinct legal existence

Recognized form of worship and creed

Definite and distinct ecclesiastical government

Distinct religious history

Formal code of doctrine and discipline

Membership not associated with any other church or denomination
Organization of ordained ministers

Ordained ministers selected after completing prescribed courses of study

A A A A

Literature of its own

-y
e

Places of worship

ury
=

Regular congregations

o
N

Regular religious services

p—
N

Sunday schools for religious instruction for youths

Y
=

Schools for preparation of its ministers

3% De La Salle Institute v. U.S., 195 F.Supp. 891 (N.D. Cal. 1961.

35 Chapman v. Commissioner, 48 T.C. 358 (1967).

362003 Exempt Organization Technical Instruction Program, Public Charity or Private Foundation
Status, by Virginia G. Richardson and John Francis Reilly.

37 Exempt Organizations Handbook (IRM 7751) §321.3; Rev. Rul. 59-129, 19591 C.B. 58.
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Determinations are not made simply on the basis of the number of character-
istics the organization possesses. Given the variety of religious practices, a deter-
mination of what constitutes a church is inherently unquantifiable. The 1981 IRS
CPE text cited items 5, 7, 11, 12, and 13 as the most significant attributes. “At a
minimum, a church includes a body of believers or communicants that assem-
bles regularly in order to worship. Unless the organization is reasonably avail-
able to the public in its conduct of worship, its educational instruction, and its
promulgation of doctrine, it cannot fulfill this associational role.” 3

The first case to apply the 14-point test concluded at a minimum, an organi-
zation failed the test because it did not have a body of believers that assembled
regularly in order to worship.® A religious publishing organization without mem-
bership also failed.*” An organization founded to spread “God’s love and hope
throughout the world” also did not qualify as a church.*! It conducted bimonthly
programs with prayers and gospel music in an amphitheater. It built a small chapel
for unsupervised meditational activities and individual prayer, but did not con-
duct religious services in the chapel. Although the society argued that the test dis-
criminated against new, rural, and poor religious organizations, the court agreed
that the IRS’s standard for qualification as a church was appropriate. The failure to
meet three particular criteria influenced the court:

e The society did not have a regular congregation and its attendees did not
consider it their church.

e It did not ordain ministers but held services conducted by guest ministers.

¢ It did not conduct school for religious instruction of the young.

A television ministry known as the Foundation for Human Understanding
had its status as a church challenged by the IRS because about one-half of its bud-
get went to pay for the broadcasts to its 30,000 regular listeners. Its estimated
total audience was two million persons. There was no question that television
broadcasts alone do not qualify an organization as a church. This entity, however,
conducted regular services at two locations for 50 to 350 persons under the guid-
ance of an ordained minister. Religious instruction was provided and it had a
“distinct, although short, religious history.” Therefore the court felt it possessed
most of the criteria to some degree, the critical factors were satisfied, and church
classification was permitted.*? The court also noted the diversity of religious
beliefs and the First Amendment rights must be respected in identifying a church.

38 Exempt Organizations Continuing Education Technical Instruction Program for 1981, Training
3177-20 (1-18), TPDS 87196 at 44.

3 American Guidance Foundation, Inc. v. U.S., 490 F. Supp. 304 (D.D.C. 1980). Lack of member-
ship, or a congregation, also caused failure of the test in several cases; see Church of the Visible
Intelligence That Governs the Universe v. U.S., 14 Ct. Cl. 55(1983), Universal Bible Church, Inc.
v. Commissioner, T.C.M. 1986-170, Church of Eternal Life and Liberty, Inc. v. Commissioner, 86
T.C. 916(1986).

40 First Church of Theo v. Commissioner, T.C.M. 1989-16.

4l Spiritual Outreach Society v. Commissioner, 91-1 USTC {50,111 (8th Cir. 1991).

* Foundation for Human Understanding v. Commissioner, 88 T.C. 1341 (1987)
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3.2 CHURCHES

(c) Conventions and Auxiliaries

Conventions or associations of churches also qualify as churches.* Such organi-
zations customarily undertake cooperative activities for churches of the same
denomination, and for some groups, such as the United States Catholic Confer-
ence, represent a governing body. An interdenominational cooperative associa-
tion of churches may also qualify as a church, as long as it otherwise qualifies as
a religious organization.**

An integrated auxiliary of a church is afforded the same benefits as a church.
Church schools, missionary groups, youth organizations, theological seminaries,
and women’s and men’s fellowship associations are listed in the regulations as
examples of qualifying auxiliary organizations. Hospitals, retirement homes,
orphanages, and some schools do not perform religious functions and so may
not necessarily qualify as auxiliaries. To qualify as an integrated auxiliary of a
church before 1995, the organization needed to operate exclusively for religious
purposes and be controlled by a church or an association of churches.*

The regulations defining a church’s integrated auxiliary were revised, effec-
tive in December 1995, to encompass a financial support test and eliminate an
exclusively religious test.*® An auxiliary can now be independently controlled as
long as it has a legal structure similar to a supporting organization.*” Note that
the definition of a religious order continues to require that the activities be exclu-
sively religious. The amended regulations now provide that the auxiliary cannot
finance itself with public donations and charges for services to the general pub-
lic. Instead, its money must come from church constituents. Specifically, an inte-
grated auxiliary of a church is defined as an organization that

e Is affiliated with a church or a convention or association of churches

* Receives its primary financial support (over 50 percent) from internal
church sources rather than public or governmental sources, or is “inter-
nally supported”

From an organizational standpoint, an auxiliary is considered affiliated if it

* Is covered by a group exemption

 Is operated, supervised, or controlled by or in connection with a church
(relationship of a type embodied in §509(a)(3))

¢ One of the following facts and circumstances shows that it is so affiliated:

o The organization affirms in its charter, trust instrument, bylaws, arti-
cles of association, or other organizing documents that it shares com-
mon religious doctrines, principles, disciplines, or practices with the
church.

BIRC §170(b)(1)(a)(i).

# Rev. Rul. 74-224, 1974-1 C.B. 61.

4 Reg. §1.6033-2(g) before its revision.

46 Reg. §1.6033-2(h) essentially codifying Rev. Rul. 86-23, 1986-1 C.B. 564.
4T Defined in Section 11.6.
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o The organization’s name indicates an institutional relationship.

o Reports of financial and general operations are made at least annually
to the church.

o The church affirms the organization’s affiliation with it.

o In the event of dissolution, the affiliate’s assets are required to be dis-
tributed to the church.

The support requirement is written negatively to say that an organization is
internally supported unless it both

¢ Offers admissions, goods, services, or facilities for sale, on other than an
incidental basis, to the general public

* Normally receives more than 50 percent of its support from a combination
of governmental sources, public solicitation of contributions, and exempt
function receipts

Ministers employed by an integrated auxiliary of a church qualify for special
employment tax treatment.*® For that purpose, the IRS provided a list of criteria
for defining what in 1972 it called an integral agency.*® The following factors
given in that ruling can be applied to ascertain when an auxiliary is controlled
by the church:

* Whether the religious organization incorporated the institution

e Whether the corporate name of the institution indicates a church relation-
ship

e Whether the religious organization continuously controls, manages, and
maintains the institution

¢ Whether the trustees or directors of the institution are approved by or
must be approved by the religious organization or church

* Whether trustees or directors may be removed by the religious organiza-
tion or church

* Whether annual reports of finances and general operations are required to
be made

e Whether the religious organization or church contributes to the support
of the institution

¢ Whether, in the event of dissolution of the institution, its assets would be
turned over to the religious organization or church

The ruling provides that the absence of one or more of these characteristics will
not necessarily be determinative in a particular case. Church-affiliated organiza-
tions that are exclusively engaged in managing funds or maintaining retirement
programs can also be treated as an integrated auxiliary of a church.”

*8 Discussed in Section 25.2.
YIRC §3121(w); Rev. Rul. 72-606, 1972-2 C.B. 78.
0 Rev. Proc. 96-10, 1996-1 C.B. 577.
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(d) IRS Examination Protection

The IRS has limited information and power to review the tax-exempt status of a
church. Churches are not required to file an application for recognition of
exemption on Form 1023,51 nor an annual information return on Form 990. The
IRS must be able to prove an extraordinary abuse of the tax law to request to
examine the records of a church. A church may be audited by the IRS only if the
principal internal revenue officer for the IRS region in which the church is
located or the secretary of the treasury reasonably believes on the basis of writ-
ten facts and circumstances that the church is not exempted or may be carrying
on an unrelated trade or business.”

The Church of Scientology and some of its branches have won significant
court battles with the IRS about the application of these rules. The church won a
limitation of the IRS’s right to request information under the IRC §7611(b)(1)(A)
summons provisions when the court found that the records were not necessary,
rather than merely relevant, to determining the church’s tax liability.>® In similar
battles in Florida and California, the government was more successful.>* The
church in Los Angeles sued the IRS under the Freedom of Information Act for
details of a “tax shelter litigation project” designating the church and its parish-
ioners.

After 30 years of battle, the Church of Scientology received favorable IRS
determination letters recognizing the tax-exempt status of some 20 of its related
organizations in October 1993. A Scientology booklet titled Information on Taxes
and Your Donation said, “The Internal Revenue Service’s action has two conse-
quences of utmost interest to Scientologists. First, this action signifies that the
IRS—and the United States Government as well—has formally recognized that
the Church operates exclusively for religious purposes and that Scientology, as a
bona fide religion, is beneficial to society as a whole. Second, the action means
that the donations you make to the church—including donations for auditing and
training—qualify as charitable contributions and can be claimed as deductions on
your federal and state income tax return!” Payments for training sessions had
been considered by the IRS and the Supreme Court™ to represent nondeductible
quid pro quo®® donations. In a decision surprising to some observers,” the IRS

51'See Chapter 18.

S2IRC §7611(a).

3 U.S. v. Church of Scientology of Boston, Inc., 90-2 USTC {50,349 (D.C. Mass). The report was
subsequently released based upon a suit brought by tax analysts.

In U.S. v. Church of Scientology Flag Service Org., Inc., 90-1 USTC 450,019 (M.D. Fla. Dec.
1989), the church essentially lost when the case was referred to a magistrate to decide which re-
quested items were necessary. Also, in U.S. v. Church of Scientology Western United States and
U.S. v. Church of Scientology International, et al., CV 90-2690-HLH (Central D. Cal. Feb. 11,
1991), the court ordered the organizations to produce documents that the court found necessary to
the IRS determinations.

35 Hernandez v. Commissioner, 109 S. Ct. 2137 (1989).

36 See Chapter 24 for more information about deductibility of such payments.

57 «“Recap—What We Know About the Scientology Closing Agreement,” by Paul Streckfus, 9 Ex-
empt Organization Tax Review 247 (Feb. 1994) and “Church of Spiritual Technology’s Explana-
tion to the IRS,” 8 at p. 983 (Dec. 1993).
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Exempt Organization division, as a part of its settlement of Scientology, agreed
effective January 1, 1993, not to follow the Supreme Court decision. The IRS
agreed to drop all pending cases involving deductibility of payments to the
church and discontinue any audits already under way.

3.3 RELIGIOUS ORDERS

The following characteristics are considered by the IRS to identify a qualifying
religious order, but only the first factor must necessarily be present.”®

e The order is an organization otherwise qualifying for exemption under
IRC §501(e)(3).”

¢ The order is, directly or indirectly, under the control and supervision of a
church or convention or association of churches.

e The members of the order vow to live under set rules of moral and spiri-
tual self-sacrifice of their material well-being and to dedicate themselves
to the goals of the organization.

* Members make a long-term commitment, normally more than two years,
to the organization after successful completion of the training and proba-
tionary period.

* The organization’s members ordinarily live together in a community and
are held to a significantly stricter level of moral and religious discipline
than that required of lay church members.

e Members work or serve full-time on behalf of the religious, educational,
or charitable goals of the organization.

e Members regularly participate in public or private prayer, religious study,
teaching, care of the aging, missionary work, or church reform or renewal.

Status as a religious order is significant for groups whose members wish to claim
exemption from participation in the Social Security system under IRC
§1402(c)(4).%°

3.4 RELIGIOUS AND APOSTOLIC ASSOCIATIONS

Religious and apostolic organizations that cannot qualify for exemption under
§501(c)(3) because they engage in business for the common good of their mem-
bers may instead be classified as exempt from income tax under §501(d). Such
organizations are not eligible to receive tax-deductible donations,®! but need not
pay income tax on annual profits, if any, that the organization itself generates.
Earnings are reportable by members of such organizations, however, who do
pay income tax.

¥ Rev. Proc. 91-20, 1991-10 IRB 26.

3 Meets the organizational and operational tests discussed in Chapter 2.
0'See Form 4361.

61 Rev. Rul. 57-574, 1957-2 C.B. 161.
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The spirit of this exemption is to prevent what Congress perceived in 1936 to
be an unfair double tax on both the apostolic organizations and their members.*?
Since the rules of apostolic organizations, such as the House of David and the
Shakers, prevent members from being holders of property in an individual capac-
ity, the undistributed profits tax should not be imposed on their corporations.
The organization must possess the following attributes:

* A common or community treasury must be maintained. Each member is
not required to make a vow of poverty nor contribute private property to
the organization.®® It is the organization’s property and earnings that are
shared, placed in a common fund, and used for the maintenance and sup-
port of the members.

» Each member reports as dividends his or her pro rata share of income
(distributed or undistributed) from business conducted for the common
benefit of the members.**

The earnings of such organizations are reported annually on Form 1065, U.S.
Partnership Return of Income. Each member is treated as a partner and is taxed
on his or her proportionate share of the organization’s profits.® The income is
not subject to self-employment tax.°® No form is provided for making applica-
tion for exemption under this section. Instead, a letter describing the attributes
of the association that cause it to qualify is submitted to the IRS.®

6280 Congressional Record 9074 (1936).

9 Twin Oaks Community, Inc. v. Commissioner, 87 T.C. 1233 (1986).
%4 Reg. §1.501(d)-(1)(a).

%5 Reg. §1.6033-1(a)(5); Reg. §1.501(d)(1)(b).

6 Priv. Ltr. Rul. 7740009.

7Rev. Proc. 72-5, 1972-1 C.B. 709.
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4.1 Relief of the Poor 69 (b) Private Inurement 82
4.2 Promotion of Social Welfare 70 (c) Hospital Joint Ventures 85
(a) Low-Income Housing 71 (d) Physician Clinics 87
(b) Economic Development 73 (e) Integrated Health-Care
(c) Public Interest Law Firms 75 Delivery Systems 88
4.3 Lessening the Burdens ) HOealth Ma;ptenance 39
of Government 76 rganizations
44 Ad £ Reliei ”g (g) Health/Fitness Centers 91
’ vancement of Religion (h) Professional Standards
4.5 Advancement of Education Review Organizations 92
and Science 79 (i) Homes for the Elderly 93
4.6 Promotion of Health 79 4.7 Cooperative Hospital Service
(a) Charity Care 81 Organizations 94

The second type of activity qualified for exemption under Internal Revenue
Code (IRC) §501(c)(3) is charitable, which is expansively defined “in its generally
accepted legal sense,” meaning much more than relief of the poor.! Charity is an
evolving concept, fashioned over the years by societal need and perceived
abuses. The definition sometimes also depends upon the policies of the adminis-
tration currently in the White House: A shelter to house Vietnamese refugees
qualified for exemption in 1978; but in 1987, the application for exemption for a
similar shelter for Central American refugees was denied because the activity
was “against government policy.”

Charity connotes broad public benefit that is accomplished either by giving
direct financial support to individuals and organizations or by operating projects
that benefit the community at large. The courts have reminded the Internal Reve-
nue Service (IRS) that community benefit is not limited to housing the homeless
or feeding the poor.? The education, culture, and health of the public are also
charitable concerns. Although the IRS does not always agree, an organization that
charges for its services and excludes those that cannot pay may qualify as a char-

! Reg. §1.501(c)(3)-1(d)(2).
2 Consumer Credit Counseling Service of Alabama, Inc. v. U.S., 78-2 9660 (D.C. 1978).
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itable one. Particularly in the health-care arena, the requirement that the poor be
served to achieve charitable classification has been for years the subject of a see-
saw battle that continues. The two most important criteria for achieving and
maintaining tax-exempt status are whether a broad enough charitable class bene-
fits and whether the services convey a public benefit rather than an individual or
private benefit.?

Application of the criteria is exemplified by comparing two entities. A per-
forming arts center supported by the sale of $40 to $100 tickets per performance is
considered charitable because it advances culture and educates the people in its
community. Its public is considered broad enough despite the fact that it is essen-
tially unavailable to many people who cannot afford to buy the tickets. A commu-
nity center located in a subdivision in a poor neighborhood where the residents
own their own homes may not be classified as charitable because it benefits them
as individual owners. Such an entity would more likely be considered as a home-
owner’s association.* Under each category outlined in the following sections, the
evolving character of charitable class, the consequence of charging for services,
and the different standards applied for certain categories are discussed. The regu-
lations contain the following list of charitable purposes’:

¢ Relief for the poor and distress of the underprivileged

* Advancement of religion

» Advancement of education or science

 Erection or maintenance of public buildings, monuments, or works
* Lessening of the burdens of government

» Promotion of social welfare by organizations designed to accomplish one
of the previously listed purposes, or to lessen neighborhood tensions,
eliminate prejudice and discrimination, defend human and civil rights
secured by law, or combat community deterioration and juvenile delin-
quency

This regulation specifies that “the fact that an organization, in carrying out its
primary purpose, advocates social or civic changes or presents opinions on con-
troversial issues with the intention of molding public opinion or creating public
sentiment or an acceptance of its views does not preclude such organization
from qualifying as long as it is not an action organization.”® It also provides that
the receipt of voluntary contributions from the indigent persons whom the orga-
nization is operated to benefit will not necessarily prevent the organization from
being exempt as charitable. This comment can be interpreted to permit an orga-
nization to charge for the services it renders—a policy followed by many tax-
exempt organizations, including schools, hospitals, health centers, and other ser-
vice-providing organizations.

3Rev. Rul. 75-74, 1975-1 C.B. 152.

4IRC §528; see Section 6.3.

SReg. §1.501(c)(3)-1(d)(2).

6 Reg. §1.501(c)(3)-1(c)(3); see Section 2.2(g).
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4.1

4.1 RELIEF OF THE POOR

RELIEF OF THE POOR

Relief of the poor and distressed can include a vast array of programs. Examples
of the types of organizations that qualify are those that focus on

Promotion of rights and welfare for public housing occupants’

Vocational training®

Low-cost housing’
Legal aid'’

Transportation for the handicapped and elderly'!

Counseling for senior citizens'?

Money management advice!

Assistance to widow(er)s and orphans of police officers!

3

4

Prisoner rehabilitation'®

Disaster relie

f16

Day care for needy parents!”

Marketing of products made by the blind in programs designed to pro-
vide employment (including distribution of modest profits to the individ-
uals with the disability)!®

An organization seeking qualification because it relieves the poor and dis-
tressed is not precluded from exemption because it charges a fee for the services
it provides to its charitable constituents. When services are provided for a fee,
the factor that evidences charitable status is the basis on which the fees are deter-
mined. The fee structure must be distinguishable from that used by a commer-
cial business. Typically, a charity would charge on a sliding scale according to
the recipients’ ability to pay—reduced-price services for groups of persons iden-
tified to be poor or economically distressed. Another type of noncommercial
pricing system might set the price to recoup the organization’s cost with no
profit added on top of cost or the charge might be only that amount not reim-
bursed by another funding agency.

"Rev.
8Rev.
Rev.
0 Rev.
T Rev.
2Rev.

BRev

4 Rev.
B Reyv.

C.B.
16Rey.
7Rev.

Rul.
Rul.
Rul.
Rul.
Rul.
Rul.
. Rul.
Rul.
Rul.
147.
Rul.
Rul.

75-283, 1975-2 C.B. 201.

73-128, 1973-1 C.B. 222; Priv. Ltr. Rul. 9150052.

70-585, 1970-2 C.B. 115; see Section 4.2(a).

78-428, 1978-2 C.B. 177; Rev. Rul. 76-22, 1976-1 C.B. 148; see Section 4.2(c).
77-246, 1977-2 C.B. 190.

75-198, 1975-1 C.B. 157.

69-441, 1969-2 C.B. 115.

55-406, 1955-1 C.B. 73.

70-583, 1970-2 C.B. 114; Rev. Rul. 67-150, 1967-1 C.B. 133; Rev. Rul. 76-21, 1976-1

69-174, 1969-1 C.B. 149.
70-533, 1970-2 C.B. 112; see Section 4.2(h).

'8 Industrial Aid for the Blind v. Commissioner, 73 T.C. 96 (1979), acq. C.B. 1980-2, 1.
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Without regard to the amount of fees charged, a charitable organization must
always benefit a charitable class.!’ To clarify this distinction, consider two projects
that the IRS ruled did not qualify as charitable. An employee benefit program for
needy retired workers of a particular business® was not exempt apparently for the
unexpressed reason that the organization relieved the burden in the company.
Also, a discount pharmaceutical service for senior citizens?! could not qualify
because it made no provision for free or reduced-price drugs for the poor and was
therefore indistinguishable from a commercial business.

How the IRS views charges for services varies for different types of exemp-
tion categories. The pricing method for different types of nonprofit organizations
is interesting to ponder because the rules stem from historical custom and public
policy, rather than economics. Although many hospitals serve the poor, the tax
rules allow nonprofit health-care providers to charge full price for services they
provide without any requirement under the federal tax rules that price reduc-
tions be provided for those unable to pay.”> A small business incubator providing
financial and management consulting services is not treated as tax exempt if it
charges full price to anyone able to pay.”> Many museums and libraries, on the
other hand, are open for modest or no charge to all, with little if any governmen-
tal funding.

4.2 PROMOTION OF SOCIAL WELFARE

Promotion of social welfare is another mission considered appropriate for a
charitable organization. One of the vaguest categories, social welfare purposes
include working to

* Eliminate discrimination and prejudice in the workplace,?

hoods,” in housing,?® and against women?’

in neighbor-

+ Defend human and civil rights,”® including the right to work®

19 See Section 2.2(a).

20Rev. Rul. 56-138, 1956-1 C.B. 202; the IRS has a similar opinion regarding employee disaster re-
lief plans, as discussed in Section 17.3(d).

2l Federation Pharmacy Service, Inc. v. U.S., 625 F.2d 804 (8th Cir. 1980), aff’g. 72 T.C. 687
(1979); tax-exenpt status was not permissible since the unrelated business was the primary activ-
ity—see Section 21.3.

22 The history of the evolving standards applied to health-care organizations is discussed in Section
4.6. A significant portion of the charity care is provided by Medicare and Medicaid funding for
elderly and indigent patients.

2 Particularly if it lacks focus on a charitable class, such as a minority group or the unemployed; see
Section 21.8(b).

24Rev. Rul. 68-70, 1968-1, C.B. 248; Rev. Rul. 75-285, 1975-2 C.B. 203.

» Rev. Rul. 68-655, 1968-2 C.B. 613.

% Rev. Rul. 68-438, 1968-2 C.B. 609; Rev. Rul. 67-250, 1967-2 C.B. 182.

" Rev. Rul. 72-228, 1972-1 C.B. 148.

*Rev. Rul. 73-285, 1973-2 C.B. 174.

® National Right to Work Legal Defense and Education Foundation, Inc. v. U.S., 487 F. Supp. 801
(E.D. 1979).

" 70 m



4.2 PROMOTION OF SOCIAL WELFARE

¢ Combat community deterioration,®® lessen neighborhood tensions, and
combat juvenile delinquency"!

 Improve the economic climate in a depressed area®?

* Encourage building of low-cost housing®™ and monitor zoning regula-
tions*

* Acquire, restore, and maintain historic properties®

* Preserve and protect the environment,*® including instituting litigation as
a party plaintiff to enforce environmental protection laws® and conduct-
ing legal research to settle international environmental disputes through
mediation®

 Promote world peace, except through illegal protests®

 Maintain and set aside public parks and wildlife areas*’

Organizations qualifying in this category operate to benefit the community,
which may be a town, the state, or the world. Under the social welfare umbrella,
a legislative initiative to adopt laws to achieve the change can be used to accom-
plish the organization’s goals. If the social welfare can be promoted only through
passage of legislation, however, the action organization rules may prevent chari-
table status.*!

(a) Low-Income Housing

Low-income housing and economic development projects receive significant
government funding. As a result, the policies affecting them are subject to
change as the persons in charge of their local, state, and federal funding sources
change and, correspondingly, the standards for tax exemption change. Most
low-income housing units constructed before 1980 were privately owned. The
significant income tax benefits and federal funding available made low-income
housing a favored investment, typically in the limited partnership form. As gov-
ernment funding was cut and eliminated during the 1980s and the 1986 Tax
Reform Act virtually killed the tax advantages of passive ownership, low-
income housing lost its appeal. Renovations and owner attention waned, and
many such properties were put up for sale or foreclosed. Congress and the Reso-
lution Trust Company responded to the need to protect the tenants by adopting
policies encouraging charities to acquire such units.

30 Rev. Rul. 76-147, 1976-1 C.B. 151.

3 Rev. Rul. 68-15, 1968-1 C.B. 244.

2 Rev. Rul. 76-419, 1976-2 C.B. 146; Rev. Rul. 77-111, 1977-1 C.B. 144.
3 Rev. Rul. 67-138, 1967-1 C.B. 129.

34 Rev. Rul. 68-15, supra note 26.

B Reg. §1.501(c)(3)-1(d)(2).

36 Rev. Rul. 67-292, 1967-2 C.B. 184; Rev. Rul. 76-204, 1976-1 C.B. 152.
37 Rev. Rul. 80-278, 1980-2 C.B. 175.

3 Rev. Rul. 80-279, 1980-2 C.B. 176.

¥ Rev. Rul. 75-384, 1975-2 C.B. 204.

40Rev. Rul. 70-186, 1970-1 C.B. 128; Rev. Rul. 75-85, 1978-1 C.B. 150.
#! An action organization may qualify under IRC §501(c)(4); see Chapter 6 and Section 23.4.
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CHARITABLE ORGANIZATIONS

Acquisition and maintenance of low-income housing units has long been
considered a charitable activity because it accomplishes several purposes: reliev-
ing the suffering of the poor, eliminating discrimination, relieving the burdens of
government, combating community deterioration, and promoting social wel-
fare.*2 The IRS adopted a baseline, or minimum level, of low-income residents of
75 percent in 1993 when factors indicating whether the housing project serves a
charitable class were added to the Internal Revenue Manual.** The standards
were effective, prospectively enabling existing units to continue to be tax exempt
as operated. The standards were again revised in 1995, and in 1996 the safe har-
bor proposals were finalized in a revenue procedure.* The preamble to the
guidelines says that they are intended to help charities involved in low-income
housing and facilitate the exemption application process, and again they were
applied prospectively. It behooves existing projects to conform, if possible, to the
safe harbor rules, particularly when the more lenient facts and circumstances
might apply*®

e At least 75 percent of the units are occupied by residents who qualify as
low-income individuals.

 Either 20 percent of the residents renting units must qualify as very low
income, or 40 percent of the units must be occupied by residents whose
income does not exceed 120 percent of the area’s very low income limit.

e Up to 25 percent of the units may be rented at market rates to persons
whose income exceeds the low-income limit.

A project not meeting the safe harbor percentages can still seek to qualify for
exemption by demonstrating qualification through facts and circumstances,
such as combating community deterioration, lessening the burdens of govern-
ment, and eliminating discrimination and prejudice. The facts and circum-
stances that can be considered include the following:

* A substantially greater percentage of residents than required by the safe
harbor rules with incomes up to 120 percent of the area’s very low income
limit

e Alimited degree of deviation from the safe harbor percentages

» Limitation of rents to ensure that they are affordable to low-income and
very low income residents

#2Rev. Rul. 70-585, 1970-2 C.B. 115.

43 Notice 93-1, 1993-1 LR.B. 172, announcing addition of the guidelines in Internal Revenue Manual
7664.34; see also Priv. Ltr. Rul. 9311034 for application of the guidelines to a charity formed by
a commercial real estate company for the purposes of buying low-income housing from the Res-
olution Trust Company.

#Rev. Proc. 96-32, 1996-20 LR.B. 1.

4IRS Announcement 95-37, 1995-20 L.R.B. 18. See Lynn Kawecki and Marvin Friedlander, Topic
B, “Recent Developments in Housing Regarding Qualification Standards and Partnership Issues,”
IRS CPE Text, 1996, and Mary Jo Salina and Robert Fonterose, “Housing Partnership Agree-
ments,” IRS CPE Text, 2003.
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4.2 PROMOTION OF SOCIAL WELFARE

 Participation in a government housing program designed to provide
affordable housing

¢ Operation through a community-based board of directors, particularly if
the selection process demonstrates that community groups have input
into the organization’s operations

* The provision of additional social services affordable to poor residents

e A relationship with an existing §501(c)(3) organization active in low-
income housing for at least five years, if the existing organization demon-
strates control

e Acceptance of residents who, when considered individually, have
unusual burdens such as extremely high medical costs that cause them to
be in a condition similar to persons within the qualifying income limits, in
spite of their higher incomes

* Participation in a home ownership program designed to provide home
ownership opportunities for families that cannot otherwise afford to pur-
chase safe and decent housing

 Existence of affordability covenants or property restrictions

Financing for low-income housing projects is often provided partly or wholly by
commercial investors, either as lenders or as owners, so the criteria listed here
deserve careful consideration. A California nonprofit corporation established to
serve as general partner and essentially lend its tax status to a low-income hous-
ing project was deemed to serve the private interests of its investors and did not
qualify for exemption.*® To obtain property tax reductions, local law required
that a nonprofit serve as manager of housing projects. Housing Pioneers, Inc.’s
only duty was to maintain sufficient records to retain the property exemption; it
“served as managing partner in name only.” Although it used its modest fee for
services to finance job training, counseling, and rent subsidies for the low-
income residents, these activities were insufficient to outweigh the significant
tax benefits flowing to the individual investors who also controlled its board.*
Instead, an organization established to provide credit enhancement services to
developers of low-income housing meeting the standards previously listed was
found to be exempt.*

(b) Economic Development

Society’s welfare may be promoted by exempt organizations working in concert
with for-profit businesses, rather than directly with members of a charitable
class. Supporting business programs that provide job training and placement,

46 Housing Pioneers, Inc. v. Commissioner, T.C. Memo. 1993-120, aff’d. (9th Cir. June 20, 1995);
see Tech. Adv. Memos. 200218037 and 200151045.

4T This decision does not mention and can be construed to conflict with the Plumstead Theatre deci-
sion, discussed in Section 22.3; see also Rev. Rul. 98-15, discussed in Section 4.6(b).

8 Priv. Ltr. Rul. 199929049.
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loans, and other services available in a commercial setting may be treated as a
charitable activity. Although the private business owners may stand to gain from
the activity, such a program that has significant public benefit may qualify for
exemption. Evaluating relative benefits is difficult, and the line separating the
private and public interests is often very thin. Again, the rules may be influ-
enced by the current opinion of lawmakers in regard to using tax policy to sup-
port social programs.

Economic development corporations (EDCs) typify this sort of charity. EDCs
relieve poverty, combat community deterioration, lessen neighborhood tension,
and strive to reduce the economic effect of prejudice and discrimination against
minorities. An EDC qualifying as a charitable organization must be established to
benefit disadvantaged members of the public.* Examples of programs approved
as charitable by the IRS include

e Making loans and purchasing equity interests in businesses unable to
obtain conventional loans because of their location in an economically
depressed urban area and/or ownership by members of a minority or
other disadvantaged group™

 Establishing an industrial park in an economically blighted area to attract
tenants willing to give employment and training opportunities to unem-
ployed or underemployed residents in return for favorable lease terms’!

* Having a small business investment company provide low-cost or long-
term loans to businesses not able to obtain funds from conventional com-
mercial sources, with preference given to businesses that provide training
and employment opportunities for the unemployed or underemployed
residents of economically depressed areas®>

Conversely, an organization formed to increase business patronage for stores in
economically depressed areas was noncharitable.® The balance of private/pub-
lic interests tilted too far in favor of private. The IRS said the absentee, nonmi-
nority owners suffered no distress as a result of their operation in the depressed
area. Instead, the project’s efforts to increase sales served to promote the private
business owners who had formed the organization. An economic development
subsidiary of an accredited college of engineering and management was found
to be charitable by the IRS based upon the following three factors distilled from
the published rulings>*:

1. Assistance is provided to help local businesses or to attract new local
facilities of established businesses or to attract new local facilities of
established outside businesses.

4 Gen. Coun. Memo. 39883 (Oct. 10, 1992); see discussion of charitable class in Section 2.2(a).
S0 Rev. Rul. 74-587, 1974-2 C.B. 162.

SIRev. Rul. 76-419, 1976-2 C.B. 146.

52 Rev. Rul. 81-284, 1981-2 C.B. 130.

3 Rev. Rul. 77-111, 1977-1 C.B. 144.

> Priv. Ltr. Rul. 9240001.
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4.2 PROMOTION OF SOCIAL WELFARE

2. The type of assistance provided has noncommercial terms and the poten-
tial to revitalize the disadvantaged area.

3. There is a nexus between the business entities assisted and relieving the
problems of the disadvantaged area, or between the businesses and a dis-
advantaged group, such as a minority, in the area.

EDCs may qualify as exempt under §501(c)(3), (4), and/or (6), further indicating
the complexity of the fine private/public line evidencing charitable status.

(c) Public Interest Law Firms

Organizations performing legal services must successfully answer a series of
questions to prove that their law practice serves charitable purposes. One con-
cern is whether their clients qualify as members of a charitable class, such as the
poor, persons who are discriminated against, or persons whose freedom is jeop-
ardized. Another concern is how their business policies are distinguishable from
those of commercial law firms.

The expectation of a legal fee or award cannot be a motivating factor in
selection of cases, and the organization cannot withdraw from a case if the client
later becomes unable to pay. Also, charges may not exceed the actual cost of the
litigation. In essence, charges based upon the client’s ability to pay, rather than
the amount of work involved, support designation as an exempt organization.
Some portion of the organization’s financial support must come from donations
of cash and services.

Guidelines providing specific sanctions for public interest law firms (PILFs)
were issued in 1992 (effective retroactively to taxable years beginning after Decem-
ber 31, 1987). To be exempt, the organization must possess the following charac-
teristics:

 Litigation must not represent a private interest, but must instead be “said
to be in representation of a broad public,” such as class actions, suits seek-
ing injunctions against actions harmful to the public, or test cases where
the private interest is small.

 Litigants are not represented in actions between private persons when the
financial interests at stake would warrant private legal representation,
except that the PILF can serve as a friend of the court when an issue in lit-
igation affects or will have an impact on a broad public interest.

¢ The nonprofit must achieve its objectives through legal and ethical means
with no disruption of the judicial system, illegal activity, or violations of
applicable canons of ethics.

 Litigated cases are described in detail annually on Form 990, including a
rationale for the determination that they would benefit the public gener-
ally. Fees sought and recovered in each case must also be reported.

¢ Organizational authority, including approval of policies, programs, and
compensation arrangements, rests with an independent board of trustees
or a committee that is not controlled by employees or litigators.
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* There must be no arrangement to accept donations from litigants to cover
costs.

* The nonprofit may not be operated, through sharing of office space or
otherwise, in a manner so as to create identification or confusion with a
particular private law firm.

* Fees charged to clients may not exceed the cost of providing the legal ser-
vices, and, once representation is started, the PILF cannot withdraw
because the litigant is unable to pay the contemplated fee.

e Out-of-pocket cost reimbursements may be accepted from clients.

 Total attorney fees, both court-awarded and those received from clients,
may not exceed 50 percent of the nonprofit’s total costs of performing liti-
gation services, calculated on a five-year rolling-average basis. If an
exception to this limit “appears warranted,” a ruling request may be sub-
mitted.

* Attorneys must be paid on a straight salary basis; compensation levels
must be reasonable and not established by reference to any fees received
in connection with the cases they have handled; and the fees must be paid
to the organization, not to the individual attorneys.>

4.3 LESSENING THE BURDENS OF GOVERNMENT

Lessening the burdens of government overlaps social welfare and may include
providing services usually rendered by a governmental agency, that is, those
facilities and services ordinarily furnished at taxpayer expense. Proving that a
nonprofit will lessen the burden of government requires also that there be agree-
ment on what those burdens are and whether it is the responsibility of the gov-
ernment to relieve them, which sometimes becomes a political philosophy
question. Privatization of governmental functions occurs through both for-profit
and not-for-profit entities. Once the government is not shouldering its burden, it
may be difficult to prove the organization qualifies for this category of exempt
organization. Some disparate examples of projects qualifying as charitable
under this category are

+ Erecting or maintaining public buildings, monuments, or works®
+ Combating drug traffic®’

+ Extending public transportation to an isolated community®® or making
grants to a city transit authority™

3 Proc. 92-59, 1992-29 L.R.B. 11. For historical background, see Rev. Ruls. 75-47, 75-75, and 75-
76, 1975-1 C.B. 152.

% Reg. §1.501(c)(3)-1(d)(2).

57Rev. Rul. 85-1, 1985-1 C.B. 177.

38 Rev. Rul. 78-68, 1978-1 C.B. 149.

¥ Rev. Rul. 71-29, 1971- C.B. 150.
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4.3 LESSENING THE BURDENS OF GOVERNMENT

* Maintaining a professional standards review committee to oversee Medi-
care or Medicaid programs® or conducting cash/risk management ser-
vices for public school systems®!

 Maintaining volunteer fire departments®® and police performance award

programs®

* Assisting police and fire departments during disasters®*

To test a proposed organization for qualification, ask whether individual citizens
normally provide the services for themselves. In some cities, for example, the
municipality provides garbage pickup for individuals but not for businesses.
Thus, an organization picking up commercial organizations” garbage would not
lessen governmental burdens. It could, however, qualify under the promotion-
of-health category, if proper disposal of garbage can be shown to promote public
health.

Whether or not an organization lessens the burdens of government is a mat-
ter of what a government “objectively manifests” its burdens to be. A high
degree of cooperation and involvement with the governmental body whose bur-
dens are lessened is required.®® Public statements of support, direct government
funding, joint activities with the supervision by the government, appointment
and approval of board members by the government, and local bond initiatives
and tax exemptions all manifest the requisite connection. Without either written
delegation of such responsibility or enabling legislation providing the frame-
work, tax-exempt status is difficult to obtain. A two-part test is applied:

1. Are the activities the nonprofit engages in ones that a governmental unit
considers to be its burden, and does the governmental unit recognize that
the nonprofit is acting on its behalf?

2. Does the nonprofit’s performance of the activities actually lessen the bur-
den of government?

During the 1990s, applications for exemption for organizations seeking to
relieve the burdens of government could be approved only by the Washington
office, not by the key district offices. The strictness with which the IRS determina-
tion branch applies this test was illustrated by a prison-related organization that
failed to receive tax-exempt status. Although it was created in response to federal
and some state statutes that encourage productivity of prisoners and programs pro-
viding for their rehabilitation, the rules specifically prohibit sales to the public in
competition with private enterprise—the program that Prison Industries, Inc.,
planned. Thus, exempt status was denied.®® An organization established to develop

0 Priv. Ltr. Rul. 9711002.

61 Priv. Ltr. Rul. 9711002.

%2 Rev. Rul. 74-361, 1974-2 C.B. 159.

63 Rev. Rul. 74-246, 1974-1 C.B. 130.

%4 Rev. Rul. 71-99, 1971-1 C.B. 151.

% Rev. Rul. 85-2, 1985-1 C.B. 178; Gen. Coun. Memos. 38693 (1981), 38347 and 38348 (1982),
39682 (1987), 39761 (1988), and 39864 (1991).

66 prison Industries, Inc. v. Commissioner, T.C.M. Dec. 47, 104(M), January 8, 1991.
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standardized engineering code and specifications for use in the fabrication and con-
struction of steel buildings and bridges was found not to qualify as a charitable
organization.” Although its performance of “quality audits” aided public safety,
there was no evidence that a governmental unit viewed the program as its respon-
sibility. Instead, its work gave substantial benefit to the private companies engag-
ing its auditing certification.

In an interesting application of these rules, the IRS permitted a community
foundation (CF) to purchase and operate the Kansas City Royals baseball team.
The purchase was financed with tax-deductible contributions to the CF.%® The
CF’s ownership of the Royals was found to be a charitable activity because all
levels of the Kansas City government considered it their burden to retain the club
in their city. Additionally, the private foundation, created under the will of the
Royals” now-deceased owner, could claim qualifying distributions for its grants
to CE. The private investment group participating in a small part of the financ-
ing was deemed not to reap private inurement from the arrangements. Because
its grant to the CF was earmarked and restricted to purchase of the Royals, no
self-dealing occurred.”

The “mere fact that the nonprofit’s activities might improve the general eco-
nomic well-being of the nation or a state or reduce any adverse impact from the
failure of government to carry out such activities is not enough to prove that an
organization is relieving the burden of government.””! The fact that the govern-
ment is not conducting the program may indicate that it is not the burden of gov-
ernment. Operating a state motor vehicle registration office for the government
for a fee, for example, was found not to be relieving the burdens of government.72

Note that this category applies to organizations operating independently of
government, not as a branch, division, or agency of a governmental body. Instru-
mentalities of states and cities are technically not exempt under §501(c)(3), but,
rather, under a concept of governmental immunity. Interestingly, governmental
organizations do qualify to receive charitable contributions.”

4.4 ADVANCEMENT OF RELIGION

Advancement of religion is included on the list of charitable purposes in the reg-
ulations, but there is no explanatory information. This category might include a
religious publishing house or broadcast radio or TV station, a retreat center, a
burial group, or other peripheral religious activity outside the realm of sacerdo-
tal functions. These groups are discussed in Chapter 3.

7 Quality Auditing Company, Inc. v. Commissioner, 114 T.C. 31 (June 2000); see Priv. Ltr. Rul.
199922055 for approval of a certification program serving government agencies.

68 Priv. Ltr. Ruls. 9530024, 9530025, and 9530026.

% See Chapter 15.

70See Chapter 14.

TBS.W. Group, Inc. v. Commissioner, 70 T.C. 352, 359 (1978); 838 F.2d 465 (4th Cir. 1988), aff’g.
88 T.C. 1,21 (1987).

72 Tech. Adv. Memo. 9208002. Conceivably, such an organization established to promote public
safety by removing unsafe cars from the road might qualify.

B IRC §170(b)(1)(A)(v); see Chapter 10 for the definition of a governmental unit.
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4.5 ADVANCEMENT OF EDUCATION AND SCIENCE

Advancement of education and science reiterates two purposes specifically
named in §501(c)(3). Perhaps the words are repeated to clarify that auxiliary
activities carried on separately from established educational or scientific institu-
tions are entitled to tax exemption. Organizations qualifying under this category
include those sponsoring

* Scholarship programs,” even for members of a particular fraternity,”” but

not for contestants who had to participate in the Miss America Beauty
Pageant to qualify”®

 Low-interest college loans”” and student food and housing programs”®

* Vocational training for unemployed workers,” but not operation of a gro-
cery store’s training program?®’

» National honor societies®!

+ Foreign exchange programs®

e Film series and bookstores®

* Maintenance of library collections and bibliographic computer informa-
tion networks®

* Research journals® and law reviews®

 Medical seminars to provide postgraduate education to physicians®

4.6 PROMOTION OF HEALTH

Promotion of health as a charitable pursuit is conspicuously absent from the tax
code and regulations, which contain no guidance on the requirements to be clas-
sified as pursuing this very important charitable purpose. The criteria for
exemption have been developed to distinguish charitable entities from privately
owned businesses that provide identical health services. The fact that for-profit
and nonprofit health-care providers operate in a sometimes indistinguishable
fashion complicates this category of exemption. To identify a health-care organi-

74 Rev. Rul. 69-257, 1969-1 C.B. 151; Rev. Rul. 66-103, 1866-1 C.B. 134.
S Rev. Rul. 56-403, 1956-2 C.B. 307; see Section 5.1(f).

5 Miss Georgia Scholarship Fund, Inc. v. Commissioner, 72 T.C. 267 (1979).
7TRev. Rul. 63-220, 1963-2 C.B. 208; Rev. Rul. 61-87, 1961-1 C.B. 191.
78 Rev. Rul. 67-217, 1967-2 C.B. 181.

7 Rev. Rul. 73-128, 1973-1 C.B. 222.

80Rev. Rul. 73-129, 1973-1 C.B. 221.

81 Rev. Rul. 71-97, 1971-1 C.B. 150.

82 Rev. Rul. 80-286, 1980-2 C.B. 179.

83 Squire v. Students Book Corp., 191 F.2d 1018 (9th Cir. 1951).

84 Rev. Rul. 81-29, 1981-1 C.B. 329.

85 Rev. Rul. 67-4, 1967-1 C.B. 121.

86 Rev. Rul. 63-235, 1963-2 C.B. 210.

87Rev. Rul. 65-298, 1965-2 C.B. 163.
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zation that can qualify for exemption under §501(c)(3), it is important to first
review the organizational and operational standards outlined in Chapter 2. The
qualifying organization must be able to prove it will operate to benefit a charita-
ble class rather than the health-care professional who created and operates it.
The issues primarily involve private inurement: Who benefits from the health-
care entity’s operations, the sick or the private doctors and investors who are in
control? The rules are constantly evolving; any organization seeking qualifica-
tion under this category must carefully study the latest developments and might
study, for reference, Schedule C of the 1996 version of Form 1023. The special
considerations applicable to the various segments of the health-care industry
must also be considered, as discussed in the following paragraphs.®

A hospital does not qualify as a charitable organization merely because it
promotes health. Over the years, there have been controversies between the IRS,
courts, health-care organizations, and the doctors who staff them, seeking to
find a suitable definition for a health-care entity that qualifies as a charitable one.
In 1974, a court had to remind the IRS that promotion of health is a charitable
purpose listed under the law of charitable trusts.®” This broad category encom-
passes hospitals, clinics, homes for the aged, hospices, medical research organi-
zations, mental health facilities, blood banks, home health agencies, organ donor
retrieval centers, health maintenance organizations (HMOs), medical centers,
hospital holding companies, and many other entities that provide care to pro-
mote health.

After first arguing that a charity hospital had to provide care to the indigent,
the IRS compromised with a community benefit standard. A health-care organi-
zation that can satisfy most of the seven factors listed below is allowed charity
status. Nonetheless, the IRS has continued to encourage service to indigen’fs.90
“Operating a full-time emergency room open to all regardless of a person’s abil-
ity to pay is strong evidence that a hospital is operating to benefit the commu-
nity.”*! In Geisinger Health Plan, the court opined that to qualify as a tax-exempt
charitable organization, a hospital must do more than design a subsidized fees
program for the indigent. The facts indicated that a minuscule amount of ser-
vices were provided to indigents.”? Again, in the more recent Redlands Surgical
Services case, the Tax Court thought one of the indicators of community benefit is
whether the organization provides free care to indigents.”® The objective of the
community benefit standard is to ensure that adequate health-care services are
actually delivered to those in the community who need them.

As the cost of medical care began to accelerate in the 1980s and the number
of persons to whom such care was unavailable rose, pressure mounted on Con-

8 The IRS now publishes articles in its Continuing Professional Education Technical Instruction
Program on their Internet site rather than in book form once a year. In recent years, there has an-
nually been an extensive article on health-care exemption issues. The 2004 CPE series includes
Health Care Provider Reference Guide, by Janet E. Gitterman and Marvin Friedlander.

% Eastern Kentucky Welfare Rights Organization v. Simon, 506 F.2d 1278, 1287 (D.C. Cir. 1974).

% Field Service Advice 200110030.

' Rev. Rul. 83-157, 1983-2 C.B. 94.

92 Geisinger Health Plan v. Commissioner, 985 F.2d 1210, 1216 (3rd Cir. 1993).

93 Redlands Surgical Services v. Commissioner, 113 T.C.N. 3, aff’d, 242 F. 3d 904 (9th Cir. 2003).
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4.6 PROMOTION OF HEALTH

gress to change the rules. Ironically, as this edition is prepared in late 2003, the
health-care industry has reformed itself, but costs have continued to accelerate
as treatment modalities improve. Unfortunately, the number of uninsured per-
sons without adequate care has not measurably improved and the pressure on
nonprofit organizations to meet this societal need remains high. The following
summary of the issues involving health-care organizations presents a brief over-
view of this complex subject. The Wiley Nonprofit Series includes a book enti-
tled The Law of Tax-Exempt Healthcare Organizations, 2nd Edition, which contains
comprehensive consideration of the issues.”

(a) Charity Care

A tax-exempt health-care provider must serve its charitable class—the sick—
rather than those who manage it. The IRS’s initial opinion on this subject was that
a charity hospital “must be operated to the extent of its financial ability for those
not able to pay for the services rendered and not exclusively for those who are
able and expected to pay.”® In 1969, the IRS eased this policy and recognized that
the charitable purpose of promoting health is served, even if the cost is borne by
patients and insurance companies.”® Later, the IRS refined its position: “[T]o be
exempt a hospital must promote the health of a class of persons broad enough to
benefit the community and must be operated to serve a public rather than a pri-
vate interest.””” Management style and financial facts that distinguish an exempt
hospital from a for-profit one provide the evidence of public purpose. Indicators
of a hospital’s charitable nature as originally set out by the IRS,” and still cited
today, are called the community benefit standards and include the following:

e Control by a community-based board of directors with no financial inter-
est in the hospital

¢ Open medical staff with privileges available to all qualified physicians

e Emergency room open to all (unless this duplicates services provided by
another institution in the area)

 Provision of public health programs and extensive research and medical
training

e No unreasonable accumulation of surplus funds
e Limited funds invested in for-profit subsidiaries

e Ahigh level of receivables from uncollected billings

Each of the IRS continuing education texts in recent years contains an update
on issues facing health-care providers. The texts must be carefully studied by

4By Thomas K. Hyatt and Bruce R. Hopkins (Hoboken: Wiley, 2001).

% Rev. Rul. 56-185, 1956-1 C.B. 202.

% Rev. Rul. 69-545, 1969-2 C.B. 117.

7 Exempt Organizations Handbook (IRM 7751) §343.5(2); Rev. Rul. 83-157, 1983-2 C.B. 94.
% Rev. Rul. 69-545, note 86.
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those representing hospitals and other health-related entities.” The texts are avail-
able on the IRS Exempt Organizations Internet site www.irs.gov /charitableorgs.

(b) Private Inurement

To achieve and maintain tax exemption, a health-care organization cannot allow
its earnings or properties to benefit its medical staff or other private individuals.
The IRS closely scrutinizes contractual relationships with physicians and, until
1996, maintained a policy that no more than 20 percent of the board members
could be physicians. Under a Community Board and Conflicts of Interest Pol-
icy,' the IRS eased this policy if less than 50 percent of the board is constituted
of physicians and the organization in question has an adequate conflict-of-inter-
est policy.'’! Other factors that the IRS has said evidence private inurement to
physicians include

» Favorable rental rates and exclusive use of facilities by a limited group of
doctors!'*

« Profitable services (e.g., a lab) operated by private owners'®

* A newly established nonprofit paying a high price to purchase a propri-
etary hospital'™

* Excessive compensation to medical staff'® and joint ventures'®

After many years of private rulings and guidelines, the IRS issued a formal reve-
nue ruling on incentives that a tax-exempt hospital may offer to recruit private
practice physicians to join its staff or work in its medical community.'”” The rul-
ing stipulates that it only applies to hospitals that have the following character-
istics!%%:

¢ The hospital is a §501(c)(3) organization that operates to promote health
(its exempt purpose) by the standards for exemption set forth in Rev. Rul.
69-545.'%

% See Lawrence M. Brauer and Roderick H. Darling, Chapter D, “Update on Health Care,” IRS CPE
Text, 2001, pp. 49-68; Lawrence M. Brauer, Mary Jo Salins, and Robert Fontenrose, Chapter D,
“Update on Health Care,” IRS CPE Text, 2002, pp. 155-174.

100 awrence M. Brauer and Charles F. Kaiser, Chapter C, “Tax-Exempt Health Care Organization
Community Board and Conflicts of Interest Policy,” IRS CPE Text, 1997.

101 The IRS granted exemption to the C.H. Wilkinson Physician Network, despite the fact that, in
compliance with Texas law, all board members were physicians.

192 Harding Hospital, Inc. v. U.S., 505 F.2d 1068 (6th Cir. 1974); Sonora Community Hospital v.
Commissioner, 46-T.C. 519 (1966), aff’d., 397 F.2d 814 (9th Cir. 1968).

19 Rev. Rul. 69-383, 1969-2 C.B. 113.

104 State v. Wilmar Hospital, 2 N.W. 2d 564 (Sup. Ct. Minn. 1942).

105Rev. Rul. 97-21, 1997-18 IRB 115; see also Chapter 20.

106 Rev. Rul. 98-15, 1998-12 IRB 6; see also Chapter 22.

107 Rev. Rul. 97-21 formalizing IRS Announcement 95-25, issued March 15, 1995.

198 This ruling is cited to evaluate reasonableness of compensation paid to university scientists in
Chapter B, “Intellectual Property,” IRS CPE Text, 1999.

19 Tbid. note 65.
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* The hospital meets the operational test and engages, to a substantial
extent, in activities that further its exempt purposes and are reasonably
related to accomplishing that purpose in keeping with the standards
described in Rev. Ruls. 80-278 and 80-279.'1°

e The physicians do not have a substantial influence over the affairs of the
hospitals recruiting them so that they would be treated as disqualified
persons under §4958,"! nor do they have any personal or private interest
in the hospital that could result in private inurement. The recruitment
package must not be structured as a device to distribute net earnings of
the hospital to the physician.

* The hospital must not engage in substantial unlawful activities inconsis-
tent with charitable purposes.

The ruling states that the determination of whether the recruitment incentives
cause the organization to violate the operational test is based upon all relevant
facts and circumstances and contains five scenarios illustrating their position.
The first four provide for acceptable recruitment incentives that do not result in
private inurement to the physicians. In Situation 5, the hospital is found to oper-
ate for substantial nonexempt purposes and fails to qualify for exemption.

Situation 1. Hospital A is the only hospital within a 100-mile radius and desig-
nated by the U.S. Public Health Service as a Health Professional Shortage Area
for primary medical care professionals. The hospital has a demonstrated need
for ob-gyns in its service area. The hospital recruits a physician who has recently
completed an obstetrics and gynecological residency to establish and maintain a
full-time practice in its service area and become a member of its medical staff. A
signing bonus is paid, a professional liability insurance premium is paid for a
limited period of time, below-market office rent for a limited number of years
(after which time the rent will be at fair value; again, number not given) is pro-
vided, the physician’s residential mortgage is guaranteed, and start-up financial
assistance bearing “reasonable terms” is provided. The written incentive pack-
age is negotiated in an arm’s-length fashion in accordance with guidelines that
are adopted, monitored, and reviewed regularly by the hospital’s board of direc-
tors to ensure its exempt purposes are being served. A committee responsible for
medical staff contracts approves the agreement. No benefits other than those
stipulated in the agreement are provided.

Situation 2. Hospital B is located in an economically depressed inner-city area
of City W and has conducted a community needs assessment indicating both a
shortage of pediatricians in its service area and difficulties Medicaid patients are
having obtaining pediatric services. Hospital B recruits a physician to relocate
and establish a full-time pediatric practice in its service area, join its medical
staff, and treat a reasonable number of Medicaid patients. Again in an arm’s-
length negotiation approved by its board, the physician is offered payment of
moving expenses, professional liability “tail” coverage for the former practice,

1101980-2 C.B. 175-176.
11 See Section 20.9.
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and a guaranteed level of private practice income for a limited number of years.
The amount guaranteed falls within the range of compensation paid to physi-
cians in similar positions according to regional or national surveys.

Situation 3. Hospital C, also located in an economically depressed inner-city
area, conducts a community needs assessment and finds indigent patients are
having difficulty getting access to care because of a shortage of obstetricians in
its area willing to treat Medicaid and charity care patients. A member of its cur-
rent medical staff is recruited to provide these services in return for payment of
professional liability insurance during the year the services are provided. The
agreement is written and approved in the same fashion as described in Situation
1. The ruling finds the amount paid to the physician is reasonable and that any
private benefit to the physician is outweighed by the public purposes served by
the agreement.

Situation 4. Hospital D is located in a medium- to large-size metropolitan area.
It maintains a minimum of four diagnostic radiologists to ensure adequate cov-
erage and a high quality of care for its radiology department. When two of its
radiologists resign, it recruits a radiologist currently working for another hospi-
tal in the city. The hospital agrees in a properly approved and written document
to supplement the physician’s income to the extent the private practice does not
generate a certain level of net income for the first few years.

Situation 5. Hospital F was criminally convicted of knowingly and willfully
violating the Medicare and Medicaid anti-kickback statute in its physician
recruitment practices. The activities resulting in the violations were substantial.

The examples in the ruling emphasize the board and duly authorized units
operating under the aegis of the board analyzing the institution’s ability to accom-
plish its exempt purpose. With that focus, a board can develop a methodology for
meeting its charitable needs and take appropriate steps using reasonable stan-
dards for determining fair value and the terms of the arrangements deemed nec-
essary to accomplish the exempt purposes. All exempt organizations, particularly
hospitals, are expected to have “contemporaneous documentation of process” to
evidence the tax-exempt nature of their financial decisions.!'?

Practitioners were pleased when the IRS issued Rev. Rul. 97-21 containing the
examples of permissible physician recruitment plans. New circumstances were
added when the IRS privately approved bonuses to sway currently practicing phy-
sicians to move across town.'"® The hospital’s hiring decisions were based on com-
munity need assessments. Incentives were given only to physicians whose services
were not currently available within its service area or to graduates of a physician-
training program. Because the “determination of whether the recruitment incen-
tives cause the organization to violate the operational test is based on all relevant
facts and circumstances,” the ruling request also stipulated that the plan further its

112 Remarks of then-chief of IRS Exempt Organization Division, Marcus Owens, at a meeting of the
American Bar Association Exempt Organizations Committee, May 9, 1997.

113 Unpublished private letter ruling dated July 31, 1998, reprinted in The Exempt Organization Tax
Review, vol. 25, no. 1, July 1999, pp. 117-122.

H 84 =m



4.6 PROMOTION OF HEALTH

charitable objectives. The hospital required that the terms be reasonable in regard
to each recruit, be set out in a written agreement, and not confer any prohibited
private inurement or more than incidental private benefit to any physician. The
assistance provided to an existing physician practice for recruiting a physician was
limited to no more than 50 percent of the physician’s total assistance.

(c) Hospital Joint Ventures

While the national and state legislatures, the administration officials in the
White House, and the general populace debated the need to reform health-care
delivery in the United States, no significant changes in the law were passed, but
the health-care industry voluntarily reformed itself. Managed care became the
normal method for dispensing health care; mergers, consolidations, and buyouts
of nonprofit providers with and by for-profit entities frequently occurred. Com-
binations of health-care providers happened at such a pace that the IRS was
often unable to keep up. Because of reduced staff levels, during the 1990s the
Exempt Organization Group could not consider requests for private letter rul-
ings within the time frame projects required. Significant transactions involving
nonprofit hospitals that previously would have been undertaken only after
approval by the IRS went without.!* The significant issue in determining a hos-
pital’s qualification as a (c)(3) organization is whether it operates to provide
public benefit or yields private inurement to those that manage and operate it.

To finance expansion and improve their health-care facilities, tax-exempt hos-
pitals have opportunities to enter into associations with for-profit companies and
investors. When the use and control of hospital assets is altered by entering into a
joint venture or partnership, the hospital may maintain its tax-exempt status as
long as the venture’s activity is primarily charitable and the private interests of the
for-profit partners are only incidentally served by the arrangement. Importantly,
under concepts of partnership taxation, the activities and income of the venture are
treated as those of the partners in the venture. The IRS illustrated the venture terms
it considers to serve charitable interests as compared to those it deems serve private
interests in Rev. Rul. 98-15. The 2003-04 IRS/Treasury Guidance Plan promising
new guidance on this subject was not yet issued as this edition was written.

Charitable Venture. A (c)(3) hospital, in need of additional funding, forms a lim-
ited liability company (LLC) with investors. All of the hospital’s assets are con-
tributed to the venture in return for an ownership interest proportional to their
value. The LLC board has three representatives of the hospital and two chosen by
the investors (hospital controls). Governing documents require that the venture
operate to further charitable purposes by promoting health for a broad cross sec-
tion of its community and can only be amended by the hospital-controlled board.
The board must also approve major decisions relating to the venture operations,
such as capital and operating budgets, distribution of earnings, selection of key
executives, contracts in excess of $X a year, changes in types of services the hospi-
tal offers, and renewal or termination of management agreements.

114 An article on this complex and ever-changing subject, entitled “Virtual Mergers—Hospital Joint
Operating Agreement Affiliations,” in the IRS CPE Text, 1997, provided seven meager pages of
guidance.
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Commercial Venture. A tax-exempt hospital (the “exempt”) in need of capital
forms an LLC with a for-profit hospital. Similar to the charitable venture, each
venturer receives ownership in proportion to the value of its respective assets
contributed. Otherwise the venture agreement evidences to the IRS that owner-
ship of the LLC will not serve the exempt’s purposes. The purpose clause of the
governing documents does not dedicate the LLC to charitable purposes. The
governing body that is empowered to amend the documents and make major
decisions consists of three individuals chosen by each venturer (the exempt is
not in control). The LLC is to be operated by a management company owned by
the for-profit hospital (major decisions delegated to the for-profit). As a part of
the agreement, the exempt agrees to approve of two for-profit executives to
serve as the LLC’s chief executive and financial officers. The IRS found that the
absence of a binding obligation on the LLC to serve a charitable purpose meant
the venture could “deny care to segments of the community, such as indigents.”

The first chapter in the 1999 Exempt Organization Continuing Professional Edu-
cation (EO CPE) Text is entitled “Whole Hospital Joint Ventures” and states that
the IRS, in issuing Rev. Rul. 98-15, “does not seek to curb” all such ventures.
When an exempt enters into a venture, the IRS expects charitable purposes to
supersede profit maximization purposes, that health-care services benefit the
community as a whole, and that the venture does not result in greater than inci-
dental private benefit to the taxable partner or other private parties. The CPE
Text contains a list of 24 questions the exempt organization division used in its
examinations of such ventures as part of its 1999 work plan. How ventures stray
from the acceptable venture in the ruling remains to be seen. What if the charter
constrains the operations to be charitable but the for-profit partners control, for
example? Readers should be alert for new developments as a result of the exam-
inations and the Tax Court litigation of Redlands Surgical Services pending as
this edition is prepared.

The Tax Court agreed with the IRS that Redlands Surgical Services (RSS),
through its joint ownership and operation of health-care facilities, served the pri-
vate interests of its for-profit partners and could not qualify for tax exemption.'
RSS owned only 46 percent of a general partnership that deprived it of control
while allowing it to be exposed to liabilities. Management services were provided
by a subsidiary of the for-profit 54 percent partner under terms that were “favor-
able to the for-profit” and lasted for 15 years, with renewals for 10 more years at
the for-profit’s option. The entire arrangement was in “direct conflict with achiev-
ing charitable goals,” according to the IRS, and the agreements did not contain
charitable objectives. Very few Medicaid patients were served, indicating a lack
of community benefit necessary to evidence charitable purposes. In keeping with
the conclusion in the second example—the “commercial venture” described in
Rev. Rul. 98-15—the IRS insists that the charity must be in control for a joint ven-
ture to serve charitable purposes. The U.S. Court of Appeals adopted the Tax
Court’s decision to sustain the IRS’s disapproval of exempt status for Redlands
Surgical Services. In its brief comments, the court emphasized its objections to the

5 Redlands Surgical Services v. Commissioner 113 T.C. 47, KTC 2001-102 (9th Circ. 2001) see new
comments for Section 22.3.
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ceding of effecting control over the operations of the health-care facility to the for-
profit partners that, in its opinion, conferred impermissible private benefit.

St. David’s Health Care System Inc. initially convinced a Texas District Court
that, despite the fact that it owned a 45.9 percent interest in the joint venture it
formed with a for-profit hospital company, HCA, Inc., there was “absolutely no
question” that it was operated for charitable purposes and substantially engaged
in charitable activity. The Fifth Circuit Court, however, agreed with the IRS and
ruled St. David’s less than 50 percent equity interest furthered the private, profit-
seeking interests of its for-profit partner.'® The IRS, in its examination, found
charity care levels could not be measured by the hospital’s bad debts. It also
insisted the community board was required to control the joint venture to assure
lack of private interests. The operating agreement’s requirement that the hospital
operate in accordance with the community benefit standard was insufficient
despite the fact that St. David’s has the unilateral right to dissolve the partnership
if the activity fails to do so. Nor was it persuasive that St. David names the board
chair and can remove the chief executive officer. This revocation of the hospital
system’s exempt status reinforces the IRS view that at least a 50-50, and preferably
more than 50 percent control, by the exempt organization is necessary in such a
joint venture to be considered a charitable activity."”

The 2002 IRS CPE Text contains a 24-factor checklist to use to analyze the
impact of joint venture participation on a tax-exempt entity; it is the opinion of
many that the IRS will appeal this case, so readers should stay tuned."'® Guid-
ance on this important subject is on the top of the list on the IRS/Treasury Work
Plan for 2003-2004.

(d) Physician Clinics

A clinic providing private medical care to individuals is traditionally owned by
the doctors, operated for their profit-making purposes, and not qualified for tax
exemption, even though it operates for the purpose of promoting health. When a
clinic has no private ownership, provides a reasonable level of free or reduced-
charge care to members of a charitable class, and otherwise distinguishes itself
as a charitable organization, exemption can be sought under the standards pre-
viously listed under “Charity Care.”

Clinics operated in conjunction with charity hospitals and medical schools,
so-called faculty practice plans, have traditionally been granted exemption, but
there are few clear precedents in the area. In one case approving exemption for
such a clinic, the physicians were staff members of a teaching hospital and full-

16 8t. David’s Health Care System Inc. v. United States, No. A-01-CA-046 (D.C. W. Tex. 2002) re-
voked in KTC 2003-425 (5th Cir. 2003); see also Priv. Ltr. Ruls. 200151046, 200218037, and
200206058.

117 See L. Brauer, M.J. Salins, & R. Fontenrose, Chapter D: Update on Health Care, IRS CPE Text,
2002.

118 See G.M. Griffith, “Redefining Joint Venture Control Requirements: St.David’s vs. Goliath?” The
Exempt Organization Tax Review, August 2002, pp. 255-276; and M. Sanders, “How to Structure
Joint Ventures Involving Charities inToday’s Climate,” Taxation of Exempts, July/August 2002.
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time medical school faculty members.”” About 25 percent of the patients were
indigent or students, and medical research was conducted, evidencing a signifi-
cant element of charitable purpose in addition to the promotion of health.

Leasing of computer systems to a nonexempt faculty practice partnership was
deemed an exempt activity for a hospital support organization. Because the doc-
tors were necessary for teaching and supervising residents and interns, the IRS
found the leasing activity consistent with the purposes of the teaching hospital
and, correspondingly, its support organization, making the revenues related to
exempt purposes.'?

(e) Integrated Health-Care Delivery Systems

Health-care organizations often combine all service providers—the doctor’s
clinic, the hospital, the HMO, the pharmacy, and so on—into a consolidated
group, called an integrated health delivery system, or IDS. The doctors sell their
practices to the IDS, become hospital employees, and provide medical services
on behalf of one branch, usually the hospital. For management and legal liability
reasons, the respective parts of the IDS may remain separately incorporated and
individually maintain tax-exempt status. Such a related group of organizations
can function as a unit of separate, but integrated, exempt o1rganiza’cions.121 The
IRS had some difficulty originally approving IDSs for charitable status.

A favorable ruling for this type of entity depends upon proof that the private
doctors do not get favorable treatment in the deal or do not reap private inure-
ment. To give an idea of the policies an organization must adopt to prove they
benefit the community!?? rather than the individual doctors, the conditions
under which one IDS was granted exemption are described here. Facey Medical
Foundation, a newly created holding company that planned to control 12 tax-
exempt hospitals and also create a taxable subsidiary to purchase a private med-
ical practice, received a favorable determination that it qualified as a §501(c)(3)
organization.'?® The nonexempt sub planned to buy a 48-physician practice,
along with the tangible and intangible assets, including trade name, medical ser-
vice contracts, noncompetition agreements, and patient files. Following IRS pol-
icy that the purchase of goodwill is inconsistent with exempt status, there was no
compensation for goodwill. Facey leased back the assets and provided manage-
ment services and nonphysician support for the medical practice. The selling
doctors receive a set percentage of Facey’s gross income for the first two years

Y9 University of Maryland Physicians, P.A. v. Commissioner, 41 T.C.M. 732 (1981); see also Uni-
versity of Massachusetts Medical School Group Practice v. Commissioner, 74 T.C. 1299 (1980).

120 Priv. Lir. Rul. 9847002.

121 Discussed in Section 2.2(h).

122 The community benefit standard was originally set out by the IRS in Rev. Rul. 69-545, 1969-2
C.B. 117.

123 Exemption letter dated March 31, 1993; see also exemption letter of Friendly Hills Healthcare
Network, issued on February 8, 1993. For comparison of the two letters, read special report of
Michael W. Peregrine and Bernadette M. Broccolo, entitled “New ‘IDS’ Determination Letter Of-
fers Promise, Sparks Controversy,” and also “A Practical Examination of the IRS and OIG Rules
for Integrated Delivery Systems,” by Gerald R. Peters, 7 The Exempt Organization Tax Review
757 (May 1993).
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only, with their compensation subsequently to be worked out in arm’s-length
negotiations. The favorable determination was based upon the following signifi-
cant factors that apparently proved to the IRS that there was sufficient commu-
nity benefit'* rather than private benefit to the doctors whose practices were
being purchased:

e The organization’s board of directors will be controlled by members of
the community, with no more than 20 percent of the board members being
doctors.

* A substantial number of the physicians will give emergency room care
without regard to a patient’s ability to pay.

* The hospitals will provide at least $400,000 worth, not counting bad
debts, of charity care annually.

e Facey will participate in both the Medicare and MediCal Insurance pro-
gram in a nondiscriminatory manner.

 Significant clinical research and public education programs will be con-
ducted.

e Facey will comply with anti-kickback provisions of the Social Security
Act.!® Essentially, the terms of the buyout and compensation arrange-
ments with physicians would not induce or reward referrals.

The published determination letters of other integrated delivery systems issued
since that time can be studied to further clarify the IRS’s thinking on this subject.'?®

A pair of professional service organizations, operated in conjunction with the
State University of New York at Buffalo’s medical and dental schools to assign
residents to local teaching hospitals, was denied tax-exempt status. The court
found that the organizations were “appendages rather than integral parts of the
educational or hospital organizations they serve” (organizational documents
themselves stated the service organizations were ancillary to the primary pur-
pose of the school’s graduate medical and dental education). Since they serve the
university, as well as the hospitals, they also could not qualify as cooperative hos-
pital service organizations under IRC §501(e).”**

(f) Health Maintenance Organizations

Health maintenance organizations (HMOs) providing prepaid medical care to
members can be exempt if a large enough charitable class is benefited and the
HMO provides the care itself."” HMOs providing commercial-type insurance as

124 The community benefit standard was originally set out by the IRS in Rev. Rul. 69-545, supra note
95.

125$1128(b) of the Social Security Act, 42 U.S.C. §1230a-7b(b)(1) and (2), prohibiting payment of
fees for referrals of patients eligible for Medicare coverage.

126 Eriendly Hills Healthcare Network, Geisinger Health Plan, Presbyterian Multi-Specialty Group
Practice Foundation (Philadelphia, PA), St. Luke’s Medical Associates, Inc. (Kansas City, MO),
and Tobey Medical Associates, Inc. (Wareham, MA).

127 University Medical Resident Services, P.C. v. Commissioner, T.C. Memo. 1996251.

128 Sound Health Associates v. Commissioner, 71 T.C. 158, acq. 1981-2 C.B.2.
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a substantial part of their activities are not, however, tax exempt under §501(m),
which was enacted as a part of the Tax Reform Act of 1986. Insubstantial insur-
ance activity that does not prevent exemption is subject to unrelated business
income tax.

Due to the significant controversies discussed here, the IRS on May 27, 2003,
announced it was suspending revocation of HMO exemption for 18 months.'?
Examination guidelines will be revised.'®*® Comments were solicited to aid them
in proposing new regulations to define commercial-type insurance. Matters involv-
ing HMOs were to be referred to EO Technical (Washington office). Readers there-
fore should review the following discussion for historical reference but check for
updated guidance on this subject.

In September 1990, the IRS issued a memo setting forth the criteria it would
follow for issuing exemptions to HMOs."*! The standards were designed to ensure
that HMOs operate to benefit the community and were similar to those applied for
exemption of hospitals. The criteria are as follows:

* Health-care services and facilities are provided.

* Emergency treatment is available without regard to ability to pay, and
this fact is communicated to the public.

e Membership organizations must make efforts to expand the number of
members to spread the cost among more persons, seek individual mem-
bers, have no age or eligibility barriers, and charge individuals rates simi-
lar to those charged groups.

e Nonmembers are served on a fee-for-service basis.

e Medicare, Medicaid, and other publicly assisted patients are accepted,
and care is provided at reduced rates for indigents.

¢ Health education and research programs are provided.
* Health-care providers are paid fixed compensation (no incentive pay).

e Operating surpluses are dedicated to improving facilities and health-care
programs.

e The community is broadly represented on the governing body.

A court agreed with the IRS that an HMO that did not itself provide direct medi-
cal services and conducted no programs to satisfy the community benefit stan-
dards previously outlined could not qualify as charitable.”®? Although the HMO
at issue, Geisinger Health Plan, could conceivably qualify as charitable if it were
an integral part of a parent health-care system, its primary activity—the provi-
sion of insurance-like contract medical services for private patients—did not
qualify for charitable status. Likewise, because its primary focus was serving pri-
vate patients in addition to those of the hospitals, it could not qualify as an

1291RS Notice 2003-31.

130 Internal Revenue Manual, Chapter 27, Health Maintenance Organizations Handbook: IRM 7.8.1.

31 Gen. Coun. Memo. 39828.

132 Geisinger Health Plan v. Commissioner, 985 F.2d 1210 (3d Cir. 1993), rev’g. 62 T.C.M. 1656
(1991).
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exempt feeder under the integral part test. The decision should be read in detail
by any proposed HMO not meeting most of the nine IRS criteria previously
listed. The Third Circuit revisited the Geisinger Health Plan and again decided
that it failed to qualify for exemption.!* A two-pronged test was applied to deter-
mine whether the organization qualified under the integral part test:

1. Itis not carrying on a trade or business that would be an unrelated trade
or business if regularly carried on by the parent.

2. The relationship to its parent somehow enhances the subsidiary’s own
exempt character to the point that, when the boost provided by the parent
is added to the contribution made by the subsidiary itself, the subsidiary
would be entitled to (c)(3) status.

Nonprofit HMOs exclusively providing services to Medicaid recipients can also
qualify for (c)(3) status if the standards described here are satisfied. Such organi-
zations are formed to serve managed care systems established by states follow-
ing the example of other health-care providers.!3*

IHC Health Plans and its two affiliated organizations were denied exemp-
tion under §501(c)(3) because they did not provide sufficient community bene-
fits.!® Despite the fact that the organizations provided Medicaid managed care
services to nearly 50 percent of eligible persons in Utah and health-care coverage
to about 20 percent of the state’s total population, the court agreed with the IRS
that the organizations essentially provided commercial-type insurance. IHC did
not have its own facilities, emergency care, subsidized coverage to the needy, or
a health education program. Also, the fact that plan enrollees received nearly 80
percent of their services from physicians with no direct link to IHC indicated it
could not qualify as a health-care provider.

(g) Health/Fitness Centers

An increasingly important component of the health-care industry is alternative
therapies and regimes that prevent illness. Most everyone in America today
agrees that physical fitness and dietary prudence promote health. Nonprofit
organizations as well as private industry address this concern. For both, the
activity itself is essentially charitable: to promote health. What distinguishes a
nonprofit fitness center is the absence of private ownership and operational
practices that distinguish it from its commercial counterparts, following the
standards outlined in Chapter 2.

The provision of a fitness facility to the healthy, however, may not always be
considered a charitable activity. A community center that restricts its availability
to less than an entire community, for example, cannot be classified as charita-

133 Geisinger Health Plan v. Commissioner, 100 T.C. 394 (1993), aff’d. 30 F.3d 494 (3rd Cir. 1994).

134 Chapter D, “Exemption of Medicaid HMOs and Medicaid Service Organizations under IRC
501(c)(3),” IRS CPE Text, 1999, contains two examples of Medicaid HMOs that do not qualify
compared to one that does.

135 IHC Health Plans Inc. v. Commissioner, T.C. Memo. 2001-246, IHC Group v. Commissioner,
T.C. Memo. 2001-247, and IHC Care Inc. v. Commissioner, T.C. Memo. 2001-242-8, aff’d. 325
F.3d 1188 (10th Cir. 2003).
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ble.’® On the other hand, the operation of a health and fitness center providing
access to handicapped persons and offering reduced daily rates for persons of
limited financial means serves a health-care organization’s exempt purposes.'*’
As a part of a new medical complex, a sports and physical medicine facility was
designed to serve patients referred by the center’s hospitals and physicians, as
well as the general public. What primarily distinguished this center as a charita-
ble facility is its provision of services to patients and employees of the medical
center. It provided availability to the general public in a noncommercial manner
and was found to contribute to the center’s exempt purpose of providing health
care to the community in which it is located.

A similar conclusion was reached regarding a wellness center created as a
joint venture of an acute care hospital, its parent, and an orthopedic hospital. The
facilities were designed to provide physical rehabilitation services to patients and
to the general public. The membership fee structure would permit access to the
general public, and the facility would serve the creators” exempt health-care pur-
poses. The center was therefore found to be exempt.!*® A heart health center oper-
ating as an integral part of an acute care hospital was also deemed distinguishable
from commercial health centers. Its fees were low enough to be within financial
reach of a significant segment of its community, and scholarships were granted to
those in need of cardiovascular rejuvenation but unable to pay.'* An organization
sponsoring general fitness programs for youths by operating a track, gymnasium,
swimming pool, and courts for racquetball, handball, and squash, was also found
to be accomplishing an exempt purpose.!*’ Access to most of its facilities was
available upon payment of a nominal annual fee. Its operation of a health club
program providing use of a spa, exercise rooms, whirlpool, sauna, and such, was,
however, considered an unrelated activity not contributing to its exempt pur-
poses. Club members paid an advance annual fee that was comparable to that
charged by a commercial health club and sufficiently high to restrict participation
in the facility.

(h) Professional Standards Review Organizations

Under Social Security legislation in 1972, Congress authorized the creation of
professional standards review organizations (PSROs). PSROs monitor and estab-
lish cost and quality controls for hospitals in their area with the intention of
reducing overutilization of government-financed health programs. PSRO mem-
bers must be licensed physicians. The exemption issue is again whether the
PSRO serves the public or the individual doctor members and the medical pro-

*Rev. Rul. 67-325, 1967-2 C.B. 113.

137 Priv. Ltr. Rul. 8935061.

138 Priv. Ltr. Rul. 9226055; similar result in Priv. Ltr. Rul. 200203070.

139 Priv. Ltr. Ruls. 9736047 and 200101036.

140Rev. Rul. 79-630, 1979-2 C.B. 236; see Priv. Ltr. Rul. 9736047 for IRS rationale for granting ex-
emption to a heart health center operated in conjunction with an acute care hospital; see also Priv.
Ltr. Ruls. 9329041, 9226055, and 9110042, which focus on whether fees were set at a level to
make the facility available to the general public. Topic A of the IRS CPE Text, for fiscal year 2000,
addresses factors that distinguish tax-exempt fitness centers from their commercial counterparts.
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4.6 PROMOTION OF HEALTH

fession. A PSRO must possess the following attributes to qualify for exemption
as a charity—otherwise, it may qualify as a business league'*":

* It must operate to ensure quality and care utilization for Medicare and
Medicaid patients.

* Membership is open to all physicians without charge.
¢ The governing body cannot be controlled by or tied to a medical society.

e The PSRO is authorized to act under the federal statutes.

An organization that reviewed the propriety of hospital treatment provided to
Medicaid recipients was also found to be exempt because it relieved the burden
of government and promoted the health of persons eligible for Medicare and
Medicaid.'*

(i) Homes for the Elderly

Until 1972, homes for senior citizens were required to provide free or low-cost
services.'*® Today, a charitable home may charge full cost for its services so long
as it provides for the primary needs of the elderly—housing, health care, and
financial security. In seeking approval for exemption, a home must furnish
detailed information about its proposed or actual operation on Schedule F of
Form 1023.1* The questions address the following specific policies that a home
must maintain to qualify as charitable!*:

* Have a commitment to maintain in the residence any person who becomes
unable to pay his or her regular charges, or do all that is possible to make
other suitable arrangements for their care

* Provide its services at the lowest feasible cost, taking the facts and circum-
stances of the home into account (for example, cost of facility or wages in
the area)

¢ Charge fees affordable by a significant segment of the elderly population
so as to evidence benefit to the community in which it is located

» Adopt policies to protect itself financially and enable it to meet its obliga-
tion not to expel elderly residents who become unable to pay

A home may require its applicants to make a deposit upon admission of an
amount of assets calculated to secure their care.* A home might also permit resi-
dents to establish trusts, the income of which is payable to the home during the
resident’s life. Income from trusts is exempt function income to the home because

141 Rev. Rul. 81-276, 1981-2 C.B. 128.

2 professional Standards Review Organization of Queens County, Inc. v. Commissioner, 74 T.C.
240(1980).

143 Rev. Rul. 72-124, 1972-1 C.B. 145.

144 Reproduced in Appendix 18-1.

145Rev. Rul. 79-18, 1979-1 C.B. 152.

146 Priv. Ltr. Rul. 9225041.
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it is paying the fees.!¥” Charitable status can be allowed for a senior citizen home
that allows full-paying elderly to keep their assets, subject to a requirement that
such assets could be used, if necessary, to supplement income to meet the monthly
charges.!*8

A pharmacy organized to furnish discount drugs to senior citizens was denied
exemption because it operated for commercial purposes and had no charitable
attributes such as low-cost or free drugs to the indigent.'*’

4.7 COOPERATIVE HOSPITAL SERVICE ORGANIZATIONS

IRC §501(e) provides that a cooperative hospital service organization is a chari-
table organization. Two or more hospitals, either one of which meets the qualifi-
cations of IRC §170(b)(1)(A)(iii) or is operated by a governmental unit, may
organize and operate under the following rules:

¢ It must perform, on a centralized basis, the following functions: data pro-
cessing, purchasing (including insurance), warehousing, billing and col-
lections, food service, clinical care, industrial engineering, laboratory
services, printing, communications, record center, and personnel (includ-
ing selection, testing, training, and education).

e The cooperative cannot accumulate profits, but must distribute all net
earnings to its patrons on the basis of services performed for them.

¢ Any stock issued by the cooperative must be owned by its patrons.

Note that the list does not include laundry; Congress deliberately omitted laun-
dry services. The courts have agreed that only the specified services listed in the
code may be performed on a cooperative basis. A group providing laundry ser-
vice may be treated as a cooperative under IRC §1388.

'4TRev. Rul. 81-61, 1981-1 C.B. 355.

15 Priv. Lir. Rul. 9307027.

' Federation Pharmacy Service, Inc. v. U.S., note 21. Likewise, an organization formed to help se-
nior citizens with funeral expenses could not be exempt unless it allowed indigents to participate.
El Paso del Aquila Elderly, T.C. Memo, 1992, 441.
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Educational purposes include “instruction or training of individuals to improve or
develop their capabilities; or instruction of the public on subjects useful to the indi-

vidual and beneficial to the community.”!

This definition of educational encom-

passes professional or occupational training regarding business capabilities.? The
regulation gives the following four examples of educational organizations:

'Reg. §1.501(c)(3)-1(d)(3).
2 Subject to standards discussed in Section 5.1(e).

H 95 m



EDUCATIONAL, SCIENTIFIC, AND LITERARY PURPOSES

Primary or secondary schools, colleges, or professional or trade schools
2. Public discussion groups, forums, panels, lectures, or similar programs

Organizations that present courses of instruction by means of correspon-
dence or through the utilization of television or radio

4. Museums, zoos, planetariums, symphony orchestras, and other similar
organizations

In clearing the hurdles to obtain exemption, a potentially tax-exempt nonprofit
must first decide whether to claim exemption as a charitable or as an educational
organization. A stricter standard, with more fully developed criteria, exists for
educational organizations. The Internal Revenue Service (IRS) regulation defin-
ing charitable organizations says:

The fact that an organization, in carrying out its primary purpose, advocates social or
civic changes or presents opinion on controversial issues with the intention of molding
public opinion or creating public sentiment to an acceptance of its views does not pre-
clude such organization from qualifying under IRC §501(c)(3) so long as it is not an
“action” organization.?

The same regulation, in defining educational organizations, instead says:

An organization may be educational even though it advocates a particular position or
viewpoint so long as it presents a sufficiently full and fair exposition of the pertinent
facts as to permit an individual or the public to form an independent opinion or conclu-
sion. On the other hand, an organization is not educational if its principal function is
the mere presentation of unsupported opinion.*

This regulation was held to be unconstitutionally vague in the Big Mama Rag,
Inc., case in 1980.° The IRS had argued that the newspaper, in celebrating the
cause of lesbians, failed to present a “full and fair exposition of the facts” as
required by the regulations. The court noted that the regulations do not make
clear what groups are advocacy groups that must meet this test, nor do they pro-
vide any objective standard for distinguishing facts from opinions.

Without answering the questions posed by the D.C. Circuit, the IRS, in Novem-
ber 1986, issued a ruling outlining a methodology test for identifying impermissi-
ble advocacy.® The presence of any of the following factors indicates that the
method used by the organization to advocate its viewpoints or positions is not edu-
cational:

¢ The presentation of viewpoints or positions unsupported by facts is a sig-
nificant portion of the organization’s communications.

 The facts that purport to support the viewpoints or positions are distorted.

3 Reg. §1.501(c)(3)-1(d)(2); see Sections 2.2(g) and 23.6.

4 Reg. §1.501(c)(3)-1(d)(3); discussed in Section 3.1(j).

5Big Mama Rag, Inc. v. U.S., 631 F.2d 1030 (D.C. Cir. 1980), rev’g. 79-1 USTC {9362 (D.C.
1979).

%Rev. Rul. 86-43, 1986-2 C.B. 729.
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e The organization’s presentations make substantial use of inflammatory
and disparaging terms, and express conclusions more on the basis of
strong emotional feelings than of objective evaluations.

e The approach used in the organization’s presentations is not aimed at
developing an understanding on the part of the intended audience or
readership because it does not consider their background or training in
the subject matter.

The methodology test was designed to “eliminate or minimize the potential for
any public official to impose his or her preconceptions or beliefs in determining
whether the particular viewpoint or position is educational.” It is the method
used by the organization to communicate its viewpoint or position to others, not
the viewpoint itself, that will be tested. The IRS continues to apply this method-
ology test that was condoned by the Tax Court in confirming denial of exemption
for The Nationalist Movement, a pro-white Mississippi organization advocating
social, economic, and political change.”

An organization that espouses a particular viewpoint concerning issues that
may be the subject of legislation or political debate, such as welfare, abortion, or
guns, must first test its methodology for making a sufficient presentation of
facts. A parallel, but different, issue is whether it is an action organization whose
purposes can be accomplished only through the passage of legislation.® If legis-
lative advocacy is the organization’s primary mission, it may not qualify for tax-
exempt status. Electioneering is strictly prohibited for a (3) organization. Ask
also whether its purposes can be accomplished only through the passage of leg-
islation by persons it plans to help to get elected. The House Ethics Committee
investigation of Representative Newt Gingrich’s work with the Abraham Lin-
coln Opportunity Foundation and the Progress and Freedom Foundations dur-
ing 1997 focused on these issues. Were the contents of the foundation programs
biased? Were the foundations created to advance the private interests of Ging-
rich and the Republican Party? The information gathered by the committee was
turned over to the IRS for examination. Some were surprised that exempt status
was not eventually revoked.’

(@) Schools

Schools, like churches and hospitals, occupy a privileged category of §501(c)(3)
organizations that are classified as public charities because of the activity they
conduct rather than the sources of their revenue. Consequently, the definition of
an educational organization that qualifies for classification as a school is very

7 The Nationalist Movement v. Commissioner, 102 T.C.No. 22 (1994), aff’d. 37 F.3d 216,74 (5th
Cir. 1994).

8 See Section 2.2(g).

9 After a 3-1/2 year audit, the IRS determined that the college course sponsored by the Progress and
Freedom Foundation (PFF) did not yield private benefit to Newt Gingrich nor constitute campaign
intervention. The 74-page unreleased Tech. Adv. Memo. was printed in the March 1999 issue of
The Exempt Organization Tax Review; for discussion of the political intervention prohibitions, see
Section 2.1(e) and Chapter 23.
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specific and encompasses what can be thought of as the three “regulars.” A
school is a formally organized entity that possesses the following attributes'”:

* Regular faculty of qualified teachers
e Regularly scheduled curriculum

e Regularly enrolled body of students in attendance at the location where
the educational activities take place

The following educational organizations have also been ruled to be schools:

« Early childhood education centers!

e Boards of education that employ all the teachers in a school system and
that supervise all the schools in a district'?

The presentation of formal instruction must be a primary function of a school.
The term includes primary, secondary, preparatory, and high schools, and col-
leges and universities. Schools publicly supported by federal, state, and local
governments qualify for this category by definition, and in most cases also qual-
ify as governmental units."® A school possessing this duality might seek recogni-
tion of (c)(3) qualification to facilitate fund-raising. When the state school has
tax-exempt status, however, it is subject to the organizational and operations
tests.!* Advisors for a school can test its qualification for this category by study-
ing the IRS examination guidelines for colleges and universities developed for
use by its specialists.'® Factors considered by the IRS to determine that a school
can continue to qualify can also be used as a reference for organizations seeking
recognition as a school. The IRS addressed the special issues involved in the
qualification of charter schools in its year 2000 training materials.'®

What the regulations call “noneducational” activities must be incidental. A
recognized university can operate a museum or sponsor concerts and remain a
school. A museum’s art school, however, does not make the museum a school.””

All four elements must be present to achieve recognition as a school: regular
faculty, students, curriculum, and facility. A home-tutoring entity providing pri-
vate tutoring was held not to be an educational organization for this purpose.'®
Likewise, a correspondence school was not approved under this section because
it lacked a physical site where classes were conducted.'’

The word curriculum was loosely construed in a ruling that permitted an ele-
mentary school to qualify despite the fact that it had no formal course program

1074, note 1.

1 Michigan Early Childhood Center, Inc. v. Commissioner, 37 T.C.M. 808 (1978); San Francisco
Infant School, Inc. v. Commissioner, 69 T.C. 957 (1978); Rev. Rul. 70-533, 1970-2 C.B. 112.

12 Estate of Ethel P. Green v. Commissioner, 82 T.C. 843 (1984).

13 Reg. §1.170A-9(b); see discussion in Section 10.2.

14 See Chapter 2.

15 Exempt Organizations Examination Guidelines Handbook 7(10)69.

16 Chapter J, IRS CPE Text, 2000.

!7Rev. Rul. 76-167, 1976-1 C.B. 329.

'8 Rev. Rul. 76-384, 1976-2 C.B. 57.

19 Rev. Rul. 75-492, 1975-2 C.B. 80.
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5.1 EDUCATIONAL PURPOSES
and espoused an open learning concept.’’ However, leisure learning classes, in
the eyes of the IRS, do not present a sufficiently formal course of instruction to
qualify as a school. Lectures and short courses on a variety of general subjects
not leading to a degree or accreditation do not constitute a curriculum.?! Also,
invited authorities and personalities recognized in the field are not considered to
be members of a regular faculty.?

The duration of the courses has not been considered a barrier by the IRS. An
outdoor survival school whose classes lasted only 26 days, but were conducted
with regular teachers, students, and course study, was classified as a school, despite
the fact that part of the facilities it used were wide open spaces.”

IRC 8529, entitled Qualified State Tuition Programs, exempts organizations
established for prepaid tuition plans and exempts their investment income,
except to the extent to which it may be subject to the unrelated business income
tax.?* To qualify, the program must be established or maintained by a state or
instrumentality of a state to allow persons to purchase tuition credits and to con-
tribute to an account established to pay the qualified higher education expense
of a designated beneficiary. Such expenses include tuition, fees, books, supplies,
and equipment required for enrollment or attendance at an eligible education
institution.”

(b) Race Discrimination

Schools must adopt and practice, in good faith, policies prohibiting racial dis-
crimination. A statement that it has a racially nondiscriminatory policy must be
included in its charter, bylaws, or other governing instrument or be effective by
resolution of its governing body. School brochures, catalogs, and other printed
matter used to inform prospective students of the school’s programs must con-
tain a policy statement as it relates to admission applications, scholarships, and
program participation. Statistical records of the racial composition of the student
body must be maintained to evidence the existence of the nondiscrimination
policy. Schools must complete a special page of Form 990, Schedule A, to inform
the IRS that it has met these requirements.?® The nondiscrimination policy must
be made known, or publicized, to all segments of the general community served
by the school. A school that, in fact, has currently enrolled students of racial
minority groups in meaningful numbers is excused from the media publicity
requirement. Form 5578 is due to be filed by schools that are not required to file
Form 990, primarily including church schools that qualify as an integrated auxil-
iary of a church.”’ Some denominations file this form on behalf of their schools.

*Rev. Rul. 72-430, 1972-2 C.B. 105.

2 Rev. Rul. 62-23, 1962-1 C.B. 200.

2Rev. Rul. 78-82, 1978-1 C.B. 70.

2 Rev. Rul. 73-434, 1973-2 C.B. 71.

24 Small Business Job Protection Act of 1996, §1806.

%5 See Section 10.2 for history of this code section.

26 Reproduced and explained line by line in Jody Blazek, IRS Form 990 Tax Preparation Guide for
Nonprofits (Hoboken; Wiley, 2004) and companion website at www.wiley.com

%7 See Section 3.2 and Blazek; IRS Form 990 Tax Preparation Guide.
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A private school that adopted a nondiscrimination policy in connection with
seeking application for recognition of its exemption as an educational organization
was denied exemption when the subsequent information revealed that it, in fact,
did discriminate—it failed the good faith test. The Tax Court denied tax exemption
for Calhoun Academy because the “clear and convincing evidence” indicated that
the school operated in a discriminatory fashion.?® The school was established con-
currently with court-ordered desegregation plans. Although the community in
which it was located was 50 percent black, no black student had ever been admit-
ted. The school argued, unsuccessfully, that none had applied. Although the school
had been in existence for 15 years, the nondiscrimination policy was implemented
only in connection with the exemption application. The court noted that a school
could qualify for tax-exempt status without establishing that it took the specific
affirmative acts set forth in the IRS procedures, if, in fact, it operates in a racially
nondiscriminatory manner.

In 1980, a district court issued an injunction presuming any private school
formed in Mississippi at the time of court-ordered public school integration was
created with a racially discriminatory purpose and could not qualify for tax exemp-
tion. A published exemption letter indicates how a Mississippi school that lost its
exemption under the injunction regained exempt status subject to the following

conditions®:

¢ The school adopts a nondiscriminatory admission policy.
* It takes positive steps to recruit black students.

It provides the IRS, for a period of three years, information concerning the
racial composition of its student body, faculty, and students receiving
financial aid.*

The Bob Jones University Museum was determined to be qualified for exemption
despite the fact that it was affiliated with the non-tax-exempt Bob Jones University.*!

The IRS has been accused of discriminating against gay and lesbian groups
seeking recognition of exemption. The Lambda Legal Defense and Education Fund
representatives wrote to the commissioner of Internal Revenue at the time, Charles
O. Rossotti, to complain about discriminatory treatment by “front-line agents” who
initially deal with applications when gay- and lesbian-oriented groups apply for
tax-exempt status. Marcus S. Owens, the director of the Exempt Organizations Divi-
sion at the time, responded by scheduling visits by himself and other IRS officials to
field offices to brief agents on the importance of professionalism, impartiality, and
fairness in dealing with all organizations.*

2 Calhoun Academy v. Commissioner, 94 T.C. 17 (1990).

2 Exemption letter dated April 7, 1993, to Rebul Academy, Inc., citing Green v. Connelly, 330 F.
Supp. 1150 (D.D.C. 1971), aft’d. sub nom. Coit v. Green, 404 U.S. 997 (1971).

30 These factors are also outlined in Rev. Proc. 75-50, 1975-2 C.B. 587.

3! See more information in Section 5.1(g).

32 etters reprinted in The Exempt Organization Tax Review, vol. 21, no. 3 (September 1998).
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(c) Day Care Centers

IRC §501(k) states that “providing care of children away from their homes” is an
educational and, therefore, exempt purpose if

¢ Substantially all of the care (at least 85 percent) is provided to enable indi-
viduals to be gainfully employed (including employees, self-employed,
enrolled students or vocational trainees, and individuals who are actively
seeking employment).*®

e The day care is available to the general public. Limitations based upon a geo-
graphic or political boundary are permissible. Restricting enrollment to chil-
dren of employees of a particular employer, however, is not permissible.**

Whether such an organization created by a consortium of employers could qual-
ify for exemption is an unanswered question in the author’s experience. Provid-
ing day care referrals and assistance information to the general public, however,
has been treated by the IRS as a service that is ordinarily a commercial activity.
Counseling parents and caregivers about day care was found not to be, per se,
an educational or charitable activity. In an entity where 98 percent of its reve-
nues came from charges for its services, the IRS refused to grant tax-exempt sta-
tus as an educational institution.®

(d) Cooperative Educational Service Organizations

IRC §501(f) was added to the Code to sanction pooled investing by educational
institutions. To qualify, the organization must be

e Organized and operated to hold, commingle, and collectively invest and
reinvest in stocks and securities the moneys contributed by its members
and to collect the income therefrom, and pay over the entire amount, less
expenses, to the members

¢ Organized and controlled by its members

e Composed solely of organizations qualifying as schools under IRC
§170(b)(1)(A)(ii) or IRC §115(a) (schools operated by an instrumentality of
a government—a municipality or state)

(e) Informal Education

Organizations that present instructional materials or training on a less formal
basis than a school can qualify as tax-exempt educational organizations if they
operate to benefit the general public rather than a particular business. Discus-
sion groups, retreat centers, apprentice training programs, and the many other
types of educational programs in the following list are exempt if they can prove
they provide the requisite instruction for the benefit of individuals:

33 Exempt Organization Handbook (IRM 7751), §345(11)2.
3*Gen. Coun. Memos. 39613 and 39347.
33 Gen. Coun. Memo. 39872, modifying Gen. Coun. Memo. 39622.
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Training programs for bankers,* physicians,” artists,® credit union man-
agers,39 and dancers*
Travel study tours that provide genuine cultural and educational programs,

with no or limited recreational aspects and that are led by professionals*!

Interscholastic high school athletic associations*? and youth sports orga-
nizations*?

On-the-job training of unemployed and underemployed workers, even if
the toys they manufacture are sold**

Trade skill training for American Indians®

Counseling and educational instruction through publications concerning
homosexuals* and voluntary sterilization methods*

Student and cultural exchange programs*

Studying and publishing reports on Civil War battles*’ or career planning
and vocational counseling™

Computer users’ groups are not exempt if their membership is limited to persons

using a particular type of computer,”! but they may qualify as business leagues.

52

An educational organization affiliated with or focused on a particular line of
business or product must carefully adhere to the private inurement standards.>®
The list of qualifying organizations found in the regulations defining educational
organizations does not include instruction and training to improve and develop
professional or business skills. Business groups conducting classes and sharing
information are eligible for exempt status as educational organizations as long as
two significant characteristics are present:

1.

The organization provides no private benefit to a particular manufacturer,
product, software company, accounting firm, or similar private company
(certainly should not be controlled, financed, or otherwise too closely con-
nected to a commercial company).

36 Rev

¥ Rev

B Rev

4TRev

O Rev

. Rul. 68-504, 1968-2 C.B. 211.
3 Rev.
B Rev.
. Rul. 74-16, 1974-1 C.B. 126.
YORev.
4 Reyv.
“Rev.
. Rul. 80-215, 1980-2 C.B. 174.
4 Rev.
Y Rev.
4 Rev.
. Rul. 74-595, 1974-2 C.B. 164.
“SRev.
“Rev.
. Rul. 79-71, 1968-1 C.B. 249.
S Rev.

Rul. 65-298, 1965-2 C.B. 163.
Rul. 67-392, 1967-2 C.B. 191.

Rul. 65-270, 1965-2 C.B. 160.
Rul. 70-534, 1970-2 C.B. 113.
Rul. 55-587, 1955-2 C.B. 261.

Rul. 73-128, 1973-1 C.B. 222.
Rul. 77-272,1977-2 C.B. 191.
Rul. 78-305, 1978-2 C.B. 172.

Rul. 80-286, 1980-2 C.B. 179; Rev. Rul. 68-165, 1968-1 C.B. 253.
Rul. 67-148, 1967-1 C.B. 132.

Rul. 74-116, 1974-1 C.B. 127.

52 See Chapter 8.
33 Discussed in Section 2.1(c).
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2. The group’s primary function is education, not selling products or con-
sulting services.

Interesting and unique exemption issues arise when the training and informa-
tion are transmitted by way of electronic bulletin boards and across the Internet.
For what it calls “computer related organizations,” the IRS in 1996 compiled a
list of rulings concerning computer users’” groups and to update guidance on the
issue. Advisors to formulators of such groups will want to carefully study this
reference prior to seeking recognition of exemption or adopting new programs
for existing organizations.>® You can visit the IRS Web site at www.irs.gov at
Charities and Nonprofits, for the CPE Text and other IRS publications.”

(f) Fraternity/Sorority Educational Foundations

Foundations established to support the educational programs of social fraterni-
ties and sororities™ may be treated as qualifying educational organizations so
long as they do not provide impermissible private benefit to the club members.
Support granted for scholarships, tutoring, and other specific academic concerns
unquestionably promotes an educational purpose. Traditionally, the club mem-
bers have been considered as a sufficiently broad charitable class. The trouble-
some issue is whether the foundation can grant funds to improve the club’s
facilities. An early ruling found that structural improvements to a fraternity
house granted private inurement to the club.”” Where the improvement primarily
served an educational purpose, such as the construction or renovation of a library
or study room, the IRS later opined that the educational benefit could outweigh
the private benefit.® The 1999 IRS training text commented that this issue was
still unsettled and provided no criteria for measuring the relative benefit.”

The exemption applications of two foundations affiliated with a fraternity
issued favorably in late 2001 were based on a “similar benefit” standard.®® The
foundation may “provide grants for facilities, services, or goods for the benefit of
the members” of the fraternity house if “the benefit is similar to those provided”
at the affiliated universities. In other words, if the school normally provides
funding to fraternities to provide computers, study rooms, and the like, the foun-
dation can also. Though not stated, this criterion implies that such grants benefit
the school rather than the club. This distinction implies that a foundation benefit-
ing a fraternity located on a campus that does not provide such support would
not qualify for exemption.

4 Cheryl Chasin and Robert Harper, Chapter A, “Computer Related Organizations,” IRS CPE Text,
1996.

33 See discussion of Internet issues in Section 2.2(j).

36 Qualify for exemption under §501(c)(7); see Chapter 9.

"Rev. Rul. 64-118, 1964-1 C.B. 182.

38 Gen. Coun. Memo. 39612.

3 Chapter Q, “Fraternity Foundations,” IRS CPE Text, 1999.

0 Exemption letter issued to Charlotte Peck Lienemann/Alpha Xi Delta Rho Foundation and Gam-
ma Nu Educational Foundation Inc.
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(g) Performing Arts

Performing arts organizations presenting music, drama, poetry, film, and dance
are classified as cultural and, thus, as educational organizations. Symphony
orchestras, theaters, public television and radio, and other performing groups
easily gain exempt status if they meet the basic organizational and operational
tests. Although most charge admission for performances, such arts organizations
are characteristically charitable because they receive a significant portion of their
revenues from voluntary contributions. The few rulings on the subject follow:

* Repertory theater established to develop the public’s interest in dramatic
arts, and a foundation funding local community theaters®!

* Jazz music appreciation society presenting festivals and concerts®?

» Weekly workshops, public concerts, and booking agency for young musi-
163
cians

¢ Sponsor of annual film festival and symposium promoting unknown inde-
pendent filmmakers®*

e Producer of cultural, educational, and public interest films that distrib-
utes them through public educational channels® or makes equipment
available to the public to produce programs®®

Coproduction of performances or recordings with commercial businesses must
be carefully planned by a tax-exempt arts organization. As with all organizations
qualifying under §501(c)(3), a performing arts organization must not operate to
yield benefit to private individuals. In forming an association with a commercial
entity, the terms must be designed to better promote performing arts with only
incidental benefit, if any, to the coproducers. An exempt television production
company, for example, was found to be advancing its own exempt purposes in
entering into a joint venture to develop children’s programming for a commer-
cial network.” Permissible joint venture activities are explored in Chapter 22,
including the famous Plumstead Theatre case.

(h) Museums, Libraries, and Zoos

Organizations that collect and exhibit objects of a literary, artistic, historic, biolog-
ical, or other educational nature for the general public qualify as exempt educa-
tional organizations. Again, this type of cultural nonprofit is a prototypical charity
because admission charges commonly cover a small portion of a museum’s bud-
get, with contributions and endowment income providing the lion’s share. There

61 Rev. Rul. 64-175, 1964-1 (Part 1) C.B. 185; Rev. Rul. 64-174, 1964-1 (Part 1) C.B. 183.
%2 Rev. Rul. 65-271, 1965-2 C.B. 161.

63 Rev. Rul. 67-392, 1967-2 C.B. 191.

64 Rev. Rul. 75-471, 1975-2 C.B. 207.

% Rev. Rul. 76-4, 1976-1 C.B. 145.

%6 Rev. Rul. 76-443, 1976-2 C.B. 149.

7 Priv. Ltr. Rul. 9350044,
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are only a few rulings on this type of educational organization, but the IRS has
ruled that the following activities qualify:

Acquiring, restoring, preserving, and opening to the public homes,
churches, and public buildings having historic significance®®

Operating a wild bird and animal sanctuary®

Operating a sports museum”’

Operating the library of a bar association”!
Organizing an international exposition’?

Promoting unknown but promising artists through exhibitions of their
work,” but cooperative art sales galleries are not exemp’c74

Bob Jones University’s federal tax exemption was revoked in 1983 by the
Supreme Court because the university was racially discriminatory.” The school
art gallery, operated since 1951, was separately incorporated in 1992 to lease the
museum facility from the school (at below-market price) and operate the facility
with the same staff and artwork previously on display, now on loan from the
school. The museum was to be open to the public free of charge; approximately
80 percent of the museum’s 20,000 annual visitors had no connection with the
school. The museum’s major support comes from contributions.”® The court
found the museum itself qualified for tax exemption and overruled the IRS on
all of its following arguments:

Excessive control: Bob Jones and his son were only two out of five direc-
tors; therefore, the school officials did not literally control the museum.

Payment of rent and salaries: The court stated that an organization is enti-
tled to pay ordinary and necessary operating expenses. The rent was at
below-market value and, in the court’s opinion, did not confer an imper-
missible private benefit on the school. The employees of the museum pro-
vided no services to the school, so payment of their salaries by the new
museum was also found not to benefit the school.

Reputation and location: Any enhancement of the school’s reputation
from the location of the museum was minimal and incidental in the eyes
of the court.

%8 Rev.
“Rev.
O Rev.
. Rul. 75-196, 1975-1 C.B. 155.
72 Rev.
3 Rev.
. Rul. 71-395, 1971-2 C.B. 228.

"I Rev

74 Rev

Rul. 75-470, 1975-2 C.B. 207.
Rul. 67-292, 1967-2 C.B. 184.
Rul. 68-372, 1968-2 C.B. 205.

Rul. 71-545, 1971-2 C.B. 235.
Rul. 66-178, 1966-1 C.B. 138.

5 Bob Jones University v. United States, 461 U.S. 574 (1983); nondiscrimination standards dis-
cussed in Section 5.1(b).
76 Bob Jones University Museum & Gallery, Inc. v. Commissioner, T.C.M. 1996-247.
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(i) Sale of Art Objects

An art museum or gallery that sells the works of art it exhibits must overcome a
presumption that it is operating a business, rather than serving a purely educa-
tional purpose that would entitle it to exemption. The question is whether the sale
of an object off the exhibition walls or in the museum gift shop enhances the visi-
tor’s educational experience and thereby contributes to the accomplishment of its
educational purposes. The answer varies depending upon whether the object is
an original work of handicraft or work of fine art, or, rather, a reproduction or rep-
lica of an object displayed in a museum exhibition or contained in the organiza-
tion’s collection of art. The latter items are considered to advance the educational
mission (to continue the learning by taking a representation of a museum object
home). The former, instead, are deemed to simply allow the organization to raise
money, an unrelated objective. An organization may not continue to qualify for
tax-exempt status if its unrelated business activity is more than insubstantial
(commonly thought to equal about 10 to 15 percent). Those many museums and
art centers that have gift shops should study the special section of Chapter 21 that
focuses on museum sales and the need to distinguish the items sold between
those that advance the mission and those that the IRS deems do not.

(j) Publishing: Print and Electronic

Publishing projects have been a subject of controversy with the IRS. The two
issues most debated have been controversial subject matter and commercial
activity. It is not sufficient that the subject matter of the published work be reli-
gious, cultural, scientific, or educational. An exempt publishing company must
also distinguish itself from a commercial one so as to evidence that it is not oper-
ating an unrelated business. The factors that identify an educational publication
program follow””:

e The content of the publication must be educational.

* Preparation of the materials follows methods generally accepted as edu-
cational.”

* Distribution of the materials is necessary or valuable in achieving the
organization’s educational and scientific purposes.

¢ The manner in which the distribution is accomplished is distinguishable
from ordinary commercial publishing practices.

Organizations distributing educational materials free’”” or at a nominal price®

indisputably operate in a noncommercial manner. However, publishing a for-
eign language magazine on a subscription basis at a price and through channels

77 Exempt Organizations Handbook (IRM 7751), §345.(10)2; Rev. Rul. 67-4, 1967-1 C.B. 121.
8 Discussed at the beginning of this chapter.

" Rev. Rul. 66-147, 1966-1 C.B. 137.

80 Rev. Rul. 68-307, 1968-1 C.B. 258.
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used by commercial publishers is not an exempt activity.*! A section on the unre-
lated business aspects of publishing is provided in Chapter 21.

Electronic publishing is a relatively unexplored area of activity for tax-exempt
organizations. In its 1998 training materials, the IRS said, “In the past, Internet
Service Providers (ISP) have usually been denied exemption because they are
viewed as carrying on a trade or business for profit, or conferring an unmixed pri-
vate benefit, or both.”® “Providing communication services of an ordinary com-
mercial nature in a community, even though the undertaking is conducted on a
nonprofit basis, is not regarded as conferring a charitable benefit on the commu-
nity unless the service directly accomplishes one of the established categories of
charitable purposes.”® Both of the IRS training course articles from which the
previous quotes are taken should be carefully studied for an ISP seeking tax-
exempt status. The articles conclude that exemption may be possible if the ISP is
an adjunct or integral part of a university, public school, library system, or a local
government. Accountability and control, dependence on government grants
rather than user fees, and free use to students, library patrons, and the general
public are said to be characteristics that evidence a charitable ISP. Such an ISP
might also qualify as relieving the burdens of government.®* The training manual
suggests the IRS technician “peruse to the ISP’s home page to evaluate its exempt
character as a source of public information and to see if “placards,” ‘banners,” and
links to commercial sites constitute advertising that create unrelated business
income.”®

Establishment of a tax-exempt organization’s Web site for the purpose of dis-
seminating information and linking to other sites presents a range of tax issues
discussed in Sections 2.2(j) and 21.8(j).

(k) Controversial Materials

As early as 1919, the Bureau of Revenue said educational organizations may
include one whose sole purpose is the instruction of the public, “but an associa-
tion formed to disseminate controversial or partisan propaganda is not educa-
tional.” The American Birth Control League was found not to be educational in
1930. Judge Learned Hand opined that a purpose to change the law as an end
in itself was not itself exempt regardless of the problem of uncontrolled procre-
ation. He thought “political agitation as such is outside the statute, however
innocent the aim.”%¢

81 Rev. Rul. 77-4, 1977-1 C.B. 141.

8 Donna Moore and Robert Harper, Chapter C, “Internet Service Providers Exemption Issues,” IRS
CPE Text, 1999.

83 Cheryl Chasin and Robert Harper, Chapter A, “Computer-Related Organizations,” IRS CPE Text,
1997, pp. 9-12; IPS approved as charitable because it offered below-cost Internet access to all
members of the public with reduced fees for low-income individuals, schools, and libraries—the
IPS was deemed to serve a charitable class under standards described in Section 2.2(a).

84 See Section 4.3.

85 See Section 21.8(d); Form 1023 requests the applicant’s Web site address on page 1.

8 Slee v. Commissioner, 42 F.2d 184 (2d Cir. 1930).
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The more recent “service view is that an organization’s mere dissemination
of words or a viewpoint to the public does not necessarily benefit the public suf-
ficiently to warrant the organization’s tax exemption under §501(c)(3).”%” The
methodology test discussed at the beginning of this chapter applies to determine
the educational nature of a program. To be educational, information must be use-
ful to the individual and beneficial to the community. The materials presented
must contain a sufficiently full and fair exposition of the pertinent facts about a
subject, rather than an unsupported opinion.

The Tax Court denied exemption for The Nationalist Movement (TNM), a pro-
white Mississippi organization advocating social, economic, and political change in
the United States.®® Denial was based not upon excessive lobbying or political activ-
ity, but instead on a finding that the organizational activities were neither educa-
tional nor charitable. The court found that the organization did not operate
exclusively for an exempt purpose. The opinion quotes extensively from the organi-
zation’s literature—newsletters, convention programs, and writings of the founder,
Richard Barrett. The following two quotations are from a fund-raising letter and
epitomize the philosophy of the organization. The second quotation, from a TNM
newsletter, served, in the court’s opinion, to exemplify viewpoints unsupported by
facts and therefore not educational.

1. “We'll do for the majority in the 1980s what others did for the minorities
in the 1960s. Parading, speaking, rallying, petitioning. Only we won't
riot, loot or burn. We'll wave flags, win lawsuits, sing songs, and gain
power.”

2. “What is Black History anyhow? No such thing. Nary a wheel, building
or useful tool ever emanated from non-white Africa. Africanization aims
to set up a tyranny of minorities over Americans.”

The IRS unsuccessfully argued that the organization served the private inter-
ests of Barrett by “supplying a forum to express and promote his personal agenda.”
The court found that “substantial domination of an organization by its founder
does not necessarily disqualify the organization from exemption.” The court also
noted no evidence that Barrett used the organization to further his political career.
TNM argued that it operated social service programs that qualified as charitable
(feeding the poor and pursuing public interest litigation). The records about these
activities were “inconsistent” in the eyes of the court and did not enable TNM to
prove that it operated “exclusively for charitable purposes.”

Most important, the court found that the messages presented through
TNM'’s radio program and written materials failed the methodology test® and

87 Ward L. Thomas and Robert Fonterose, Chapter H, “Education, Propoganda, and The Methodol-
ogy Test,” IRS CPE Text, 1997, p. 83.

8 The Nationalist Movement v. Commissioner, 102 T.C. No. 22 (1994), aff’d., 37 F.3d 216,74 (5th
Cir. 1994).

89 Rev. Proc. 86-43 discussed at the beginning of this section; see also National Alliance v. U.S., 710
F.2d 868 (D.C. Cir. 1983).
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were not educational. Because they were TNM’s primary activity, the organiza-
tion did not qualify for exemption. The court also found that the methodology
test “is not unconstitutionally vague or overbroad on its face” and reduces the
vagueness of the regulation.”’ The criteria “tend toward ensuring that the educa-
tional exemption be restricted to material which substantially helps a reader or
listener in a learning process.” The court essentially condoned the regulation it
had earlier found unconstitutional by finding that viewpoints unsupported by
facts were not educational. Since a significant portion of the organization’s com-
munications contained such materials, the organization was not educational,
even if such presentations were not its principal function.’!

5.2 LITERARY PURPOSES

The regulations are silent and contain no definition or criteria for qualification of
a literary organization. Since literature is both educational and cultural, a liter-
ary organization can be exempt under one or both of those categories. Most
often at issue for a literary project is its relationship with those that create the lit-
erature. Do the programs advance the private interests of the writers? An organi-
zation established to encourage emerging writers by publishing their works in
the small-press market must prove that it does not primarily benefit the individ-
ual writers, but instead promotes literature or culture in a global sense. The IRS
customarily requires that the nonprofit own the rights to the intellectual prop-
erty, although it allows writers to be compensated for the value of their work.
Examples of literary pursuits are publishing of literature, including poetry,
essays, fiction, nonfiction, and all other forms of written compositions. Other
examples include a sponsor of poetry readings, a literary workshop to teach writ-
ing skills, a critical journal of reviews, a committee to award a prize for excellence
in literature (such as the Pulitzer Prize), and a preservation society for rare books.”

5.3 SCIENTIFIC PURPOSES

The IRS admitted in 1966 that the term scientific is not definable with precision.”
The regulations say only that scientific includes the carrying on of scientific
research in the public interest. Further, they say, “Research when taken alone is a
word with many meanings; it is not synonymous with scientific and the nature
of particular research depends upon the purpose which it serves.” The determi-
nation as to whether research is scientific does not depend on whether such

%' Note contrary opinion in the case of Big Mama Rag, Inc., discussed at the beginning of this chapter.

! The Nationalist Movement lastly argued unsuccessfully that the test allowed “excessive adminis-
trative discretion” and violated its free speech rights under the Constitution. The court pointed out
that the Supreme Court has found that denial of a tax exemption for engaging in speech consisting
of “dangerous ideas” can be a discriminatory limitation of free speech (Speiser v. Randall, 357
U.S. 513, 519 (1958)). It chose to follow, however, the Supreme Court’s opinion that nondiscrim-
inatory denial of a tax benefit, not aimed at suppressing speech content, does not infringe First
Amendment rights (Cammarano v. U.S., 358 U.S. 498, 512-513 (1959)). This case considered the
issue of nondeductibility of lobbying expenses.

2 See the discussion of publishing in Sections 5.1(i) and 21.14.

%3 Rev. Rul. 66-147, 1966-1 C.B. 137.
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research is classified as fundamental, or basic, as contrasted with applied, or
practical.”

(@) Research in the Public Interest

The ambiguity in the meaning of research noted in the preceding section is
addressed by very exact and specific standards for judging whether scientific
research is conducted in the public interest, qualifying as a tax-exempt activity.
To be considered as conducted in the public interest, research—both fundamen-
tal and applied—must have the following characteristics:

* Results of the research, including patents, copyrights, processes, or formu-
las, must be made available to the public on a nondiscriminatory basis.

e Research is performed for a federal, state, or local government.
e Work is directed toward benefiting the public for the following reasons:
 To aid in scientific education of college students

» To obtain information toward a treatise, thesis, or trade publication, or in
any form available to the general public

¢ To discover a cure for disease

* To aid a community or geographic area in attracting development of new
industries

Scientific research does not include activities of a type ordinarily carried on as an
incident to commercial or industrial operations, as, for example, the ordinary
testing or inspection of materials or products, or the designing or construction of
equipment, buildings, and the like.”

Retaining ownership or control of more than an insubstantial portion of the
patents, copyrights, processes, or formulas resulting from an organization’s
research and not making them available to the public may disqualify it from
exempt status.’® If granting an exclusive right is the only practical manner in
which the patent can be utilized to benefit the public, such as in the case of research
conducted for the government or for the purposes listed under the preceding stan-
dards, the information can be withheld.”” An exempt organization that performs
research only for its non-§501(c)(3) creators cannot be classified as a §501(c)(3)
organization.”

One court has suggested that this regulation can be understood in the con-
text of distinguishing a commercial testing laboratory from a scientific research
institute.”” The definition of scientific research would exclude the repetitive or

% Reg. §1.501(c)(3)-1(d)(5).

% Rev. Rul. 65-1, 1965-1 C.B. 226; Rev. Rul. 68-373, 1968-2 C.B. 206.

% Rev. Rul. 76-296, 1976-2 C.B. 141 discusses the timing of the release of public information under
two different scenarios. Publication, as a general rule, can be withheld until the patent is issued,
but may not be delayed to protect the sponsor’s business interests.

9TReg. §1.501(c)(3)-1(d)(5)(iv)(b).

% Rev. Rul. 69-526, 1969-2 C.B. 115.

% Midwest Research Institute v. U.S., 554 F. Supp. 1379 (W.D. Mo. 1983), also discussed in Gen.
Coun. Memo. 39883 (October 16, 1992).
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relatively unsophisticated work done by commercial laboratories to determine
whether items tested meet certain specifications, rather than the more sophisti-
cated testing done to validate a scientific hypothesis. Scientific research was said
to have three components:

There must be project supervision and design by professionals.

2. Researchers design the project to solve a problem through a search for
demonstrable truth, also called “scientific method.” A researcher forms a
hypothesis, designs and conducts tests to gather data, and analyzes data
for its effect on the verity or falsity of the hypothesis.

3. The research goal must be the discovery of a demonstrable truth. Infor-
mation on the novelty and importance of the knowledge to be discovered
is also important to determine whether a particular activity furthers a sci-
entific purpose.

The IRS has suggested that in differentiating between research and testing, it
may be useful to refer to “research and development expenses” qualifying for tax
credit under §174.100 In that situation, all costs are incident to the development of
an experimental or pilot model, a product, a formula, an invention, or similar
property, and the improvement of already existing property of these categories.
The term does not include expenditures such as those for the ordinary testing or
inspection of materials for products for quality control purposes or for efficiency
surveys, management studies, consumer surveys, advertising, or promotion.

A combined educational and scientific purpose may also qualify an organi-
zation for exemption, as the following examples illustrate:

e Surveying scientific and medical literature and abstracting and publish-
ing it free of charge is an exempt activity.!"!

e Developing treatment for human diseases and disseminating the results
through physicians’ seminars is also an exempt activity.'%?

e Manufacturing cast reproductions of anthropological specimens for sale
to scholars and educational institutions was found to support a charitable
research purpose.'®

* Conducting seed technology research, approving certification of crop
seeds within a state, and providing instruction in cooperation with a uni-
versity are scientific activities, and are therefore exempt.104

Design and development of a patentable medical device, under a contract with
a medical equipment company, was found not to qualify as scientific research,
because the science was incidental to the commercial exploitation aspects of the
activity. The organization obligated itself to license any patents for the device
exclusively to the company in exchange for a royalty.'®

100 Gen. Coun. Memo. 39196 (August 31, 1983).

101 Rev. Rul. 66-147, supra note 73.

102 Rev. Rul. 65-298, 1965-2 C.B. 163.

103 Rev. Rul. 70-129, 1970-1 C.B. 128.

194 ndiana Crop Improvement Association, Inc. v. Commissioner, 76 T.C. 394 400 (1981).
105 Tech. Adv. Memo. 8028004.
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(b) Commercialization of Research Results

Scientific research often results in valuable intellectual property capable of pro-
ducing revenues. Two very different issues are involved when research results
are sold or exploited for commercial dissemination:

1. Does the commercial sale indicate that the research is not actually con-
ducted in the public interest and, if so, does the scope of the activity evi-
dence a significant nonexempt purpose?

2. Is the revenue subject to the unrelated business income tax?

A research project commissioned by commercial interests can only inciden-
tally benefit its private sponsors. To evaluate this benefit, the proverbial facts
and circumstances of a project are examined to determine the motivation for
conducting the research. Importantly, the exploited research activity cannot con-
stitute a substantial nonexempt activity without jeopardy to the organization’s
tax-exempt status. To reduce this possibility, organizations conducting commer-
cial research should consider creating a separate nonexempt organization to con-
duct the business of selling the results.!%

Private rulings requested by research organizations reflect interesting facts
that can be studied to understand the IRS view of exploitation of the results of
scientific research. An organization was created to engage in research about the
design of urban land and to educate the public on the need for improvement in
the use and design of public urban open spaces. The facts provided a good forum
for the IRS to find examples of excessive private interest.!”” Eight specific urban
design projects were reviewed and a myriad of models analyzed. Private interest
was found to exist in three projects studying the public’s use of private property.
One project studied pedestrian flow through a building’s government-mandated
public space and ways to enhance the underutilized plaza. Even though the
projects serving private property owners produced some 15 percent of its reve-
nue and were subject to tax, the organization was found to qualify for exemption.

In another instance, an organization was originally created to conduct basic
research in biotechnology to broaden the industrial base and foster job creation
through the development of innovations. To become financially independent of
state funding, the organization planned to focus on applied research to produce
marketable technology it could commercially license and exploit. Under the
plan, its discovery research would be transferred to a university. The ruling also
considered the sharing of intellectual property rights. The IRS said it preferred
for the nonprofit to retain 100 percent of intellectual property rights based on the
theory that any allocation of rights to individuals results in private inurement.
However, the organization’s federal research agreements required it to share roy-
alties from patents with the inventors. One-third of revenues from licensing or
other transfers of patents were allocated to the inventor employees. Further con-
sulting fees were shared half and half or equally with the employees for services
rendered during regular working hours. Individual scientists were allowed to

106 See Section 22.4.
107 priy. Ltr. Rul. 9414003.
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retain all fees for consulting performed on their own time. An additional bonus
system rewarded managers and senior scientists. Because the compensation
arrangements were a result of arm’s-length bargaining and the overall compen-
sation was reasonable, the IRS determined that the royalty, fee sharing, and
bonus system did not result in private inurement. The IRS determined that it
could retain its tax-exempt status.'%

Another organization received approval for a reorganization in which it spun
off inventions and products into wholly owned taxable for-profit subsidiaries.
The plan had several goals: (1) to commercialize technologies developed by the
exempt’s scientists and engineers, (2) to improve the transfer of technology from
the exempt’s labs into the public domain, (3) to stimulate economic development,
(4) to provide entrepreneurial opportunities for the scientists, and (5) to separate
the commercial activities from the basic research function.'®”

Special UBI Exclusions. When research results are commercially sold, the form
of revenue payments received by the exempt organization is important. The
unrelated business income tax rules modify, or exclude, income that is essen-
tially derived from research programs conducted in the public interest. Using
slightly different language from that found in the §501(c)(3) regulations defining
exempt scientific work, the tax code specifically excludes the following!":
¢ All income derived from research from the United States, any of its agen-
cies or instrumentalities, or any state or political subdivision thereof
¢ In the case of a college, university, or hospital, all income derived from
research performed for any person
¢ In the case of an organization operated primarily for purposes of carrying
on fundamental research, the results of which are freely available to the
general public

Instead, profits from research carried on for the following purposes would be
treated as unrelated income, the receipt of which could jeopardize tax-exempt status.!!!

* Scientific research performed for a private sponsor that is not carried on
in the public interest

* Work for a governmental body or others of a type ordinarily carried on as
incident to commercial or industrial operations (such as testing for quality)

Royalty Exclusion. Revenues from research of a type not specifically excluded
from the unrelated business income tax under the preceding rule may also be mod-

108 priv. Ltr. Rul. 9316052; see Chapter 20 and “Intellectual Property,” IRS CPE Text, 1999.

109 See William T. Hutton and Cynthia R. Rowland, “The Inurement Rule and Ownership of Copy-
rights,” 9 Exempt Organization Tax Review 813 (April 1994). The authors propose a revenue pro-
cedure containing eight situations exemplifying lack or presence of inurement when an individual
retains or receives copyrights for a project financed by an exempt organization.

HOTRC §§512((b)(7), (8), and (9).

1 See Chapter 21.
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ified, or excluded, from unrelated business income tax. When the revenue is paid
in the form of royalties in return for licensing intellectual property, the income is
not subject to income tax.!'? This exclusion recognizes the fact that the exempt
organization entering into such a licensing agreement does not itself conduct the
business in which the license is applied.

5.4 TESTING FOR PUBLIC SAFETY

The regulations give only one example of an organization qualifying because it
tests for public safety. Such an organization tests consumer products, such as
electrical products, to determine whether they are safe for use by the general
public.!® Other exempt programs might include testing for structural building
strength against violent weather, such as hurricanes and tornadoes, or earth-
quakes. Testing boat equipment and establishing standards for pleasure craft
were also ruled to be exempt activities.!*

Similar to the scientific research constraints, testing must be performed to
serve a public benefit, rather than the interests of private owners, such as drug
manufacturers. This distinction is not always clear. In a published ruling, the
IRS found that testing, research, and other work toward developing methods
and safety certifications for shipping containers benefited the shipping industry
and advanced international commerce and, therefore, was not exempt, despite
the fact that the stevedores working with shipping containers constitute a chari-
table class whose safety is significant and worthy of testing.'!® Similarly, a drug
company’s testing program prior to approval by the Food and Drug Adminis-
tration was ruled to serve the manufacturer’s private interest.'!® A structural
steel certification program operated by Quality Auditing Company failed to
convince the IRS or the Tax Court that it qualified as charitable.!'” There was no
overt evidence that the government considers the testing to be its burden or
responsibility. The quality inspection program was established by American
Institute of Steel Construction, a business league, rather than by an express gov-
ernmental program. There was no finding that the certification program actually
promoted increased structural integrity and safety in steel buildings. Finally it
was determined that the program furthered the private interests of the industry
members. League literature stated the program is “intened to make the task of
selecting qualified bidders more reliable.” The characteristics of scientific
research as contrasted with testing activity was discussed in Section 5.3.

Perhaps because their funds are raised through the provision of services,
these testing organizations do not qualify as charitable organizations eligible to
receive deductible contributions under IRC §170(c), even though they do qualify

112 See Section 21.10(d).

113Reg. §1.501(c)(3)-1(d)(4).

4 Rev. Rul. 65-61, 1965-1 C.B. 234.

5Rev. Rul. 78-426, 1978-2 C.B. 175.

16 Rev. Rul. 68-373, 1968-2 C.B. 206.

"7 Quality Auditing Company v. Comm., 114 T.C. 398 (2000), also citing Indiana Crop Improvement
Association v. Comm., 76 T.C. 394 (1981) and Professional Standards Review Org. v. Comm, T.C.
240(1980).
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as exempt under §501(c)(3). They are excepted from private foundation classifica-
tion under §509 presumably because they are not funded with private donations.

5.5 FOSTERING NATIONAL ORINTERNATIONAL AMATEUR
SPORTS COMPETITION (BUT ONLY IF NO PART OF ITS
ACTIVITIES INVOLVES THE PROVISION OF ATHLETIC
FACILITIES OR EQUIPMENT)

The parenthetical qualification to this exemption category was added in 1976 to
prevent athletic or social clubs from qualifying under §501(c)(3), while allowing
charitable status to the Olympic and Pan-American Games. In a seemingly
redundant provision, Congress in 1982 stipulated in §501(j) that certain qualified
organizations are not subject to the restriction in the parentheses. Curiously, the
definition of those organizations that qualify is identical to the words used in
§501(c)(3). The regulations concerning the 1976 changes were withdrawn in 1984.

The most often cited case in this area involved the International E22 Class
Association."® The organization was established to formulate and enforce mea-
surements of a particular type of racing sailboat used in international competi-
tion. In addition to setting the standard, the association sold tools to measure
compliance during construction of the boats and during races. The IRS argued
that such devices were athletic equipment and refused to grant the organization
an exemption. The Tax Court disagreed, saying that the measurement tools were
not facilities, as clubhouses, swimming pools, and gymnasiums are. Equipment
means property used directly in athletic endeavors. The court was not aware of
any athletic exercise, game, competition, or other endeavor in which the tools
could be used.

Local amateur athletic groups, like the Little League, need not necessarily
qualify under this category. Such a group can instead qualify under the charita-
ble category because it prevents juvenile delinquency and advances educa-
tion."? The IRS decided that a national high school athletic association created in
1942 could continue to be classified as a charitable and educational entity rather
than be reclassified under §501(j). The organization coordinated the efforts of
state high school associations by sponsoring meetings and conferences, setting
activity rules, publishing educational materials, and serving as the national gov-
erning body.'*” Promoting recreational sports for a limited membership, how-
ever, may not be an activity benefiting the requisite charitable class.'?!

Wayne Baseball, Inc., failed to convince the IRS or the Tax Court that its ama-
teur baseball team qualified as a (c)(3) organization.'? The typical player on the
team was over age 21, and the team included a few players with professional
experience. Because the team offered no formal instructional training and did
not sponsor coaching or other programs for youths, the IRS determined that the
team operated to promote the social and recreational interests of its members,

8 International E22 Class Association v. Commissioner, 78 T.C. 93 (1982).
9Rev. Rul. 80-215, 1980-2 C.B. 174.

120 Tech. Adv. Memo. 9211004

121 See Section 2.2.

122 Wayne Baseball, Inc. v. Commissioner, U.S. Tax Court, September 15, 1999.
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EDUCATIONAL, SCIENTIFIC, AND LITERARY PURPOSES

not the general public. An organization that functions to advance amateur base-
ball in its community as a whole can so qualify.'?

5.6 PREVENTION OF CRUELTY TO CHILDREN OR ANIMALS

This is another exemption category without explanation in the IRS regulations.
Thankfully, a few published rulings provide guidelines, as the following exam-
ples of exempt activities indicate:

¢ Animal protection accomplished by accreditation of animal care facilities
that supply, keep, and care for animals used by medical and scientific
researchers'?*

¢ Preventing the birth of unwanted animals by providing low-cost spaying
and neutering operations'?

¢ Monitoring of hazardous occupations for violations of state laws and
unfavorable work conditions, in order to protect child workers!2®

A troublesome case might be the provision of veterinary services to individ-
ual pet owners. While it could be argued that such services prevent cruelty, there
is an additional burden to prove the public usefulness of the effort. Certain treat-
ments probably deserve and could gain charitable status, such as rabies control,
but the absence of individual benefit ultimately has to be proved in order to
obtain exemption.

123 Hutchison Baseball Enterprises, Inc. v. Commissioner, 73 T.C. 144, 151 (1979), aff’d., 696 F.2d
757 (10th Cir. 1982); for a contrary decision, see Media Sports League, Inc. v.Commissioner, T.C.
Memo. 1986-568.

124 Rev. Rul. 66-359, 1966-2 C.B. 219.

125Rev. Rul. 74-194, 1974-1 C.B. 129.

126 Rev. Rul. 67-151, 1967-1 C.B. 134.
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It is well-established that an organization may be created to carry out its purposes
through the development and implementation of programs designed to have an
impact on community, state, or national policymaking.! Environmental protec-
tion, housing, civil rights, aid to the poor, world peace, or other public issues may
be involved. The pursuit of such subjects is the focus of both §§501(c)(3) and (c)(4)
organizations. The term social welfare appears in the regulations defining charitable
for (c)(3) purposes. This chapter focuses on the factors that distinguish a (c)(3)
from a (c)(4) organization and the category of exemption most appropriate for
organizations that pursue matters of public policies.

!'B. Hopkins, The Law of Tax-Exempt Organizations, Eighth Ed. (Hoboken: Wiley, 2003), Section 12.1.
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CIVIC LEAGUES AND LOCAL ASSOCIATIONS OF EMPLOYEES: §501(c)(4)

The regulations for Internal Revenue Code (IRC) §501(c)(4) were adopted in
1959 and cover only half a page. They list two basic types of organization that
fall into this category.

Type 1. The first type of 501(c)(4) is a civic league or organization that is orga-
nized for nonprofit purposes and operated exclusively for promotion of social
welfare. “To promote social welfare means to promote in some way the common
good and general welfare of the people of the community.”? This concept
includes bringing about civic betterment and social improvements. A civic
league may focus on environmental protection, civil rights, aid to the poor,
world peace, and other issues of public concern. The regulations state that a
social welfare organization may qualify for exemption as a charitable organiza-
tion unless it is an action organization.?

Since this type of (c)(4) is often created to be active, meaning to change the
laws, it cannot qualify under (c)(3). As a (c)(4), however, lobbying can be its pri-
mary function, as long as the legislative activity promotes in some way the com-
mon good and general welfare of the people of a community. Election campaign
involvement is also permitted but cannot be a significant activity.* The phrase
“exclusively operated for civic welfare” does not prohibit an organization from
earning some unrelated business income.

Type 2. The second type of 501(c)(4) is a local association of employees whose
membership is limited to the employees of a designated person or persons in a
particular municipality and whose net earnings are devoted exclusively to char-
itable, educational, or recreational purposes.’

In 1996, §501(c)(4) was amended to prohibit a qualifying association from
engaging in activities that allow net earnings to inure to the benefit of any pri-
vate shareholder or individual. Prior to that time, the private inurement prohi-
bition applied by statute only to §501(c)(3) entities.” Intermediate sanctions can
be applied to penalize associations that provide excess compensation or other
monetary benefits to those that control the organization.®

6.1 COMPARISON OF (c)(3) AND (c)(4) ORGANIZATIONS

The term social welfare appears in the regulations defining charitable for (c)(3)
purposes. Since social welfare can be the focus of both §§501(c)(3) and (c)(4)
organizations, it is important to carefully choose which category is most appro-
priate for any particular organization.

ZReg. §1501(c)(@)-1(@)(DQ2)G).

3 See Section 2.2(g).

4Rev. Rul. 67-368, 1967-2 CB 194.

SReg. §1.501(c)(4)-1(b).

® Taxpayer Bill of Rights 2, §1311(b).

" The regulations applicable to several other categories of tax exemption do contain this standard,
including agricultural organization, business leagues, and veterans organizations.

8 See Chapter 20.
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6.1 COMPARISON OF (c)(3) AND (c)(4) ORGANIZATIONS

IRC §501(c)(4) organizations have several elements in common with §501(c)(3)
groups. They conduct similar social welfare activities—lessening neighborhood
tensions, eliminating prejudice and discrimination, defending human and civil
rights secured by law, and combating community deterioration and juvenile delin-
quency. Other parallels include the following;:

¢ Neither type of organization may be organized or operated for profit.

* Both must benefit the “community,” defined as a charitable class (for
example, a poor group, a minority group, or the population of an entire
city, country, or the world).

e Membership in both types of organizations must be open and cannot be
restricted to a limited or select group of individuals or businesses.

¢ No private inurement or benefit to a select group of insiders is permitted.

The following characteristics of a §501(c)(4) organization are very different and
serve to distinguish it from a §501(c)(3) organization:

e A8§501(c)(4) organization can engage in extensive action or lobbying efforts
to influence legislation on subject matter related to its mission by propa-
ganda and other means.

e A §501(c)(4) organization is not required to have a specific dissolution
clause in its charter; its only organizational test is that it not be operated
for profit-making purposes.

* Participation in political campaigns cannot be the primary purpose of a
§501(c)(4) organization, but there is no absolute prohibition. Participation
in political campaigns is not considered to be the promotion of social wel-
fare, and §527 imposes an income tax on part of the organization’s income
to the extent of its political expenditures.’

e Donations to §501(c)(4) organizations are not deductible as charitable
gifts under §170 and §2511, and such gifts are not deductible as business
expenses if payments represent dues paid for lobbying and political
expenditures.'’

(a) Choosing to Apply under (c)(4) versus (c)(3)

It is possible for some organizations to qualify for exemption under both
§§501(c)(3) and (c)(4), so an important choice must be made when a project pro-
moting the social welfare applies for its exempt status. Those that plan action
and expect to engage in extensive lobbying beyond the limits permitted under
(c)(3) must seek (c)(4) status. There are very few circumstances when (c)(4)
would be chosen in preference to (c)(3), particularly when tax-deductible contri-
butions can be sought.

9Rev. Rul. 81-95, 1981-1 C.B. 332; see Section 23.2 for discussion of factors that distinguish voter ed-
ucation from candidate promotion.

19Rev. Rul. 82-21; the imposition of gift tax on gifts to 501(c)(4) organizations is not effectively en-
forced by the IRS. This fact can be a significant detriment to such an organization’s fund-raising
efforts.
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CIVIC LEAGUES AND LOCAL ASSOCIATIONS OF EMPLOYEES: §501(c)(4)

Proper timing is important for an existing (c)(3) organization since conver-
sion is not allowed after an organization loses its exempt status due to excessive
lobbying. An existing (c)(3) organization that expects its future lobbying efforts
will cause it to lose its charitable status should apply to convert its category of
exemption before the excessive lobbying activity occurs.

The right choice is critical. A (c)(3) organization that loses its exemption be-
cause it engages in excessive lobbying cannot then convert to the (c)(4) class, but
instead loses its exempt status and becomes a taxable entity."! Intentional avoidance
of this rule was anticipated by Congress. A transfer of assets by a (c)(3) to create a
separate (c)(4) organization may result in loss of its exempt status. The excessive
activity is attributed to a (c)(3) spinning off assets to carry on the lobbying in the
following circumstances'?:

e Over 30 percent of the net fair market value of the (c)(3)’s assets (other
than those of a church) or 50 percent of the recipient organization’s assets
are transferred to a controlled non-(c)(3) entity, which then conducts
excessive lobbying.

¢ The transfer is within two years of the discovery of excessive lobbying.

* Upon transfer or at any time within 10 years following such a transfer, the
transferee is controlled by the same persons who control the transferor.
Control for this purpose means that the persons in authority can, by using
their voting power, require or prevent the transferee’s spending of funds.'?

The Christian Coalition’s application for qualification as a §501(c)(4) civic
welfare organization failed to receive IRS approval after 10 years of discussions.
The coalition says it withdrew Form 1024 and chose to operate as a business cor-
poration with freedom to endorse political candidates and make financial contri-
butions to support candidates of its choice. Although the facts are not known, it is
presumed that the coalition’s voter guides and other election-related activities
represented too high a portion of its overall activities."* Some commentators ques-
tion why the organization had sought (c)(4) status in the first place rather than
classification as a political organization.'

(b) Affiliated (c)(3) and (c)(4) Organizations

It is common for (c)(4) organizations to operate in affiliation with charitable
organizations. Social welfare programs often encompass issues that are the sub-
ject of legislative proposals and also entail research, public education, and other
activities that qualify as charitable. When it is anticipated that the advocacy
efforts will make charitable status difficult to obtain or maintain, two organiza-
tions can be formed from the inception: (1) a (c)(4) to carry out lobbying activi-
ties and (2) a (c)(3) for strictly charitable activities.

"IRC §504.

12Reg. §§1.504-2(e) and (f).

3 Reg. §53.4942(a)-3(a)(3).

l4c. Wright, “Christian Coalition Fails to Obtain Tax-Exempt Status,” The Exempt Organization
Tax Review, vol. 25, no. 1, July 1999, p. 9.

15 See Section 23.3 for definitions and requirements under IRC §527.
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6.1 COMPARISON OF (c)(3) AND (c)(4) ORGANIZATIONS

Affiliated (c)(3) and (c)(4) organizations can operate side by side; can share
resources, such as office space, equipment, and personnel; and often have simi-
lar names—the Sierra Club and the Sierra Club Legal Defense Fund, for exam-
ple. The financial affairs of each organization, however, must be kept separate.'®
Documentation evidencing the fashion in which common costs are shared must
be maintained. Form 990, Schedule A, requires that very detailed information be
reported about such sharing.'”

While overlapping board members are permissible, common control can sug-
gest a lack of independence. The safest relationship is for each organization to
have independent control. Staff overlap must be carefully documented with time
records and evidence of staff activity. Shared facilities, memberships, funding
campaigns, publications, and other overt products of activity deserve careful
expense allocations based upon time spent, space occupied, or another suitable
indicator of respective use.!® For another version of the criteria for such affiliated
organizations, read B. Holly Schadler’s guidelines to “ensuring accurate and
legally permissible resource allocations between a related (c)(3) and (c)(4).”"

A grant from the (c)(3) to the (c)(4) can be made if the grant is restricted to
charitable purposes, such as research disassociated with particular legislative
proposals. If allocated to lobbying, the grant should not be for a sum that would
violate the (c)(3)’s limitations. Clearly, the (c)(3) organization should not raise
general support funds to be transmitted to the (c)(4), but the reverse would be
allowable.

(c) Conversion to (c)(3) Status

Circumstances of an organization qualified under (c)(4) may change. If legisla-
tive activity declines or for other reasons, such as those outlined in the follow-
ing, an organization may consider converting its tax-exempt status to (c)(3). To
explore the issues involved in such a conversion, consider two examples.

Example 1. Representing the population of a planned community of 100,000
residents qualifies for §501(c)(4) status, not (c)(3), in the opinion of the Tax
Court.®® Columbia Park and Recreation Association (CPRA) was a nonprofit
organization formed to build and operate “facilities and services for the com-
mon good and social welfare of the people” of Columbia, Maryland; to represent
property owners and residents with respect to owner assessment and collection
of fees for such services; and to enforce property covenants.

The CPRA built the public utility and transportation systems, parks, pools,
neighborhood and community centers, and recreational facilities such as tennis
courts, golf courses, a zoo, an ice rink, boat docks, and athletic clubs for the com-

16 See Section 22.2.

17 See online version of Blazek, 990 Handbook (New York: John Wiley & Sons).

18 Cost accounting concepts and documentation methods are discussed in Chapter 27.

19 “Establishing a Sec. 501(c)(4) Organization,” The Exempt Organization Tax Review, vol. 23, no.
3 (March 1999), excerpted from The Connections: Strategies for Creating and Operating
501(c)(3)s, 501(c)(4)s, and PACs (Alliance for Justice, 1998).

20 Columbia Park and Recreation Association, Inc. v. Commissioner, 88 T.C. 1 (1987).
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munity. CPRA essentially functions like a municipality but is not a political sub-
division of the county in which it is located. CPRA was formed by the private
developers of Columbia. Columbia has “villages” that have formed separate civic
associations.

For the first 12 years of CPRA’s existence, it was classified as a §501(c)(4) orga-
nization. To qualify for tax-favored bond financing, CPRA sought reclassification
as a §501(c)(3) organization in 1982. The IRS denied the (c)(3) exemption based
upon failure of both the operational and the organizational test, as follows:

 Private benefit and control. Regardless of the size of the group benefited
(there was no argument that Columbia resembles a city that would qual-
ify), CRPA is owned and controlled by the homeowners and residents,
and serves their private interests. Every property owner possesses an
ownership right in CPRA’s facilities and services. The facilities open to
the public represented less than 2 percent of the total, and out of 110,000
families, only 190 received reduced fees.

e Funding source. Another factor distinguishing CPRA from a §501(c)(3)
organization was its source of funds: no voluntary contributions were
solicited from the public, and the sole source of financing was property
owner fees, which are nondeductible for §170 purposes.

e No charitable purpose. The CPRA did not lessen the burdens of govern-
ment. There was no proof that the State of Maryland or Howard County
accepted such responsibilities, and based upon documents regarding the
public transportation system, Columbia was expected to bear the cost.

 Dissolution clause. The CPRA’s charter names three possible recipients of
its assets upon dissolution: Howard County, an agency or instrumentality
of the county, or one of the village associations. The first two qualify as
§501(c)(3) recipients, but the last does not because village associations are
(c)(4) organizations. Thus, the assets are not dedicated permanently to
§501(c)(3) purposes.

Example 2. A civic welfare organization operated to meet the financial and
emotional needs of individuals employed in an industry worldwide was
allowed to merge itself into its subsidiary §501(c)(3) organization, since it pos-
sessed the requisite charitable characteristics, as follows?!:
 Contributions. More than one-third of the organization’s support is received
from contributions from the general public (i.e., nonindustry members).

e Charitable services. Gerontology, social services (legal and emotional coun-
seling), job placement for the unemployed, and scholarships were consid-
ered charitable services.

o Charitable class. Because of its size (over 10,000 members), its dedication to
members of a particular industry was ruled not to negate its charitable
purposes.

2! Priv. Ltr. Rul. 9019046.
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6.2 QUALIFYING AND NONQUALIFYING CIVIC ORGANIZATIONS

In both examples, note that the organizational activities benefit a limited class
of individuals. What distinguishes the two is (1) the character of the activities and
(2) the sources of support. Relieving suffering in distress situations is generally
considered charitable, as is promotion of health and education. Recreation, pres-
ervation of property values, and commuting to work are not generally classified
as charitable activities.”>

The IRS approved a merger of a §501(c)(4) entity and its §509(a)(3) supporting
organization into a §501(c)(3) organization.”®> The organizational documents of
both organizations dedicated the assets to charitable purposes so that, as a practi-
cal matter, either organization could have survived. For tax purposes, however,
the assets of the (c)(3) organization could not have been transferred to the (c)(4).

6.2 QUALIFYING AND NONQUALIFYING CIVIC
ORGANIZATIONS

The primary characteristic of a qualifying civic league is that it operates to bene-
fit the members of a community as a whole, be it the world or a small town, as
opposed to operating a social club for the benefit, pleasure, or recreation of par-
ticular individuals. Social events sponsored by civic leagues are permitted, if
they are incidental to the group’s primary function.?* One court stated that “the
organization must be a community movement designed to accomplish commu-
nity ends.”?® Another said, “In short, social welfare is the well-being of persons
as a community.”* The following projects have been determined to be qualify-
ing activities for civic leagues:

+ Tenants’ legal rights defense groups®

e Unemployment relief efforts organized to provide loans to purchase and
develop land and facilities to create jobs,?® and a credit counseling service
to prevent bankruptcy in the community®

» Amateur baseball league® and a sports organization promoting the inter-
est of youths by giving them free tickets to sporting events, thereby pro-
viding wholesome entertainment for the welfare of the community’s
youths (might also qualify under (c)(3))*!

* Bus line providing transportation from a suburb to major employment
centers in a metropolitan area.>> A bus operation for the convenience of
employees of a particular corporation would not qualify.>®

22See Section 22.2 on relationships between §501(c)(3) and §501(c)(4) organizations.
23 Priv. Ltr. Rul. 200128059.

24 Rev. Rul. 74-361, 1974-2 C.B. 159; Rev. Rul. 66-179, 1966-1 C.B. 139.

2 Erie Endowment v. U.S., 361 F.2d 151 (3rd Cir. 1963).

26 Commissioner v. Lake Forest, Inc., 305 F.2d 814 (4th Cir. 1962).

?7Rev. Rul. 80-206, 1980-2 C.B. 185.

28 Rev. Rul. 64-187, 1964-1 C.B. (Part 1) 354; Rev. Rul. 67-294, 1967-2 C.B. 193.
2 Rev. Rul. 65-299, 1965-2 C.B. 165.

30 Rev. Rul. 69-384, 1969-2 C.B. 112.

3 Rev. Rul. 68-118, 1968-1 C.B. 261.

3 Rev. Rul. 78-69, 1978-1 C.B. 156.

3 Rev. Rul. 55-311, 1955-1 C.B. 72.
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+ Junior chambers of commerce customarily qualify.**

e Antiabortion league formed to educate the public, promote the rights of the
unborn, and lobby for legislation to restrict women’s access to abortions®

* Society presenting an annual festival to preserve ethnic culture®

¢ Parks or gardens for beautification of a city, including a group formed to
maintain the public areas of a particular block®

* Veterans organization that conducted social welfare programs. Less than 75
percent of its members were veterans, and therefore it could not qualify
under IRC §501(c)(19).%

* Garden club to bring civic betterment and social improvement (note that
a garden club can conceivably qualify under 501(c)(3), (4), (5), or 7)*

* Bridge club providing recreational activity for a nominal fee to a commu-
nity40
A civic organization that benefits private individuals or operates for profit can-

not qualify as a (c)(4) organization. The following groups have failed to receive
exemption:

e Atenants’ association for a particular apartment complex, and condomin-
ium management*! or residential real estate management associations
(see IRC §528) do not qualify.

* An individual practice association of local doctors benefited the member
physicians, not a community.*?

* A pirate ship replica operation and staging of an annual mock invasion
and parade was for the benefit of its members.*?

* An ethnic group, whose members live in an area and receive sickness and
death benefits, operates for its members.**

¢ A television antenna group organized on a cooperative basis to improve
reception for a remote area on a fee basis to members does not qualify,*

¥ Rev. Rul. 65-195, 1965-2 C.B. 164.

3 Rev. Rul. 76-81, 1976-1 C.B. 156.

%Rev. Rul. 68-224, 1968-1 C.B. 222. A kennel club focused on presenting an annual show that
draws over 25,000 visitors and is broadcast on television to millions of people was allowed to
qualify as a civic association since its social functions were incidental according to Priv. Ltr. Rul.
9805001.

37Rev. Rul. 68-14, 1968-1 C.B. 243, as distinguished by Rev. Rul. 75-286, 1975-2 C.B. 210.

38 Priv. Ltr. Rul. 200011050; unfortunately for the organization, it also failed to qualify to receive
deductible charitable contributions.

¥ Rev. Rul. 66-179, 1966-1 C.B. 139; see also IRS Priv. Ltr. Rul. 9805001.

40 Tech. Adv. Memo. 9220010.

*'Rev. Rul. 74-17, 1974-1 C.B. 130.

“2Rev. Rul. 86-98, 1986-2 C.B. 74.

4 Ye Krewe of Gasparilla, 80 T.C. 755, Dec. 40,052.

*Rev. Rul. 75-159, 1975-1 C.B. 48.

# Rev. Rul. 54-394, 1954-2 C.B. 131.
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6.3 LOCAL ASSOCIATIONS OF EMPLOYEES

but a group with the same purpose supported by voluntary contributions
and available to all that live in the area can qualify.*®

e An educational camp society formed to provide a rural retreat for a
school’s faculty and students does not benefit the community.*” Nor does
a vacation home established and controlled by a corporation for its female
employees, despite the facts that it was open for public use and the gen-
eral public used it 20 percent of the time.*

e An antiwar protest group that encourages people to commit illegal acts
during demonstrations operates against public policy and is not exempt.*’

A lake association formed to provide recreational services to its members
as residents of a particular community cannot qualify under (c)(4) but
instead is allowed to qualify as a social club under (c)(7).5°

6.3 LOCAL ASSOCIATIONS OF EMPLOYEES

An association of employees of a particular company working in a local area to
serve charitable, educational, or recreational purposes without allowing its
assets to benefit the employees as individuals can qualify for tax exemption
under §501(c)(4).

(@) Membership Requirements

The statute describes a local association as one limited to employees of a desig-
nated person or persons in a particular municipality. The word local means the
organization has a purely local character confined to a particular community,
place, or district, irrespective of political subdivisions.”" A limit circumscribed
by the borders of a state is too broad. An association limited to specified counties
in two states, however, did qualify.”> Employees of a business with locations in
different cities and states would need to form separate associations in the vari-
ous locations.”

The words person or persons allow an association to be comprised of employ-
ees of more than one employer in a local area.”® Retired employees can be mem-
bers™ even if they were not members while they were actively employed.”® The
association may limit its membership to certain classes of employees. In one

*Rev. Rul. 62-167, 1962-2 C.B. 142.

47 The People’s Educational Camp Society, Inc. v. Commissioner, 331 F.2d 923 (2d Cir. 1964), aff’g.
39 T.C. 756 (1963), cert. den., 379 U.S. 839 (1964).

48 Rev. Rul. 80-205, 1980-1 C.B. 184, issued by the IRS to say that it will not follow Eden Hall Farm
v. U.S., 389 F. Supp. 858 (W.D. Penn. 1975), which held that a farm did qualify because the group
of working women it served represented a community.

*Rev. Rul. 75-384, 1975-2 C.B. 204.

30 April 1994 Determination Letter published by IRS National Office EO Technical Division.

31 Reg. §1.510(c)(4)-1(b) by reference to Reg. §1.501(c)(12)-1.

32 Priv. Ltr. Rul. 8738075.

%3 Tech. Adv. Memo 8306002.

* Tech. Adv. Memo. 8652006.

35 Rev. Rul. 74-281, 1979-1 CB 133.

36 Priv. Ltr. Rul. 8018073.
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example, the IRS thought it was acceptable for an employee health club to admit
only salaried employees and exclude hourly workers.”” The 200 employees were
deemed not to represent an “excessively exclusive” arrangement, but an associa-
tion limited to employees paid over $100,000 annually might not qualify.

(b) Permissible Activities

Associations must conduct activities of a charitable, educational,®® or recre-

ational nature. The association might sponsor the company softball team or con-
duct safety programs or continuing education classes. An association that
promotes cultural activities for employees by securing blocks of tickets for sym-
phony or ballet performances could qualify.

The association that exists primarily to provide insurance, pension, or other
retirement benefits to its members is not considered charitable and cannot qual-
ify.”” It was unsuccessfully argued that such an association formed by govern-
ment employees should qualify as charitable because it relieves the burdens of
government.®’ The IRS holds the same opinion.®! Similarly, an association formed
to provide employee bus®? or cooperative buying services®® cannot qualify.

6.4 NEIGHBORHOOD AND HOMEOWNER’S ASSOCIATIONS

To qualify under §501(c)(4), an organization must serve a constituency that con-
stitutes a community rather than a limited group of individuals. The home-
owner’s association exemplifies the type of group not qualified for (c)(4) tax-
exempt status, but the distinction between those that qualify and those that do
not is often vague. One IRS definition of community says, “The term has tradition-
ally been construed as having reference to a geographic unit bearing a reasonably
recognizable relationship to an area ordinarily identified as a governmental sub-
division or a unit or district thereof.”** A community is sometimes hard to define,
and the facts and circumstances of each case are determinative.®® Taken as a
whole, the rulings indicate that to prove that an organization operates for the
benefit of the community as opposed to individual residents, the following fac-
tors must be present“:

e The association does not maintain private residences, either exterior or
interior. Such services are evidence that an organization is operated for
private benefit.*”

57 Gen. Coun. Memo. 39357 (May 3, 1985).

8 See Chapters 4 and 5.

% Rev. Rul. 66-59, 1966-1 CB 142.

60 Police Benevolent Ass’n. of Richmond Va. v. U.S., 661 F. Supp. 765 (ED Va. 1987, aff’d, 836 F.2d
547 (4th Cir. 1987).

1 Tech. Adv. Memo. 8051004, 8120001, and 8135010.

%2 Rev. Rul. 55-31, 1955-1 CB 72; Priv. Ltr. Rul. 8027934.

3 Rev. Rul. 79-128, 1979-1 197; see also section 5.4.

% Rev. Rul. 74-99, 1974-1 C.B. 131.

5 Rev. Rul. 80-63, 1980-1 C.B. 116.

% Rev. Rul. 67-6, 1967-1 C.B. 135; Rev. Rul. 72-102, 1972-1 C.B. 149, mod. by Rev. Rul. 76-147,
1976-1 C.B. 151.

%7 Rev. Rul. 74-99, supra note 39.
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6.4 NEIGHBORHOOD AND HOMEOWNER’S ASSOCIATIONS

¢ Common areas, including streets, sidewalks, and parks, are open to the
general public for their use and enjoyment without controlled access
restricted to members. Subdivisions often form a separate social club to
operate a swimming pool or other recreational facility from which they
want to exclude the public.

* Association is not limited to a particular commercial development unless
it conducts only those activities customarily reserved to a municipality.
This question is sometimes difficult, as the Columbia Park case discussed
previously indicates.®®

¢ The organization must not have as its sole purpose the provision of basic
services to residents (such as garbage pickup and security patrol).

¢ Enforcing covenants for architectural appearance and limitations on com-
mercial or multitenant occupancy with the intention of preserving the
community provides a public benefit, despite the fact that it may serve
also to maintain property values of the individual owners.*

e Revenue for a civic league comes from a variety of usage fees, govern-
mental grants, and voluntary donations, as distinguished from a home-
owner’s association, which normally finances all of its costs from member
assessments.

(a) Characteristics of Homeowner’s Associations

Although it may have some activities that benefit the community, the typical
homeowner’s association will not qualify for §501(c)(4) exemption if its primary
focus is to benefit individual owners—the first four items in the previous list. To
stop some of the controversy, clarify the rules, and allow tax relief for such asso-
ciations, Congress enacted §528 in 1976, which provides a special exemption sec-
tion for homeowner’s associations. Two types of associations qualify:
condominium management associations and residential real estate management
associations.” The basic requirements for qualifying include the following:

e An annual election to be so taxed pursuant to the section is made and
filed by the due date of the return, including extensions.”!

¢ The nonprofit must be organized and operated to acquire, construct, man-
age, maintain, and care for association property, whether held in common
for the owners, held privately by the owners, or held by a governmental
unit for use by the owners.”

8 Columbia Park and Recreation Association, Inc. v. Commissioner, supra note 20.

% Rev. Rul. 72-102, supra note 66.

OReg. §1.528-2.

"VIRS Instructions to Form 1120-H at 2. This election cannot be revoked retroactively to take advan-
tage of a net operating loss. However, revocation was granted by the IRS to an association that
relied on inadequate tax advice provided by a professional tax advisor. Rev. Rul. 83-74, 1983-1
C.B. 112.

2Reg. §1.528-3.
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Sixty percent or more of its gross income must be “exempt function
income,” that is, membership dues, fees, or assessments from member
owners of residential units. A settlement for past underassessments of
dues paid by a real estate developer is exempt function income.”

Ninety percent or more of its expenditures in a tax year must be for
“exempt function purposes.” These purposes include capital expendi-
tures for property improvements or replacement costs, salaries of manag-
ers, clerical, maintenance, and security personnel, gardening, paving,
street signs, property taxes, repairs to association property, and all other
disbursements to acquire, construct, manage, and maintain the property.

Eighty-five percent or more of the condominium, subdivision, develop-
ment, or similar area related to the association must be used by individu-
als as residences. Vacant units are included if they were residences before
they became unoccupied.”

No part of its net earnings can inure to the benefit of any private share-
holder or individual.

(b) Calculating the Tax

The tax relief is only partial. While all of a qualifying civic league’s income is
exempt from income tax, a homeowner’s association pays tax. It can elect to pay
either a flat 30 percent tax on its nonexempt function income (basically, its
investment in common-area facilities, passive investment income, and any unre-
lated business income less deductions) or the normal corporate tax payable on
all of its income. Exempt function revenues are those received from the member
property owners as dues or assessments unless such fees or assessments repre-
sent payments for services rendered to the members. Taxable revenues’ for §528
purposes include the following:

Interest earned on deposits and investments held in a sinking fund for
improvements or repairs, including tax-exempt interest

Member assessments for mortgage principal, interest, and real estate
taxes on association property

Amounts received for work performed on privately owned property
Assessments for maintenance, trash collection, or snow removal

Nonmember usage fees, as well as member fees for special services

Deductions from the listed taxable income items include expenses directly con-
nected with producing the nonexempt function income. There is a $100 exemp-
tion. No deduction for net operating loss or dividends received is allowed.

73Rev. Rul. 88-56, 1988-2 C.B. 126.
"4 Reg. §1.528-4.
>Reg. §1.528-9.
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6.5 DISCLOSURES OF NONDEDUCTIBILITY

(c) Annual Election

A homeowner’s association has an annual choice of electing to pay income tax as
a normal corporation rather than to pay the flat 30 percent tax on its investment
income. For taxable income of up to $50,000 the normal corporate tax rate for 2004
was 15 percent, and 25 percent for the next $25,000. For an association with mod-
est income taxable, the election to pay the 30 percent tax may not be suitable. The
decision turns on factors that should be quantified in each case to make the cor-
rect choice. The tax rate is one factor and is influenced by both the amount of the
income and by the kind of income that is taxable. The part of an association’s net
income that is considered exempt function income is not taxed if the election is
made, but it is taxed if the association elects to be taxed as a normal corporation.

A nonelecting homeowner’s association is subject to a deduction limitation
rule,”® which allows deduction of expenses attributable to owner activities only
to the extent of owner income. It is extremely important, therefore, to under-
stand the interplay of the deduction limit in §277 and the flat tax of §528, which
contains the exclusions from income. In other words, even though the associa-
tion’s financial statements show no net profit, it may have taxable income.

Once the election is made or not made, the association may seek permission
from the IRS to revoke or elect pursuant to the relief provision of §9001. When
the wrong decision was made based upon the recommendation of a professional
advisor, revocation has been allowed.”” Form 1120H filers need not pay quat-
terly estimated tax. The balance of tax is due by the fifteenth day of the third
month following the end of the taxable year. For further details, see IRS Publica-
tion 588, Tax Information for Homeowners Associations.

6.5 DISCLOSURES OF NONDEDUCTIBILITY

Many non-(c)(3) organizations are required to make two different disclosures of
the deductibility of payments they solicit. Organizations can be penalized for
failure to properly make the disclosures.

(a) Notice of Noncharity Status

Social welfare organizations, agricultural organizations, business leagues, and
many other tax-exempt organizations that are not eligible to receive gifts deduct-
ible as charitable contributions must say so on fund-raising solicitations.”®
Exempt organizations subject to the disclosure requirement include the following:

e Organizations not described in §170(c) that are exempt from tax under
§501(c) or §501(d) and political organizations defined in §527(e), includ-
ing political campaign committees and political action committees

e Organizations listed above whose gross annual receipts exceed $100,000

(multiple organizations created to circumvent this limit can be combined
by the IRS)

T6IRC §227.
77 Priv. Ltr. Rul. 9233025; Rev. Rul. 83-74, 1983-1 C.B. 112.
8IRC §6113.
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An express statement that payments (whether called dues, gifts, contributions,
or something else) are not tax deductible must be printed on written requests for
payments and announced in solicitations made by phone, radio, television, and
the Internet (although not mentioned in the 1988 legislation). Certain types of
exempt function payment requests are excluded, such as a fee for a newsletter
ad, registration for an educational conference, premiums for an insurance pro-
gram, community association fees for police and fire protection, and other pay-
ments for specific services rendered by the nonprofit.

The disclosure must be “conspicuous and easily recognizable.” The state-
ment of nondeductibility must be clearly legible in type of the same size as the
primary message of the written piece. It cannot be obscured by placement, color,
shape, or other means and cannot be buried in some part of the solicitation mate-
rials that ordinarily would not be noticed and read by the recipient. The script of
telephone, radio, television, and Internet solicitations must contain a statement
that the payments are not tax deductible.”” In 2002 the IRS announced that the
disclosures are not “difficult to adapt to computer-based communications” and
found “no reason to treat e-mail solicitation any differently from direct mail solic-
itations.’ Web-based fund raising is similar to print media, since unlike tele-
phone, television, and radio, the viewer generally controls what he or she looks at
and for how long.”

The following four conditions should exist for the Web site solicitation to
meet the disclosure requirements:

1. The solicitation includes an express statement that payments are not tax
deductible as charitable contributions.

2. The statement is at least the same type size as the primary message and is
readily visible against the background of the page.

3. The statement appears on the same [Web] page as, and in close proximity
to, the actual request for funds.

4. The statement is either the first sentence in a paragraph or itself consti-
tutes a paragraph.

The penalty for failure to disclose is $1,000 a day, up to $10,000 each year. The
IRS imposed the maximum penalty for nondisclosure on a §527 political organi-
zation in the first ruling issued on the subject. No notice was included in its tele-
marketing script. It argued that it had relied upon the “inadequate compliance
information supplied to it by its national umbrella organization” so that the pen-
alty should be excused for “reasonable causes.” The IRS found that the organiza-
tion was “not run by inexperienced individuals ignorant of the tax laws, but by
experienced, knowledgeable individuals with paid staff having access to infor-
mation concerning the rules.”®!

"IRS Notice 88-120, 1988-2 C.B. 454.

80 Cheryl Chasin, Susan Ruth, and Robert Harper, Chapter I, “Tax Exempt Organizations and World
Wide Web Fundraising and Advertising on the Internet,” IRS CPE Text, 2000; Rev. Proc. 2001-
59, IRB 2001-52, 627.

81 Priv. Ltr. Rul. 9315001.
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6.5 DISCLOSURES OF NONDEDUCTIBILITY

(b) Dues Not Deductible as Business Expense

Congress listened to President Bill Clinton’s suggestion that almost all lobbying
expenses be made nondeductible for income tax purposes. Before 1994, a busi-
ness expense deduction was not allowed for political campaign activity and
grassroots lobbying attempts to influence the public at large, but expenses of
direct efforts to influence lawmakers were deductible. IRC §162(e) was revised®
to add two new types of nondeductible lobbying and political activity—for both
for-profit and nonprofit entities—bringing the total to four, as follows:

Influencing legislation

2. Contacts with certain senior executive branch officials in attempts to
influence official actions or positions of such officials

Political campaign activities

4. Grassroots lobbying

(c) Definition of Legislation

Influencing legislation is defined by §162(e)(4) to mean “any attempt to influence
any legislation through communicating (oral or written) with any member or
employee of a legislative body or with any government official or employee who
may participate in the formulation of legislation.” Influencing legislation is
additionally defined by the regulations to include “[a]ll activities, such as
research, preparation, planning, and coordination, including deciding whether
to make a lobbying communication, engaged in for a purpose of making or sup-
porting a lobbying communication, even if not yet made.”*®

Guidance has not yet been offered on the definition of “grassroots lobbying”
or “communications with executive branch officials.” The term legislation includes
actions with respect to acts, bills, resolutions, or similar items by Congress; any
state legislature, local council, or similar governing body; or the public in a referen-
dum, initiative, constitutional amendment, or similar procedure.?*

Action is limited to the introduction, amendment, enactment, defeat, or repeal
of acts, bills, resolutions, or similar items. The IRS has deemed confirmation of a
judicial nominee to be “similar to” legislation.® Actions of federal or state admin-
istrative or special-purpose bodies, such as auditing or issuing rulings, are not
included.®® Attempting to influence regulations proposed by the Treasury Depart-
ment would not be considered legislative activity. These rules contain no excep-
tions for nonpartisan research and study of issues germane to legislative actions,
as found in §4911 applicable to (c)(3) organizations. Some guidance as to when an
issue becomes a legislative proposal is provided in the regulations under a “look-
back rule.”®” The congressional conferees did say that any “communication com-

82 The Omnibus Budget Reconciliation Act of 1993.

8 Reg. §1.162-29(b)(1).

8 Defined by referring to the language of §4911(e)(2) applicable to lobbying by charities.
85 Gen. Coun. Memo. 39694 (January 22, 1988).

86 H.R. Rep. 103-213 (Conference Report) at 605, note 57.

87 See Section 6.4(h).
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pelled by subpoena, or otherwise compelled by federal or state law, does not con-
stitute an attempt to influence legislation or an official’s actions, and therefore is
not subject to the general disallowance rules.”®

Local Councils. A special exception was carved out to permit the deduction of
expenses of attempting to influence legislation of “any local council or similar
governing body.”® Any legislative body of a political subdivision of a state, such
as a county or city council, comes within the exception for local lobbying.*
State-level lobbying expenses associated with legislative actions of a state legis-
lature are treated on a par with federal lobbying. Note, however, that communi-
cations with state officials are not subject to the disallowance provisions for
federal officials.

Communications with Executive Branch. A brand-new category of lobbying
was created. Expenses paid to make a direct communication with high officials
in the executive branch of the federal government in an attempt to influence
their official actions are not deductible. The disallowance applies when the com-
muniqué concerns administrative action as well as pending or proposed legisla-
tion. The covered executive branch officials include the following;:

¢ The president and the vice president

¢ Cabinet members, others having cabinet-level status, and their immediate
deputies

* The two most senior officers of each agency within the Executive Office of
the President, such as the National Security Agency

e An employee of the Executive Office of the President

A communication regarding proposed Treasury Department regulations may or
may not be a direct communication. Comments about regulations submitted
through normal channels to lower-level employees are not generally regarded as
a communication with a cabinet member. Direct contact with the Secretary of the
Treasury and his or her deputy, however, would be. The cost of research and
analysis conducted to gather information intended to be communicated to a cov-
ered official is also nondeductible.

A communiqué addressed to a noncovered official can be treated as a direct
communication if the covered official is the intended recipient.”! The fact that a
cabinet-level official must ultimately approve or sign off on a regulation does not
make the lower-level contact a nondeductible activity.” It is important to distin-
guish regulation and procedural communications from those involving legisla-
tion. Communication with a member of the executive branch on any level
concerning legislation being formulated will be treated as an attempt to influence
legislation. Concerning the charitable lobbying rules, the IRS has stated that a

88 Conf. Rep. at 607.
89IRC §162(e)(2).
% Conf. Rep. at 605.
o114,

%2 Conf. Rep. at 607.
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6.5 DISCLOSURES OF NONDEDUCTIBILITY

treaty required to be submitted by the president to the Senate is considered “legis-
lation” from the moment a U.S. representative begins negotiations with the other
country’s delegates.”®

(d) Nondeductible Membership Dues

Dues paid to membership organizations, including a civic league, labor union,
or business league, are not deductible to the extent the money is spent on nonde-
ductible lobbying or political expenses.’* The disallowance applies to dues paid
to organizations that spend more than $2,000 annually on “in-house” expenses,
or what the code calls a de minimis amount.”® An allocation of overhead costs,
third-party payments, dues to other organizations, grassroots lobbying, political
campaign intervention, and foreign lobbying are not considered in-house
expenses. Also, certain organizations whose members ordinarily do not deduct
their dues are excluded from this nondeductibility provision.”®

Exempt organizations, other than (c)(3)s, that spend money for lobbying
expenses associated with legislative and executive-branch communications have
a choice under these rules. The first choice Congress gives an organization that
lobbies is to disclose the nondeductible amount to its members. Under this choice,
members are informed of the portion of nondeductible lobbying expenses paid
with or allocable to the dues payments. With the proper notice to members, the
organization can essentially pass through its nondeductible lobbying. Choice 2
allows the organization itself to instead pay unrelated business income tax on its
lobbying expenditures, called a proxy tax.

Documents seeking payment of dues from members of organizations mak-
ing the first choice must contain the estimated amount of the portion of dues that
are nondeductible. If such notice is not given, the organization pays the proxy tax
on its lobbying expenditures.”” Form 990 requires the organization to report the
total amount of dues allocable to lobbying.”® The calculation of the nondeduct-
ible dues portion is made on a first-in, first-out basis. Disallowed expenses are
considered as paid out of member dues rather than other funds or revenues of
the organization. If the portion of member dues actually collected totals less than
the amount of nondeductible lobbying in any one year, the excess expense is car-
ried over to the succeeding year. This rule prevents an organization from using
savings or other resources every other year or so to reduce bad member relations
that might result from nondeductibility of dues.

(e) Proxy Tax

The league or union that chooses not to, or fails to, notify its members of the
nondeductible amount pays a proxy tax. The tax is payable at the highest corpo-
rate tax rate, currently 35 percent.” The choice can be made (or imposed because

% Reg. §56.4911-2(d)(1)(i).

*IRC §162(e)(4)(B), as amended by the Revenue Reconciliation Act of 1993.
9 IRC §162(e)(B)(ii).

% See Section 6.4(f).

97IRC §6033(e)(1)(A)(i).

% See www.wiley.com/go/blazek_990 (Hoboken: John Wiley & Sons).

PIRC §6033(e)(1)(A).
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of a mistake) annually. The tax is due on the portion of member dues allocable to
expenditures for nondeductible lobbying activities, but cannot exceed the
amount of dues received during a year.'”

(f) Excepted Organizations

Organizations that establish to the satisfaction of the secretary that substantially
all of the dues or other similar amounts paid by persons to such organizations
are not deductible without regard to §162(e) are excluded from this disclosure
and disallowance provisions. The IRS explains the application of this exception
by category of organization.!"!

Automatically Excluded. The notification and/or proxy tax provisions do not
apply to organizations recognized by the IRS as exempt from taxation under
§501(a) other than those exempt under §501(c)(4), (5), or (6).

¢ (c)(4) organizations are excluded if either of the following apply:

o The largest amount of annual dues (or similar amounts) paid by any
member is $50 indexed; for 2004 the amount is $86 or less and not more
than 10 percent of the total amount of annual dues or similar amounts
to come from members paying more than $75 annually

o More than 90 percent of all annual dues are received from organiza-
tions described in §501(c)(3), state or local governments, or entities
whose income is exempt under §115.

¢ (c)(5) organizations follow the same rule as (c)(4)s.

¢ (c)(6) organizations are excluded only if more than 90 percent of all
annual dues are received from organizations described in §501(c)(3), state
or local governments, or entities whose income is exempt under §115.

Excluded by Nondeductibility. An exempt organization that cannot satisfy the
automatic exclusions may still be excluded if it

e Maintains records establishing that 90 percent or more of the annual dues
(or similar amounts) paid to it are not deductible without regard to §162(e)

« Notifies the IRS that it is excluded by §6033(e)(3) when it files its annual
Form 990

The procedure defines the significant terms as follows:

e Annual dues are the amount an organization requires a person, family, or
entity to pay to be recognized by the organization as a member for an
annual period.

e Similar amounts include, but are not limited to, voluntary payments
made by persons, families, or entities; assessments made by the organiza-

100 Conf. Rep. at 608.
101 Rev. Proc. 95-35, 1995-32 I.R.B. 1; updated by Rev. Proc. 2003-85, 2003-49 IRB 49.

m 134 =



6.5 DISCLOSURES OF NONDEDUCTIBILITY

tion to cover basic operating costs; and special assessments imposed by
the organization to conduct lobbying activities.

e Member is used in its broadest sense and is not limited to persons with
voting rights in the organization.

The definition of annual dues is straightforward and clear. However, the mean-
ings of similar amounts and member are extremely vague and broad. Assume that
a group of individuals creates an organization to lobby the state legislature for
more school funding. A self-perpetuating board creates a nonmembership not-
for-profit corporation and seeks (c)(4) status. Using a direct mail campaign, the
organization seeks support from citizens statewide. There is no mention of
membership or dues nor of assessment. Such voluntary payments under a strict
reading of the IRS definition could be construed as similar amounts. A cautious
organization in this situation might notify supporters of the nondeductibility of
their payments.

The vague definition of the term member for this purpose is quite contrary to
the definition suggested by the IRS in trying to tax associate member dues of
labor unions and business leagues. For that purpose, the IRS says a member is a
person who has a formal relationship and specific rights and obligations in rela-
tion to the organization.!"?

(g) Cost of Lobbying

To tally up its lobbying costs, an organization includes the following;:

e Third-party costs, or amounts spent specifically on lobbying—daily fees
paid to professional lobbyists, expenses of travel to Washington, or cost of
an opinion poll

¢ An allocable portion of the organization’s overall operating expenses

* Expenses of preparing, planning, or coordinating lobbying activities

* Research and monitoring costs which, upon “looking back,” are shown to
lead up to lobbying

The preamble to the regulations says that costs properly allocable to lobbying
activities are to be calculated using any reasonable method consistently
applied.103 The method must, however, follow specific rules for the exclusion or
inclusion of labor. The labor hours (and presumably the cost of the labor, depen-
dent upon the method used) of persons spending less than 5 percent of their
time on lobbying may be ignored as de minimis, unless the time is spent in
direct-contact lobbying.

Two distinct categories of cost are allocable: labor costs and general and admin-
istrative (G&A) costs. G&A is said to include depreciation, rent, utilities, insurance,
maintenance costs, security costs, and other administrative department costs (for
example, payroll, personnel, and accounting). The regulations suggest, but do not
limit the organization to, use of one of the three following allocation methods.

102 Gee Section 8.6.
103 Reg. §1.162-28, effective July 21, 1995.
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Type 1: Ratio Method. A percentage of the organization’s overall operating
costs, not including third-party lobbying expense, is allocated to lobbying. The
ratio compares the total number of hours the organization’s personnel spend
directly engaged in lobbying to the total number of hours personnel work. Any
reasonable method may be used to determine labor hours. The opening explana-
tion suggests, as examples of records to be maintained, daily time reports or daily
logs. Absent exact records, it may be assumed that full-time personnel spend 1,800
hours a year on the “taxpayer’s trade or business.” Support personnel labor—
“persons engaged in secretarial, maintenance, and similar activities”—may be
excluded from both the numerator and the denominator of the ratio calculation.

Type 2: Gross-Up Method. Under this method, the total lobbying cost is

Third-party costs + (basic labor costs * 175%)

“Basic labor costs” means salary or other payment for services plus payroll
taxes. Pension, profit sharing, employee benefits, and supplemental unemploy-
ment benefit plan costs, as well as other similar costs, are not included. The lob-
bying activities of many nonprofits are conducted by volunteers. This method
cannot be used by organizations that do not incur reasonable labor costs for per-
sons engaged in lobbying (efforts conducted by volunteers).*

Type 3: §263A Cost System. The cost system provided for manufacturing busi-
nesses can be used. Lobbying activity is treated as a service department or func-
tion to which costs are allocated, using a step methodology. The regulations
contain a detailed example that can be studied to consider the viability of this
choice. Under normal tax accounting ruling, the choice of method is binding and
altered only with IRS permission.!®

(h) Look-Back Rule

Internal Revenue Code §162(e)(5)(c) broadens the definition of what constitutes
moneys spent to influence legislation to include “any amount paid or incurred
for research, or preparation, planning, or coordination of any such activity.”
Merely monitoring legislative activity is not an attempt to influence it. An orga-
nization, however, must look back and reclassify monitoring expenses as nonde-
ductible'® in cases where it monitors legislation and subsequently attempts to
influence the formulation or enactment of the same (or similar) legislation. The
costs of the monitoring activities generally will be treated as incurred in connec-
tion with nondeductible lobbying activity. Likewise, if the organization conducts
research and prepares presentations, meetings, and communications with
underlings of a covered executive branch official “with a view toward directly
communicating with the top official,” all of the costs are nondeductible.'"

104 Reg. §1.162-28(b)(2).
105 See Section 28.2.

106 Conf. Rep. at 606.
10714, at 607.
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The regulations recognize that an organization might be involved in matters
of legislative import for multiple reasons and suggest that all of the facts and cir-
cumstances surrounding an activity be considered to identify the “purpose of an
expenditure.” The organization may treat an activity partially as related to a legis-
lative initiative and partially for a nonlobbying purpose. The IRS suggests that the

108.

following facts would determine the purpose of engaging in such an activity

Whether the activity and the lobbying communication are proximate in
time

Whether the activity and the lobbying communication relate to similar
subject matter

Whether the activity is performed at the request of, under the direction of,
or on behalf of a person making the lobbying communication

Whether the results of the activity are also used for a nonlobbying pur-
pose

Whether, at the time the taxpayer engages in the activity, there is specific
legislation to which the activity is related

The final regulations helpfully list the activities that will be treated as having no
purpose to influence legislation:

Determining the existence or procedural status of specific legislation, or
the time, place, and subject of any hearing to be held by a legislative body
with respect to specific legislation

Preparing routine, brief summaries of the provisions of specific legislation

Performing an activity to comply with any law, such as satisfying state or
federal securities law filings

Reading any publications available to the general public or viewing or lis-
tening to other mass-media communications

Merely attending a widely attended speech

Six detailed examples in the regulations can be studied by an organization wish-
ing to distinguish between activities that have lobbying import and those that
have no purpose to influence legislation.

108 Reg. §1.162-29(c).
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CHAPTER SEVEN

Labor, Agricultural, and
Horticultural Organizations:
§501(c)(5)

7.1 Labor Unions 140 7.2 Agricultural Groups 145
(a) Organizational Structure (a) Types of Crops 145
and Documents 140 (b) Services to Members 146
(b) Scope of Activities 140 (c) Special Exception 147
(c) Non-(c)(5) Activities 141 7.3 Horticultural Groups 147

(d) Political Activities 142 74 Disclosures
(e) Membership 142 of Nondeductibility 148

Internal Revenue Code (IRC) §501(c)(5) encompasses three specific kinds of
organizations: labor unions, agricultural groups, and horticultural groups. These
groups are distinguishable from those classified as business leagues partly
because their members may represent a range of pursuits rather than a narrow
“line of business” as required under (c)(6). An organization qualifying under
this category may have no net earnings inuring to the private benefit of any
member, although a labor union can provide some individual benefits.! Note
that this phrase includes all of the members—a broad group of persons. Com-
paratively, the inurement provision applied to (c)(3) and (c)(4) organizations
applies to those that are in a position to control the organization.> On a positive
note, the Intermediate Sanction penalties are not imposed on members of a (c)(5)
organization that receive impermissible benefits.” These worker-oriented groups
may only serve the three purposes provided in regulations that have not been
revised since 1958:

! Discussed in Section 7.2(b).
2 See Chapter 20.
3 Exempt status, however, could be challenged if the private benefits are extensive.
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1. Betterment of conditions of those engaged in such pursuit.
2. Improvement of the grade of their products.

3. Development of a high degree of efficiency in their respective occupations.*

7.1 LABOR UNIONS

The Internal Revenue Service (IRS) defines a labor organization as an “associa-
tion of workers who have combined to protect or promote the interests of the
members by bargaining collectively with their employers to secure better work-
ing conditions, wages, and similar benefits.” The term includes labor unions,
councils, and committees.” It is not mandatory that the membership be exclu-
sively employees, though the character of revenue received from nonmembers
might be treated differently.® The purpose for which the nonprofit is formed
determines exempt status.

(a) Organizational Structure and Documents

The Internal Revenue Code and Regulations impose no requirements regarding
organizational structure. Form 1024,” however, imposes a very clear organiza-
tion test: “If the organization does not have an organizing instrument, it will not
qualify for exempt status. The bylaws of an organization alone are not an orga-
nizing instrument. They are merely the internal rules and regulations of the
organization.” IRS Publication 557, Tax Exempt Status for your Organization,®
makes the following suggestion to enable a proposed union to achieve recogni-
tion of its exempt status:

To show that your organization has the purpose of a labor organization, you should

include in the articles of organization or accompanying statement (submitted with

your exemption application) information establishing that the organization is orga-

nized to carry out the betterment of the conditions of workers, the improvement of the

grade of their products, and the development of a higher degree of efficiency in their
respective occupations.

(b) Scope of Activities

Promoting and protecting the interests of workers can be accomplished in a vari-
ety of ways. Labor unions whose activities are limited to representing employee
members can readily be granted exemption. Some peripheral activities may also
allow a workers’ organization to qualify under the labor organization classifica-
tion. Examples of permissible activities include the following:

e Improvement of professional abilities of members through seminars,
courses, and participation in conventions; securing better salaries and work-
ing conditions for workers through collective bargaining and processing
grievance procedulres9

4Reg. §1.501(c)(5)-1(a).

5 Exempt Organizations Handbook (IRM 7751) §521.
6See Section 7.1(e).

"Reproduced in Appendix 18-2.

8 July 2001 Version.

°Rev. Rul. 76-31, 1976-1 C.B. 157.

" 140 =



7.1 LABOR UNIONS

» Worker dispatch systems to provide equitable allocation of available work
and to adjudicate and settle grievances'

o Provision of strike benefits"' and mutual death, sickness, accident, and
similar benefits for union members only (from member-contributed
funds),'? but not accounting and tax services'?

* Apprenticeship committees with union and employer representatives to
establish standards of employment and qualification in skilled crafts, and
to arbitrate in apprentice-employer disputes'*

* Anurses’ association established to bargain collectively with health insti-
tutions'

* Seminars and training programs, newspapers,'® conventions, and legal

defense and litigation activities'” by individual unions or associations of
labor organizations and unions

e Labor “temples” or centers containing offices, meeting and recreation
halls, and a barbershop, and otherwise providing a home to 162 unions,
and which are owned by the unions'®

(c) Non-(c)(5) Activities

Activities outside the historical role of unions may not be conducted as a pri-
mary purpose of a (c)(5) organization. A qualifying labor union cannot, as its
primary activity, receive, hold, invest, distribute, or otherwise manage funds
associated with savings or investment plans or programs, including pension or
other retirement savings plans.'” Whether the union itself, a directly affiliated
organization, or a totally separate group undertakes the activity can be determi-
native. The IRS has generally allowed unions to have concerns other than wages,
working hours, and working conditions, but only when they are mutually bene-
ficial to union members. Among the activities that have resulted in denial of
union status are

» Savings plans for individual members established under a collective bar-
gaining agreement to collect money and disburse it annually to members,
and unrelated to strikes or wage levels®

10Rev. Rul. 75-473, 1975-2 C.B. 213.

'Rev. Rul. 67-7, 1967-1 C.B. 137.

12Rev. Rul. 62-17, 1962-1 C.B. 87.

13Rev. Rul. 62-191, 1962-2 C.B. 146.

4Rev. Rul. 59-6, 1959-1 C.B. 121.

SRev. Rul. 77-154, 1977-1 C.B. 148.

16Rev. Rul. 68-534, 1968-2 C.B. 217.

7Rev. Rul. 74-596, 1974-2 C.B. 167; Rev. Rul. 75-288, 1975-2 C.B. 212.

18 Portland Co-operative Labor Temple Ass’n. v. Commissioner, 39 B.T.A. 450(1939), acq. 1939-1
C.B. 29.

Y Reg. §1.501(c)(5)-1(b).

20Rev. Rul. 77-46, 1977-1 C.B. 147.
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* Businesses formed to provide employment for members.?' The fact that
the profits from such a business go to a union does not help.

* An association formed to collect and pay over federal and state employ-
ment taxes on behalf of a group of manufacturers®

* An organization formed by individuals (not by a union) to pay weekly
income to workers in the event of a strike called by the members’ union,
but not to represent the workers in employment matters, does not qual-
ify.® But a labor union’s provision of financial assistance to its members
during a strike is an exempt activity.?*

e Unions of individual business owners®

A labor organization that primarily conducts exempt functions may also have a
limited amount of unrelated business activity without necessarily losing its
exempt status.?®

(d) Political Activities

There is no specific guideline limiting the extent of lobbying and other attempts
to influence legislation permitted for a (c)(5) organization. The IRS says some
germane lobbying activities relating to labor union concerns is acceptable, but
should not become the organization’s primary activity.”’ An organization that
spends more than half the annual budget on lobbying might find its exempt sta-
tus challenged.

Campaigning on behalf of candidates for public office is not specifically pro-
hibited, as it is for organizations exempt under §501(c)(3).?® However, campaign-
ing? cannot be a primary purpose.’’ Funds expended in efforts to influence
elections, to the extent of the organization’s investment income, are taxable under
IRC §527. A segregated fund could be created to clearly delineate the activity and
its income from the union’s other sources of funds. Importantly, there are also lim-
itations on political activity imposed by federal and state election laws.

(e) Membership

Membership in a labor organization traditionally includes employees, employ-
ers, and others whose participation in the union is to advance a focused field of
work, including autoworkers, pipefitters, or teachers, for example. To qualify for
tax exemption, a union must be an association of workers formed to seek better

2l Rev. Rul. 69-386, 1969-2 C.B. 123.

22Rev. Rul. 66-354, 1966-2 C.B. 207.

23 Rev. Rul. 76-420, 1976-2 C.B. 153.

24Rev. Rul. 67-7, supra note 5.

25 Rev. Rul. 78-288, 1978-2 C.B. 179.

26 See Chapter 21.

27 Exempt Organizations Handbook (IRM 7751) §544.
28 Marker v. Schultz, 485 F.2d 1003 (D.C. Cir. 1973).
2 See Chapter 23.

30 Tbid. note IRM 7751 §544.
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working conditions, wages, and similar benefits.3! When the union has member-
ship classes for persons not directly involved in its type of work, two related, but
different, questions arise. The first issue is qualification for tax exemption—the
union must show it operates to benefit workers. A nurses’ association® and a
plumbers’ group® composed mostly of employees were allowed to qualify even
though a limited number of their members were independent contractors work-
ing in the field. If, instead, most of the members are independent contractors,
exemption must be sought under IRC §501(c)(6) as a business league.**

A union with associate membership classes also faces a question of character
for the revenues paid by its members. The IRS once insisted that membership
denotes a formal relationship in which a person, whether specifically described
as a member or not, has specific rights and obligations. Dues revenues paid by
nonvoting associate members represented unrelated business income in the IRS’s
eyes. Unions and the IRS fought about this question for some years, as described
here for historical context.

To clarify the issue, the IRS issued formal guidance in 1995.%° A primary pur-
pose test was provided, which asks, “Is the associate member category created
and used to further the organization’s exempt purposes or simply to produce
unrelated income?” Further, in applying this principle “the Service looks to the
purposes and activities of the organization rather than of its members.” The IRS
noted in the guidance that (c)(5) organizations often receive dues payments not
only from members who are accorded full privileges in voting but also from asso-
ciate members who are given less than full, or no, voting privileges. The IRS said
it would not treat associate member dues as unrelated business income unless the
facts indicate the membership category was created to produce unrelated income.

Membership categories for students studying in the field and retired persons
should not be questionable in this regard, nor should layers of membership ac-
cording to years of service or amount of compensation. Note that Congress chose
not to give unions the special exception® given to agricultural groups that auto-
matically exempts a portion of the dues from classification as unrelated business
income. Labor unions must be alert to documenting the purpose of creating vari-
ous membership classes.

Two cases involving insurance plans administered by the Office of Personnel
Management through the Federal Employee Health Benefits Act (FEHBA) pro-
vide some insight into this issue. The first case involved the American Postal
Workers Union (APWU).* The IRS took the position that a portion of the associ-
ate (nonpostal worker) member dues was attributable to the group health insur-
ance plan and thereby produced unrelated business income, essentially saying

31'See footnote 8.

32Rev. Rul. 77-154, supra note 10.

3 Rev. Rul. 74-167, 1974-1 C.B. 134,

34 Rev. Rul. 78-288, supra note 19.

3 Rev. Proc. 95-21, 1995-15 IRB 1; see also Priv. Ltr. Rul. 9847001 in which the modest level of
associate dues indicated a lack of desire to general unrelated revenues.

36 See Section 7.2.

37 American Postal Workers Union, AFL-CIO v. U.S., 925 F.2d 480 (D.C. Cir. 1991), rev’g 90-1
USTC 450,013 (D.C. 1989).
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that associate member concerns were unrelated to the basic purpose of serving
postal worker members. Thus, the IRS assessed unrelated business income tax
on the profits from the associate member group insurance.

After reviewing the charter and bylaws of the union, the district court found
that the APWU was organized to serve not only postal workers but any classi-
fied federal employee. Its membership was not limited to those employed by the
U.S. Postal Service. This broad scope of coverage for all federal employees is per-
missible under the §501(c)(5) regulations pertaining to labor unions, which state
that “a labor union is a voluntary association of workers that is organized to
pursue common economic and social interests.” Any union is free to define its
constituents. Furthermore, the court found that there were “no requirements in
the Internal Revenue Code that a union member receive any particular quantum
of benefit in order to be considered a bona fide member.” Likewise, the court
found that the IRS’s position that members had to have the right to vote was
wholly without authority.

The court decided that the APWU'’s sponsorship of a group insurance plan
served an exempt purpose as a mutual benefit organization. The court also found
that the insurance program was not undertaken to make a profit, and that “pro-
viding economic benefits to members in return for dues is not a trade or busi-
ness,” citing the 1921 Congressional Record.

The appeals court, however, disagreed and found that the provision of insur-
ance to nonpostal workers was not related to the union’s stated focus on the inter-
ests of postal employees. The judge admitted that the case was difficult because
nothing in the regulations or any other authoritative source defined the exempt
purposes of a labor union. However, based upon a review of the organization’s
constitution, the court found that privileges of membership were granted only to
active members, and that provision of insurance benefits to nonmembers could
not be substantially related to the union’s exempt purpose. The court was also
swayed by the substantial profit generated by nonmember fees.

In a somewhat similar case, the Court of Claims decided that the National
Association of Postal Supervisors (NAPS) was taxable on its health insurance
activity, because this was an unrelated trade or business operated to produce a
profit and was in competition with taxable insurance providers.*® The NAPS case
facts were distinguishable from APWU in one important respect: The NAPS court
decided that the associate members were not members. The nonpostal employee
members were called “limited members.” Their dues were calculated to produce
a profit, they did not participate in other union programs, and their memberships
were dropped if they failed to continue coverage in the health plan. Although it
was not stated, perhaps the deciding factor in the NAPS case was the fact that
within five years of starting the insurance program, the limited benefit members
made up 71 percent of the total number of members in the plan. Thus, the facts
supported the IRS’s position that the insurance program’s purpose was primarily
to produce profit, not to serve members. Yet another postal union was made to
pay tax on its insurance program because the court found “providing insurance to

38 National Association of Postal Supervisors v. U.S., 90-2 USTC {50,445 (Ct. CI. 1990).
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persons who are not members in any other sense” cannot be substantially related
to the union’s exempt purpose.”

7.2 AGRICULTURAL GROUPS

Agricultural associations are subject to the same basic requirements and con-
straints outlined previously for labor groups. Again, the code, regulations, and
IRS Handbook are silent about the form of organization. In practice and for pur-
poses of filing Form 1024, organizational documents must be adopted to estab-
lish governance rules and prohibit private inurement. The purpose must reflect
that the organization is devoted to techniques of production, betterment of condi-
tions to those engaged in agriculture or horticulture, development of efficiency, or
improvement of the grade of products. Members of a qualifying agricultural
group need not necessarily all be farmers.*’

(a) Types of Crops

The IRS Exempt Organizations Handbook separately defines agriculture on the
land and on the sea because, until 1976, aquaculture was excluded. The hand-
book first defines agriculture to include “the art and science of cultivating the
ground, especially in fields or large quantities, including the preparation of the
soil, planting of seeds, raising and harvesting of crops, and rearing, feeding, and
management of livestock, that is tillage, husbandry, and farming.”4!

Next, it explains that IRC §501(g), added in 1976, includes the “harvesting of
aquatic resources” and says that Congress now intends agriculture to include fish-
ing and related pursuits such as the taking of lobsters and shrimp. Both freshwater
and saltwater occupations are to qualify, along with the cultivation of underwater
vegetation, such as edible sea plants. Finally, the handbook says that agriculture
includes the “cultivation of any edible organism.” In addition to cattle, crops, and
fish, fur-bearing animals and their pelts** have also been ruled to be agricultural
products. An association formed to guard the purity of the Welsh pony breed qual-
ified.* Agricultural products and pursuits do not include the following:

¢ Mineral resources, such as limestone. (But what about minerals used in
vitamin supplements for human consumption?)

+ Dogs not used as farm animals*

e Horse racing, despite the fact that the horses are raised on a farm (unless
the racing is a part of an agricultural fair and stock show)*

A broad range of activities associated with and supportive of agriculture may
qualify under this category. The organization itself need not be directly involved

3 National League of Postmasters v. Commissioner, T.C. Memo 1995-205.

40Rev. Rul. 60-80, 1960-1 C.B. 198.

4l Exempt Organizations Handbook (IRM 7751) §531.

42Rev. Rul. 56-245, 1956-1 C.B. 204; there is no guidance on whether alligators raised for their skin
qualify.

# Rev. Rul. 55-230, 1955-1 C.B. 71.

#Rev. Rul. 73-520, 1973-2 C.B. 180.

4 Forest City Livestock and Fair Co. v. Commissioner, B.T.A. Memo, 32, 215 (1932).
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in cultivation. Examples of agricultural groups that the IRS views as exempt
include the following;:

+ State and county farm bureaus*®

 Promoters of artificial insemination of cattle?”
e A group to study aquatic harvesting of seaweed or organic gardening

* A crop seed certification, seed technology research group*®

* Arodeo sponsor®’

e An association of farmers’ wives®

* A producers’ association formed to negotiate crop prices (but not to mar-
ket the crops as a sales agent)®!

(b) Services to Members

A qualifying agricultural organization must not allow its net assets to benefit its
individual members. Providing a direct business service for the economic bene-
fit of members cannot be the primary purpose of an agricultural group. The
rules generally place more constraints on agricultural groups than on unions.
Activities that the IRS has deemed to convey such benefits, rather than advanc-
ing the “betterment of conditions of those engaged in agriculture,” and which
are therefore not appropriate activities for an exempt agricultural association,
include the following;:

» Management, grazing, and sale of members’ cattle®

* Ahousing and labor pool for transient workers>

e Cooperative marketing of products (as opposed to monitoring or control-
ling pricing)>*

* Leasing a facility to weigh, sort, grade, and ship livestock™

* Abutter and cheese manufacturers’ institute (because butter is an agricul-
tural by-product—milk is the agricultural product)®®

 Provision of welfare aid and financial assistance to members®”

* Acting as sales agent for members rather than representing members in
negotiating prices with processors.”®

4 Exempt Organizations Handbook (IRM 7751) §532.1(1)(a).

4T East Tennessee Artificial Breeders Ass’n. v. U.S., 63-2 USTC {9748 (E.D. Tenn. 1963).
8 Indiana Crop Investment Association, Inc. v. Commissioner, 76 T.C. 394 (1981).
4 Campbell v. Big Spring Cowboy Reunion, 54-1 USTC 49232 (5th Cir. 1954).
ORev. Rul. 74-118, 1974-1 C.B. 134.

Sl Rev. Rul. 76-399, 1976-2 C.B. 147.

2 Rev. Rul. 74-195, 1974-1 C.B. 135.

33 Rev. Rul. 72-391, 1972-2 C.B. 249.

34 Rev. Rul. 66-105, 1966-1 C.B. 145.

3 Rev. Rul. 77-153, 1977-1 C.B. 147.

36 Rev. Rul. 67-252, 1967-2 C.B. 195.

STRev. Rul. 67-251, 1967-2 C.B. 196.

3 Rev. Rul. 76-399, supra note 51.
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The rental of an agricultural association’s fairground facilities for that portion of
the year the spaces are not used for its own annual fair was a mini-storage busi-
ness in the eyes of the IRS.”

To better illustrate the distinction between service to members and advance-
ment of the industry, compare a producers’ group formed to process production
data for its members’ use in improving their herds’ milk production®® with a nation-
wide organization that gathers milk production statistics for the U.S. Department of
Agriculture.®! The former group was not granted exemption because it relieved
the individual farmers of work they would have had to perform themselves and
did not necessarily improve the conditions of the milk industry.

Educational programs to promote farm cooperatives, information regarding
economic and social conditions for farmers, information about farm products,
youth camp sponsorships, newsletter publication, and other services were found
by the Tax Court to be conducted by a statewide federation of local county farm
bureaus for exempt purposes.®” The fact that the services provided to the mem-
ber cooperatives were “not directly proportional to the amount of the fees paid”
also indicated that individual economic benefits were not directly tied to the
payments.

(c) Special Exception

Agricultural or horticultural organizations gained a special exception from alloca-
tion of portions of their members’ dues as unrelated business income.®®> The IRS
has been aggressive and successful in treating the associate member dues col-
lected by unions from nonunion members as unrelated business income.** Effec-
tive retroactively for taxable years beginning after December 31, 1986, agricultural
groups were afforded special protection from such a position for required annual
member dues of up to $100 (indexed annually $120). This special provision in
§512(d) says:

If an agricultural or horticultural organization described in section 501(c)(5) requires
annual dues to be paid in order to be a member of such organization, and the amount
of such required annual dues does not exceed $100 (indexed),"5 in no event shall any
portion of such dues be treated as derived by such organization from an unrelated
trade or business by reason of any benefits or privileges to which members of such
organization are entitled.

7.3 HORTICULTURAL GROUPS

Horticulture is the cultivation of a garden or orchard and the science or art of
growing fruits, vegetables, and flowers or ornamental plants. Under the IRS

3 Tech. Adv. Memo. 9853001.

%0 Rev. Rul. 70-372, 1970-2 C.B. 118.

61 Rev. Rul. 74-518, 1974-2 C.B. 166.

%2 Ohio Farm Bureau Federation, Inc. v. Commissioner, 106 T.C. 222 (1996).
63 Small Business Job Protection Act of 1996, §1115, adding new IRC §512(d).
64 See Section 7.1(e).

% Rev. Proc. 2003-85, 2003-49 IRB 49.
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guidelines, horticulture is a division of agriculture and is subject to the same
rules. No specific guidance or rules are provided, however, exclusively for horti-
culture. To ponder the interesting dilemma, consider a group of rose growers that
is conceivably eligible to qualify under both (c)(5) and (c)(6). A garden club might
qualify under (c)(3), (c)(4), or (c)(7) depending on the focus of its activities.%
Certainly a garden club, the mission of which is to educate persons about horti-
culture, can qualify as a (c)(3) organization. A group of amateur gardeners not
engaged in the business of growing plants for sale cannot qualify under (c)(5).

7.4 DISCLOSURES OF NONDEDUCTIBILITY

Dues attributable to political campaign participation and lobbying (other than
on a local level) are not deductible for income tax purposes. In soliciting dues
and other payments from its members, labor, agricultural, and horticultural
organizations must make two different types of disclosures to their members in
connection with soliciting payments, as follows:

1. Nondeductibility as charitable contribution. A nonprofit organization exempt
under (c)(5) that has gross revenue of $100,000 must print an express
statement that payments to it, whether called dues, gifts, contributions, or
something else, are not deductible as charitable contributions.

2. Nondeductible dues attributable to lobbying. Members must be informed of
that portion of their annual dues that is to be expended on lobbying and
therefore is not tax deductible at all.*’

An organization that fails to make the required disclosures is subject to pen-
alties. Agricultural and horticultural organizations (but not labor unions) may
qualify for an exclusion from the lobbying expense disclosure rule.®® If the orga-
nization is able to show that 90 percent or more of its members who each pay
$75% or less do not benefit from the deduction of their annual dues or similar
amounts due, no disclosure is required. Dues are generally not deductible for an
employee when two individual income tax circumstances exist: (1) The member
claims the minimum standard deduction or (2) the member’s employee business
expenses are less than 2 percent of his or her adjusted gross income. A second
type of safe harbor excludes an agricultural or horticultural organization that
receives more than 90 percent of its annual dues from state or local government,
§115 governmental instrumentalities, and §501(c) organizations not subject to
this disclosure rule.

% Rev. Rul. 66-179, 1966-1 C.B. 139; also see Section 8.9 for comparison of (c)(5) and (c)(6) orga-
nizations.

S7TIRC §6033(e); see Section 6.5 for detailed explanation of these rules.

% Rev. Proc. 98-19, 1998-1 C.B. 547.

% Indexed for inflation; for 2004 this amount is Rev. Proc. 2004-1.
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Internal Revenue Code (IRC) §501(c)(6) provides exemption for business and
professional associations not organized for profit and no part of the earnings of
which inure to the benefit of private individuals or shareholders, and it specifi-
cally names

* Business leagues

¢ Chambers of commerce

¢ Real estate boards

¢ Boards of trade

¢ Professional football leagues
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8.1 BASIC CHARACTERISTICS

To qualify under §501(c)(6), a business league must have the following
attributes':

« Itis an association of persons having some common business interest.

* Its organizational purpose is to promote such common interest and to
improve conditions of one or more “lines of business.”

* It does not engage in a regular business of a kind ordinarily carried on for
profit.

« It does not perform services for individuals or organizations as a primary
activity.

« Itis not organized for profit, and no private inurement accrues to individ-
uals.

8.2 MEANING OF “COMMON BUSINESS INTEREST”

To qualify as a business league, the members of the association must have a
“common business interest.” This essentially means that they form the league to
advance a mutual goal of improving an industry or profession, not their individ-
ual interests. Their purpose in joining together is to improve the overall eco-
nomic condition of their field. Legislative lobbying germane to the interest of the
league can be its sole purpose.? Each member of the league typically conducts a
profitable business operation in competition with the other members, some of
whom can be involved in a variety of functions operating in the profession or
line of business. Examples include the following:

 Doctors, Lawyers, and Accountants. Professional groups, such as the Ameri-
can Medical Association, the American Bar Association, and the American
Institute of Certified Public Accountants, are classic examples of groups
formed to advance a particular profession. The activities of such organi-
zations unquestionably advance the interests of the members as a profes-
sion. Programs considered to advance the profession include (1)
establishing standards that control and monitor admission into the pro-
fession, (2) conducting educational programs to maintain the technical
performance of the members and to advance the body of knowledge
about the field, and (3) sponsoring numerous other programs designed to
promote the reputation and quality of work performed by the members.

e Business Leagues. Business leagues may also conduct educational and
charitable activities, such as presenting public lectures, conducting
research, maintaining libraries, and disseminating useful information.?
An association that conducts professional certification programs protects
and benefits the general public, as well as the particular profession and its

'Reg. §1.501(c)(6)-1.
2Rev. Rul. 61-177, 1961-2 C.B. 117.
3Rev. Rul. 71-504, 1971-2 C.Bm. 231, 232.

" 150 =



8.2 MEANING OF “COMMON BUSINESS INTEREST”

members, and arguably could qualify as both a (c)(3) and a (c)(6) organi-
zation. However, the Internal Revenue Service (IRS) says certification pro-
grams are “directed in whole or in part to the support and promotion of
the economic interests” of the members, not the public, and therefore
could not qualify the organization for (c)(3) status.*

o American Automobile Association. The AAA illustrated a lack of common
business interest when it failed both IRS and judicial scrutiny in its
attempt to be classified as a business league. The interest of its members
was found not to be common since it is open to individual motorists for
their personal needs without regard to their trade or business associa-
tion.>

» Women’s Leagues. An organization formed to promote the acceptance and
advancement of women in business and professions can qualify due to
the shared business interest of its members.®

e Dogs and Horses. The American Kennel Club lost its fight to qualify as a
business league because its member clubs had a common sporting, rather
than a business, interest.” On the other hand, the Jockey Club’s members,
breeders and owners of thoroughbred horses, were considered to have
“some common business interest.”®

e Investors and Stock Exchanges. The IRS regulations specifically state that an
association engaged in furnishing information to prospective investors to
enable them to make sound investments does not serve a common busi-
ness interest, nor does a stock or commodity exchange.’

 Future Business Interests. A group of students pursuing a single profession
formed a qualifying business league even though the students were not
yet engaged in the profession. The organization promoted their common
business purpose as future members of the profession.'’

 Professional Sports Leagues. The regulations refer specifically to football
leagues and fail to mention baseball, basketball, hockey, or other types of
sports. In explaining its view of this omission, the IRS says, “Since other
professional sports leagues are indistinguishable in any meaningful way
from football leagues, we think it is fair to conclude that by formally bless-
ing the exemption it knew football leagues had historically enjoyed, Con-
gress implicitly recognized a unique historical category of exemption
under section 501(c)(6). The specific enumeration of football leagues can be

4Gen. Coun. Memo. 39721; see Section 8.11 for discussion concerning formation of a separate
charitable organization.

3 American Automobile Association, 19 T.C. 1146 (1953).

Rev. Rul. 76-401, 1976-2 C.B. 175.

" American Kennel Clubv. Hoey, 148 F.2d 290 (2d Cir. 1945); see Priv. Ltr. Rul. 9805001 for a ken-
nel club qualifying as a (c)(4).

8 The Jockey Club v. United States, 137 F.Supp. 419 (Ct.Cl. 1956), cert. denied, 352 U.S. 834
(1957).

9Reg. §1.501(c)(6)-1.

0Rev. Rul. 77-112, 1977-1 C.B. 149.
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viewed as merely exemplary of the category thus recognized...[A]ccord-
ingly it is appropriate to continue the Service’s 50-year practice of ruling
[all] professional sports leagues exempt.”!! The IRS emphasized that its
extension of the statutory language to other professional sports leagues
had no implication for extending exemption under §501(c)(6) to other orga-
nizations that were not professional sports leagues.

8.3 LINE OF BUSINESS

Understanding what constitutes a “line of business” is the key to identifying
groups that qualify as business leagues because they share a common business
interest. A “line of business” is a trade or occupation, entry into which is not
restricted by a patent, trademark, or similar device that would allow private par-
ties to restrict the right to engage in the business.!? The term business is con-
strued broadly to include almost any enterprise or activity conducted for
remuneration. The term encompasses professions as well as mercantile and trad-
ing businesses.!® To qualify, a league’s line of business must be broad; it must
encompass the common business interest of an entire industry or one of its com-
ponents, or an industry within a particular geographic area.

(@) User Groups

The computer industry provides good examples both of organizations deemed
to serve a common business interest and of nonexempt private groups. In 1974,
the IRS decided that an organization qualified as a business league because it
was formed to stimulate the development of a free exchange of information
about computer systems and programming. The membership was diverse,
including businesses that owned, rented, or leased computers from a variety of
manufacturers. It sponsored semiannual conferences, open to the public, to dis-
cuss technical and operational issues. Conversely, organizations formed for the
same purposes by users of particular manufacturers” computers are denied busi-
ness league status.'* Such user groups are deemed to promote the particular
computer vendors, rather than to benefit the entire industry or all components of
an industry within an area. The Guide International Corporation, limited in
membership to IBM mainframe computer users, was denied exemption because
it benefited IBM, a large but nonetheless particular segment of the computer
business, not the computer business in general.

Unlike Prime and Guide, the Corporation for Open Systems International
found another way to achieve exempt status for its newly created Open Systems
Research and Educational Corporation.”® The entity was organized to conduct
and disseminate the results of its research. It sought and achieved recognition as

"' Gen. Coun. Memo. 38179.

12IRS Exempt Organizations Handbook (IRM 7751) §652(1).

3Rev. Rul. 70-641, 1970-2 C.B. 119.

14 Rev. Rul. 83-164, 1983-2 C.B. 95; National Prime Users Group Inc. v. United States, 667 F. Supp. 250
(D.Md. 1987); Guide International Corporation v. United States, 90-1 USTC {50,304 (N.D. IlL. 1990).

15 Determination letter released by the IRS National Office’s Exempt Organizations Technical Division.
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8.3 LINE OF BUSINESS

a charitable (c)(3) organization, not a business league. The Form 1023 stated that
its research would benefit the general public and “the users of products or ser-
vices of more than one industry or segment of an industry.” The application was
initially denied exemption, presumably because the IRS thought there would be
excessive private benefit from the research to the computer manufacturer. Upon
appeal, the IRS National Office approved charitable status for the following rea-
sons:

* The proposed entity would follow the IRS guidelines for research organi-
zations.'

e Results of its work would be made available to the public through the
Internet and printed documents.

e Any research performed for Open Systems would be intended to benefit
all users of computers, software, and/or telecommunications products or
services, and only incidentally to provide benefit to Open Systems.

(b) Dealer Associations

Associations of dealers and manufacturers of particular brands have been deter-
mined not to qualify for exemption as business leagues, because they failed to
represent a “line of business.” An association of Midas Muffler dealers formed to
represent the dealers in negotiations with the manufacturer failed to convince
the Supreme Court that it constituted a “line of business.” It was deemed unfair
to allow exemption to a group, the purpose of which is to compete with another
group within an industry.!” Earlier the Pepsi-Cola Bottlers’ Association was
allowed an exemption, a decision that the IRS promptly announced it would not
follow.'

An association of licensed dealers of a patented product (held by the associ-
ation) was deemed to engage in furthering the business interest of its member-
dealers and not benefiting competing manufacturers of products of the same
type covered by the patent.!? Similarly, a shopping center merchants’ association
was found to benefit specific merchants. Its sole activity was to place advertise-
ments to attract customers to the center and its membership was restricted to
merchants in the one-owner shopping center.?’ If, instead, membership is open
to all merchants within the neighborhood and if the association is not concerned
with landlord-tenant matters relating to the shopping center, exemption is
allowed.?!

Dealers selling a particular type of car do not promote the automobile indus-
try.?? Franchisees of a particular chain, such as McDonald’s restaurants, would

16 See Section 5.3.

17Pepsi—Cola Bottlers’ Association v. United States, 369 F.2d 250 (7th Cir. 1966). The IRS an-
nounced its disagreement with this case in Rev. Rul. 68-182, 1968-1 C.B. 263.

18 National Muffler Dealers Association v. United States, 440 U.S. 472, 477-479 (1979).

19Rev. Rul. 58-294, 1958-1 C.B. 244,

20Rev. Rul. 73-411, 1973-2 C.B. 180.

2 Rev. Rul. 78-225, 1978-1 C.B. 159.

22Rev. Rul. 67-77, 1967-1 C.B. 138.
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similarly be precluded from forming an exempt group, but a league of franchise
holders open to all types of merchants or food establishments would qualify.

(c) Hobby or Recreational Groups

Hobby groups do not qualify as business leagues because a hobby is not a busi-
ness.” To be characterized as a business, the activity must be entered into with
the intention of producing a profit. For income tax purposes, an activity is pre-
sumed to be a hobby if it loses money for more than two years in a five-year
period.**

Gardeners, pet owners, cardplayers, and collectors of antiques, baseball
cards, fine art, and so on, form groups for purposes somewhat similar to those of
typical business leagues. However, unless the members are pursuing their
hobby interests for personal profit, and therefore for individual business pur-
poses, exemption is not available for the group under §501(c)(6). Such a group
may, however, qualify in other categories of exemption, such as social club, civic
welfare organization, or (rarely) charitable, depending upon its purposes.

8.4 RENDERING SERVICES FOR MEMBERS

A qualifying business league must devote its efforts primarily to promoting the
industry. A (c)(6) association may not, as a significant activity, engage in a regu-
lar business of a kind ordinarily carried on for profit.>® Services rendered for
members aimed at improving the industry or maintaining its standards are
treated as related to the exempt purposes. Activities that benefit members as
individuals are unrelated. Excessive unrelated activity can preclude exemption®
and are subject to the unrelated business income tax (UBIT).” Examples of the
types of services that have been held to be “related” or to serve the industry as a
whole, rather than the individual members, follow.

(a) Services Benefiting the Industry

+ Industry-wide advertising to encourage use of products®

* Testing for quality control®

¢ Examination and certification of professionals, peer review, and ethics
audits®

+ Mediation service to settle disputes within the industry>'

Z Rev. Rul. 66-179, 1966-1 C.B. 139.

2RC §183.

25 Supra note 1.

% Rev. Rul. 68-264, 1968-1 C.B. 264.

27 See Chapter 21.

28 Washington State Apples, Inc. v. Commissioner, 46 B.T.A. 64 (1942).

*Rev. Rul. 81-127, 1981-1 C.B. 357; Rev. Rul. 70-187 1970-1 C.B. 131.

30 Rev. Rul. 73-567, 1973-2 C.B. 178; Rev. Rul. 74-553, 1974-2 C.B. 168.

31 American Fisherman’s Tuna Boat Association v. Rogan, 51 F.Supp. 933 (S.D. Cal. 1943).
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8.4 RENDERING SERVICES FOR MEMBERS

* Research and publication of technical information,*” but only if the infor-
mation is available to the industry as a whole, rather than being available
only to paying members®

e Referral services available to the general public, if there is evidence of
benefit to the public rather than to individual service providers®

e A bid registry established and operated to encourage fair bidding prac-
tices with the industry®

e Insurance associations that serve their industry without charge and
essentially do not sell insurance. See Section 8.4(b) for discussion of non-
qualifying insurance groups.

¢ Lobbying groups presenting information, trade statistics, and group opin-
ions to government agencies and bureaus®

* Contract negotiation services that include scheduling and investigating
grievances and holding arbitration hearings further the common business
purpose of the league members. Such administrative services solve indus-
try problems and do not represent services to individual members that
they could purchase elsewhere. %

¢ Maintenance of member names in an Internet domain was found to allow
the public to recognize member organizations as a unified, strong, and
distinct sector of the economy and thereby advance the mission of a busi-
ness league.®

(b) Disqualifying Services to Individual Members

Services giving benefit to the members as individuals rather than to the industry
as a whole may disqualify a business league as an exempt league if such services
constitute a substantial and major activity of the organization. Individual benefit
services are also subject to the unrelated business income tax.*

The distinction is often vague, but several factors evidence the difference. Of
primary importance is the manner in which persons are charged for receiving
the services, and whether the services are available to the general public. When
the services are rendered in return for a specific charge or the services are avail-
able only to members, individual benefit is generally found. Activities for which
individual members are not expected to pay are evidence of intangible industry-

2 Rev. Rul. 70-187, 1970-1 C.B. 131.

3 Rev. Rul. 69-106, 1969-1 C.B. 153 and Glass Container Industry Research Corp., 70-1 USTC
q9214.

3 Rev. Rul. 80-287, 1980-2 C.B. 185. See also Kentucky Bar Foundation, Inc. v. Commissioner, 49
T.C. 921, 930 (1982).

35 Rev. Rul. 66-223, 1966-2 C.B. 224.

36 Rev. Rul. 61-177, 1961-2 C.B. 117.

37 Priv. Ltr. Rul. 9848002 citing Rev. Rul. 65-164, 1965-1 C.B. 238, and Rev. Rul. 71-504, 1971-2
C.B. 231.

38 Priv. Ltr. Rul. 2002230671.

3 See Section 21.8(b).
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wide benefit. Making services available to all also reflects cooperative effort. By
contrast, when members buy and the association sells services for member con-
venience or cost savings, individual benefit results. Examples of services that
have been considered as providing individual benefit follow:

¢ Publication of catalogs containing advertisements for products manufac-
tured by members* or a tourism promotion yearbook made up of adver-
tisements from the association’s members.*! Compare these to ads
promoting the entire industry.

+ Group insurance plans provided for members*

* Real estate multiple listing services®

+ Employment placement services**

+ Credit rating or information services®

¢ Collective bargaining agreement records

* A luncheon or social meeting hall for members without a program for
professional improvement did not qualify;* contrast this with a luncheon
group devoted to discussion, review, and consideration of problems in a
particular industry directed to the improvement of business conditions,
which can qualify.*

* Trade shows organized primarily to allow members to sell merchandise
individually, rather than to educate the audience, do not constitute quali-
fying business league activity.* Shows organized instead to attract per-
sons to an industry by educating the public represent exempt activity.*’
The profits from qualifying convention and trade shows are excluded
from the unrelated business income tax.”

* Sale of standardized forms for use by the profession and the public is a
debatable type of service. The IRS thinks such activity is an unrelated
trade or business.’® The courts, however, felt that the San Antonio Bar
Association improved relations between the bar, the bench, and the public

“ORev. Rul. 56-84, 1956-1 C.B. 201.

' Rev. Rul. 65-14, 1965-1 C.B. 236.

42 Oklahoma Cattlemen’s Association v. U.S., 310 F.Supp. 320 (W.D. Okla. 1969); Rev. Rul. 70-95,
1970-1 C.B. 137; Rev. Rul. 67-176, 1967-1 C.B. 140.

3 Rev. Rul. 59-234, 1959-2 C.B. 149 and Evanston-North Shore Board of Realtors, 63-2 USTC
19604, 320 F.2d 375 (Ct. CI. 1963), cert. denied, 376 US 931 (1964).

#Rev. Rul. 61-170, 1961-2 C.B. 112.

43 Rev. Rul. 68-265, 1968-1 C.B. 265 and Rev. Rul. 70-591, 1970-2 C.B. 118 and Oklahoma City
Retailers Ass’n., 64-1 USTC 19467, 331 F.2d 328 (10th Cir. 1964).

4 The Engineers Club of San Francisco v. United States, 609 F.Supp. 519 (N.D. Cal. 1985).

4TRev. Rul. 67-295, 1967-2 C.B. 197.

48 Rev. Rul. 58-224, 1958-1 C.B. 242; Men’s and Boys’ Apparel Club of Florida, 64-2 USTC 9840,
Indiana Hardware Ass’n., Inc., 66-2 USTC 9691, 366 F.2d 998 (Ct.Cla. 1966).

¥ American Woodworking Machinery and Equipment Show, Inc., 66-1 USTC 49219, 249 F.Supp.
393 (D.C. N.C. 1966).

Y IRC §513(d)(3), discussed in Section 21.9(c).

Sl Rev. Rul. 78-51, 1978-1 C.B. 165.
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with its forms. Similarly, the Texas Apartment Association’s lease forms
and landlord manuals prevented controversy and maintained fairness in
the industry.” In a private ruling, the IRS said a national association oper-
ated a “commercial” trade or business selling its standard forms partly
because more than half of the forms were sold to the general public.”®

* Insurance company associations present a gray area. When the associa-
tion provides its services or information to insurance companies without
charge and is not selling the insurance itself, the requisite industry benefit
is present. An association created to carry out state-mandated rules con-
cerning uninsured parties® and an association of casualty companies set-
tling claims against insolvent companies® were ruled exempt. In both
cases, all companies within a state were required to be members, and the
expenses of the association were paid from member dues. On the other
hand, an association of insurance companies that maintained a data bank
and exchange for confidential life insurance underwriting information,
made available for a fee to its members (who wrote 98 percent of the legal
reserve life insurance in force in the United States), was determined to
serve the individual interests of the members and not to qualify for
exemption.”® Likewise, an association furnishing medical malpractice
insurance to health-care providers was not exempt.”” A thorough reading
of the rulings and cases is warranted prior to forming such an associa-
tion.>

The details of a few cases and rulings help to identify the types of facts and
circumstances applied to determine the character of a program as accomplishing
an exempt function. The American Academy of Family Physicians’ information
clearinghouse for physician placement fostered the “appropriate distribution of
physicians to provide health care for the nation.” The court found that this
stated objective advanced the organization’s exempt purposes so that the fees
charged to access the information were related income. Additionally, the court
found that payments to the business league by an insurance company did not
stem from profit-motivated business activity, but instead represented passive
interest income not taxable as unrelated business income.”® Member insurance
services were handled by an independent company that was required by the
association to maintain reserves to pay claims and pay a fixed percentage of the
reserves annually to the league without regard to the profitability of the insur-
ance program. The court noted that the association’s involvement did not pos-

32 San Antonio Bar Association v. United States, 80-2 USTC 9594 (W.D. Texas 1980); Texas
Apartment Association v. United States, 869 F.2d 884 (5th Cir. 1989).

33 Priv. Ltr. Rul. 9527001; see also Tech. Adv. Memo. 200020056.

% Rev. Rul. 76-410, 1976-2 C.B. 155.

53 Rev. Rul. 73-452, 1973-2 C.B. 183.

6 MIB, Inc., 84-1 USTC 49476, 734 F.2d 71 (1st. Cir. 1984).

S7Rev. Rul. 81-175, 1981-1 C.B. 337, distinguishing Rev. Rul. 71-155, 1971-1 C.B. 152.

58 North Carolina Association of Insurance Agents, Inc., 84-2 USTC 49668, 739 F.2d 949 (4th. Cir.
1984); Priv. Ltr. Rul. 8841003, June 24, 1988.

3 See Section 21.10.
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sess the general characteristics of a trade or business—it furnished a list of its
members, allowed the use of its name, and monitored the insurance products to
ensure that the needs of its members were met. The league did not underwrite or
administer the policies or have any other activities the court could equate to
operating a business.®’

Another physician recruitment program, called Medical Opportunities in
Michigan, was found not to jeopardize the tax-exempt status of the Michigan
Health Council, a (c)(3) organization.®! The program was established to bring
physicians, physician assistants, nurse practitioners, nurse midwives, and certi-
fied registered nurse anesthetists to the underserved and growing communities
in Michigan. A priority-neutral computerized database of available positions,
with no advertisements or logos of health-care entities, was made available free
of charge to prospective medical workers. The facts indicated about 72 percent
of Michigan’s counties had primary care physician shortages and that 62 percent
of the physicians trained in Michigan left the state to begin their medical prac-
tices. These facts, plus a finding that the registry was “clearly distinguishable
from commercial placement services,” allowed the IRS to find that the database
promoted health and consequently served a charitable purpose. The IRS also
found that no private benefit existed, because there was a broad cross section of
potential subscribers and most of the job postings were for nonprofit hospitals,
clinics, and community health centers. The IRS noted that the Tax Court had
found that organizations that further exempt purposes through sponsoring legal
or medical referral services do not confer private benefits so long as the service
was open to a broad representation of professionals and no select group of pro-
fessionals was the primary beneficiary of the service.®?

The Service concluded that a business league operated its recycling facility as
a trade or business unrelated to its exempt activities.®> After the municipal dump
in their area was closed, the league became a state-certified site in order to serve
its members. However, other for-profit facilities operated in the area and per-
formed a similar service, and several league members, including one of the larger
manufacturers, use other facilities for waste disposal. Because the facility was not
unique to the industry, the facility was treated as an unrelated business. Although
the league argued that it was irregularly operated, the facility accepts material for
recycling for seven months out of the year and pumps surface water 12 months of
the year. Those factors indicated the league operated the facility on a fairly con-
tinuous basis and met the requirement that the business be regularly carried on.

A league operating to provide a telephone answering service to distribute
calls for towing service on a rotational basis to its tow truck operating members
did not qualify for exemption.* The activity provided members with an econom-

0 American Academy of Family Physicians v. U.S., No. 95-2791 WM (8th Cir. 1996), aff’g. 95-1
USTC {50,240 (W.D. Mo. 1995).

6! Priv. Ltr. Rul. 9617040.

2 Kentucky Bar Foundation v. Commissioner, 78 T.C. 921 (Tax Ct. 1982); Fraternal Medical Spe-
cialist Services, Inc. v. Commissioner, T.C. Memo. 1984-644.

83 Priv. Ltr. Rul. 9848002.

%4 Rev. Rul. 74-308, 1974-2 C.B. 168.
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ical and convenient way to conduct their individual businesses and represented
particular services for its members as distinguished from the improvement of
business conditions of its industry.

Administrative services to maintain vacation pay and guaranteed annual
income accounts required by a collective bargaining agreement, as opposed to
negotiating the contract, also provided individual service to members. The orga-
nization’s role as a record keeper and collection and disbursement agent was an
unrelated business activity.®

(c) Avoiding the Exploitation Rule

A business league that partly finances its activities by earning unrelated busi-
ness income faces limitations on deductions that can offset such income. In cal-
culating the tax on unrelated business income, the exploitation rule disallows the
deduction of expenses attributable to the league’s member or exempt function
activities.®® Losses incurred in membership activities cannot be deducted against
business income. Despite the economic fact that the league has a loss overall, it
may have to pay tax.”

To avoid this situation, a league might consider abandoning its exempt sta-
tus and filing as a normal corporation showing no profit. IRC §277 is designed to
prevent this tactic. Membership expenses are deductible only to the extent of
membership income and cannot be deducted against business income for a non-
exempt taxpayer.

8.5 SOURCES OF REVENUE

The portion of total support received from members is a factor in determining
qualification. The IRS expects “meaningful membership support,” although the
code and regulations contain no specific numerical support requirement. Reve-
nue received in rendering services to individuals that do not benefit the industry
as a whole cannot provide a major portion of the league’s budget. As is true for
other categories of exempt organizations, there is no prohibition against a league
earning such income as long as the amounts are insubstantial, but there is no
exact numerical test.®® When a league’s income from providing such services is
excessive, its exempt status is jeopardized and the income is taxable. A safe rule
of thumb is more than 50 percent of the league’s support should come from
member dues and exempt function charges. Decisions that illustrate the IRS’s
view on revenue sources follow:

* City contract revenue received by a tourism promotion organization was
deemed to be related income and therefore member income. The ruling
noted a high degree of member involvement, and opined that the organi-

65 Steamship Trade Association of Baltimore, Inc., 81 T.C. 303 (1983).
% Reg. §1.512(a)-1(d)(1).

67 See Section 21.11.

%8 See Section 21.3.

mE 159 =



BUSINESS LEAGUES: §501(c)(6)

zation should not lose its exemption “merely because a significant portion
of its income was derived from other than traditional member sources.”®

e “Incidental” television advertising activity and provision of laboratories
for testing quality control on a fee basis were not enough to cause revoca-
tion of a league’s exemption.”

8.6 MEMBERSHIP CATEGORIES

An exempt business league may have different classes of members, as long as
the purpose is to advance the interests of the profession and all members share
the same common business interest. Junior, senior, retired, associate, student,
supporters, and other types of categories are common, in recognition of age,
stature, or active versus peripheral involvement in the business. Varying levels
of dues can also be charged to different types of members, presumably based
upon their ability to pay or their involvement in league activities. Those mem-
bers required to have continuing education might pay more than inactive or stu-
dent members who are not required to participate in classes, for example.
Member dues and assessments are deductible as business expenses for members
who are actively engaged in a trade or business, except for the amount of the
dues allocable to political activity or grassroots lobbying.”!

The charging of substantially greater dues to associate members has been
said to evidence private inurement benefiting the active members, although
higher associate dues were permissible when the revenues benefited the entire
industry by allowing more extensive programs.”> Dues paid by associate or
other subclass members who joined to market their products or obtain associa-
tion benefits, such as group insurance, may be taxable as unrelated business
income.”® In one instance, industry suppliers could promote their products in
the association publications and obtain the mailing list by becoming associate
(nonvoting) members. Since the motivation of association members was to sell
products to members rather than to advance the industry, their dues represented
advertising revenue.”*

Prior to 1997, the IRS asserted that membership assumes some right to par-
ticipate in the organization’s direction as well as an obligation to help support
the organization through regular financial contributions. “Most importantly,
members have voting rights and have a voice in the administration and direc-
tion of the organization.” Labor unions and the IRS battled about the character
of associate members for some years. The IRS eventually eased its stance and
issued formal guidance on the character of member dues, originally only for
labor unions” and later extended to (c)(6) organizations.”® A primary-purpose

9 Priv. Ltr. Rul. 9032005.

70 American Plywood Ass’n., 67-2 USTC 49568, 267 F.Supp. 830 (1967).

71 See Section 8.12.

72 Priv. Ltr. Rul. 9128002.

73 See Section 7.1(e).

74 Priv. Ltr. Rul. 9345004; this position also espoused in Priv Ltr. Rul. 8834006.
7S Rev. Proc. 95-21, 1995-15 IRB 1.

76 Rev. Proc. 97-12, 1997-4 IRB 1.
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test is used to ask, “Was the associate member category created and used to fur-
ther the organization’s exempt purposes or simply to produce unrelated
income?” Where members serve only to buy unrelated goods and services
(insurance or advertising, for example), their dues will be treated as unrelated
income. The procedure gives no specific criteria for applying the test except to
say the IRS will look to the purposes and activities of the organization rather
than its members. Subsequently, the IRS was asked to consider the status of
“allied members” of a professional association. Although their rights were not as
extensive as those accorded regular members, the associates could vote and
serve as officers at a chapter level, and their dues were similar to those of regular
members. The IRS thought, therefore, that the dichotomy between regular and
allied members did not evidence an organization purpose to generate unrelated
income.””

Tax-exempt organizations may also be members of a qualifying league,
despite the fact that the regulations define a business league as an association of
persons. A labor union and a business league have been permitted to form a
qualifying league.”®

8.7 MEMBER INUREMENT

The league may not allow its assets to inure to the benefit of individual members
or otherwise operate primarily to benefit its members. The league may not, as its
primary activity, provide direct services of benefit to individual members, but it
can provide a whole host of services designed to benefit their common interests.
The IRS Exempt Organization Handbook’” and the courts have provided some
additional guidance as to when inurement results, as follows:

e A charter provision that permits distributions of remaining assets to
members upon dissolution of the league will not in and of itself preclude
exemption.?? However, regular distributions of income or accumulated
surplus would constitute inurement.!

¢ Aleague cannot be organized as a stockholding company with members
holding the shares.®?

e Newsletters and member “informational materials” do not provide
impermissible benefit.

* Preferential pricing for members results in private inurement unless it is
shown that the league supports the activity from member dues and the
pricing reflects that revenue.®

" Tech. Adv. Memo. 9742001.

78 Rev. Rul. 70-31, 1970-1 C.B. 130. See also Rev. Rul. 82-138, 1982-2 C.B. 106.

7 Exempt Organizations Handbook, §640.

80 Crooks v. Kansas City Hay Dealers Association, 37 F.2d 83 (1929).

81 Exempt Organizations Handbook, §630.

82 Northwest Jobbers Credit Bureau v. Commissioner, 37 F.2d 880 (1930) Ct. D. 206, C.B. 1X-2,
228.

8 Exempt Organizations Annual Technical Review Institutes for 1979, p. 354.
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* Refunds of dues paid proportionately to all classes of members is permit-
ted.®

e A partial rebate of trade show advance deposits to exhibitors is permitted
if all participants receive a share.®® Rebates paid to members only out of
income-producing activity represents inurement.®

 Financial aid and welfare services provided to members represents bene-
fit to the individual members, in the eyes of the IRS.%’

e Payment of malpractice defense costs and paying judgments rendered in
such suits creates individual inurement.®

» Payment of excessive compensation or purchase price for property or ser-
vices to a member, particularly to persons controlling the league, results
in inurement of earnings. See Chapter 20 for standards applied to mea-
sure reasonable values.

8.8 CHAMBERS OF COMMERCE AND BOARDS OF TRADE

A chamber of commerce or board of trade is distinguishable from a business
league because it serves the general economic welfare of a community. Member-
ship is typically open to all lines of business within a geographic area. Its activi-
ties must be directed at the promotion of the area’s business and usually include
the promotion of tourism, publishing directories of resources available in the
area, developing programs to promote the business climate, conducting studies,
and similar projects. The following activities have been ruled to be suitable for a
chamber of commerce:

e Development of an industrial park to attract new businesses to an area,
including the offering of below-cost rents and other subsidies®
* Encouraging national organizations to hold their conventions in a city”

¢ A “neighborhood community association” whose membership is open to
all and whose purpose is to improve the business conditions of a neigh-
borhood, as opposed to a particular subdivision or shopping area, can
qualify.”!

8.9 COMPARISON TO §501(c)(5)

The basic difference between §501(c)(5) and §501(c)(6) is sometimes gray, due
both to industry type and to congressional logic. While (c)(5) is narrow and

84Rev. Rul. 81-60, 1981-1 C.B. 335.

85Rev. Rul. 77-206, 1977-1 C.B. 149.

86 Michigan Mobile Home and Recreational Vehicle Institute v. Commissioner, 66 T.C. 770 (1976).
87Rev. Rul. 67-251, 1967-2 C.B. 196.

88 National Chiropractor Association v. Birmingham, 96 F.Supp. 824 (D.C. Towa 1951).

8 Rev. Rul. 70-81, 1970-1 C.B. 131; Rev. Rul. 81-138, 1981-1 C.B. 358.

% Rev. Rul. 76-207, 1976-1 C.B. 1578.

I Rev. Rul. 78-225, 1978-1 C.B. 159.
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applies only to agricultural groups and labor unions, (c)(6) is broad and includes
almost any business enterprise or activity.”>

To contrast the two categories of §501(c) classification, consider a rose grow-
ers’ association. Except for the roses, such an association would qualify as a
business league under §501(c)(6). Nevertheless, the organization will be classi-
fied under §501(c)(5) as horticultural if its members are all directly involved in
the cultivation of roses with the purpose of bettering the conditions of persons
growing roses, improving the grade of roses, and developing growing systems.
However, if group membership includes nongrowers such as shippers, pesticide
suppliers, and florists, it will not qualify under §501(c)(5) and will instead have
to meet the tests for §501(c)(6).

In many ways, the two categories are identical. For both, unrelated business
income is taxed and must not be a substantial revenue source or activity. For
both categories, economic benefits and services cannot generally be rendered to
individual members. However, labor unions can provide mutually funded bene-
fits for life, health, and accident insurance.

Neither political activity nor lobbying is prohibited under either §501(c)(5)
or §501(c)(6). Advocacy of legislation beneficial to the common business interest
can conceivably be the group’s primary purpose, if the activity is undertaken to
improve working conditions, production, or efficiencies.”® Whether an activity is
“primary” is generally measured by dollars expended on that function in rela-
tion to the league’s total budget. For both, the portion of member dues spent on
lobbying efforts is nondeductible and specific disclosures must be made to mem-
bers.”*

8.10 RECOGNITION OF EXEMPT STATUS

(a) Federal Recognition

Form 1024 is filed to achieve recognition of exemption. Statutorily, a league
essentially qualifies if it meets the §501(c)(6) definitions and need not seek IRS
approval to qualify. As a practical matter, however, the IRS requires filing of
Form 1024 to avoid subjecting the league’s income to tax. Suggestions for com-
pletion of Form 1024 can be found in Chapter 18. The information return, Form
990 or 990EZ, that is filed annually to report activity and allow the IRS to review
continued qualification is illustrated in Chapter 27.

The non-(c)(3) categories of tax-exempt organizations are not subject to a
specific organizational requirement, as discussed in Section 7.1(a) concerning
labor unions. The instructions to Form 1024, however, say that exemption will
not be approved unless organizing documents are attached. They go on to say
that bylaws are internal rules and are not, by themselves, organizational docu-
ments.

92 Rev. Rul. 70-641, 1970-2 C.B. 119.
9 Rev. Rul. 61-177, 1961-2 C.B. 117.
94 See Section 8.12.

E 163 =



BUSINESS LEAGUES: §501(c)(6)

(b) State Exemptions

A business league may be qualified for state and local tax exemptions. In Texas,
for example, an automatic exemption from the corporate franchise tax is granted
for organizations furnishing their IRS determination letter evidencing their qual-
ification as a §501(c)(6) organization. The sales tax exemption is only granted to
“a chamber of commerce or a convention and tourist promotional agency repre-
senting a Texas city or county,” and then only if the entity is not organized for
profit and no part of its earnings inure to a private shareholder or other individ-
ual. Most Texas business leagues are subject to the sales tax on items they buy,
lease, or consume. The rules of the particular state(s) in which a league operates
must be investigated.

8.11 FORMATION OF A RELATED CHARITABLE
ORGANIZATION

Business, trade, and professional associations described in §501(c)(6) can create a
separate organization to pursue their educational, cultural, scientific, or other
charitable interests. The motivation is usually financial—to form an entity able
to seek funding from those who desire a charitable deduction for their support
or those (such as another foundation) whose grants can only be paid for charita-
ble purposes. Say, for example, an association wishes to create a library of educa-
tional materials. Rather than increasing overall dues, members capable of
paying more can be asked to voluntarily contribute to the library. Gifts to the
league itself for its use in establishing the library would not be deductible as
contributions (could be a business expense), but a gift to the league’s separate
charity for the purpose of maintaining a library would be, so long as it is open to
the general public.”® Grants from foundations, corporations, and testamentary
bequests from members can also be sought. See discussion of sponsorships in
Section 21.8(e) for circumstances under which such payments may be treated as
advertising taxable as unrelated business income to the league.

A charitable organization established by a business league must meet the
same standards for qualification as a §501(c)(3) organization that require it to
operate exclusively to benefit the general public, rather than to benefit the
league and its members. In the IRS view, “the foundation cannot serve to
improve the reputation and business interest of the association’s members and
the profession of which they form a part.” For this reason, an organization that
administers a national certification exam, presents seminars, and seeks to serve
the public interest by maintaining high standards in the accounting profession
cannot qualify as an educational organization.”® A foundation can present edu-
cational programs, such as classes leading to certification in a particular line of
business or continuing education. A foundation should not be responsible for
certification, enforcement of a code of ethics for those who are certified, or other
activities germane to an association of persons having a common business inter-

% Rev. Rul. 58-293, 1958-1 C.B. 146 and Rev. Rul. 66-79, 1966-1 C.B. 48.
% Gen. Coun. Memo. 39721.
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est (definition of (c)(6) organization).97 The foundation can conduct research on
subjects pertaining to the business of the association members, but the results of
the research must be available to the general public and conducted under the
standards for charitable research organizations.”® An engineering society con-
ducting research that is made available to universities on a cost basis was
allowed to convert to a (c)(3) because it did not police its profession or under-
take a public relations program (so that it did not qualify as a business league).”
The foundation can make scholarship grants to persons aspiring to enter the
business, but should not sponsor an essay contest designed to increase public
interest in its members and the line of business they represent.'®

A business league and the foundation it creates can share common or over-
lapping board members or trustees; the league can, and for management reasons
often does, absolutely control its affiliated foundation. Facilities, personnel, and
other costs can be shared. When such a sharing arrangement exists, documenta-
tion must be maintained to evidence that the foundation’s funds are not used for
association purposes.'’! Furnishing of administrative services to the foundation
for free is a charitable activity on the league’s part that should not jeopardize its
(c)(6) status if it is inconsequential to the league’s overall operations.102

A controlled charitable subsidiary of a business league (or a (c)(4) or (c)(5)
organization) may qualify as a public charity for one of three reasons. If its
annual support is received from a broad range of contributors, it may qualify
under 509(a)(1). If its primary source of support comes from sales of educational
programs and materials, it may qualify under 509(a)(2). Lastly, it may be entirely
funded and controlled by its affiliated (c)(6) organization and eligible under
509(a)(3). The charity’s charter and organizational rules must be carefully drawn
to meet the specific requirements for the last category, referred to as a supporting
organization.'” The third type may be desirable for a foundation that is receiv-
ing funding from a variety of sources because it avoids the need to maintain
detailed public support information to prove that the affiliate is not a private
foundation.

Rather than forming a new, separate charitable organization, it is conceiv-
able that an organization classified as a (c)(6) might be able to requalify itself as a
(c)(3) if its resources are devoted primarily to educational activities. The deter-
minative factors are whether the organization promotes and protects the profes-
sion or business of its members and/or engages in extensive legislative
activity.!” Sponsoring semiannual law institutes and moot court proceedings
and providing legal assistance to indigents were agreed to be charitable and

97 A professional (standards) review organization created to oversee Medicare treatment is afforded
(c)(3) status, as discussed in Section 4.6.

8 Discussed in Section 5.3.

% Rev. Rul. 71-506, 1971-2 C.B. 233.

100 Gen. Coun. Memo. 37579.

101 See Section 27.3.

192 Tech. Adv. Memo. 8418003.

103 Chapter 11 presents the various categories of public charities in detail.

104 Rev. Rul. 71-504, 1971-2 C.B. 231, in which a medical society sought unsuccessfully to be reclas-
sified from (c)(6) to (c)(3).
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educational activities for a city bar association. Establishing minimum fee sched-
ules, enforcing standards of conduct, and studying ways to make the practice of
law more profitable instead promote the common business purpose of the bar’s
members. Thus, a bar association conducting both educational and professional
standard-type activities was not allowed to be reclassified as a (c)(3).1%

8.12 DISCLOSURES FOR LOBBYING AND
NONDEDUCTIBILITY

The Revenue Act of 1993 revised §162(e) and added direct lobbying expenses to
the list of expenses that are nondeductible for income tax purposes. Leagues that
finance their lobbying efforts with member dues payments must allocate their
resources between those spent on lobbying and those spent on other programs.
“Conspicuous and easily recognizable” notice of the nondeductible amount
must be provided to members on dues notices soliciting payment providing a
reasonable estimate of the lobbying expenses to be paid out of the dues.'®® A
report of compliance with the rules, including the amount of lobbying expenses
and dues allocable thereto must be provided on Form 990, filed annually.

A league that is able to show that 90 percent or more of its members do not
benefit from the deduction of their dues, because of the 2 percent threshhold on
employee business expenses, is excluded from these rules. Additionally, a league
substantially all of whose members are §501(3) organizations is also excluded
from the notice requirement. A league can choose to pay a proxy tax (at highest
corporate rate) on its lobbying expenditures itself, rather than disclosing the
nondeductible amount to its members. The limitation on deductibility of dues
attributable to an organization’s lobbying activity and associated reported
requirements is outlined in Section 6.5.

Amounts expended in connection with political campaigns are also not
deductible, and federal election laws generally prevent a business league from
itself expending funds for electioneering. The association that wants to afford its
members the opportunity to influence elections must, therefore, create a sepa-
rate fund generally known as a political action committee (PAC). Chapter 23
outlines the definitions and limitations on activities of PACs and tax imposed on
political expenditures if paid with organizational funds.

105 Rev. Rul. 71-505, 1971-2. C.B. 232; see also Rev. Rul. 73-567, 1973-2 C.B. 178 (medical board
to certify specialists), Rev. Rul. 74-553, 1974-2 C.B. 168, Rev. Rul. 80-287, 1980-2 C.B. 185, and
Gen. Coun. Memos. 35861 and 37853.

106 IRC §6033(e)(1)(A)(ii).
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Social Clubs: §501(c)(7)
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Social clubs are defined in Internal Revenue Code (IRC) §501(c)(7) as “clubs
organized for pleasure, recreation, and other nonprofitable purposes, substan-
tially all of the activity of which are for such purposes and no part of the net
earnings of which inures to the benefit of any private shareholder.” The tax
exemption is based on the logic of allowing individuals to pool their funds for
recreational purposes and is fundamentally very different from other types of
exemptions. A club is not exempt because it provides public benefit, but rather
because it serves to benefit private individuals. It is designed to allow individu-
als to join together on a mutual basis for personal reasons without tax conse-
quences.! Few limits are placed on the type of activity a social club can conduct.
The type of organizations that typically qualify as social clubs include

! Exempt Organizations Handbook (IRM 7751) §710; Reg. §1.501(c)(7)-1.
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* Country clubs

¢ Amateur hunting, fishing, tennis, swimming, and other sport clubs
¢ Variety clubs

* Local women’s and men’s clubs

* Hobby clubs

¢ College sororities and fraternities operating chapter houses for students
The most significant tax attributes of a social club are that

* Members are bound together with a common social goal.
e No part of the club’s assets inure to the benefit of any private shareholder.

e The primary source of support is membership fees, dues, and assess-
ments.’

¢ The club has specific criteria or standards for membership.
¢ Passive income from dividends, interest, and other investments is taxed.

e Limited revenues come from nonmembers and other business activities,
subject to specific numerical tests.?

9.1 ORGANIZATIONAL REQUIREMENTS AND
CHARACTERISTICS

(a) Purpose Clause and Activities

The charter and bylaws of a social club should provide that the club is organized
for pleasure, recreation, or other nonprofitable purposes. The document must
also state that the club does not provide for discrimination on the basis of race,
color, or religion.* A club operating under a defective charter will qualify for
exemption from the date it commenced operation, but only if it has not con-
ducted any of the proscribed activities permitted by the charter.” If impermissi-
ble activities have been conducted, exemption is only allowed beginning with
the year of the revision.

Substantially all of the club’s activities must be in pursuit of its recreational
and social purposes. The charter should not expressly authorize the club to con-
duct activities beyond this (c)(7) scope, except that there can be provision for
charitable, educational, and other (c)(3) purposes. A charitable deduction can
offset the club’s unrelated business income.

The activities of a social club must encourage and permit members to join
together; that is, the opportunity for social mingling and fellowship on a mutual
basis must be present in club functions. Commingling by members must play a

2 See numerical tests applied to measure qualification, in Section 9.4.
3 See Section 9.4.

4 Reg. §1.501(c)(7); see Section 9.3(a).

3> Exempt Organizations Handbook (IRM 7751) §722(4).

®Discussed in Section 9.5(g).
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material part in the life of the organization.” Lack of personal contact may be an
indication that the basic purpose of the organization is only to provide personal
goods and services in a manner similar to commercial counterparts.®

(b) Examples of Qualifying and Nonqualifying Clubs

A wide variety of groups of persons with common interests have formed quali-
fying social clubs.

e Apet club,’ a dog club,? a bowling tournament club,' a family historical
society,'” a garden club,'® and a mineralogical and lapidary club'* have
been ruled to be exempt social clubs.

* Owning a building and operating the social facilities in it for a tax-exempt
lodge,' for a fraternity chapter house,'® and for a veterans organization'”
also is considered to be a qualifying activity for a social club. However, an
organization whose primary activity was leasing building lots to mem-
bers with peripheral recreational activity is not exempt.!® The organiza-
tion must itself be social or recreational in nature. If social activity
predominates, rental activities restricted to members will usually be com-
patible with exemption as a social club. A fraternity can rent rooms to its
members for their private use, for example."”

e Gambling, even though illegal under local law, was ruled to be a permis-
sible social club focus when it was conducted only for members and their
guests.”’ Similarly, a Calcutta wagering pool conducted by a club in con-
nection with its annual golf tournament was deemed exempt.?!

Two different flying clubs illustrate the rule. A hobby flying group that held
informal meetings for members and owned an airplane that the members main-
tained, repaired, and flew together in small groups qualified as a social club.?? In
contrast, a group that only provided “economical” facilities for members’ plane
storage, but held no meetings or other commingling activity for them, did not
qualify as a social group.” Lack of a physical facility for regular gatherings

7Rev. Rul. 58-589, 1958-2 C.B. 266.

8 Rev. Rul. 69-635, 1969-2 C.B. 126 concerning a nonprofit automobile club.
Rev. Rul. 73-520, 1973-2 C.B. 180.

10Rev. Rul. 71-421, 1971-2, C.B. 229; Rev. Rul. 73-520, 1973-2 C.B. 180.
" Rev. Rul. 74-148, 1974-1 C.B. 138.

2Rev. Rul. 67-8, 1967-1 C.B. 142.

3Rev. Rul. 66-179, 1966-1 C.B. 139.

4Rev. Rul. 67-139, 1967-1 C.B. 129.

I5Rev. Rul. 56-305, 1956-2 C.B. 307.

16Rev. Rul. 64-118, 1964-1 (Part I) C.B. 182.

17 Rev. Rul. 66-150, 1966-1 C.B. 147.

18 Rev. Rul. 68-168, 1968-1 C.B. 269.

19 Exempt Organizations Handbook (IRM 7751) §742.

20Rev. Rul. 69-68, 1969-1 C.B. 153.

21 Rev. Rul. 74-425, 1974-2 C.B. 373.

22Rev. Rul. 74-30, 1974-1 C.B. 137.

2 Rev. Rul. 70-32, 1970-1 C.B. 140.
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implies lack of social purpose. Examples of nonqualifying groups include the
following:

e A breakfast club established to assist its members working in business
through study and discussion of problems at weekly meetings is not clas-
sified as a social club, but may qualify as a business league.**

¢ A television antenna service group formed to share the costs, but with no
member mingling activities, is not a social group.”

e A community association operating a swimming pool that serves a social
function for residents cannot qualify if it also maintains the streets, col-
lects the trash, and pays the police and fire departments.?® Separating the
functions could result in a (c)(7) pool facility and a (c)(4) community ser-
vice provider.

¢ A club with mixed purposes—both a social club and a provider of benev-
olent life insurance to members—cannot qualify (although, again, two
independent organizations separately conducting such activities can
independently qualify).”

¢ An automobile club providing lower-cost services to its members, but no
social activities in which its members mingle, cannot qualify.?®

¢ A club owning a multistory urban building in which it conducted a num-
ber of “nontraditional business activities” is not a qualifying club in the
Internal Revenue Service’s eyes. Operation of a parking garage, gas sta-
tion, barbershop, flower shop, and liquor store, despite the fact that they
are open only to members and their guests, does not serve a social pur-
pose, but instead is the rendering of commercial services. Long-term
rental of at least 10 percent of the rooms for members’ principal resi-
dences is also a nonexempt activity.??

 Sale of take-out food for members’ consumption off club premises is not a
social function® nor is a veterans group operation of bar with gambling,
golf course, swimming pool, and restaurant, all open to the publi(:.31

* A Florida club sold a portion of its property to participate in a land price
boom and distributed the proceeds to the members. The sale was found to
be a “violent departure” from the club’s normal behavior and not merely
incidental to the regular functions of the club. Because financial gain was
the aim, the club’s exemption was revoked.*

24 Rev. Rul. 69-527, 1969-2 C.B. 125.

2 Rev. Rul. 83-170, 1983-2 C.B. 97; Gen. Coun. Memo. 39063.

26 Rev. Rul. 75-494, 1975-2 C.B. 214.

7 Allgemeiner Arbeit Verein v. Commissioner, 24 T.C. 371 (1955), aff’d., 237 F.2d 604 (1956) 3rd
Cir.; Rev. Rul. 63-190, 1963-2 C.B. 212.

2 Keystone Auto Club v. Commissioner, 181 F.2d 420 (3rd Cir. 1950), aff’g. 12 T.C. 1038 (1949);
Rev. Rul. 69-635, 1969-2 C.B. 126.

2 Gen. Coun. Memo. 39115 (January 12, 1984).

30 Tech. Adv. Memo. 9212002,

31 Priv. Ltr. Rul. 9815061.

32 Juniper Hunting Club v. Commissioner, 28 B.T.A. 525 (1933). The 35/15 test would now be ap-
plied to measure continued qualification for exemption, as discussed in Section 9.4.
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* An educational program supported by social club members may qualify
for recognition of its exemption under §501(c)(3) if it is a distinct and sep-
arate entity that meets the (c)(3) organizational and operations tests.??

9.2 MEMBER INUREMENT PROHIBITED

The charter or organizational document establishing the club should provide
that no private benefit can inure to any individual member of the club.>* Under
two different circumstances, the governing rules can provide distributions to
members that do not result in private benefit to the individual members:

» Upon dissolution or termination of the club, payment of distributions to
club members (apportioning of the club assets among members) is accept-
able.?

e Upon an individual member’s withdrawal from the club, the member’s
shares can be redeemed at their book value. A payment equal to the mem-
ber’s proportionate share of the underlying value of the club’s assets is
also permitted.

Essentially, members can be reimbursed their original membership cost, plus
their share of increases in the value of club property and accumulated sur-
pluses.®® Dissolution payments can differ by membership category if they paral-
lel and are attributable to differing levels of initiation fees or types of members.
Lower dues rates for a voting class of membership at the expense of higher-pay-
ing nonvoting members is viewed as providing inurement to the voting mem-
bers.”” Such a dues structure may reflect inurement, as does the lowering or
reduction of member charges or dues with profits earned from nonmember
activities. When there is some other reason for the difference, such as enhanced
privileges, impermissible benefits may not flow to nor inure to the benefit of
members.*®

(@) Inurement from Nonmember Revenues

Reductions in member dues, facilities fees, and enhancement of club facilities,
when financed by nonmember revenues, constitute member inurement.®® Distri-
bution of proceeds from sale of club land or property to members may be
viewed as providing impermissible private inurement, if the sale is profit moti-
vated. When club land is sold to take advantage of a land price boom with the
profits distributed to the members, private benefit is found and the club’s
exemption revoked.*’ If, however, the club property is taken by a condemnation

33 See Chapter 2; standards for educational organizations are discussed in Chapter 5.

34 West Side Tennis Club v. Commissioner, 111 F.2d 6 (2d Circ 1940); Chapter 20 defines and ex-
plores inurement concepts in depth.

35 Rev. Rul. 58-501, 1958-2 C.B. 262; Mill Lane Club, Inc. 23 TC 433, Dec. 20,683 (acq.).

3 Rev. Rul. 68-639, 1968-2 C.B. 220.

37 Rev. Rul. 70-48, 1970-1 C.B. 133.

38 Pittsburgh Press Club v. U.S., 536 F.2d 572 (3rd Cir. 1976).

¥ Rev. Rul. 58-589, 1958-2 C.B. 266.

0 Juniper Hunting Club v. Commissioner, 28 B.T.A. 525 (1933).
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proceeding® or is sold by a club because of encroaching urbanization and tres-
passes,42 distribution of the proceeds to the members (with or without dissolu-
tion) has not been deemed to produce disallowed member benefit.

(b) Direct Inurement to Members

Direct services rendered to members beyond the social purposes of the club may
result in inurement. Examples of services that have been found to provide direct
inurement, rather than to serve the social purposes of the club, include the fol-
lowing:

« Sale of packaged liquor to members for off-premises consumption*?

* Sickness and death benefit payments to members*

+ Leasing building lots to members on a long-term basis*

9.3 MEMBERSHIP REQUIREMENTS

A social club must allow for social interaction among its members. Without com-
mingling of members for social and recreational purposes, the club cannot qual-
ify. A shared setting in which persons in significant numbers come together to
share their social and recreational interests is required** Members are expected
to share goals and active interests.*”

(a) Discrimination

Discrimination against individuals for reason of their race, color, or religion by
social clubs is strictly prohibited.*® The charter, bylaws, or other governing
instrument or written policy statement may contain no provision for discrimina-
tion against any person based upon race or color. Note that the code does not
contain the word sex. A written policy against discrimination is not absolutely
necessary as long as the club obeys the spirit of the prohibition. It is actual dis-
crimination that will cause revocation of exemption. Two specific types of reli-
gious organizations are permitted to discriminate based upon religion and are
relieved from this sweeping requirement:

1. A fraternal beneficiary society, order, or association limiting its members
to a particular religious group

2. A club that in good faith limits it membership to the members of a partic-
ular religion in order to further the teachings or principles of that religion
and not to exclude individuals of a particular race or color.*’

4l Rev. Rul. 65-64, 1965-1 C.B. 241.

42 Rev. Rul. 58-501, 1958-2 C.B. 262.

4 Rev. Rul. 68-535, 1968-2 C.B. 219.

# Rev. Rul. 63-190, supra note 26.

4SRev. Rul. 68-168, 1968-1 C.B. 269.

46 Rev. Rul. 58-589, 1958-2 C.B. 266.

47 Exempt Organizations Handbook (IRM) 7.2.1(2).
#IRC §501(i), added to the Code in 1976.

YIRC §§501(i)(1) and (2).
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IRS policy does not permit exemption for religious groups falling outside those
specified in the preceding list nor for ethnic groups.™

Sexual discrimination is not prohibited by the tax code so that exemption is
permitted for clubs that discriminate in favor of a particular sex. Such clubs may
be challenged under the broader civil rights legislation. Princeton’s last two
“male only” social clubs were ordered to admit women by the Supreme Court of
New Jersey in July 1990. However, the Massachusetts Commission Against Dis-
crimination refused, in March 1990, to require the Harvard Fly Club to admit
women.

(b) Classes of Membership

The shared interest of social club members is evidenced by the limitations and
prerequisites of its membership structure.”! Membership requirements cannot be
broad or vague, but should serve to limit membership to a clearly defined con-
stituency. Different classes of members, however, are permitted. Membership
distinctions that are based on amount of dues paid, age, residency, and facilities
used do not, in and of themselves, indicate lack of social purpose. Different vot-
ing rights and different dissolution rights for different classes of membership are
also permissible. A health club with 25 active members and 25,000 nonvoting
associate members, however, “clearly was not of an exempt character.”? For
geographically broad-based social clubs, mingling of members within each local
chapter will suffice to meet IRS requirements.*

(c) Company Memberships

A social club must be a nonprofit membership organization of individuals. If
corporate memberships are offered, individual representatives of the corpora-
tion must be subject to approval by the membership committee and must be
granted the same privileges as other individual members.>* The company can
pay the bill as long as the charges are for member use.” If, instead, the club
allows member corporations to designate their representatives, the club cannot
qualify for exemption.

(d) Subterfuge Clubs

Clubs actually doing business with the public under the guise of a social club
cannot qualify for exemption. Clubs created to “circumvent liquor laws, zoning
ordinances, or laws enforcing civil rights” are among those considered as subter-
fuges by the IRS. The following factors evidence nonqualifying clubs®”:

0 Priv. Ltr. Rul. 8317004,

3! Arner v. Rogan, 40-2 USTC 49567 (D.C. 1940).

52 Rev. Rul. 58-588, 1958-2 C.B. 265.

33 Rev. Rul. 67-248, 1967-2 C.B. 204.

34Rev. Rul. 74-168, 1974-1 C.B. 139.

3 Rev. Rul. 71-17, 1971-1 C.B. 683.

36 Rev. Rul. 74-489, 1974-2 C.B. 169.

37 Exempt Organizations Handbook (IRM 7751) §727.
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¢ The membership requirements are broad or vaguely stated.

* Initiation charges or dues are so low that one-time transient use of the
facilities by the general public is encouraged.

* Management conducts vigorous public solicitations to expand club mem-
bership.

* The club is closely associated with a for-profit hotel, restaurant, or health
facility that also provides the management, the food services, and so on.

9.4 REVENUE TESTS

IRC §501(c)(7) was revised in 1976 to require that “substantially all” of a social
club’s activities involve the pleasure, recreation, and other nonprofit purposes of
its members. Congress expressed an intention that no more than 35 percent of a
qualifying social club’s gross revenues come from investment and nonmember
income, with nonmember income equaling no more than 15 percent of its gross
revenue.”® This gross receipts test is referred to as the 35/15 test and establishes a
specific numerical test that is used to measure a club’s ongoing qualification for
exemption under (c)(7). Prior to 1976, clubs had to operate “exclusively” for
nonprofit purposes, and the regulations® provided that a club that engaged in
business activity was not exempt, but no precise numerical test existed. Note
that this regulation, originally proposed in 1956 and adopted in 1958, has not
been revised since.

(a) 35/15 Test

The revenue test is two-pronged. First, an overall test requires that nonmember
receipts, including investment income, cannot equal more than 35 percent of the
club’s “traditional, normal and usual activity.” Extraordinary and nonrecurring
income, such as gain on the clubhouse sale or member initiation and capital
assessment fees, are excluded from the denominator and numerator for this test.
Irregularly held events (but not annual events) are not counted. The revenue
from a golf tournament held every 20 years was not counted in the test, although
it was subject to the tax on unrelated business income.®’ Capital gains from
investment activity and unrelated business income (including that set aside for
charity) are also included in gross receipts.®’ The second prong of the test
regards nonmember revenue only. The IRS provides the following guidelines for

measuring nonmember usage and revenue®:

* Gross receipts from the general public (nonmember) facility and service
charges may not exceed 15 percent of total receipts.

58 P.L. 94-568, 94th Cong. 2d Sess. (1976).

¥ Reg. §1.501(c)(7)-1(b).

%0 priy. Ltr. Rul. 7838018.

61 Senate Report 94-1318, 2nd Session, 1976-2 C.B. 597, 599.
%2 Rev. Proc. 71-17, 1971-1 C.B. 683.
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9.5 UNRELATED BUSINESS INCOME TAX

* The revenue generated from guest charges can be attributed to members
if the guests are bona fide and the member pays for the guest charges.

¢ Reciprocal membership arrangements do not turn a visitor into a member
of a visited club.®®

For auditing purposes, the IRS guidelines say a group of eight or fewer persons
that includes one member is counted as a member receipt. For larger parties,
guests may be treated as members if 75 percent or more of the particular group
using club facilities are members of that group. Typical business luncheon clubs
hosting the Rotary Club, tax study forums, and similar groups have a hard time
meeting this test.

(b) Failing the Test

Failure of the 35/15 test in one year does not necessarily cause immediate revo-
cation of exemption. The facts and circumstances of each case can be considered
individually when the club makes its case for continued exemption. The IRS is
more likely to be sympathetic if an organization fails the test because of an
unusual or occasional special event, as opposed to receiving regular, perhaps
daily, funds from nonmembers.®* If the club experiences a one-year failure out of
a number of years, as opposed to small and recurring annual failures, continued
qualification is more likely. The purpose for which facilities are made available
to nonmembers will also be considered.

Accounting records are essential to document nonmember use and proper
categories of gross receipts. The IRS procedures® contain detailed criteria that
clubs serving nonmembers must study carefully to distinguish between member
and nonmember income. The total income of a club failing to keep a record of
the required details may become subject to the unrelated business income tax.
The type of records a club should maintain regularly include the following:

e Date and description of club usage
e Number in each party, indicating members and nonmembers
 Total charges attributable to members and nonmembers

e Charges paid by nonmembers (based upon signed statements regarding
reimbursements, including those of employers)

9.5 UNRELATED BUSINESS INCOME TAX

Social clubs are significantly different from other tax-exempt entities in one
important respect: the definition of their revenues that are subject to the unre-
lated business income (UBI) tax. IRC §512(a)(3)(A) provides a special definition
for social clubs, as well as voluntary employee benefit associations (VEBAs),

63 Gen. Coun. Memo. 39343; Rev. Proc. 71-17.
% Exempt Organizations Handbook (IRM 7751) §733(1).
% Rev. Proc. 71-17, supra note 51.
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group legal services plans, and supplemental unemployment funds. Taxable
income for such groups is defined expansively to include all gross income other
than exempt function income. Many of the exceptions and modifications that
exclude investment and passive income from tax for other types of tax-exempt
organizations, including the corporate dividend deduction, are not available to
shelter a club’s unrelated income.%

Exempt function income of a social club is “gross income from dues, fees,
charges, or similar amounts paid by members of the organization as consider-
ation for providing such members or their dependents or guest goods, facilities,
or services constituting the basis for exemption.” All other social club income is
subject to regular income tax, including nonmember revenues, special events,
open golf tournaments, royalties, rents, dividends, interest, and other unrelated
business income. Losses attributable to nonmember club usage are not necessar-
ily deductible against other types of taxable income.

In view of the limited tax exemption permitted to social clubs, some clubs
choose not to seek exemption and instead remain normal taxpayers to pay lower
taxes. This situation occurs due to interaction of the limitation on deduction of
nonmember losses and the taxability of investment income on surplus funds.
Such groups must carefully consider the advisability of seeking or maintaining
tax-exempt status.

A previously taxable social club must also carefully project the potential tax
savings, if any, from conversion to exempt status. To compound the problem,
appreciation inherent in a club’s assets may be reportable upon the conversion
as taxable gain.” Switching from a normal taxpaying club to a tax-exempt club
can, however, have a price. Such a conversion is a “Change of Status,” treated as
a taxable liquidation. The taxable club is treated as if it transferred all of its
assets to one or more tax-exempt entities. It must recognize gain or loss immedi-
ately before the transfer as if the assets transferred were sold at their fair market
value.®® The regulations contain relief provisions for certain club conversions.*’
This issue is of importance to clubs formed by real estate developers to provide
golf, swimming, and other recreational facilities to residents in a country club
setting. The entity that will operate the club is formed during the development
phase and may not become operational for some years. Because it cannot meet
the revenue tests’’ until it has memberships, it cannot initially qualify for
exempt status. Careful attention to the seven-year rule may be particularly
important if the club’s assets appreciate in value during its formative years.”!

66 See Chapter 21 for discussion of these rules.

7 Pursuant to regulations under §337(d); see discussion in Section 21.10(e).

68 Reg. §1.337(d)-4(a)(1) applicable to all transfers of assets after January 28, 1999, unless grandfa-
ther provisions apply.

% Reg.§1.337(d)-4(a)(3)()(D).

70See Section 9.4(a).

" The February 1999 issue of The Exempt Organization Tax Review, p. 259, has a comprehensive
article by Mitchell L. Stump, a CPA focused on social clubs, entitled “Final 337 Regulations Bad
News for Clubs Wanting to Be 501(c)(7)s.”
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(a) Rationale for Different UBI Treatment

In extending the unrelated business income tax to social clubs in 1969, Congress
reiterated its intention to allow individuals to join together to provide recre-
ational or social facilities or other benefits on a mutual basis without tax conse-
quences. However, it made clear that tax exemption is properly applied only to
sources of income generated from membership activity. When the club receives
income from sources outside the membership, such as interest income on its sav-
ings or charges to outsiders for use of its facilities, it is taxed. Exempting such
income from tax would allow club members to use tax-free dollars to pay for rec-
reational and pleasure pursuits.

(b) Limitations on Deductions

Unrelated business taxable income generally means the gross income derived by
any organization from any unrelated trade or business regularly carried on by it,
less the “ordinary and necessary” expenses that are directly connected with the
carrying on of such business.”? Concepts used to identify a direct connection of
an expense to a particular type of revenue are fairly vague and sometimes diffi-
cult to apply. Calculating permissible expense deductions is difficult where
exempt functions (member-related) are carried on in connection with nonex-
empt (nonmember and investment) activities. This responsibility to differentiate
expenses between functions makes it particularly important for a social club to
maintain adequate accounting records to make the distinction.

A social club with workers who receive tips may be entitled to an income tax
credit for employee Social Security and Medicare taxes paid on tip wages. The
IRC §45B credit essentially allows the employer to pay employment taxes on the
minimum wage without regard to the amount the worker is actually paid. In
what seems like an incorrect conclusion, the IRS decided a country club was
entitled to an income tax credit against its unrelated income tax for the entire
amount of wages it paid.”® Keep in mind the club was paying tax on that portion
of its clubhouse revenues attributable to private parties, not to member usage.
The service did not require allocation of the credit between the related and unre-
lated food service revenues. Items of expense deductible against unrelated busi-
ness income must include only those directly attributable to the unrelated
revenue producing activity.”* This ruling could also be applied to other types of
tax-exempt organizations employing persons who receive tips in an unrelated
business.

(c) Nonmember Losses

Unless club facilities and services are made available to nonmembers with the
intention of producing a profit—as opposed to simply recouping costs—losses
from serving nonmembers are not deductible against club income (interest and
dividend on reserves) subject to the unrelated business income tax. During the

2IRC §512(a)(1).
73 Priv. Ltr. Rul. 199931041.
7+ IRC §512(a)(3) discussed in Section 27.14(e).
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1980s, the IRS and social clubs fought in the courts about offsetting losses from
nonmember activities against investment income. The battle was fought on two
different fronts: (1) how to calculate the loss, that is, what portion of the club’s
fixed, or indirect, expenses are deductible, and (2) the deductibility of the loss
itself. Permissible deductions are those expenses that are directly connected with
the production of gross income otherwise allowed by the code, that is, ordinary
and necessary business expenses allowed to for-profit businesses under §162.
Beginning in 1981, the IRS took the position that a profit motive must be present
for the expenses associated with income-producing activity to qualify as allow-
able trade or business expenses so that activities without profit motive could not
be aggregated with those with profit motive.”

In a 1985 memorandum decision, the Tax Court adopted a narrower position
in deciding that expenses attributable to nonmember activity were not “con-
nected with the production of” income at all. In 1986, the Second Circuit Court
of Appeals overruled the decision and held that all ordinary and necessary
expenses of producing nonmember income, including investment income, were
deductions only so long as they were incurred for the purpose of producing a
profit.”® North Ridge Country Club’” lost its battle on this front in 1989 after the
Cleveland Athletic Club”® convinced the Sixth Circuit to allow such losses. In
June 1990 the Supreme Court unanimously decided that the Portland Golf
Club’s nonmember activity losses were not deductible against investment
income because the activity was neither profitable nor profit motivated. To cal-
culate the loss for both purposes, direct and indirect costs had to be taken into
account.”” The Supreme Court agreed with the IRS’s long-standing position that
fixed and indirect expenses, which the club incurs whether or not it serves non-
members, are not deductible to the extent they exceed nonmember income.
Essentially, a social club cannot deduct an allocable portion of its basic member
fixed expenses against its investment income, unless the nonmember activity is
profit motivated. The Court looked to the hobby loss standards of IRC §183 to
test the profit motivation, particularly because the Portland Golf Club incurred
losses in every year from 1975 through 1984.

(d) Direct and Indirect Costs

The issue of deductible expenses is even more complicated, because two types of
expenses are involved in calculating the profit or loss from any activity of the
club:

1. Fixed or indirect expenses, such as club facility costs, insurance, mortgage
interest, depreciation, utilities, managers, and other overhead, which the

75 Rev. Rul. 81-69, 1981-1 C.B. 351.

76 The Brook, Inc. v. Commissioner, 86-2 U.S.T.C. §9646 (2nd Cir. 1989), rev’g. 50 T.C.M. 959, 51
TCM 133 (1985).

" North Ridge Country Club v. Commissioner, 89-1 U.S.T.C. §9363 (9th Cir. 1989), rev’g. 89 T.C.
563 (1987).

8 Cleveland Athletic Club, Inc. v. U.S., 86-1 U.S.T.C. §9116 (6th Cir. 1986).

7 portland Golf Club v. Commissioner, 90-1 U.S.T.C. §50,332 (110 S. Ct. 2780, 1990).
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club incurs to serve its basic membership and sustains whether or not
nonmembers are served (“but for expenses”)

2. Variable or direct expenses, such as food, waiters, golf caddies, and other
expenses incurred in direct relationship to number of persons served,
including members and nonmembers

The difficulty starts with the fact that the terms normally used in cost
accounting texts—fixed and variable, direct and indirect—are absent in the tax
code. The regulations only add a stipulation that the expenses must have a prox-
imate and primary relationship to the income and provide for allocation of
expenses attributable to both related and unrelated income. Adopting an alloca-
tion method designed to allot expenses based on a reasonable and consistent
method is appropriate.®

(e) How to Measure Profit Motive

A secondary, but important, aspect of the Portland Golf Club case was an argu-
ment about how to measure profit motive. Are both direct and indirect costs
taken into account in calculating profit or loss? Or is the fact that the nonmember
direct income covers nonmember direct expenses (without any reduction for
allocable indirect expense) sufficient evidence of profit motive? The Portland Golf
Club case argued that since its nonmember income exceeded its nonmember
direct expenses, it had a profit motive. The Court disagreed, and unless Con-
gress acts to change the tax laws, profit motive for this purpose is calculated by
deducting both direct and indirect costs associated with nonmember income.

Another issue to consider is whether one cost allocation method can be used
to measure profit motive while another method is used to calculate taxable
income. This issue was not settled in Portland Golf Club, although most justices
thought that only one method should be used for both purposes. The question
then becomes which method to use. Any method reasonably calculated to arrive
at a fair allocation, and consistently applied, can be used. The regulations under
IRC 8512 provide that allocations must be made on a reasonable basis. The two
basic methods used in the social club field are

1. Gross-to-gross method. Actual gross revenues from members and nonmem-
bers are used to allocate the costs.

2. Actual use method. Square footage occupied and hours of actual use are
tabulated to calculate fixed cost allocations. Here, the numerator of the
equation is important. In a case involving a football stadium, the IRS and
taxpayers have argued whether the proper divisor is the total number of
hours in the year or the total number of hours the stadium was used. See
Section 27.14 for further discussion of cost allocations.

80 See Section 21.11.
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(f) Aggregating Nonmember Activities

Another issue is whether all nonmember activities can be aggregated to evaluate
profit motive and allocable costs. The Tax Court sided with the Atlanta Athletic
Club to allow aggregation. Losses from nonmember food and beverage sales and
facility fees (e.g., golf greens, tennis, pool) were deductible against profits from
two professional golf tournaments. The club argued that there was a common
business purpose for promoting its nonmember undertakings. The IRS argued
that each activity had to be considered separately and any profitable activities
taxed. The club’s victory was only partial. The overall loss from nonmember
activity was not deductible against other investment income because the court
found the requisite profit motive lacking, following the Portland rationale.®

(g) Charitable Set-Asides

A special provision contained in IRC §512(a)(3)(B)(i) excludes income otherwise
taxable as unrelated business income from tax to the extent the funds are set
aside for charitable purposes. Essentially, an unlimited charitable deduction is
allowed to a social club for income paid directly for charitable purposes
described in IRC §170(c) and for funds accumulated or earmarked for such pur-
poses in the future. This deduction is claimed in a specially designed portion of
Form 990-T.%

Setting aside means something more than simply showing that a club
expended a portion of its overall funds annually on charitable projects. Specific
board action or stated policy—isolation or designation of the funds or other
overt actions—is necessary to prove that funds are earmarked or set aside exclu-
sively for (c)(3) purposes. In the case of a cooking club, the club’s records did not
show or prove that investment income. Instead, subscriptions and membership
fees had been used to pay to publish an educational magazine.®® Lacking proof
that some other funds, rather than investment income, had paid, no set-aside
deduction was permitted. Similarly, a court ruled that the Phi Delta Theta frater-
nity magazine was not educational, but rather served the recreational purposes
of the members. Endowment income used to support the publication did not
qualify for the charitable set-aside donation.®*

(h) Sales of Real Estate

A gain from sale of real estate used in regular club activity to perform its exempt
function may also be classed as unrelated business income to the extent that the
proceeds are not reinvested one year before or three years after the date of its
sale.®” The phrase “used in regular club activities” does not necessarily include

81 Arlanta Athletic Club v. Commissioner, T.C. Memo. 1991-83 (1991).

82 Schedule G of Form 1024. 1996 version.

83 Confrerie de la Chaine des Rotisseurs v. Commissioner, T.C. Memo. 1993-637.

8% Phi Delta Theta Fraternity v. Commissioner, 887 F.2d 1302 (6th Cir. 1989), aff’g. 90 T.C.B. 1033
(1988).

$1RC §512(a)(3)(D).
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property contiguous to the club held for possible future expansion or simply to
protect the club from the suburbs.®® Only that property in actual, direct, continu-
ous, and regular use for social and recreational purposes qualifies. For example,
a steep buffer tract heavily wooded with thick undergrowth was found not to be
used directly in exempt functions. Even though it served to isolate the club from
the surrounding developed area and roads, its physical condition indicated that
it was not devoted to exempt activity. Proceeds from granting a permanent ease-
ment for passage and use of the buffer produced taxable gain.¥” Where the pro-
ceeds of sale of a scenic easement to view the club’s golf course were reinvested
in improving the course, the proceeds were not taxable.?® Compare those facts to
the case of a club that owned a tract of land contiguous to a golf course. The tract
was not actually part of the course and, therefore, was found to be mostly prop-
erty unrelated to the country club’s exempt purposes. The IRS permitted bifurca-
tion of the tract and ruled that tax was due on the gain on sale of the land with
the exception of the portion the club was able to show that golfers walked on to
retrieve stray golf balls.¥’

Because social clubs, particularly country clubs, often own highly appreci-
ated real estate, the reinvestment rule requires particular attention. A sale of
such property can have two negative consequences: (1) a significant tax liability
if the proceeds are not used to purchase other property to be used by the club
and (2) loss of exempt status due to failure of the 35/15 test”™ when the proceeds
from the property sale are treated as nonmember revenue. The cutting of timber
from a wildlife preserve necessary to maintain its usefulness was not, in the
IRS’s opinion, a business activity because the club’s exempt purposes were fur-
thered. Nonetheless, the sale generated unrelated business income because the
activity was not a direct exempt function.”” Additional developments concern-
ing the treatment of gains on sales of club real estate as taxable unrelated busi-
ness income are presented in Section 21.8(g).

9.6 FILING AND DISCLOSURE REQUIREMENTS

Social clubs file Form 1024°% for recognition of tax exemption under IRC
§501(c)(7) and file Form 990 or 990EZ annually to report financial activity to the
IRS. Form 990T is filed to report income subject to UBI tax.”® A nonexempt mem-
bership club (or one whose exemption has been revoked) files Form 1120 as a
regular corporation. A taxable club is subject to the special limitations of IRC
§277. Essentially, expenses attributable to membership activities are allowed as a
deduction only to the extent of membership income.

86 Cleveland Athletic Club v. Commissioner, T.C. Memo. 1991-83 (1991); Framingham Country
Club v. U.S., 659 F. Supp. 650 (D. Mass. 1987).

87 Tech. Adv. Memo. 9225001.

88 Priv. Ltr. Rul. 9824045.

8 Priv. Ltr. Rul. 199929044,

% Described in Section 9.4.

! Gen. Coun. Memo. 39688 (December 18, 1987).

92 Process explained in Chapter 18.

93 See online version of Blazek, 990 Handbook, at Wiley.com.
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Tax-exempt social clubs must disclose the fact that payments to the organi-
zation are not deductible as charitable contributions. The nondeductibility dis-
closure must be printed on all invoices issued to members in soliciting dues and
other payments, as described in detail in Section 6.4.

Social club dues are generally not deductible as a business expense. Effective
January 1, 1994, the code disallows a deduction for amounts paid or incurred for
membership in any club organized for business, pleasure, recreation, or other
social purpose.®® The limitation applies to clubs whose principal purpose is to
conduct entertainment activities for its members or their guests or to provide
access to entertainment facilities. Examples given are country clubs, golf and
athletic clubs, airline clubs, hotel clubs, and clubs operated to provide meals
under circumstances generally considered to be conducive to business discus-
sion. Dues paid to professional, civic, or public service organizations, such as the
Rotary Club or Lions Club, are deductible if paid for business reasons and the
principal purpose of the group is not to conduct entertainment activities.”
Before 1994, dues or fees paid to social clubs were deductible when it could be
shown that business discussions occurred.

948274(a)(3).
% Reg. §1.274-2(a)(iii).
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CHAPTER TEN

Instrumentalities of Government
and Title-Holding Corporations
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of the United States 183 and Operational
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Corporation? 191
10.3  §501(c)(2) Title-Holding 10.4 §501(c)(25) Title-Holding
Corporations 187 Corporations 191

10.1  §501(c)(1) INSTRUMENTALITIES OF THE UNITED STATES

The Internal Revenue Code (IRC) §501(c)(1) exempts “instrumentalities” of the
United States organized specifically under an act of Congress. Among these
instrumentalities are the following:

¢ Federal Deposit Insurance Corporation (FDIC)

* Federal Home Loan Banks

¢ Federal Land Banks

¢ Federal Intermediate Credit Banks

 Federal National Mortgage Association (FNMA)
* Federal Reserve Bank

* Federal Crop Insurance Corporation

* United States Housing Authority

e Pennsylvania Avenue Development Corporation
¢ Federal Credit Unions

¢ Pension Benefit Guaranty Corporation
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These creations of Congress are considered exempt because they are wholly
owned by the United States government. They are not required to file annual
information returns nor to apply for exemption from income tax.

10.2 GOVERNMENTAL UNITS

States, their municipalities, and other divisions thereof, interestingly, are not
exempted by any part of §501(c), though they, by definition, could qualify under
IRC §501(c)(3) because they relieve the burdens of government.! Although a
governmental unit is separately organized, it is not entitled to exemption
because of its sovereign powers to tax and to exercise eminent domain and
police powers.? IRC §170(b)(1)(A)(v) provides for a charitable contribution
deduction for a governmental unit, defined as follows:

A State, a possession of the United States, or any political subdivision of any of the
foregoing, or the United States or the District of Columbia, but only if the contribution
or gift is made for exclusively public purposes.

The regulations under IRC §170 do not define what is meant by a political subdi-
vision. One must look to the rules of IRC §103, Interest on State and Local Bonds,
to find out what the term denotes:

Any division of any State or local governmental unit which is a municipal corporation
or which has been delegated the right to exercise part of the sovereign power of the
unit. As thus defined, a political subdivision of any State or local governmental unit
may or may not include special assessment districts so created, such as road, water,
sewer, and similar districts.

The term most simply means a jurisdictional or geographical component of a
state, such as a county or city. A 1944 court complicated the meaning by saying it
must be broad and comprehensive and denotes any division of the state made
by the proper authorities thereof, acting within their constitutional powers, for
the purpose of carrying out a portion of these functions of the state that by long
usage and the inherent necessities of government have always been regarded as
public.®

To clarify their federal filing requirements, the IRS in 1995 added two more
classes of organizations to the IRC §6033 list of those not required to file Form
990: governmental units and affiliates of governmental units. An organization is
treated as a governmental unit for this purpose if at least one of the following
conditions applies*

* Itis a state or local governmental unit as defined in Reg. §1.103-1(b).

!'See discussion in Section 4.3.

ZRev. Rul. 60-384, 1960-2 C.B. 172; see also Joseph O’Malley, Elizabeth Mayer, and Marvin
Friedlander, Chapter F, “State Institutions—Instrumentalities,” IRS CPE Text, 1996 and 1997.

3 Commissioner v. Estate of Alexander J. Shamburg, 3 T.C. 131, aff’d., 144 F.2d 998 (2d Cir.), cert.
denied, 323 U.S. 792 (1944).

4Rev. Proc. 95-48, 1995-47 L.R.B. 13.
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It is entitled to receive deductible charitable contributions as an organiza-
tion described in IRC §170(c)(1) of the Code.

It is an Indian tribal government, or a political subdivision thereof, under
IRC §§7701(a)(40) and 7871.

An organization is treated as an affiliate of a governmental unit if it meets one of
two sets of criteria, as follows:

1.

It has a ruling or determination from the IRS that

o Its income, derived from activities constituting the basis for its exemp-
tion under IRC §501(c), is excluded from gross income under IRC §115.

o It is entitled to receive deductible charitable contributions under IRC
§170(c)(1) on the basis that contributions to it are “for the use of” gov-
ernmental units.

o Itis a wholly owned instrumentality of a state or a political subdivision
thereof, for employment tax purposes.

It does not have an IRS determination, but at least one of the following
applies:

o It is either “operated, supervised, or controlled by” governmental
units, or by organizations that are affiliates of governmental units, or
the members of the organization’s governing body are elected by the
public at large, pursuant to local statute or ordinance.

o It possesses two or more of the affiliation factors in the following list.

o Its filing of Form 990 is not otherwise necessary to the efficient admin-
istration of internal revenue laws.

Affiliation factors that are considered for this purpose include the following:

The organization was created by one or more governmental units or a
government affiliate, or by public officials acting in their official capacity.

The organization’s support is received principally from taxes, tolls, fines,
government appropriations, or fees collected pursuant to statutory
authority. Amounts received as government grants or other contract pay-
ments are not qualifying support for this purpose.

The organization is financially accountable to one or more government
units or affiliates thereof.

One or more governmental units or affiliates exercises control over, or
oversees, some or all of the organization’s expenditures.

Upon dissolution, its assets will be distributed to one or more govern-
mental units or affiliates thereof.

Before issuance of the 1995 procedure, the definition of a governmental unit
was found in IRS rulings issued in the 1970s. These rulings required that organi-
zations qualified as governmental units have three important powers—to tax, to
enforce laws, and to exercise eminent domain—a requirement that is not con-
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tained in the procedure outlined above. Here are some examples of entities qual-
ifying as governmental units in rulings compared to those that do not:

* Arapid transit authority created by a state legislative act was empowered
to issue bonds, exercise police powers, set rates, enforce its rules with a
security force, and realize indirect benefit from taxes imposed and emi-
nent domain exercised by participating local governmental bodies. The
authority had sufficient sovereign powers of the state to constitute a gov-
ernmental unit.’

* A community development authority similarly created under state laws
to collect service and user fees for the construction, operation, and main-
tenance of community facilities was not classed as a governmental unit. It
lacked the power to tax, power of eminent domain, and control over zon-
ing, policy, and fire protection.®

* A state university without the three powers may not qualify as a political
subdivision.”

* An unincorporated intergovernmental cooperative organization estab-
lished by an act of the Texas legislature on behalf of a consortium of
eleven Texas public school districts was found to be a private foundation,
not a governmental unit, for two reasons®:

o Its source of support was a particular private foundation that granted
it the money to undertake its curriculum research and development.

o It was not a governmental unit. Although the cooperative arguably
was an instrumentality of the state because it had the required sover-
eign powers of eminent domain, it did not have the power to assess
and collect taxes nor did it have police powers. The fact that it was an
integral part of a group of governmental units—the public schools by
which it was established—did not make it a governmental unit.

The Michigan Education Trust fought an interesting battle to qualify for tax
exemption. It was created as a state agency to collect and receive advanced state
college tuition, its board members were appointed by the governor, and its
investments were managed by employees of the state treasury. Its assets, how-
ever, were not available to state creditors and were returnable to the “investors”
upon dissolution. The IRS and a district court agreed that the trust was neither
an instrumentality of the state nor a governmental unit and instead benefited the
individual students who were to earn tax-free interest on their college savings.
The Sixth Circuit Court disagreed and found the trust to be an integral part, or
political subdivision, of the State of Michigan.’

>Rev. Rul. 73-563, 1973-2 C.B. 24.

®Rev. Rul. 77-164, 1977-1 C.B. 20.

"Rev. Rul. 77-165, 1977-1 C.B. 21.

8 Texas Learning Technology Group v. Commissioner, 96 T.C. 28 (April 30, 1991).

9 Michigan v. United States, 40 F.3d 817 (6th Cir. 1994), rev’g. 92-2 USTC {50,424 (W.D. Mich.
1992); Priv. Ltr. Rul. 8825027.
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Congress responded to the pressure about the Michigan decision and the 11
other states that, by July 1996, had tuition prepayment plans in place (Alabama,
Alaska, Florida, Kentucky, Louisiana, Massachusetts, Michigan, Ohio, Pennsyl-
vania, Texas, and Wyoming) by creating a new category of exempt organization.
IRC §529, entitled Qualified State Tuition Programs, exempts such plans and
their investment income, except to the extent to which they may be subject to the
unrelated business income tax.!® A qualified program is defined as one estab-
lished or maintained by a state or instrumentality of a state under which a per-
son may purchase tuition credits or may contribute to an account established to
pay the qualified higher education expense of a designated beneficiary. Such
expenses include tuition, fees, books, supplies, and equipment required for
enrollment or attendance at an eligible education institution.

Readers should be alert for the issuance of final regulations under §529. In
reviewing requests for approval of the tax-exempt status of such plans, the IRS
states the validity of each ruling could be affected by issuance of the regula-
tions.!!

10.3 §501(c)(2) TITLE-HOLDING CORPORATIONS

According to IRC §501(c)(2), “Corporations organized for the exclusive purpose
of holding title to property, collecting income therefrom, and turning over the
entire amount thereof, less expenses, to an organization that itself is exempt”
under IRC §501 are title-holding companies (THCs). After some years of confu-
sion and hesitation, IRC §501(c)(25) was added in 1986 to permit THCs with
multiple parents.

Essentially, a title-holding corporation is a passive entity whose tax exemp-
tion stems from its subservient relationship to another exempt organization. The
full range of organizations qualifying under §501 and pension plans are permis-
sible beneficiaries. If the organization on whose behalf the property is held loses
its tax exemption, the THC also does.'? The THC also ceases to be an exempt
organization when it no longer holds qualifying property. The sale of THC prop-
erty, however, is considered to have occurred the day before it sells its property,
so that the sale will not necessarily result in taxable income.'?

A THC is traditionally formed to shelter the property transferred to it and
assets it purchases from exposure to liability for claims asserted against its cre-
ator(s), although the reverse can occur if the property has inherent risk. A sepa-
rate property-owning arm may also be created for administrative or management
reasons, or to permit joint ownership under §501(c)(25). A (c)(2) title-holding
company may also have a (c)(2) subsidiary if it meets the same qualifications of
making distributions to its title-holding parent.'

10 Small Business Job Protection Act of 1996, §1806.
"' priy. Ltr. Rul. 200214032.

12Rev. Rul. 68-371, 1968-2 C.B. 204.

3 Priv. Ltr. Rul. 9551021.

4 Rev. Rul. 76-335, 1965-2 C.B. 141.
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(a) Organizational and Operational Requirements

As its names implies, a qualifying IRC §501(c)(2) title-holding corporation cannot
be a trust, joint venture, or other unincorporated form of organization. It must be
a corporation or an association classified as a corporation.'® The exclusive purpose
clause of the statute is strictly applied. The THC’s purpose is reflected by its char-
ter, its activities, and the facts and circumstances under which it was created. All
of these factors are taken into account by the IRS in evaluating evidence that a
THC'’s purposes are strictly limited to those provided in the statute. A THC will
not be granted exemption if it engages in any business other than that of holding
title to property and collecting income therefrom.'® The income can be generated
by investment sources, such as interest income on bonds held or rental income to
commercial tenants.'” A charter containing language that empowers the organi-
zation to engage in broader activities is not acceptable.’® When the charter lan-
guage contains the appropriate constraints, but the organization’s proposed or
actual activity goes beyond the limits, exemption may be denied. The (c)(25) THC
must also comply with the specific requirements regarding beneficiary organiza-
tions and activities.

Connection to Beneficiary Organization. The amount of control and the rela-
tionship that must exist between the title-holding corporation and the exempt
organization it benefits are not specified in the statute or in the regulation (which
is only two paragraphs long). However, the IRS Exempt Organizations Handbook
provides some guidelines.

A parent-subsidiary relationship is the most common form for a THC. As a
rule, the THC must be controlled by and be responsive to the exempt organiza-
tion for which it holds property, despite the lack of specific requirements in the
statute or regulations. In the IRS’s view, the elements of control necessary include
owning the voting stock of the THC, possessing the power to select nominees to
hold the voting stock, or having the ability to appoint the directors.”” A group of
philanthropists was not allowed to establish a THC that would have essentially
circumvented the private foundation rules.

A single controlling beneficiary organization is ostensibly required for
§501(c)(2) entities. The long-standing policy of the IRS was to consider multiple
parents as evidence of asset pooling, not mere holding of title.”’ However, for
some years the IRS debated the possibility that “conceivably a title-holding com-
pany might hold title for more than one kind of exempt.”21 Fortunately, in 1986
Congress created §501(c)(25), allowing pooled ownership in real estate by a
group of tax-exempt organizations.

SIRC §7701(a)(3).

16 Reg. §1501(c)(2)-1; Senate Report No. 2375, 81st Congress, 2d Session (1950), 1950-2 C.B. 483,
504.

7Rev. Ruls. 69-381, 1969-2 C.B. 113 and 81-108, 1981-1 C.B. 327.

18 Rev. Rul. 58-455, 1958-2 C.B. 261.

19Rev. Rul. 71-544, 1971-2 C.B. 227.

20 Gen. Coun. Memo. 39341 and 37551.

2'IRS Exempt Organizations Handbook (IRM 7751) §281.
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The method of a title-holding company’s formation may be influenced by
state or local rules. In one example, a title-holding company was approved
despite its being controlled by a broad individual base of members (a college fra-
ternity), when the stock conferred no rights to dividends or distributions to mem-
bers. All of the income from the property was payable to the §501(c)(7)
organization.”> A THC controlled by and created to benefit a private foundation is
subject to the additional constraints explained in Chapters 12 through 17.

Restrictions on Activity. The operating powers of a THC must be limited to
those required to hold title to its property—to conserve and maintain the prop-
erty and to remit income to the beneficiary organization. The property held by a
(c)(2) THC can include real and personal property, investments, and exempt
function assets.”> A (c)(25) THC, however, can only hold real estate. The THC
can lease the property to commercial tenants unrelated to its exempt parent.?
The THC cannot, however, operate a commercial manufacturing, service, or
sales enterprise.”” The property held by a THC can also be a leasehold interest
that it sublets. Traditionally, the THC holds assets that need protection from
exposure to operational liability, but it can also hold property that would expose
the benefited organization to unacceptable risks.

There is no express reason why operational or exempt function assets, real or
personal, cannot be kept in a (c)(2) holding company. Actively operating exempt
functions by the THC, however, is not permissible because it goes beyond “title-
holding.” A subsidiary of a veterans organization that held title to a building and
operated the social facilities located in the building was not permitted THC sta-
tus.?® Any activity that is actively conducted, whether it is considered to be
related or unrelated to exempt purposes, is generally not appropriate to be car-
ried on by a THC.

In some situations, the income earned from the THC property is treated as
unrelated business income (UBI). For the purposes of identifying UBI, the THC
is treated as being organized for the same exempt purposes for which its parent
is organized.” The UBI rules treat two types of real estate activity as unrelated
despite the fact that the activity is essentially passive. The most common type is
rental income earned from a property that is acquired, refurbished, and/or
maintained with borrowed funds. What is referred to as debt-financed income is
treated as UBI and is permissible for a THC.?® The exempt-use exception for
indebted property applies to exclude rental from UBI if the parent organization
plans to use the property within the requisite time period.?’ Similarly, leasing of
personal property in connection with rental of the real estate that the THC owns
is permissible, although it may result in UBIL Both (c)(2) and (c)(25) title-holding

22Rev. Rul. 68-222, 1968-1 C.B. 243.

2 Rev. Rul. 76-335, 1976-2 C.B. 141.

24 Rev. Rul. 81-108, 1980-1 C.B. 327.

2 Roche’s Beach v. Comm., 96 F.2d, 776 (2nd Cir. 1938).

26 Rev. Rul. 66-150, 1966-1 C.B. 147.

2TIRC §511(c).

2 Reg. §1.501(c)(2)-1(a); Rev. Rul. 66-295, 1966-2 C.B. 207.
» Discussed in §21.12.
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companies are permitted to receive a de minimus amount of up to 10 percent of
their gross income as unrelated income so long as the income is incidentally
derived from ownership of real estate, such as parking lot fees. Such income is
still subject to the unrelated business income tax, but will not cause the title-
holding company to lose its exempt status.’’ Investment income earned by a
title-holding entity that benefits a social club or voluntary employee benefits
association (VEBA) is also taxable.?!

Passive investments, other than real estate, that are also suitable as (c)(2)
THC holdings include stocks and bonds and oil and gas royalties or production
payments. Operating a merchandise store, managing a hotel, providing invest-
ment management services,>? holding a working interest in an oil well, and
other active business pursuits are not permitted.*®> When business activity is
anticipated, the property should instead be spun off or transferred to a taxable
“feeder” subsidiary.*

The calculation of taxable income from unrelated activity is based on the tax
rules applicable to for-profit businesses and investors. Choice of depreciation
methods, the definition of ordinary and necessary expenses that are deductible,
tax rates, and other income tax rules apply. The calculation of taxable income
from debt-financed property is based on a formula that equates the tax basis of
the property in relation to the indebtedness.*> When the THC receives unrelated
business income, it is entitled to file a consolidated return with its parent organi-
zation under the rules applicable to normal for-profit corporations.® If separate
returns are filed, the surtax exemptions must be shared, essentially reaching the
same effective tax rate as if a common return was filed.

(b) Turning Over the Income

Accumulation of surplus income by a title-holding corporation generally is con-
trary to the statutory theme of turning over the income. As a rule, all net income
must be paid over to the beneficiary organization. Deductions for depreciation®”
and reserves or sinking funds to make current or future mortgage payments®
are allowed to be withheld from income required to be turned over. A reasonable
provision for maintenance or restoration of the property can also be deducted
from distributable income. Rents can also be used to repay an interest-free con-
struction loan through an organization also controlled by the THC'’s parent.’
Regarding the timing for distribution of funds, there is no specific requirement,

30 Effective January 1, 1994.

3 Reg. §1.501(c)(2)-1(a); see Section 9.5 and Chapter 21 for more detailed information about UBI.

32Rev. Rul. 69-528, 1969-2 C.B. 127.

3 Rev. Rul. 66-295, 1966-2 C.B. 207.

3% As defined in IRC §502.

BIRC §514.

36 If both organizations qualify as includible organizations for purposes of IRC §1504; see Form 990-
T instructions.

37 Rev. Rul. 66-102, 1966-1 C.B. 133.

38 Rev. Rul. 77-429, 1977-2 C.B. 189.

39 Priv. Ltr. Rul. 9213027.
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but a delay with no justification, as evidenced by a substantial surplus, might be
expected to bring IRS scrutiny.

Payment to the beneficiary is customarily made in the form of cash divi-
dends, or grants in the case of a nonstock corporation. When the THC owns the
building occupied by the parent and no rent is paid, there may be no income
generated and available to be paid. In such cases, the rent-free use of the build-
ing fulfills the statutory scheme.

(c) Why Form a Title-Holding Corporation?

A number of factors must be considered before deciding to form a title-holding
corporation. Among the advantages of a THC are the opportunity it provides to
shelter some assets from operating fund liabilities and the possibility of increas-
ing the beneficiary organization’s borrowing power. Setting up a THC can also
facilitate separate management and administration of a corporation’s physical
plant. A THC might also be created to serve as a nonmember form of property
ownership for a member-controlled organization.

There is, of course, a downside to the formation of a title-holding corpora-
tion. First, it increases paperwork burdens: Form 1024 must be filed to seek IRS
recognition of its exemption and a separate Form 990 must be filed annually if
gross receipts normally exceed $25,000. Some relief of the compliance burden
may be gained by filing a consolidated tax return, which is permitted by IRC
§1504(e).

On the other hand, there are situations in which the formation of a THC is
ill-advised. The tax exemption of the THC is dependent upon the continued
qualification of its beneficiary. If the parent company loses its exemption, the
THC automatically loses its §501(c)(2) status.?® Also, the THC cannot be used as
a fund-raising vehicle, because donations to a THC generally do not qualify as
charitable contributions under IRC §170. In a private ruling, the IRS has held
that gifts to the parent dedicated expressly to a charitable project conducted by a
THC, however, were deductible.*!

10.4 §501(c)(25) TITLE-HOLDING CORPORATIONS

An IRC §501(c)(25) title-holding corporation serves a very narrow but significant
purpose: to facilitate pooled purchasing and holding of real estate by a group of
nonprofit organizations. It can hold no other type of asset and is available only to
four specified types of tax-exempt organizations. Multiple unrelated exempt orga-
nizations may form a THC so long as it possesses the following characteristics:

¢ It must be a corporation or a trust.
¢ It must have no more than 35 shareholders or beneficiaries.
It must have only one class of stock or beneficial interest.

It must be organized for the exclusive purposes of acquiring real property,
holding title to and collecting the income from such property, and remit-

40Rev. Rul. 68-371, 1968-2 C.B. 204.
41 priy. Ltr. Rul. 8705041,
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ting the income (net of expenses) to one or more qualifying shareholders
or beneficiaries.

e Its shareholders must be one of the following types of organizations:
§501(c)(3) organization
§401(a) qualified employee plan

o

(e]

[¢]

§414(d) government plan

e}

Federal, state, or local government agency or instrumentality

Since this type of exempt organization was created in 1986, the IRS has
issued two notices providing detailed guidance for their establishment, which
must be carefully studied by anyone contemplating the creation of a (c)(25)
THC. The expanded criteria for qualification as fleshed out by the IRS include
the following™:

¢ The articles of incorporation, bylaws, or trust document must contain lan-
guage that clearly demonstrates that the entity satisfies the five statutory
requirements previously listed.

¢ Removal of the investment advisor must be permitted by a majority vote
of the beneficial owners.

* Termination of a beneficiary’s interest must be allowed in one of only two
ways: (1) by selling or exchanging its stock or interest to another qualify-
ing (c)(25) organization (provided that the total number of shareholders
remains below 35), or (2) upon 90 days notice, by having its shares or ben-
eficial interest redeemed.

421RS Notice 87-18, 1987-1 C.B. 455; IRS Notice 88-121, 1988-2 C.B. 457. There are no 