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CONTINUING PROFESSIONAL EDUCATION
EXEMPT ORGANIZATIONS

TECHNICAL INSTRUCTION PROGRAM FOR FY 1999

PREFACE

     This is the 21st edition of the Exempt Organizations Continuing Professional Education
(CPE) Program. As in previous years, the topics have been selected because of their relevance in
light of recent developments or because we think a review of the subject would be beneficial.
     The text consists of two parts. Part I contains 17 essays on technical topics and Part II,
Current Developments, recaps the technical developments since 1996. The Cumulative Index, at
the end of the book, has been updated to include references to this year's material, including a
listing of current revenue procedures.
     The material in this book is for educational use only. The general counsel memoranda and
private letter rulings are cited for illustrative purposes and cannot be used or cited as precedent.
     We view our CPE program as an important tool for maintaining the highest possible level of
currency and technical competence among our EO specialists, and I believe you will find this
year's curriculum useful in carrying out your EO responsibilities.
                                   Marcus S. Owens
                                   Director, Exempt Organizations
                                     Division

------------------------------------------
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PART I

EXEMPT ORGANIZATIONS TECHNICAL TOPICS

A. WHOLE HOSPITAL JOINT VENTURES
by

Mary Jo Salins, Judy Kindell and Marvin Friedlander

1. INTRODUCTION

      At first joint venture arrangements between federally tax exempt hospitals and for-profit
interests typically involved owning and operating ancillary health care services, such as an
ambulatory surgery center or magnetic resonance imaging (MRI) facility. However, as tax
exempt hospital systems sought to contain costs and compete for managed care contracts, whole
hospital joint ventures between exempt hospitals and for-profit hospital corporations, also known
as "disposition-type" joint ventures, have developed. A whole hospital joint venture involves a
transaction in which the entire exempt activity, that is, the hospital's facilities and its services are
transferred to the joint venture to then be operated by the joint venture rather than by the exempt
entity.

      There has been some case law regarding joint ventures between for-profit entities and exempt
organizations. However, in the health care area, there has been neither case law nor, until
recently, other guidance. Our pronouncements about known partnership transactions have not
analyzed the whole hospital joint venture.

      Thus, in response to the rapid increase and magnitude of nonprofit, exempt hospitals entering
into joint venture arrangements with for-profit entities, in particular, the whole hospital joint
venture arrangement, the Service recently released Rev. Rul. 98-15, 1998-12 I.R.B. 6, which
provides guidance on the tax consequences of participation by IRC 501(c)(3) hospitals in joint
ventures with for- profit entities.

      This article addresses the different types and structures of joint ventures that have evolved. It
revisits court cases involving partnerships and reviews the Service's reaction to various
partnership arrangements. It discusses the issuance of Rev. Rul. 98- 15; as well as current
litigation. Finally, the article analyzes how such arrangements may affect an exempt hospital's
tax exempt status and its foundation classification, or result in unrelated business income tax to
the organization.

2. BACKGROUND

      Prior to Plumstead Theatre Society v. Commissioner, infra, the Service viewed participation
in a joint venture with a for-profit entity by an IRC 501(c)(3) organization to be contrary to its
requirement to act exclusively in an furtherance of exempt charitable purposes. GCM 36293
(May 30, 1975) concluded that an exempt organization's fiduciary obligations as a general
partner in a limited partnership to promote the interests of the limited partners is inherently
incompatible with IRC 501(c)(3) requirements. The GCM posited that the obligations placed on
a general partner in these types of arrangements furthered the profit motives of the for-profit
partners.
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      However, the Plumstead decision changed the joint venture analysis for exempt
organizations. In Plumstead Theatre Society v. Commissioner, 74 T.C. 1324 (1980), aff'd, 675
F.2d 244 (9th Cir. 1982), a nonprofit corporation formed to promote public interest in the theater
encountered financial difficulties in raising its share of the costs in funding and producing a play
that would run at the Kennedy Center in Washington. In order to meet its funding obligations,
the organization entered into a limited partnership in which it served as general partner and two
individuals and a for- profit corporation were the limited partners. The parties intended to share
in both the profits and losses from the venture. The Tax Court concluded that the nonprofit's
partnership obligations did not conflict with its tax-exempt status because: (1) the nonprofit did
not have an obligation to return limited partners' capital contributions from its own funds; (2) the
limited partners did not have control over the nonprofit's activities; and (3) none of the limited
partners had any involvement in the nonprofit. The Ninth Circuit affirmed the Tax Court's
decision.

      Following the Plumstead decision, GCM 39005 (June 28, 1983), posited that an exempt
organization may participate as a general partner in a limited partnership with a for-profit entity
without per se resulting in denial of IRC 501(c)(3) status. GCM 39005 cautioned, however, that
the partnership arrangement should be closely scrutinized to ensure that the exempt
organization's participation in the joint venture allows it to operate exclusively for exempt
purposes.

      GCM 39005 applied a two-part standard for analyzing whether an exempt organization's
participation as a general partner in a joint venture with a for-profit entity affects its exemption.
The first part of the test is whether the organization's participation in the joint venture serves its
exempt purposes. The second part of the test is whether the partnership arrangement permits the
organization to act exclusively in furtherance of exempt purposes and does not result in more
than incidental private benefit to the for-profit partners.

      In a later case, Housing Pioneers v. Commissioner, T.C. Memo 1993-20, 65 T.C.M. 2191,
aff'd, 49 F.3d 1395 (9th Cir.), amended, 58 F.3d 401 (9th Cir. 1995) the Tax Court concluded
that the organization's activities performed as co-general partner in limited partnerships
substantially furthered non-exempt purposes. It further held that private interests were served by
its activities. The organization entered into partnerships as a one percent co-general partner of
existing limited partnerships for the purpose of splitting the tax benefits with the for-profit
partners. Under the management agreement the organization's authority as co-general partner
was narrowly circumscribed. The organization had no management responsibilities and could
describe only a vague charitable function of surveying tenant needs. In affirming the Tax Court's
decision, the Ninth Circuit noted, in the context of qualifications under IRC 42, that the
organization failed to show that it had regular, continuous, or substantial activity in developing
or operating the projects. The court further noted that the organization had failed to show that it
was not affiliated with or controlled by a for-profit organization.

3. THE EMERGENCE OF THE WHOLE HOSPITAL JOINT VENTURE ARRANGEMENT

      Through the years, exempt hospital systems have advanced numerous reasons for entering
into joint ventures with for-profit entities, including, among others: impact of managed care;
increased working capital needs; increased efficiency and cost savings; reduced financial risk;
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providing new, or ensuring continued, health care services in a community; and expansion of
range and quality of services available to a community.

      Whole hospital joint ventures gained a foothold when exempt hospital systems found a need
to control their revenue base, expand patient coverage, and compete for managed care and
physician organization contracts due to major health care alliances forming among providers. For
the exempt hospital, the venture can provide some of the advantages of being associated with a
large national company through greater bargaining potential with vendors and suppliers and
access to potentially larger managed care contracts. Many exempt hospitals argue that not only
will such ventures help them to provide care more efficiently for their communities by having
services available at a lower cost by cutting out waste, and duplication but will also ensure that
the hospital will survive in the competitive hospital market. There is tremendous pressure on
hospitals to form networks. The exempt hospital can reduce its investment in health care
operations or own a smaller part of a larger, diversified and stable operation. Finally, unlike a
sale of assets, in a joint venture arrangement the exempt hospital would have a continued
financial stake in and some involvement with the strategic direction of the hospital and its
operations.

      For-profit hospitals and hospital management corporations have been enthusiastic promoters
of the whole hospital joint venture arrangement. They have represented it as a means for exempt
hospitals to survive in a changing and competitive health care environment. It allows a for-profit
hospital system to achieve control over a larger network of hospitals with a smaller investment.
A for-profit entity that prefers not to expend resources for an outright purchase of the exempt
hospital can acquire an interest in that hospital. The for- profit investor can make a cash
contribution to the venture of half the value of the hospital, yet exercise control over the hospital
through a board of directors and a management agreement and be able to include all the gross
revenues of the hospital in its consolidated financial statement. If the for-profit company has a
hospital with a value at least equivalent to the nonprofit hospital in the area, the for-profit
company, by giving the exempt hospital an equity interest in its existing facility in exchange for
an interest in the exempt hospital, can double its gross revenues without any cash investment.

4. OVERVIEW OF BASIC STRUCTURES

     A. JOINT VENTURES

      A joint venture is created when two or more persons enter into an arrangement to invest in a
project and the parties share the control, benefits, and risks of the project. The Tax Court has
defined a joint venture as "a special combination of two or more persons where in some specific
venture a profit is jointly sought without any actual partnership or corporate designation." See
Sierra Club v. Commissioner, 103 T.C. 307, 322, aff'd in part, rev'd in part, and rem'd 86 F.3d
1526 (9th Cir. 1996).

      In a partnership arrangement the exempt hospital may serve as a general partner or as a
limited partner, or as both, in a general partnership or in a limited partnership. Under IRC
7701(a)(2) the term "partnership" includes, for federal income tax purposes, a syndicate, group,
pool, joint venture, or other unincorporated organization, through or by means of which any
business, financial operation, or venture is carried on, and which is not within the meaning of the
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Code, a trust, estate, or a corporation.

      Most whole hospital joint venture arrangements have been formed as limited liability
companies (LLCs). LLCs are attractive structures for joint venture transactions. An LLC member
does not have personal liability for entity-level debts. However, an LLC can obtain the
passthrough tax treatment of a partnership.

      LLCs are formed under state law. All fifty states and the District of Columbia have adopted
LLC statutes. In most states, an LLC can be formed for any lawful purpose, except for banking
or insurance purposes. The powers of the LLC are recited in the articles of organization. If no
limitations or restrictions are contained in the articles of organization, an LLC may possess and
exercise all powers that are necessary or convenient to carry out the purposes of the LLC. In
most states, an LLC must have two or more members.

      Previously, the tax classification of a LLC depended on whether the organization met the
Internal Revenue Code definition of "corporation" or of "partnership". The Service determined
whether a LLC was taxed as a corporation or a partnership using a four factor test. An LLC that
had no more than two of the corporate characteristics was treated as a partnership for federal
income tax purposes.

      Effective as of January 1, 1997, regulations under IRC 7701, sec. 301.7701-3, commonly
referred to as the "check-the-box" regulations, apply in determining whether an LLC will be
taxed as either a corporation or as a partnership. The regulations simplify the process of
classifying an entity. Under the regulations, unless an entity with two or more members elects
otherwise, it will be classified as a partnership by default. An LLC that seeks tax classification as
a corporation must so elect. Elections to change classification can only be made once every five
years. Whole hospital joint ventures operating as LLCs appear to favor the partnership
classification for federal income tax purposes to achieve the passthrough capability.

      Joint operating agreements (often referred to as virtual mergers) were the subject of an article
in the 1997 CPE book. A joint operating agreement ("JOA") brings two or more formerly
unrelated, exempt, health care organizations together to operate jointly going forward. A JOA
shares the risks and rewards of operation and usually requires joint agreement as to budgets,
what services will be rendered in which sites, and when and where to make capital expenditures.
It achieves many of the benefits of integration without a complete merger or transfer of assets.
The key difference between a JOA and a joint venture is that in a JOA, there is no change in the
ownership of assets. So far, the Service has issued rulings regarding JOAs involving only tax
exempt participants. The scope of Rev. Rul. 98-15 extends only to joint ventures between
nonprofit entities and for-profit corporations; not to whole hospital joint operating agreements
between exempt and for-profit entities. JOAs are mentioned in this article only to describe the
difference between a JOA and a joint venture.

     B. WHOLE HOSPITAL JOINT VENTURE STRUCTURE

          (1) TYPICAL CONFIGURATION

      In whole hospital joint ventures, the tax exempt entity remains in existence and, although it
no longer conducts hospital operations directly, it receives allocated income and distributions
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from its interest in the LLC.

      In the whole hospital joint venture structure, also known as the "disposition-type" joint
venture, the exempt hospital contributes all or substantially all of its assets to the joint venture
and receives a partnership or membership interest and, in some cases, cash. The for-profit partner
contributes cash, or cash and/or assets to the joint venture and receives a partnership or
membership interest. The distributive share of profits and losses to each partner or member is
allocated proportionately to the capital contribution amount contributed by each partner or
member. The joint venture owns and operates the hospital.

      To the extent that the value of the operating assets contributed by the exempt partner exceeds
the value of the operating assets contributed by the for-profit partner, the for-profit will
contribute cash so that its contribution is proportionate to what the parties have agreed will be the
ownership interest in the joint venture. For example, if the parties have agreed that each will
have a fifty percent ownership interest in the joint venture, and the nonprofit entity contributes a
hospital valued at one hundred million dollars while the for-profit entity contributes hospital
assets valued at fifty million dollars, the for-profit partner will transfer fifty million dollars to the
joint venture so that each organization will have acquired its fifty percent interest in return for a
net contribution each of one hundred million dollars.

      Typically, each ownership interest is fifty percent. Ownership interests equal the value of the
assets transferred to the joint venture. Generally, each member has equal board representation.
Management of the day to day operations of the hospital facility is typically in the hands of the
for-profit partner or an affiliate or subsidiary of the for-profit partner. The following diagram
illustrates a typical whole hospital joint venture structure:

                          [figure omitted]

     (2) VALUATION

      The subject matter of valuation is controversial in the sense that there may be conflicting
sources of data, questionable or unstated assumptions, different methods to estimate value, and a
prospective range of values. The purpose is to obtain the data that was available to the
negotiating parties when a business transaction is consummated.

      A starting point in evaluating the sale, purchase or sharing of health care assets, such as a
hospital, is to establish a time lie, which places information concerning a transaction into
perspective. This time line can serve as a basic guideline for identifying, quantifying and
resolving valuation issues. Information prepared prior to the transaction date -- including, for
example, work papers, descriptive memos, financial analyses and meeting notes -- is important
for explaining and justifying a specific transaction's value or price. Information prepared at the
transaction date -- including, for example, competitive bids, additional sideline transactions, all
signed sales contracts, employment agreements, conflict of interest policies, and board meeting
minutes -- is helpful in assessing the scope of a transaction. Finally, information prepared after
the transaction date -- such as an appraisal of limited scope -- may or may not corroborate
important factors considered in arriving at a transaction price.

      It is important to remember that a valuation analysis should be tailored to the specific facts of
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a particular transaction. Also, a valuation analysis concerns not only the contributed exempt
hospital assets in a joint venture, but also the valuation of any contributed for-profit assets to the
joint venture.

     (3) BOND FINANCING CONSIDERATIONS

      Tax exempt hospitals and other health care facilities are most often financed with the
proceeds of qualified IRC 501(c)(3) bonds, the interest on which is excluded from a taxpayer's
gross income under IRC 103. Therefore, the tax exempt status of existing bond financing should
be reviewed in any joint venture between for- profit and exempt providers. In whole hospital
joint ventures, the exempt partner often receives cash from the for-profit partner or from the joint
venture to defease the bonds; additionally, a bond tender offer is made.

     C. HOSPITAL SUBSIDIARY JOINT VENTURE STRUCTURE

          (1) TYPICAL CONFIGURATION

      In a hospital subsidiary joint venture transaction, an exempt hospital or hospital parent in an
exempt health care system creates a wholly-owned nonprofit subsidiary that generally seeks to
be recognized as exempt wider IRC 501(c)(3). The subsidiary's only activity is to participate in a
joint venture arrangement with a for- profit partner. The subsidiary generally contributes cash to
the joint venture equal to the value of the assets transferred by the for-profit partner, or is
assigned the joint venture interest of its exempt parent. The for-profit partner contributes a health
care facility or service program, such as an ambulatory surgery center, MRI, physical therapy
center, or home health care services. Ownership interests of each partner equal the value of the
assets transferred by each partner to the partnership. The distributive share of profits and losses
are allocated proportionately to the contribution amount. Typically, the exempt organization
subsidiary partner and the for- profit partner share equal representation on the joint venture's
governing board. The following diagram illustrates a typical hospital subsidiary joint venture:

                          [figure omitted]

     (2) APPLICATIONS

      A hospital subsidiary joint venture is analogous to a whole hospital joint venture because the
nonprofit subsidiary's participation in the joint venture is generally its sole activity. The
nonprofit subsidiary seeks exempt status based on this sole activity. Thus, the analysis of Rev.
Rul. 98-15, discussed in depth later in this article, is equally applicable to a hospital subsidiary
joint venture arrangement as to a whole hospital joint venture transaction.

      The Service recently has received several such applications for recognition of exemption. To
qualify for exemption under IRC 501(c)(3), the organization, as any 501(c)(3) applicant must
satisfy the organizational test and the operational test under the regulations. The organizational
test will be satisfied so long as the organizing documents provide that the organization is
organized exclusively for exempt purposes and is not empowered to engage in activities that are
beyond the scope of permissible activities under IRC 501(c)(3). It must also provide for a proper
dissolution clause.

      As in the whole hospital joint venture analysis, for federal tax purposes the activities of the
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partnership are considered to be the activities of the wholly-owned nonprofit subsidiary
organization that is a partner in the partnership (or member of the LLC, if applicable), when
evaluating whether the nonprofit partner is operated exclusively for exempt IRC 501(c)(3)
purposes. The nonprofit organization will be operating exclusively for exempt IRC 501(c)(3)
purposes if it is determined that participation in the partnership furthers a charitable purpose, and
the partnership arrangement permits the charitable organization to act exclusively in furtherance
of its exempt purposes and only incidentally for the benefit of the for-profit partner or partners.
See Plumstead Theatre Society, Inc. v. Commissioner, supra, and Housing Pioneers v.
Commissioner, supra.

      An example of a hospital system wholly owned nonprofit subsidiary established to
participate in a joint venture arrangement with a for-profit partner Redlands Surgical Services
("Redlands"). Redlands applied for exemption as an organization described under IRC 501(c)(3).
The Service concluded that Redlands is not operated exclusively for exempt purposes because it
operates for a substantial nonexempt purpose and its operations benefit private interests more
than incidentally. The case is currently in litigation before the United States Tax Court (Docket
No. 11025-97 "X").

      The following diagram illustrates the Redlands joint venture structure:

                          [Diagram omitted]

D. HOSPITAL ANCILLARY JOINT VENTURE STRUCTURE

      A hospital ancillary joint venture refers to those joint venture arrangements where an exempt
organization that operates a hospital or other health care facility owns an interest in a joint
venture with a for-profit entity to operate a particular service. The exempt organization, usually
part of a health care system, owns and operates a hospital as well as other health care facilities or
services, such as an ambulatory surgery center, MRI, or home health care services. It transfers
the assets of the health care facility or service to the joint venture; or contributes funds to
establish the ancillary service. The for-profit partner contributes cash equal to the fair market
value of the exempt organization facility transferred to the joint venture. The joint venture owns
and operates the health care facility or service. The exempt organization still owns and operates
the hospital facility.

      Thus, unlike the whole hospital joint venture structure, or the hospital subsidiary joint
venture arrangement, the exempt organization does not contribute all of its operating assets nor is
the participation by the exempt organization in the joint venture its sole activity. In the hospital
ancillary joint venture, the activity conducted by the exempt organization through the joint
venture arrangement is generally not the sole activity of the exempt organization, and it may not
be a substantial part of the organization's activities. Instead, the exempt partner will continue to
operate its hospital and other health care facilities and services.

      The following diagram illustrates a typical hospital ancillary joint venture:

                          [Diagram omitted]

      Hospital ancillary joint ventures are addressed in this article only for completeness. The
scope of this article is limited to a discussion of whole hospital joint ventures and the application
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of Rev. Rul. 98-15 to such transactions, and does not attempt to analyze the hospital ancillary
joint venture arrangement.

5. PUBLISHED GUIDELINES FOR WHOLE HOSPITAL JOINT VENTURES

      Rev. Rul. 98-15, 1998-12 I.R.B. 6, provides guidance on the tax treatment of exempt
hospitals participating in whole hospital joint ventures with for-profit entities. The guidance
addresses the issue of whether a tax exempt operator of an acute care hospital may retain its tax
exemption when it forms a limited liability company with a for-profit corporation and then
contributes its hospital and all of its other operating assets to the LLC, which then operates the
hospital.

      The issues raised by an exempt organization's participation in a joint venture are whether
participation in the joint venture adversely affects the organization's exempt status; whether the
exempt organization retains a public charity status following its participation in the joint venture,
and whether participation in the joint venture results in unrelated business taxable income to the
exempt organization. The analysis of Rev. Rul. 98-15 can be applied to various health care joint
venture structures, including whole hospital joint ventures and hospital subsidiary joint ventures.

     A. FACTUAL SITUATIONS

      The revenue ruling presents two fact situations. In each case an exempt hospital is in need of
additional funding to better serve its community. Each of the exempt organizations forms an
LLC with a for-profit corporation and contributes its hospital and other operating assets to the
LLC, which then operates the hospital. The LLC in each situation is treated as a partnership for
federal income tax purposes. The remaining exempt entity exists only to make grants from its
distributions and to participate in the joint venture.

      The exempt hospital in Situation 1 retains its exempt status because it continues to operate
exclusively for a charitable purpose and only incidentally for the purpose of benefiting the for-
profit's private interests. In the second situation, however, the joint venture arrangement
adversely affects the nonprofit hospital partner's exempt status because the nonprofit hospital
cannot establish that it will operate exclusively for exempt purposes after it contributes its
operating assets to the LLC.

     (1) SITUATION 1

      In the first situation, a nonprofit corporation that operates an acute care hospital contributes
all of its operating assets to the LLC. The for-profit entity also contributes assets to the LLC. In
return, each receive ownership interests in the LLC proportional and equal in value to their
respective contributions. The LLC is governed by a board consisting of three individuals chosen
by the exempt partner and two individuals chosen by the for-profit partner. A majority of three
board members must approve certain major decisions relating to the operation of the LLC,
including, among others listed, those concerning the acquisition or disposition of health care
facilities; changes to the types of services offered by the hospital; and renewal or termination of
management agreements. The LLC governing documents require that the LLC operate its
hospitals in a manner that furthers charitable purposes by promoting health for a broad cross
section of the community. These charitable purposes take precedence over any duty to operate
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for the financial benefit of the owners. These terms are enforceable under applicable state law.
The governing documents may only be amended with the approval of both owners. All returns of
capital and distributions of earnings are made in proportion to ownership interests in the LLC.

      The LLC enters into a management agreement with a management company unrelated to
either the exempt nonprofit partner or the for-profit partner. The agreement is for a term of five
years, and is renewable for additional five year periods by mutual consent. The fee paid is based
on gross revenues and is reasonable and comparable to what other management firms receive for
similar services at similarly situated hospitals.

      None of the exempt nonprofit partner's officers, directors, or key employees involved in the
negotiations was promised employment or other inducement by the LLC or the for-profit partner.
None of the exempt nonprofit partner's officers, directors, or key employees have any interest in
the for-profit partner or any of its related entities.

     (2) SITUATION 2

      In the second situation, an exempt nonprofit corporation that owns and operates an acute care
hospital contributes all of its operating assets to the LLC. The for-profit entity also contributes
assets to the LLC. In return, each receive ownership interests in the LLC proportional and equal
in value to their respective contributions. The LLC is governed by a board consisting of three
individuals chosen by the exempt nonprofit partner and three individuals chosen by the for-profit
partner. A majority of the board members must approve certain major decisions relating to the
operation of the LLC, including, annual capital and operating budgets; distributions of earnings
over a required minimum level; unusually large contracts; and selection of key executives. The
LLC governing documents provide that its purpose is to own and operate health care facilities
and engage in other health care related activities. The governing documents may only be
amended with the approval of both owners. All returns of capital and distributions of earnings
are made in proportion to ownership interests in the LLC.

      The LLC enters into a management agreement with a wholly owned subsidiary of the for-
profit partner. The agreement is for a term of five years, and is renewable for additional five year
periods at the discretion of the management company. The LLC may terminate the agreement
only for cause. The fee paid is based on gross revenues and is reasonable and comparable to what
other management firms receive for similar services at similarly situated hospitals.

      As part of the agreement to form the LLC, the exempt nonprofit partner agrees to approve the
selection of two individuals who previously worked for the for-profit partner in hospital
management to serve as the chief executive officer and chief financial officer of the LLC. Their
compensation is comparable to what comparable executives are paid at similarly situated
hospitals.

     B. LAW AND ANALYSIS

      The revenue ruling states that the activities of an LLC treated as a partnership for federal
income tax purposes are considered to be the activities of a nonprofit organization that is an
owner of the LLC when evaluating whether the nonprofit organization is operated exclusively
for exempt purposes within the meaning of IRC 501(c)(3), based on the aggregate principle
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discussed in Butler v. Commissioner, 36 T.C. 1097 (1961), acq. 1962-2 C.B. 4; and reflected in
the treatment of partnerships for purposes of the unrelated business income tax under IRC
512(c).

      The revenue ruling sets forth the two-part standard, based on Plumstead and Housing
Pioneers that an IRC 501(c)(3) organization may form and participate in a partnership and meet
the operational test, if the partnership furthers a charitable purpose and the partnership agreement
permits the exempt organization to act in furtherance of its exempt purposes and only
incidentally for the benefit of the for-profit partners. An exempt organization may enter into a
management agreement with a private party giving that party authority to act on behalf of the
organization and direct the use of the organization's assets so long as the organization retains
ultimate authority over the assets and activities being managed and the terms and conditions of
the contract are reasonable. Broadway Theatre League of Lynchburg, Virginia v. U.S., 293 F.
Supp. 346 (W.D.Va. 1968). United Cancer Council, Inc. v. Commissioner, 109 T.C. 326 (1997),
appeal docketed, No. ___ (7th Cir. Apr. 30, 1998). The revenue ruling also states that if a private
party is allowed to control or use the exempt nonprofit organization's activities or assets for the
benefit of the private party, and the benefit is not incidental to the accomplishment of exempt
purposes, the organization will fail to be organized or operated exclusively for exempt purposes,
citing est of Hawaii v. Commissioner, 71 T.C. 1067 (1979), aff'd in unpublished opinion 647
F.2d 170 (9th Cir. 1981); and Harding Hospital, Inc. v. United States, 505 F.2d 1068 (6th Cir.
1974).

     C. APPLICATION TO THE FACTUAL SITUATIONS

      The determination as to whether a joint venture furthers the charitable purposes of the
exempt nonprofit partner and whether the arrangement permits the exempt partner to act
exclusively in furtherance of its exempt purposes and only incidentally for the benefit of the for-
profit partner, is based on all of the facts and circumstances. The revenue ruling considers
whether or not the exempt partner has been able to maintain sufficient control over its activities
for it to be able to establish that it will be operated exclusively for exempt purposes. This is not a
narrow look at control. For instance, more than ownership percentages and board votes are taken
into consideration, including, powers and restrictions reflected in the organizational documents.
Facts and circumstances for a particular case other than those listed in the revenue ruling may be
relevant. Based on facts and circumstances, the revenue ruling is intended to provide guidance as
to whether a joint venture is generally problematic.

     (1) SITUATION 1

      In Situation 1, the exempt partner's activities consist of the health care services it provides
through the LLC and any grant making activities it conducts using the income distributed by the
LLC. The exempt partner will receive an interest in the LLC equal in value to the assets it
contributes, and its returns from the LLC will be proportional to its investments in the LLC. The
LLC's governing documents, enforceable under state law, commit the LLC to provide health care
services for the benefit of the community as a whole and to give charitable purposes priority over
maximizing profits. The exempt partner appoints members of the community familiar with the
hospital to the LLC board, the board's structure allows the exempt partner voting control, and the
board is afforded specifically enumerated powers over changes in activities, including
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disposition of assets, changes to services provided, and renewal of the management agreement.
The management company is unrelated to either the nonprofit or the for-profit partner, and the
terms and conditions of the management agreement are reasonable. Based on all these facts and
circumstances, the revenue ruling concludes that when the exempt partner participates in forming
the LLC and contributes all of its operating assets to the LLC, and the LLC operates in
accordance with its governing documents, the exempt organization is furthering charitable
purposes and continues to be operated exclusively for exempt purposes, with any benefit to
private parties only incidental to the accomplishment of exempt purposes.

     (2) SITUATION 2

      In Situation 2, the exempt partner's activities consist of the health care services it provides
through the LLC and any grant making activities it conducts using income distributed by the
LLC. As a business enterprise, the LLC will not necessarily give priority to the health needs of
the community over profits. The LLC governing documents also lack a binding obligation to
serve charitable purposes. Moreover, the structure of the board, where the nonprofit partner and
for-profit partner share control, does not allow the tax exempt to ensure that new health care
needs of the community are met without the agreement of at least one governing board member
appointed by the for-profit partner. The primary source of information for board members
appointed by the exempt partner will be the chief executives, who have a close relationship with
the for- profit partner and the management company, which is a subsidiary of the for-profit
partner. The management company has broad discretion over the activities and assets of the LLC
that are not always under the board's supervision, and it may unilaterally renew the management
agreement. Thus, unlike Situation 1, the facts and circumstances lead to a conclusion that the
LLC will not be engaging primarily in activities that further an exempt purpose and the benefit to
the for- profit partner resulting from the activities conducted by the exempt partner through the
LLC will not be incidental to the furtherance of an exempt purpose. Thus, in these
circumstances, the exempt organization fails the operational test when it forms the LLC,
contributes its operating assets to it, and then serves as members of the LLC.

     D. FOUNDATION CLASSIFICATION

      Prior to the formation of the LLC and the transfer of all of its operating assets to the LLC, the
exempt organization discussed in Situation 1 was classified as other than a private foundation by
virtue of being described in IRC 509(a)(1) and 170(b)(1)(A)(iii). IRC 170(b)(1)(A)(iii) describes
an organization that is a hospital that has as its principal purpose or function the provision of
medical or hospital care or medical education or research.

      After contributing all of its operating assets to the LLC, the tax exempt organization will
have at least two potential sources of revenue. One will be its allocable distribution of earnings
from the LLC. The other will be the earnings from the investment of any funds received from the
establishment of the LLC. In addition, by participating in the creation of the LLC and
contributing all of its operating assets to the LLC, the exempt organization's activities will
consist of the health care services it provides through the LLC and the grant making activities it
conducts using income distributed by the LLC.

      Because the exempt partner's grant making activity will be contingent upon receiving
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distributions from the LLC, the exempt organization's principal activity will continue to be the
provision of hospital care. As long  the exempt organization's principal activity remains the
provision of hospital care, it will not be classified as a private foundation in accordance with IRC
509(a)(1) as an organization described in IRC 170(b)(1)(A)(iii).

6. DEVELOPMENT OF EXAMINATION CASES AND EXEMPTION APPLICATIONS
INVOLVING JOINT VENTURES

      To reiterate, the activities of the joint venture are considered to be the activities of the exempt
organization that is participating as an owner or general partner of the joint venture. Therefore,
when evaluating whether an organization that either is under examination or that has applied for
exempt status is operated exclusively for exempt purposes within the meaning of IRC 501(c)(3),
look to the activities of the joint venture. If participation in the joint venture furthers an exempt
purpose, and the partnership arrangement permits the exempt organization to act exclusively in
furtherance of its exempt purposes and only incidentally for the benefit of the for-profit partners,
the organization will be considered to be operated exclusively for exempt purposes.

      Such a determination, by its very nature, is based on the facts and circumstances. Therefore,
development of the facts of an examination or application case is essential. The pertinent
documents that must be scrutinized include, but are not limited to the partnership agreement or
LLC operating agreement; the LLC articles of incorporation or partnership organizing document;
the LLC or partnership contribution agreement; the appraisal report; the management contract;
employment agreements; and minutes of board meetings for the exempt organization; and
minutes of the LLC board meetings.

      The following inquiries may be useful in discerning whether the partnership furthers
charitable purposes and whether private benefit to the for-profit partners and/or manager is
greater than incidental:

     1. Does participation in the joint venture by the exempt
        organization further its exempt purposes?

        For example, is it necessary for the nonprofit to participate
        in the joint venture because of its needs for capital,
        expertise, or assets? Merely increasing a competitive edge
        through, for example, potential referrals from participating
        physicians does not further exempt purposes; nor does selling
        the net revenue stream. See GCM 39862.

     2. Is the partnership required by its governing documents to
        promote the health of a broad section of the community?

     3. Do the joint venture agreements explicitly state that the
        governing board members have a duty to promote the health of
        a broad cross section of the community which takes precedence
        over any other fiduciary duty, such as maximizing profits?

     4. Is there actual evidence that partnership activities are
        undertaken chiefly to promote the health of a broad cross
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        section of the community rather than to produce profits?

        For example, what is the Medicare and Medicaid payer mix and
        the indigent care mix; what is the extent of community
        service programs, teaching, or research conducted; is there
        an open emergency room; open medical staff; admission of
        patients able to pay directly or through third party payers;
        what do minutes of board meetings reflect in terms of how
        decisions are reached affecting the level of community care;
        does the exempt organization have the authority to compel
        compliance with community benefit standards, and if so, how
        has it exercised this authority.

     5. How is the governing board of the joint venture selected?

     6. Who is on the governing board of the partnership?

     7. What is the governing structure for the joint venture board?

        For example, are major decisions approved by a majority vote
        of the governing board; are they approved through block
        voting; how are deadlocks decided, what are the quorum
        requirements.

     8. What decisions are approved by the board?

        In other words, who has the right to change the partnership's
        governing documents; approve the partnership's annual capital
        and/or operating budgets; approve partnership distribution of
        earnings and of available cash; approve additional capital
        contribution calls; approve partnership assumption of
        additional indebtedness; approve partnership acquisition or
        disposition of health care facilities; approve unusually
        large contracts, including managed care, provider, equipment,
        pharmaceuticals, and other goods and service contracts;
        approve changes in the types of services offered at the
        health care facilities; select key executives of the
        partnership and of the health care facilities; ensure
        adequate reserves; credentialize professional staff; hire and
        fire employees; and, compel an audit.

     9. If there is a management firm, how is it selected?

        For example, is it a firm that is affiliated to the for-
        profit partner? Do the terms of the joint venture agreement
        require the use of a firm related to the for-profit partner?

    10. How is the management firm paid?

        For example, is the fee reasonable in terms of comparables
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        for similarly situated management firms? Does the fee
        represent an improper sharing of net revenues?

    11. What are the other terms of the management agreement
        including length of contract, renewals, and termination
        rights?

    12. What are the duties of the management firm?

        This should be viewed in terms of whether there are any
        duties that may conflict with the partnership's ability to
        promote the health of a broad section of its community.
        Another concern would be if the management firm's powers
        restrict the authority of the exempt organization's
        representatives to the board of directors to initiate or
        react to decisions that would ensure community benefit.

    13. How are fees and prices for the delivery of health care
        determined?

    14. How are key executives selected and approved?

    15. Who establishes compensation for physicians and for
        executives?

    16. How are accountants and attorneys for the partnership
        selected? How are accountants and attorneys for the exempt
        hospital selected? Do such accountants and attorneys also
        represent the for-profit partner?

    17. Are returns of capital and distributions of earnings of the
        partnership required to be proportional to capital
        contributions?

    18. How are issues brought to the governing board?

    19. Were any of the exempt organization's executives or
        governing board members promised positions within the LLC or
        with the for-profit partner or affiliates of it, or offered
        other personal financial inducements to approve the
        affiliation?

    20. Do any of the representatives of the exempt partner who
        serve on the governing board of the partnership have a
        conflict of interest with their ability to represent
        community interests?

        For example, are they financially interested through
        employment arrangements or otherwise dependent on the
        hospital or partnership for their livelihood?
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    21. Who is responsible for establishing and setting medical and
        ethical standards?

    22. Who has oversight of the quality of health care?

        Ensure that if oversight is within the control of the exempt
        organization, it is meaningful.

    23. What specific activities does the exempt organization
        conduct?

    24. What are the specific responsibilities of the exempt
        organization with respect to the partnership?

      These factors are not exhaustive. Depending on the situation, additional or different factors
may need to be developed and considered in determining whether the partnership arrangement
allows the nonprofit organization to operate exclusively for charitable purposes.

7. SUMMARY

      As the health care industry continues to evolve at record speed, it is difficult, if not
impossible, for the Service to stay ahead of new developments in the area. The Service has now
released Rev. Rul. 98-15 to help resolve tax questions regarding joint ventures between nonprofit
tax exempt organizations and taxable, for- profit corporations. The revenue ruling also may be
useful in examining joint ventures with for-profit partners entered into by exempt organizations
other than health care organizations.

      Rev. Rul. 98-15 does not seek to curb all joint ventures between for-profit and tax exempt
hospitals. It allows tax exempt hospitals the flexibility to partner with another organization or
corporation. However, it does require that charitable purposes supersede profit maximization
purposes. It dictates that health care services benefit the community as a whole. It obliges
exempt organizations that enter into such partnerships to ensure that the partnership furthers
charitable purposes and does not result in greater than incidental private benefit to the taxable
partner nor to other private parties. Thus, while the factual scenarios discussed in the revenue
ruling represent newly evolved developments, the reasoning of the revenue ruling is not a
departure from existing law.
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B. INTELLECTUAL PROPERTY

by
Roderick Darling and Marvin Friedlander

Behold, I make all things new.
Revelation 21:5, The Holy Bible, King James Translation.

I think; therefore, I am.
Rene Descartes (1596-1650); French philosopher.

The Congress shall have the power to promote
the Progress of Science and useful Arts, by securing for

limited Times to Authors and Inventors exclusive Right to
their respective Writings and Discoveries.

Constitution of the United States of America, Article I,
Section 8.8; 1787.

 E=mc
 Albert Einstein (1879-1955); American physicist.

 Hello, Dolly.
 The Washington Post, 1997. /1/

1. INTRODUCTION

      The human capacity for intelligence, creativity, and collaboration produces an abundance of
new information, inventions, and artistic creations. Insofar as these fruits of the mind are
afforded legal protection, they constitute intellectual property.

      Like other property, intellectual property may be commercially exploited. This article
describes the common types of intellectual property and discusses the tax issues that may arise
when exempt organizations are involved in their production and exploitation.

2. BASIS OF INTELLECTUAL PROPERTY RIGHTS

     A. COMMON LAW

      The economic institutions of the Middle Ages laid the groundwork for the development of
intellectual property rights. Practitioners of skilled crafts such as metal smithing developed
among themselves associations known as guilds to uphold the quality and integrity thought to be
associated with the practice of skilled trade. The practice of the trade included honest
identification of the creator of a product by a unique identifying symbol. This symbol, or mark,
could not properly be used by some other craftsman. Another version of this idea is the branding
of livestock to show to whom they belong. Altering the brand, or improperly using the mark of
another, are practices prohibited by the early trade associations and incorporated into the English
common law by judicial decision. Later, rights developed at common law were transformed into
statutory law.

      Despite the modern trend to codification, some intellectual property rights are still based on
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case law and judicial precedent. For example, the law relating to trade secrets has been codified
in many states under the Uniform Trade Secrets Act (UTSA), but judicial decisions are still the
only source in other states.

     B. STATUTES

      The primary source of rights in intellectual property today is federal statutory law. These
statutes create specified rights and prescribe methods for obtaining legal recognition of the right
to commercially exploit the property. Remedies for violation of the right may be specified in the
statute or may have to be pursued in the courts under common law tort theories. Major federal
statutes related to intellectual property rights are discussed below.

          (1) PATENTS

      Under 35 U.S.C. sections 1 et seq., a patent is available to a person who "invents or discovers
any new and useful process, machine, manufacture, or composition of matter, or any new and
useful improvement thereof." Letters conferring the patent are issued by the United States Patent
and Trademark Office upon application and determination that the statutory standards are
satisfied. The letters give patent holders the exclusive right to make, use, or sell the invention or
process within the United States for a specified period of years. Subsequent improvements to a
patented product, whether by the original inventor or others, may also be entitled to patent
protection.

      A patent is not renewable. However, by continuing to make and patent improvements to the
original invention, a patent holder can continue to enjoy a monopoly on the most technically
advanced version of a product even though competitors may be legally entitled to freely produce
and market an earlier, obsolete version of the same product.

      Despite the plain language of the statute, a patent does not necessarily belong to the person
who creates a patentable product or device. This result flows from a legal concept known as the
doctrine of works for hire. An illustration of the doctrine's application can be found in the case of
a Czech immigrant named Petr Taborsky.

      The February, 1997 issue of Time magazine contains an article by Leon Jaroff describing Mr.
Taborsky's case. According to the article, in 1987 Mr. Taborsky was a student and a lab assistant
at the University of South Florida. The University engaged in a commercially sponsored research
project for a power company in an unsuccessful attempt to discover a process for cleaning and
reusing materials used in cleaning water to be used in generating electricity. Mr. Taborsky was
assigned to do menial jobs in connection with the research project.

      After the University abandoned the project, Mr. Taborsky continued to think about it and he
engaged in further experiments of his own that eventually produced a method that appeared to be
capable of achieving the desired result. He approached the power company with his findings and
sought compensation for his efforts. The power company declined to pay Mr. Taborsky anything
on the grounds that whatever processes were developed came about as a result of the contract
research project and already belonged to it under the terms of the research contract.

      Mr. Taborsky's efforts to maintain possession of the notebooks which contained his research
findings led to the filing of criminal charges by the University accusing Mr. Taborsky of grand
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theft of trade secrets. In 1990 Mr. Taborsky was tried and found guilty of the charges and
sentenced to house arrest. He was also ordered not to use or attempt to profit from his notes or
his invention. Despite the court's order, Mr. Taborsky filed for patents on his invention. After
poring over Mr. Taborsky's notes for several months, the power company also filed for patents.
The Patent Office awarded the patents to Mr. Taborsky. When Mr. Taborsky refused to assign
his patents to the University, the judge in the criminal case ordered him to prison for three and
one-half years. Mr. Taborsky declined to accept the Florida governor's offer of a pardon on
grounds of conscience. At the time the article was written, he was scheduled to be released in
April of 1997.

          (2) COPYRIGHTS

      Section 17 U.S.C. sections 1 et seq. provide for copyright protection for "original works of
authorship fixed in any tangible medium of expression . . . from which they can be perceived,
reproduced or otherwise communicated." The protection arises upon creation of the work but
enforcement of the right requires registration with the United States Register of Copyrights upon
application and deposit of copies of the work. The term of the copyright is a specified period and
it is renewable. The rights reserved to the copyright owner by section 106 of the Copyright Act
are (1) to reproduce the copyrighted work; (2) to prepare derivative works based on the
copyrighted work; (3) to distribute copies of the copyrighted work for sale, lease, or lending; (4)
in the case of literary, musical, dramatic and choreographic works, pantomimes and motion
pictures and other audio visual works, to perform the copyrighted work publicly; and (5) in the
case of literary, musical, dramatic, and choreographic works, pantomimes and pictorial, graphic,
or sculptural works, to display the copyrighted work publicly.

      A right known as common law copyright existed prior to the enactment of statutory
protection. The right extended to works given only very limited circulation and was more akin to
a privacy right than a right to commercial exploitation. The extent to which copyrights that
existed at common law in the various states have been preempted by revisions to the federal
statute in 1976 is the subject of scholarly debate.

      As with patents, the doctrine of works for hire may operate to place the copyright in someone
other than the person who actually creates the product that is entitled to copyright protection.

          (3) TRADEMARKS/SERVICE MARKS

      A trademark is a symbol, design, or word used to identify the maker of a commodity offered
for sale. Service marks perform a similar function involving the sale of services. Trademarks are
still recognized under common law standards if actually used in commerce. Trademarks can also
be registered with the United States Patent and Trademark Office. Statutory actions provide
various remedies for trademark infringement, including damages and injunctive relief. See 15
U.S.C. sections 1114 et seq. Actions for infringement may also be brought as common law torts.
Registration is for a specified period and it is renewable.

3. FEDERAL TAX TREATMENT OF RESEARCH AND DEVELOPMENT

      The federal statutory protection for inventions and other original creations is the foundation
of a national industrial policy that encourages scientific research and development. That policy is
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also effectuated by according favored tax treatment to research by both commercial and exempt
organizations.

      The basic section dealing with research expenditures of commercial entities is IRC 174.
Under this section, any taxpayer may elect to treat research or experimental expenditures made
in connection with a trade or business as a deduction from current income or as an amortized
expense spread over a period of not less than 60 months.

      Credits against tax are currently provided to encourage commercial research and
development relating to "orphan drugs" (drugs the market for which is severely limited by the
small number of persons suffering from the condition the drug treats) by IRC 280C.
Expenditures for research directed to finding a cure for rare diseases or conditions enjoys similar
treatment under IRC 45C. IRC 41 provides a credit against tax to commercial entities that
increase their expenditures for research activities.

      The unrelated business income tax provisions contain three "carve outs" for income derived
by an exempt organization from research activities.

      IRC 512(b)(7) excludes from the unrelated business income tax income derived from
research for the United States, its agencies, and instrumentalities and income derived from
research for any state or political subdivision thereof.

      IRC 512(b)(8) excludes from the unrelated business income tax income derived from
research performed for any person by a university or hospital.

      IRC 512(b)(9) provides for the exclusion of income derived by research for any person by an
organization operated primarily for purposes of carrying on fundamental research the results of
which are freely available to the general public.

      Public charity status under IRC 170(b)(1)(A)(iii), and therefore freedom from private
foundation excise taxes, is accorded to medical research organizations described in Reg. 1.170A-
9(c)(2)(1). The provision applies to a medical research organization if its principal purposes or
functions are medical research and it is directly engaged in the continuous active conduct of
medical research in conjunction with a hospital.

      The scientific regulations under IRC 501(c)(3) finalized in 1961 make clear that
commercially sponsored scientific research projects conducted by exempt scientific research
organizations promote charitable purposes provided the public benefit standards of the
regulations are satisfied. For a discussion of the scientific regulations, see the Appendix to this
article, which is a reprint of an earlier CPE article on scientific research organizations.

4. COMMERCIAL UTILIZATION OF FEDERAL TECHNOLOGY

      The Stevenson-Wydler Technology Innovation Act of 1980 and the Federal Technology
Transfer Act of 1986 as amended are codified as 15 U.S.C. sections 3701 et seq. The purpose of
these acts is "to ensure the full use of the results of the Nation's Federal investment in research
and development. To this end the Federal Government shall strive where appropriate to transfer
federally owned or originated technology to State and local governments and to the private
sector." 15 U.S.C. section 3710(a)(1). The statute provides detailed requirements governing the
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establishment and operation of a federal laboratory consortium devoted to seeing to it that the
objectives of the statute are achieved.

      The Bayh-Dole Patent and Trademark Act of 1980 gives universities, nonprofit organizations
and small businesses the rights to inventions resulting from research supported with federal
grants. The intent is that the patent holders will license the inventions to commercial enterprises
who will in turn market the products or inventions resulting from the commercial applications of
the patent. This act also requires that royalties be shared with the inventor or inventors.

5. GOVERNMENT FUNDING FOR RESEARCH

      During the Cold War, projects commissioned by the Defense Department were a primary
source of funds for research in applied technologies such as computer science and physics. The
National Science Foundation and the National Institutes of Health continue to fund much of the
research conducted in the health sciences. According to the Office of Technology Assessment,
an analytical arm of Congress, over 60 percent of all health-related academic and nonprofit
research facilities built between 1958 and 1968 were financed with 50-50 matching funds
available through the Federal Health Facilities Research Act (Ch. 779, 70 Stat. 717). The federal
government has thus taken a direct, as well as an indirect, role in encouraging research and
development.

6. EXPLOITING INTELLECTUAL PROPERTY RIGHTS

      There are two basic vehicles for producing and allocating income from the commercial
exploitation of intellectual property. A person or organization may be granted an ownership
share or equity interest in the property or a contractual arrangement known as a licensing
agreement may be used to transfer specified rights in the property. The specific arrangements
employed vary depending upon the nature of the property and the types of organizations
involved. A typical arrangement, described in an article by Associated Press writer Rich
Callahan, appeared in The Washington Post in March of 1998, which could well have been
entitled "Living High on the Hog."

      According to the article, researchers at the Hillenbrand Biomedical Engineering Center at
Purdue University discovered in 1987 that a material they had developed from the intestines of
hogs had a potential for promoting the growth of new blood vessels, an ability which enhanced
the healing process in wounds. By January 1998 the researchers had obtained permission from
the Food and Drug Administration to use the material in 12 patients to replace ligaments in their
injured knees. These clinical trials were to be conducted by teams of doctors at three locations,
including orthopedic surgeons on the faculty of the medical school at the University of Colorado.
The article describes the successful results achieved by the Colorado doctors in the case of James
McDonald, a ranch caretaker.

      The material itself, known as small-intestinal submucosa (SIS), is described as "a complex
matrix of collagen that is easily malleable." The article quotes Dr. Stephen F. Badylak, Director
of the Biomedical Engineering Center at Purdue, as describing the material as follows:

      "You can dry it, you can powder it, inject it, you can take a sheet and make it into strips and
then braid it and add tensile strength to it. You can make it into a tube. There just seems to be
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almost no end to what we might use it for."

      The commercial potential of SIS was recognized by Purdue's Office of Technology Transfer,
which licensed four commercial companies to use SIS. Two of the companies were licensed for a
variety of orthopedic uses. One of them made the material that was used to repair James
McDonald's knee. A third Company purchased an option for all other possible applications of
SIS except hernia repair, an application being developed under license by a fourth Company. If
SIS is found to perform well in the clinical trials, the hope is that it will become available for use
in over 50,000 cases of surgery performed annually to repair or replace the anterior cruciate
ligament of the knee.

      One of the remarkable qualities of SIS is that although it is derived from hog intestines, after
the production process is completed it contains no individual hog cells whatsoever. This virtually
eliminates the possibility that it could transmit hog borne diseases to humans.

      As the SIS case illustrates, collaboration among exempt and for-profit entities is typical of
the arrangements for the exploitation of rights in intellectual property. The types of issues such
collaboration is likely to raise are illustrated by the following hypothetical cases.

     A. EXAMPLE 1 -- EXPLOITING A COPYRIGHT

      Richard Roe is nearing the end of a long and illustrious career with a government agency. He
writes a book (on his own time and using his own equipment) purporting to reveal the inner
workings of the agency. Richard obtains a copyright of the book. Awful Truth Magazine, the
monthly publication of a tax exempt organization devoted to exposing waste and fraud in
government, agrees to publish the book in installments and pays Richard $2,000 for the right of
first publication.

      At about the same time, Richard enters into a contract with Doom University Press (Doom),
an exempt organization, giving Doom the exclusive Right to produce and distribute hard cover
copies of the book in a volume of not less than 25,000 copies within a period of 2 years from the
date of publication of the last installment of the book by Awful Truth Magazine. Doom agrees to
pay Richard a royalty of 15 percent of the price of each book sold by Doom. Doom also receives
an option to publish and distribute another 25,000 hard cover copies of the book in a second
edition if more than 10,000 copies of the first edition are sold within 1 year of the date of the
publication of the last installment of the book in Awful Truth Magazine. Royalties on the second
edition will be 10 percent of the purchase price of each book sold. Doom also receives a right of
first refusal to purchase the copyright in the book in the event Richard wants to sell it. Doom
advances Richard $2,000 against future royalties. In a side agreement with Doom University
(Doom U), Richard agrees to appear and give a series of lectures at Doom U at a time to be
mutually agreed upon by Doom U and Richard. Expenses associated with the lectures will be
borne by Doom U. Doom U retains the right to charge admission for the lectures. If admission is
charged, Richard will receive 10 percent of the admission proceeds.

      Richard creates a private foundation, Roe Foundation, and gives it the copyright to the book.
Roe Foundation enters into an agreement with Paperback Publishers (Paperback) giving
Paperback the exclusive right to publish unlimited copies of the book in paperback form for the
remainder of the period of the copyright and the renewal period following the expiration of the
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hard cover rights granted to Doom. Paperback agrees to pay Roe Foundation a 5 percent royalty
on each book sold or distributed by Paperback. Paperback gives Roe Foundation a $500 advance
against future royalties.

      Richard claims a contributions deduction of $50,000 on his personal income tax return for
the value of the copyright given to Roe Foundation. Doom learns of the contribution and sues
Richard, Roe Foundation, and Paperback Publishers alleging violation of its right of first refusal
to purchase the copyright. Roe Foundation, Paperback and Richard defend against the suit with
Roe Foundation and Paperback sharing equally in the legal expenses involved. Richard pays
nothing. Roe Foundation applies for recognition of exemption under IRC 501 (c)(3).

     B. EXAMPLE 2 -- EXPLOITING A TRADEMARK

      Boohoos International is a fraternal organization exempt from federal income tax under IRC
501(c)(8). Boohoos owns a trademark consisting of a design of an adorable puppy with a big tear
rolling out of the corner of one eye. The Boohoos dog design is known and loved by all.

      Boohoos charters subordinate lodges and in such charters it licenses the subordinates to use
the Boohoos trademark in accordance with terms and conditions specified in the charter. These
terms and conditions allow the subordinate to use the symbol on its letterhead and on signs,
advertising, and other public displays. In order to continue to enjoy the right to use the
trademark, subordinate lodges must submit monthly reports of their activities to Boohoos
International and not engage in any activities that would tend to bring Boohoos International,
Boohoos subordinates, or the Boohoos trademark into disrepute. Boohoos may, in its sole
discretion, terminate the licensing agreement at any time if the monthly reports indicate that the
subordinate is not performing to the satisfaction of Boohoos International or Boohoos
International determines that the subordinate has engaged in activities tending to diminish the
public's esteem for Boohoos or the trademark. Satisfactory performance also includes timely
forwarding to Boohoos International of a specified portion of the monthly dues paid by the
subordinates' members.

      Boohoos International has entered into a licensing agreement with Commercial Marketing
Company. The licensing agreement gives Marketing Company the right to use the Boohoos dog
trademark on an expensive (and tasteful) line of pens, t-shirts, coasters, cups, glasses, plates,
watches, shirts, coats, caps, key holders, and golf balls which are offered for sale through the
subordinate lodges. Marketing Company pays Boohoos International a royalty of 5 cents on each
key holder and increasing amounts for each of the other specified items reaching an upper limit
of $5 for each watch purchased for resale by the subordinate lodges. The subordinate lodges are
not required to purchase merchandise for resale, but are not allowed to purchase substantially
similar items from any source other than Marketing Company. Boohoos lodges that do purchase
merchandise for resale are entitled to retain 90 percent of the net profits on the sales. The other
10 percent is remitted to Boohoos International. Sales are exclusively to members of the local
Boohoos lodges.

      As part of an Internal Revenue Service examination of Boohoos International, the IRS agent
attempts to treat the 10 percent of net profits on merchandise sales received by Boohoos
International as unrelated business taxable income. Boohoos International argues that the
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payment is a royalty and as such is excluded from Boohoos International's unrelated business
taxable income by section 512(b)(2) of the Code. Alternatively, Boohoos argues that the sales of
the articles with the identifying logo exclusively to members of its subordinate lodges promotes a
feeling of identification with the lodge and its members and is therefore related to Boohoos
International's exempt purpose.

     C. EXAMPLE 3 -- EXPLOITING A PATENT

      Midsized University (MU) is a state university that includes a college of the health sciences
and an associated teaching hospital. Midsized University Research Institute (MURI) is a wholly
owned exempt affiliate of MU. Dr. Joe Smith is employed by MU and MURI. Dr. Smith holds
doctoral degrees in medicine and animal genetics and has 12 years of post doctoral research
experience. He is an associate professor on the University faculty and a lead researcher in MURI.
MURI's board of directors is appointed by MU and does not include Dr. Smith.

      Under Dr. Smith's direction, MURI has developed a colony of laboratory mice that have been
genetically altered so that they are predisposed to developing squamous cell carcinoma, a cancer
of the skin that can metastasize to other organs. These mice are used in research studies to
determine the effectiveness of various potential cancer treatments. The studies to date have been
funded primarily by federal grants from the National Institutes of Health (NIH).

      Based on the information gleaned from the studies funded by NIH, Dr. Smith's team has
developed a process for determining with 80 percent certainty whether a lab mouse will develop
a squamous cell carcinoma before puberty at one of several specific sites on its skin. A patent is
pending on the process and if granted the patent will be owned by MURI. Administrators at
MURI believe that further research over a period of 3 to 5 years will be necessary to determine
whether the information gleaned from the mouse studies will have practical applications for early
detection of cancer in human beings.

      Iddy Biddy Pharmaceuticals, Inc. (Iddy Biddy) is a for- profit enterprise that is jointly owned
by two individuals, Dr. Doakes and Dr. Stokes. From time to time Iddy Biddy has contracted for
research studies to be done by MURI using its genetically engineered mouse colony. The results
of that research have enabled Iddy Biddy to develop a process for identifying certain precursor
chemicals in the blood of such mice which can be used as predictors of skin cancers even though
the cancers are not presently detectable using existing technology. The process is 95 percent
accurate in predicting whether a visible cancer of the skin will develop within 30 days in an
apparently cancer free mouse. Iddy Biddy is holding this process as a trade secret.

      MURI has decided to undertake further research to develop a commercially marketable
means of predicting whether, where and when a skin cancer is likely to develop in an adult
human being. If a marketable product is developed as a result of the research, MURI may exploit
it commercially itself by entering into partnerships with for-profit entities or it may elect to
license others to manufacture and sell the invention. In furtherance of its research and
development effort, MURI proposes to give Iddy Biddy a five percent interest in the royalties
derived from the undertaking in exchange for Iddy Biddy's agreement to share its proprietary
information with MURI. MURI further proposes to give each of Drs. Smith, Doakes and Stokes
annual salaries of $20,000 per year, each, for a period of five years in exchange for their
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agreement to work on the project on a part time basis. MURI will also give Dr. Smith a five
percent interest in the royalties derived from the undertaking in exchange for his work on the
project. MURI has requested a ruling that undertaking the project will not jeopardize its status as
an organization exempt from federal income tax under IRC 501(c)(3).

     D. EXAMPLE 4 -- EXPLOITING A TRADE SECRET

      Ernestine Smith is the founder, principal officer and sole stockholder of Bon Ton Cuisine,
Inc. (Bon Ton) a for profit enterprise whose business is marketing its own line of diet desserts.

      Ms. Smith has developed an organic food product known as Fernaise, which can be used in
place of ordinary flour in recipes for breads, cookies, cakes, etc. According to Ms. Smith,
Fernaise supplies all nutrients known to be necessary for human health and contains only a small
percentage of the calories of an equivalent amount of ordinary refined flour.

      The ingredients of Fernaise appear on the label in compliance with state and federal
regulations relating to the sale of foods and beverages. However, the proportions of the whole
represented by the various ingredients and the culinary techniques used in transforming the
ingredients into Fernaise are a trade secret.

      Ms. Smith has created the Bon Ton Foundation and serves as its sole trustee, President and
Treasurer. Ms. Smith has transferred to Bon Ton Foundation the recipe for Fernaise. Bon Ton
Foundation has licensed Bon Ton to prepare and market Fernaise in its line of diet desserts in
exchange for a royalty of 2 cents per unit of Fernaise sold by Bon Ton. This income will be
awarded as scholarships to low income individuals.

      Bon Ton Foundation has applied for recognition of exemption under section 501(c)(3) of the
Code.

7. RESOLVING CASE PROBLEMS

      Although the examples given above relate to situations that are factually complex, the
exempt organizations issue ultimately posed in each case is whether private individuals are
unjustly enriched through the medium of an exempt organization. The answer depends to a large
extent on whether the activities described are conducted in a manner that is usual and customary
in the industry and between parties that are dealing with one another at arm's length.

     A. EXAMPLE 1 -- DISCUSSION

      Consider the book contract between Richard Roe and Doom. The "industry" of exempt
university presses consists of a couple of dozen organizations. They typically publish 3 or 4
books a year. By way of comparison, a middle sized commercial publisher will bring out 100 to
150 titles a year; a large publisher will publish 350 titles a year. The typical press run of a
university press is 500 books. Commercial publishers do press runs in the tens of thousands of
books. Royalties of 5 percent for the author are the norm for university presses and sizable
advances against royalties are not generally paid. Commercial publishers may offer authors
royalties of up to 15 or 20 percent and advances are typically several thousand dollars. If a book
published by a university press sells over 1,000 copies in five years it is considered to be a
runaway best seller. A typical title would be an item such as Norwegian Settlement in the Upper
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Counties between 1820 and 1910, an Historical-Analytical Survey Based on a Study of
Norwegian Surnames in the Land Records, funded in part by a grant from the Friends of Norway
in America. All editions are soft cover.

      The justification for the existence and exemption of university presses is that they publish
items that are a valuable addition to knowledge or the arts but that have no attraction to a for-
profit publishing house. Given the norms in the industry, it is apparent that Doom is not
operating like the typical university press.

      In the context of exempt organizations tax law, the following precedents provide useful
guidance in distinguishing a commercial publishing operation from an exempt one: Rev. Rul. 67-
4, 1967-1 C.B. 121; Rev. Rul. 77-4, 1977-1 C.B. 141; Saint Germain Foundation v.
Commissioner, 26 T.C. 648 (1956); Scripture Press Foundation v. United States, 285 F.2d 800
(Ct. Cl. 1961); Christian Manner International v. Commissioner, 71 T.C. 661 (1979); Pulpit
Resource v. Commissioner, 70 T.C. 594 (1979); and Presbyterian and Reformed Publishing
Company v. C.I.R, 743 F.2d 148 (3rd Cir. 1984). These authorities support the view that if the
Richard Roe book is typical of Doom's publication endeavors, its exempt status as an educational
organization might well be jeopardized.

      However, the more immediate concern is whether Roe Foundation is entitled to exemption.
Rev. Rul. 55-231, 1955-1 C.B. 72, holds that an organization whose primary purpose is to
promote the circulation of the books of one of its incorporators and whose activities consist of
purchasing such works and making them available for public use is not organized and operated
exclusively for educational purposes. Rev. Rul. 55-231 is not directly applicable here since the
Foundation rather than the individual is entitled to receive the royalties from book sales.
Nonetheless, it may be argued that Roe Foundation is merely a device for giving Richard a basis
for claiming a grossly inflated contributions deduction for his gift of the copyright in the book.
Richard can give only what he has got, and at this point Richard apparently does not have much
to give. The rights to publication throughout the original and renewal portions of the copyright
period have already been transferred to others. So all Roe Foundation is going to get during this
period are the royalties on book sales that would have been paid to Richard. Since the amount of
these royalties is highly speculative, it may be argued that there is no rational basis for assigning
a value of 50,000 dollars to the rights given to Roe Foundation.

      Of course, this argument fails to recognize the fact that a copyright is more extensive than a
right to publish books and receive royalties on the sales. A copyright includes the right to
produce derivative products based on the book. Derivative products can include the right to
portray the events and/or characters in the book through another medium, such as motion
pictures. If one or more motion picture companies have approached Richard exploring the
possibility of purchasing the movie rights to the book, their offers could easily be in the
$100,000-$200,000 range. If that state of affairs exists, then Roe Foundation may in fact be in
possession of a valuable right and Richard's claimed contributions deduction may not be inflated
after all.

      Another issue remains, however, and that is whether Roe Foundation, by sharing litigation
expenses with Paperback Publishers, has borne some of the expenses of Richard's legal defense
in the Doom suit. It is true that Roe Foundation was required to defend ITSELF against the
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groundless claims of Doom to avoid loss of its copyright through a default judgment. It is also
true that Richard could have chosen to remain silent and mount no defense to the suit at all. In
this circumstance Richard is defending himself in part with Foundation assets and without any
cost to himself even though he has a financial interest in the outcome of the suit through the
claimed charitable contribution. Therefore, by sharing in the payment of Richard's legal
expenses, Roe Foundation conferred an undeserved benefit on Richard.

     B. EXAMPLE 2 -- DISCUSSION

      In the Boohoos case, the examining agent points out to Boohoos that, generally speaking, a
royalty is a payment for the use of a valuable right and it typically relates to the amount of use
made of the right. A royalty is not a payment for the provision of services. If the right of use is
coupled with a duty in the grantor to perform services, the payment received by the grantor is not
a royalty. See Rev. Rul. 81-178, 1981-2 C.B. 135; Sierra Club Inc. v. Commissioner, 78
AFTR2d Para. 96-5002 (9th Cir. 1996), aff'g T.C. Memo 1993-199, rev'g 103 T.C. 307 (1994).

      Sharing in a percentage of net sales proceeds while providing services related to the
exploitation of intellectual property is characteristic of a joint venture rather than a royalty
arrangement. Here, the Boohoos subordinate actually sells the product to the customer and
Boohoos International sees to it that the product exists and is enhanced in value and salability by
bearing its trademark. Then, the marketing company, the Boohoos subordinate and Boohoos
international divide the net profits according to a prearranged formula. Based on these facts, the
income received by Boohoos International as its share of net sales proceeds is probably not
excluded from unrelated business taxable income under IRC 512(b)(2) as a royalty.

      The agent is also unimpressed by Boohoos' argument that the sale of items bearing the
trademark is substantially related to achieving its exempt purpose of promoting camaraderie
among its members. The agent knows that Boohoos relies on a variety of means to promote
feelings of loyalty and identification among its members. For example, the Boohoos have a
secret handshake and other unobtrusive signals for identifying themselves to one another. They
also collectively perform secret ceremonial rituals at their monthly meetings. As part of these
rituals, they wear costumes and use ceremonial objects bearing the Boohoos trademark. In this
context, the use of the Boohoos trademark does contribute importantly to the accomplishment of
the Boohoos exempt purpose. But, when the trademark is affixed to golf balls, watches, and the
like, an isolated purchase of the object bearing the trademark reflects only the private taste of the
individual making the purchase. Such a purchase does nothing to produce group loyalty or
cohesion because only a single individual is involved. A fondness for the Boohoos trademark in
this context is not confined to lodge members. The Boohoos whimsical symbol is regarded
fondly by the world at large. The agent is, therefore, correct in concluding that the sales do not
contribute importantly to the attainment of Boohoos' exempt purpose and that Boohoos is,
therefore, liable for unrelated business income tax on its income from merchandise sales to its
members.

      The fact that Boohoos is not allowing its trademark to be exploited outside the context of the
lodge system itself cuts both ways. One argument is that if purely commercial exploitation is the
goal, then the adorable dog symbol should be appearing on stationery, jewelry, and every other
conceivable item which might be purchased at retail by the general public. Since royalties
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constitute only pennies on the dollar, it is important to maximize sales if the generation of profits
is the objective of the arrangement. However, a commercial franchisee is also typically restricted
by the franchisor in ways thought necessary to maintain the franchisor's reputation. It could be
argued that restricting the sales to Boohoos lodges imparts a certain cachet to the product that
actually increases its commercial value.

     C. EXAMPLE 3 -- DISCUSSION

      The situation involving the research institute is not as novel as it may appear. The issue
finally boils down to one of reasonable compensation and reasonableness of payments for goods
and services obtained from non-employees that are necessary to the accomplishment of an
organization's exempt purposes. To help decide this issue, it is important to determine whether
other similar institutes engage in comparable arrangements with their employees and providers
of goods and services.

      Universities and research institutes typically have written policies regarding employees
sharing in patent royalties and the taking of equity interests in lieu thereof. Some of them
maintain sites on the Internet where the latest versions of the policy are available. A comparison
of these policies with that of MURI would reveal that MURI is, if anything, less generous to its
employees and providers than the larger institutes with which it must compete for talent. In the
facts as presented, three highly qualified researchers are already well on the way to inventing a
useful product with a great potential for commercial application. The thrust of their efforts will
be enhanced by their sharing knowledge and working together. Thus, the potential for the
creation of a useful, marketable invention is very high. Given the low wages that they will
receive during their relatively long (five year) commitment to the project and the arm's-length
standard employed to arrive at the arrangement, an equity stake or share of royalties in the
project is probably not only reasonable but necessary to assure that they will not "bolt" and form
their own company to conduct the research and development activities necessary to bring a
useful product to market. In these circumstances, the arrangements with the individual
researchers do not serve their private interests to an impermissible degree. Of special
significance is that the institute dealt with its researchers under clearly articulated arm's-length
standards.

      In deciding questions of reasonableness, Rev. Rul. 97-21, 1997-18 I.R.B. 8, sets forth
standards that can be applied in both employee and non-employee situations to help determine
whether payments or financial incentives result in an organization violating the requirement
under IRC 501(c)(3) that an organization operate exclusively for charitable purposes. The
employee standard is one of reasonable compensation for the services provided. The non-
employee standard consists of the following four requirements. Does the activity bear a
reasonable relationship to the accomplishment of the organization's exempt purposes? Is the
activity one, which results in inurement of net earnings of the organization to a private
shareholder or individual? Does the activity serve private interests rather than public interests to
such an extent as to justify a conclusion that the organization has more than an insubstantial
nonexempt purpose? Does the activity accomplish substantial unlawful purposes?

      The commercialization project is, however, intended to be an income producing activity for
MURI and as such it may be subject to unrelated business income tax. To escape the unrelated
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business income tax, the activity producing the income must either be scientific research carried
on in the public interest as described in Reg. 1.501(c)(3)-1(d)(5)(iii)(c) or be excepted from
treatment as unrelated business income by IRS 512(b)(2) (royalties), 512(b)(7) (research for
governmental units), 512(b)(8) (performed by a university or hospital), or 512(b)(9)
(fundamental research, results freely available to the general public).

      Under Reg. 1.501(c)(3)-1(d)(5)(iii)(c), scientific research will be regarded as carried on in
the public interest if the research satisfies one or more of the following criteria: (1) the research
is carried on for the purpose of aiding in the scientific education of college or university students;
(2) the research is carried on for the purpose of obtaining scientific information, which is
published in a treatise, thesis, trade publication, or in any other form that is available to the
interested public; (3) the research is carried on for the purpose of discovering a cure for a
disease; or (4) the research is carried for the purpose of aiding a community or geographical area
by attracting new industry to the community or area or by encouraging the development of, or
retention of, an industry in the community or area.

      Arguably, the research project to perfect a technique for the early detection of skin cancers
might qualify as research directed to discovering a cure for a disease. However, let us assume
that MURI realizes that the project could also be considered to be directed toward improved
diagnosis of the disease rather than its cure. In that case, it might want to assure itself that the
research would qualify as scientific research in the public interest within the meaning of (2),
above, by publishing the results of the research in a timely fashion.

      The publication requirement is satisfied if publication is delayed for a reasonable length of
time to allow applications for patents to be filed. However, in order to obtain a patent, one must
disclose in detail how the device or process works. Under the facts as presented, it appears likely
that Drs. Doakes and Stoakes would not enter into this arrangement if it resulted in public
disclosure of the know how they are holding as a trade secret. Therefore, patents are not likely to
be sought and the results of this research are probably not going to be disclosed to the general
public. The exceptions provided by IRC 512(b)(7), (8), and (9) are not applicable. Accordingly,
any income eventually produced as a result of the commercialization project is going to be
treated as unrelated business taxable income unless it meets the royalty exception under section
512(b)(2) of the Code.

      Another issue raised by this fact pattern can be examined if we assume that the project is
successful and that Drs. Doakes and Stoakes do not object to disclosure of their trade secret in
connection with MURI's obtaining a patent on the commercial diagnostic device developed as a
result of the project. If MURI then licensed Iddy Biddy as the sole producer of the device, MURI
would receive royalties on the sales of the device and the royalties would be excluded from
unrelated business income tax by IRC 512(b)(2). However, giving Iddy Biddy an exclusive
license would result in providing it an impermissible private benefit unless the grant of an
exclusive license is the only practical way to exploit the patent. See Reg. 1.501(c)(3)-
1(d)(5)(iv)(b).

      Another potential threat to MURI's exempt status arises if it becomes too deeply involved in
this and other commercialization projects that do not satisfy the requirements for treatment as
scientific research in the public interest. If such projects begin to consume a substantial portion
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of MURI's money, time, and efforts, a plausible argument could be made that MURI has a
substantial nonexempt commercial purpose. To avoid this possibility, MURI may decide to spin
off its commercialization efforts to a separately incorporated for-profit subsidiary.

      Employees of a for-profit subordinate, whether also employed by the exempt organization or
not, may be compensated with stock or stock options. However, such persons should not be in
positions of authority within the exempt organization, such as a principal executive or board
member. For an actual case example, see PLR 953009.

      PLR 953009 (April 21, 1995) describes an exempt organization which, after forming a
wholly-owned, for-profit subsidiary to commercially develop its technology under a license
arrangement, intends to permit its subsidiary to compensate the subsidiary's employees through a
stock option plan. In this case, all transactions between the exempt organization and its
subsidiary were to be conducted on an arm's-length basis, any officers of the subsidiary who
were to participate in the stock option plan were not also officers or directors of the exempt
organization, the value of options and stock would be based on their then fair market value, and
such value would constitute part of reasonable compensation.

      The reason for giving employees stock or stock options is to retain employees and reduce
employment costs. The employees are willing to accept lower cash salaries in the short term in
the hopes that they can have an owner's share in a successful business later on. These
arrangements are fact specific and will be the subjects of private letter rulings as such
arrangements are put before us.

      An exempt organization cannot offer employees stock or stock options in itself. Nonetheless,
it has to compete for talent with for-profit organizations that offer a variety of compensation
arrangements. In competing for and retaining talented employees, the exempt organization may
allow its employees to share in royalties or even profits from exploitation of the intellectual
property, such as the licensing of a patent, provided the arrangement results in reasonable
compensation, taking into account the norms in the industry. However, compensation cannot be
provided in a manner that, in effect, results in a distribution of the net profits of the exempt
organization itself. All compensation arrangements must be based on services performed for the
exempt organization in activities that further its exempt purposes.

      As with other arrangements for compensation, arrangements that involve sharing in the
exploitation of intellectual property should be decided upon in advance and at arm's length. A
showing that the arrangement meets these standards is easier to make if the exempt organization
has adopted a written policy governing such compensation arrangements after considering
industry norms and the particular arrangement is consistent with that policy.

     D. EXAMPLE 4 -- DISCUSSION

      In the Bon Ton Cuisine, Inc. (Bon Ton) case, the gift of the Fernaise recipe to charity is not
problematic by itself. Nor would the payment of royalties by Bon Ton to the Foundation create
problems since the royalties would be excepted from unrelated business income taxation under
IRC 512(b)(2). However, an exclusive arrangement with the donor's private company to
commercially exploit Fernaise would create a continuing act of self-dealing. IRC 4941(d)(1)(E)
provides that an act of self-dealing includes a transfer to, or use by or for the benefit of, a
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disqualified person of the income or assets of a private foundation. Since Bon Ton Cuisine is
wholly owned by Ms. Smith, a disqualified person, it, too, is a disqualified person. This
conclusion is not changed by the fact that Bon Ton Cuisine may be paying reasonable fees for
the license.

      A final thought. If Bon Ton Foundation were other than a private foundation, such as an
organization described in IRC 509(a)(3), it would not be subject to self-dealing. However, Bon
Ton Foundation's licensing of Bon Ton would still raise private benefit issues if the licensing
were arranged under terms that overly favored Bon Ton. An example of such a situation would
be a royalty payment by Bon Ton of less than fair market value or the giving of an exclusive
license to Bon Ton unless such a license could be shown to be the only practical way to exploit
and maintain the value of Bon Ton Foundation's trade secret.

8. DEVELOPING THE ISSUES

      As the above discussion makes clear, resolution of most intellectual property issues involving
exempt organizations depends on a knowledge of industry practices in both the commercial and
exempt sectors of the industry. In most cases the best source of information on industry practices
is likely to be the exempt organization itself. The typical exempt research institute or university
has, or can readily obtain, expert opinions and evidentiary data regarding the industry norms
applicable to a particular problem. Holders of valuable patents, trademarks, and copyrights
generally have ready access to legal counsel with specialized knowledge of their intellectual
property problems. Merely asking the question, "What are the industry norms in this area?" can
often produce sufficient information to provide the background necessary to resolve a case
problem.

      Similarly, the goals and objectives of some activities may not be apparent from the initial
description of a transaction or activity. Asking for a plain English statement of how the activity
furthers the organization's exempt purpose is helpful in resolving issues that may seem murky.

      The development of issues related to recently enacted IRC 4958, which provides
intermediate sanctions short of revocation for an excess benefit transaction, has not been
considered in this article because, as of the date of this writing, no regulations have been
published. Nevertheless, where persons in positions to exercise substantial influence over the
affairs of an organization receive some economic benefit from the creation, development and
exploitation of intellectual property, the possibility of an excess benefit transaction that could
trigger an intermediate sanction must be considered.

9. CONCLUSION

      For an exempt organization, seeing to appropriate exploitation of its intellectual property
rights is no less a fiduciary duty than managing its financial endowment. Money left on deposit
in a non-interest bearing account will gradually lose its value to inflation. Intellectual property
rights that are not efficiently exploited will eventually expire without ever having produced the
public and monetary benefits that could have been achieved. For this reason, exempt
organizations should not be discouraged from the timely and vigorous exploitation of their rights
in intellectual property.
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      At the same time, arrangements for commercial exploitation of intellectual property rights
should be carefully scrutinized to assure that they are not contrary to industry norms, that they
satisfy arm's-length standards, and that they do not result in excessive compensation or other
forms of private benefit or inurement. Arrangements that are suspect should be challenged. The
public and the exempt organization should derive benefit from the proper exploitation of
intellectual property rights.

                              APPENDIX

      The following article is reprinted from the course book for the Exempt Organizations
Continuing Professional Education Technical Instruction Program for 1986.

               SCIENTIFIC RESEARCH UNDER IRC 501(c)(3)

1. INTRODUCTION

      Scientific purposes are among the exempt purposes specified in IRC 501(c)(3). This topic
discusses scientific research organizations. In addition to organizations engaged primarily or
exclusively in scientific research (SROs), familiar examples of the scientific activities of IRC
501(c)(3) organizations include medical research projects of hospitals and the ongoing research
programs of major colleges and universities.

      Many organizations exempt under IRC 501(c)(3) engage in some research activities, which
may or may not be related to the attainment of the organization's exempt purpose. Even if the
research activities are not related to exempt purposes, the unrelated business income tax
provisions provide certain statutory exceptions to the imposition of the unrelated tax.

      The purpose of this article is to offer a framework for understanding and applying the type of
analysis that is useful in resolving both exemption and unrelated business income tax problems.
The basic issue is whether a particular activity furthers a scientific purpose within the scope of
IRC 501(c)(3).

2. THE THREE PART TEST OF REG. 1.501(c)(3)-d(d)(5)

      Reg. 1.501(c)(3)-1(d)(5) is the principal authority for resolving exemption questions and
"relatedness" questions under the unrelated business income tax provisions. Section 1.501(c)(3)-
1(d)(5) states that the term "scientific" as used in IRC 501(c)(3) includes scientific research in
the public interest. This formulation can be broken down into its constituent parts to form three
questions: (1) Is the questioned activity scientific? (2) Is it research? and (3) Is it in the public
interest? Affirmative answers are necessary to all three questions in order for a particular activity
to qualify as scientific research in furtherance of the scientific purpose specified in IRC
501(c)(3).

     a. THE MEANING OF THE TERM "SCIENTIFIC" AS USED IN SECTION
        1.501(c)(3)-1(d)(5)

      By simply stating that the term scientific "includes" scientific research in the public interest,
Reg. 1.501(c)(3)-1(d)(5) fails to fully define a term that is admittedly difficult to define. While it
might be argued that it is no more difficult to define a scientific purpose than it is to define an
educational, charitable, or religious purpose, section 351(1) of IRM 7751, the Exempt
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Organizations Handbook, suggests that the term scientific is not one that can be defined with
precision. However, this should not be taken to mean that each person is free to work out his or
her own definition of the term and apply it to the particular problem at hand.

      Reg. 1.501(c)(3)-1(d)(5)(i) states that the determination of whether research is "scientific" for
purposes of IRC 501(c)(3) does not depend on whether such research is classified as
"fundamental" or "basic" as contrasted with "applied" or "practical." Therefore, for purposes of
IRC 501(c)(3), debates about "pure" science serve no useful purpose.

      Another common distinction which is precluded is the one between the "hard" sciences, such
as physics or chemistry, and the social sciences, such as sociology or economics. Rev. Rul. 65-
50, 1965-1 C.B. 231, holds that an organization engaged in research in the social sciences was
furthering educational and scientific purposes and was, therefore, entitled to exemption under
IRC 501(c)(3).

      Given these limitations, the scientific character of a particular activity cannot necessarily be
determined solely by reference to an accepted dictionary definition of the term "scientific."
However, courts often use such definitions as a starting place for their analysis of case problems.
The following example is from ITT Research Institute v. U.S., No. 655-80T, a U.S. Claims Court
case decided on October 15, 1985:

     "The terms 'science' and 'scientific' are not defined in the
     Internal Revenue Code, Congress apparently having chosen to rely
     on the commonly understood meaning of the term. The McGraw-Hill
     Dictionary of Science and Technical Terms, (Lapedes ed., 2d ed.,
     1978), p. 1414, defines 'science' as a branch of study in which
     facts are observed, classified, and verified;  involves the
     application of mathematical reasoning and data analysis to
     natural phenomenon.' The Random House Dictionary of the English
     Language, p. 1279 (Stein ed., 1967), defines 'science' as
     [knowledge, as of facts and principles, gained by systematic
     study.' Thus, in the context of this litigation, 'science' will
     be defined as the process by which knowledge is systematized or
     classified through the use of observation, experimentation, or
     reasoning. See also Midwest Research Institute v. United States,
     554 F. Supp. 1379, 1385-86 (WD. Mo. 1983), aff'd 744 F.2d 635
     (8th Cir. 1984); Oglesby v. Chandler, 288 p. 1034, 1038, 37
     Ariz. 1 (1930)."

     b. MEANING OF THE TERM "RESEARCH" AS USED IN SECTION
        1.501(c)(3)-1(d)(5)

      Section 1.501(c)(3)-1(d)(5)(i) states that the term " [research when taken alone is a word with
various meanings; it is not synonymous with 'scientific,' and the nature of particular research
depends upon the purpose which it serves." In other words, the regulations do not draw any fine
distinctions among the types of information gathering that might be regarded as research. If a
questioned activity happens to be similar to an activity deemed to be "research" in a published
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authority, the problem can be resolved by comparing the situation at hand to the one described in
the court case or revenue ruling. Absent such authority, specific definitional problems have to be
resolved in the context of the particular situations in which they arise.

      Given the range of acceptable definitions of the terms "scientific" and "research," their
application to case problems depends primarily on Reg. 1.501(c)(3)-1(d)(5)(ii), which states as
follows:

     "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, etc."

      Rev. Rul. 65-1, 1965-1 C.B. 226, describes the operations of an organization formed to foster
the development and design of labor saving agricultural machinery, including the development
of new labor saving methods and ideas. The organization conducted studies to determine the
need for mechanization of planting, cultivation, and harvesting, which were generally performed
manually by agricultural laborers. If an opportunity for successful machine utilization appeared
to be possible, the organization determined whether work on such a machine was being
undertaken by any public or private institution. If not, the organization made a grant to an
appropriate public or private agency to develop the necessary machinery. If the prototype of the
machine performed well, the organization sought a patent in its name and licensed a
manufacturer to build the device on an exclusive or non-exclusive basis. Any royalties received
by the organization were used to develop additional projects.

      The revenue ruling reasoned that the development of machinery was equivalent to the
"designing or construction of equipment" that is incident to a commercial operation and does not
constitute scientific research within the meaning of Reg. 1.501(c)(3)-1(3)(5)(ii). The revenue
ruling also concluded that the organization's activities benefited the private interests of the
manufacturers of the equipment. Therefore, the organization was not exempt under IRC
501(c)(3).

      The reader should be aware that some courts may not agree with this analysis. A case in point
is Midwest Research Institute v. U.S., supra. Midwest was an SRO founded to develop
agriculture, business, commerce, industry, and natural resources in the Midwest. Approximately
75 percent of Midwest's projects (over 1,000) during the years in issue were for various
governmental entities. Because scientific research for such entities automatically qualifies, the
issue before the court was not whether the institute had lost its tax-exempt status because of its
nonexempt activities, but whether certain of its projects, individually or in the aggregate, did not
constitute scientific research carried on in the public interest and were, therefore, "unrelated trade
or business." However, in determining "relatedness" the tests of IRC 501(c)(3) would apply.

      The district court adopted a restricted interpretation of "ordinary testing or inspection of
materials or products:"

     "The testing reference in section (d)(5)(ii) may be given
     workable application by ruling. . . that the section was adopted
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     to satisfy in part the concerns of commercial testing
     laboratories, which feared the consequences of tax-exempt status
     for scientific research institutes such as [the Institute].
     Accordingly, the section may be interpreted to apply to the type
     of 'ordinary or routine testing' performed by such laboratories.
     This work was described as generally repetitive work done by
     scientifically unsophisticated employees for the purpose of
     determining whether the item tested met certain specifications,
     as distinguished from testing done to validate a scientific
     hypothesis."

      The court recognized that while projects may vary in terms of degree of sophistication, "if
professional skill is involved in the design and supervision of a project intended to solve a
problem through the search for a demonstrable truth, the project would appear to be scientific
research" and not ordinary testing.

      The court also adopted a restricted interpretation of "designing or construction of equipment,
buildings, etc.":

     "With respect to 'design,' we are guided by the reference in the
     legislative history to research as including 'experimental
     construction and production.' H.R. Rep. No. 2319, 81st Cong.,
     1st Sess. 37 (1950). Similarly, the regulations promulgated in a
     slightly different context (pursuant to . . . section 174
     regarding the deductibility of research and development
     expenditures) distinguish between 'the development of an
     experimental pilot model' and nondeductible ordinary
     expenditures. . . .We interpret the 'designing or construction'
     language, in light of these provisions, to leave exempt the
     development of prototypes and models. . . .As with the
     interpretation of 'ordinary testing,' the relevant regulatory
     distinction between exempt and non-exempt activities is
     according to degree of sophistication."

      It is doubtful that the court in Midwest Research would have found the development of
prototypes in Rev. Rul. 65-1 to have been of a type ordinarily carried on as an incident to
commercial or industrial operations. It appears that the organization's activities were limited to
activities leading up to the development of a prototype or model, and were not the kind of
unsophisticated activities considered by the court to be ordinary design or construction.

      The claims court might have similar problems with Rev. Rul. 65-1. ITT Research Institute,
supra, was an SRO that was multi-disciplinary in nature and served numerous clients. Many of
the research programs produced products. Under the facts or the case, the court did not find this
inconsistent with "scientific research."

     "The testimony further indicated that IITRI was not involved in
     the commercialization of the products or process developed as a
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     result of its research. IITRI would only develop a project to
     the point where the research principles were established. At
     this point, the sponsors would make the principles available to
     different customers, usually in the form of newly developed
     products or equipment. Also, the evidence showed that IITRI did
     not conduct consumer or market research, social sciences
     research, or ordinary testing of the type which is carried on
     incident to commercial operations. IITRI's activities, therefore
     cannot be said to run afoul of the 'commercial operations'
     section of Treas. Reg. section 1.501(c)(3)-1 (d)(5)(ii). The
     fact that research is directed towards solving a particular
     industrial problem does not necessarily indicate that the
     research is not scientific."

      Rev. Rul. 68-373, 1968-2 C.B. 206, describes a nonprofit organization engaged in the clinical
testing of drugs for commercial pharmaceutical companies. The tests were required in order for
the companies to obtain approval of the Food and Drug Administration to market the products
being tested. The companies selected the products to be tested. The results of the tests were
available for publication in various scientific and medical journals. The revenue ruling holds that
the testing was clinical testing incident to a pharmaceutical company's ordinary commercial
operations and that the testing served the private interests of the drug manufacturers rather than
the public interest. Therefore, the organization was not exempt under IRC 501(c)(3).

      The standards set forth in Rev. Ruls. 55-1 and 68-373 are most useful in a manufacturing
context. These authorities have more limited utility when applied to commercially sponsored
research projects funded by private high technology enterprises such as, for example, firms
engaged in producing advanced biomedical equipment. The "ordinary commercial activity" of
such a firm may include scientific research projects and the design and testing of experimental
prototypes of new equipment. Instead of conducting the research or experimental testing itself,
the biomedical firm may contract for these tasks to be performed by an exempt scientific
research organization. When the nonprofit research organization performs the research, is it
engaged in activities of a type ordinarily carried on as an incident to the commercial operations
of the sponsor?

      Chief Counsel addressed a question of this kind in G.C.M. 39196, dated August 31, 1983.
While the G.C.M. cannot be used or cited as precedent, it does offer some guidance concerning
the type of analysis that is appropriate in deciding whether a particular activity is testing incident
to ordinarily commercial or industrial operations.

     "In differentiating between research and testing, it may be
     helpful to look at how the distinction is made in a slightly
     different context. Treas. Reg. section 1.174-2 defines
     'research and experimental expenditures' as follows:

     "'Expenditures incurred in connection with the taxpayer's trade
     or business which represent research and development costs in
     the experimental or laboratory sense. The term includes
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     generally all such costs incident to the development of an
     experimental or pilot model, a plant process, a product, a
     formula, an invention, or similar property, and the improvement
     of already existing property of the type mentioned. The term
     does not include expenditures such as those FOR THE ORDINARY
     TESTING OR INSPECTION OF MATERIALS OR PRODUCTS FOR QUALITY
     CONTROL or those for efficiency surveys, management studies,
     consumer surveys, advertising, or promotion. [Emphasis added.]

          "'Thus, for example, testing blood samples or other samples
     for trace elements lacks the uniqueness or originality which is
     inherent in the concept of research. Projects of this type have
     all the indicia of ordinary testing: a standard procedure is
     used, no intellectual questions are posed, the work is routine
     and repetitive and the procedure is merely a matter of quality
     control. As such these studies cannot be considered 'scientific
     research.'"

      Chief Counsel's discussion indicates that it is the nature of the activities rather than the nature
of the organization, which determines whether its research activities are "scientific research" or
"ordinary testing." Scientific research can be performed by a commercial enterprise or by an
exempt organization. It is scientific research in either case. Therefore, the question posed earlier
can be answered this way: A commercial enterprise engaged in scientific research can either do
its own research or contract it out to an exempt scientific research organization. If the
commercial firm contracts out scientific research to an exempt organization, such research will
not become, by virtue of that fact alone, ordinary testing incident to commercial operations for
the exempt organization performing the research.

     c. MEANING OF THE PHRASE "IN THE PUBLIC INTEREST" AS USED IN
        SECTION 1.501(c)(3)-1(d)(5)

      As the regulations indicate, conducting scientific research is not sufficient to qualify an
organization for IRC 501(c)(3) status. The scientific research must be "in the public interest."

      There is a generally recognized distinction between the public interest and the private
interests of individuals or business enterprises. However, as used in section 1.501(c)(3)-
1(d)(5)(iii) the phrase has a specialized meaning. Section 1.501(c)(3)-1(d)(5)(iii), states that
scientific research will be regarded as carried on in the public interest if --

     "(a) The results of the research (including any patents,
     copyrights, processes, or formulae resulting from such research)
     are made available to the public on a nondiscriminatory basis;

     "(b) The research is performed for the United States, or any of
     its agencies or instrumentalities, or for a State or political
     subdivision thereof; or

     "(c) The research is DIRECTED TOWARD BENEFITING THE PUBLIC."
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     [Emphasis added.]

      Most of the controversies have arisen under subdivision (iii)(c) of Reg. 1.501(c)(3)-1(d)(5)
(sometimes referred to as (iii)(c)). The regulations define the term "directed toward benefiting
the public" by giving examples of some types of research that satisfy the requirement and some
that do not. Scientific research which will be considered as directed toward benefiting the public,
and, therefore, will be regarded as carried on in the public interest, includes the following:

     "(1) Scientific research carried on for the purpose of aiding in
     the scientific education of college or university students;

     "(2) Scientific research carried on for the purpose of obtaining
     scientific information which is published in a treatise, thesis,
     trade publication, or in any other form that is available to the
     interested public;

     "(3) Scientific research carried on for the purpose of
     discovering a cure for a disease; or

     "(4) Scientific research carried on for the purpose of aiding a
     community or geographical area or attracting new industry to the
     community or area or by encouraging the development of, or
     retention of, an industry in the community or area."

      The regulation further provides that research which is otherwise "directed toward benefiting
the public" within the meaning of "(iii)(c)" will not be disqualified because the sponsor of the
research has the right pursuant to a contract or other agreement to obtain ownership or control of
any patents, copyrights, processes, or formulae resulting from the research.

      The regulations do not expressly preclude an organization from showing that its activities are
in the public interest even though the activities are not specifically described in any of the
categories or examples set forth in "(iii)(c). "However, if an organization's scientific research
activities are not described in that section, the public benefits from the activities will generally be
too ill-defined, remote, or conjectural in nature to support the conclusion that they are in the
public interest. For example, the organization described in Rev. Rul. 65-1 argued that its
improved farm machinery would increase agricultural production and make more food available
at lower prices. This would benefit the hungry and impoverished. The revenue ruling notes this
argument, but nonetheless concludes that the organization's activities served the private interests
of farm equipment manufacturers rather than the public interest.

      The public benefit argument has been used by Service personnel as a basis for incorrectly
challenging commercially sponsored scientific research projects in cases where the publication
and other requirements of "(iii)(c)" were satisfied. Such challenges are made by pointing out the
immediate benefits the commercial enterprise expects to receive and contrasting them to the
more remote and/or conjectural benefits the public will derive as a result of publication of the
research findings.

      Rev. Rul. 76-296, 1976-2 C.B. 142, is the controlling authority on this subject. The revenue
ruling deals with the publication requirement as well as the question of the commercial sponsor's
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right to exploit the results of the research findings. It was published to provide a clear example of
how problems involving commercially sponsored scientific research projects should be treated.

      The revenue ruling describes two situations. In Situation 1 an exempt scientific research
organization engaged in commercially sponsored scientific research projects and informed the
interested public of the results of the research by timely publication of its findings. The
publication was timely even though the organization allowed the lapse of a reasonable time in
order to afford the sponsor an opportunity to establish patent, copyright, or other ownership
interests in the fruits of the study. In Situation 2 an exempt SRO engaged in commercially
sponsored scientific research projects and kept secret or unreasonably delayed publishing the
results of the project in order to serve some private interest of the project's commercial sponsor.

      As the revenue ruling points out, the second example of "(iii)(c)" notes that scientific
research will be regarded as carried on in the public interest if the research is carried on for the
purpose of obtaining scientific information which is published in a treatise, thesis, trade
publication, or in any other form that is available to the interested public. The regulation also
provides that scientific research described in (iii)(c) will be regarded as carried on in the public
interest even though such research is performed pursuant to a contract or agreement under which
the sponsor or sponsors of the research have the right to obtain ownership or control of any
patents, copyrights, processes, or formulae resulting from such research. Because the
organization described in Situation 1 timely published the results of its commercially sponsored
scientific research projects, the requirements of "(iii)(c)" were satisfied and the income received
from performing the research was not subject to the unrelated business income tax. However,
because the organization described in Situation 2 did not timely publish the results of its
commercially sponsored scientific research project, income received from its project was subject
to the unrelated business income tax.

      Rev. Rul. 76-296 leaves little room for doubt that a commercial sponsor of scientific research
may retain all rights associated with that research without destroying the exempt quality of the
research so long as the publication requirement is met.

      Although "(iii)(c)" somewhat simplifies the determination of whether certain activities are
scientific research in the public interest, many issues must still be resolved. A case in point is
Midwest Research Institute v. U.S., 554 F. Supp. 1379 (W.D. Mo. 1983), aff'd 744-F.2d 635 (8th
Cir. 1984).

      Midwest Research Institute, an exempt SRO, had engaged in a variety of challenged research
activities. In deciding whether the projects had produced unrelated business taxable income, the
court found that most of the activities were scientific research as distinguished from ordinary
testing. It then turned to the task of deciding whether the scientific research projects were
scientific research "in the public interest."

      The court rejected a painstaking analysis of the facts and circumstances in favor of an
analysis based on "(iii)(c)." The Institute argued that the purpose of all or  the projects, which
spanned several states, was to develop or retain industry in a "geographic area" as approved by
the fourth example in Reg. "(iii)(c)." The Service argued for a more restrictive definition of
geographic area, which would have put many of the projects outside the scope of the example.
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The court was not persuaded that any such restriction was contained in the regulations or that it
could reasonably be inferred from them. It accepted the Institute's argument that the projects had
been conducted for the purpose of improving industry in a geographic area -- the Midwest.

      More troubling is that the court in Midwest suggested that any research carried on to aid
industry within the Midwest aided that geographic area and was therefore in the public interest.
(This could be true even if the sponsors themselves were outside the Midwest because projects
performed outside this area may attract industry to the area.) The court failed to analyze whether
there was a causal relationship between the performance of each contract and geographic benefit.
We believe that each project should be evaluated separately to determine how it specifically and
significantly benefits the region or otherwise accomplishes the exempt purposes of the
organization.

      One final note on the so-called "publication" requirement. The "(iii)(c)" regulation gives four
examples of research directed toward benefiting the public and the publication requirement is
mentioned only with respect to one example; i.e., research carried on for the purpose of obtaining
scientific information. Thus, it would appear that such requirement does not apply to the other
three examples. Consistent with this analysis, an organization could conduct research for the
purpose of discovering a cure for a disease, for example, and it would not be required to publish
the results of the research. Similarly, research carried on to attract industry to a community
would not have to be published. The court in Midwest agreed with this analysis. It stated that the
"separate publication provision in the regulation . . . rebuts the notion . . . behind  suggestion that
the results of the research must be generally available to benefit the public."

     d. SCIENTIFIC RESEARCH NOT QUALIFYING UNDER IRC 501(c)(3

      Reg. 1.501(c)(3)-1(d)(5)(iv) states that an organization will not be organized and operated for
the purpose of carrying on scientific research in the public interest and consequently will not
qualify under IRC 501(c)(3) as a scientific organization if --

     "(a) Such organization will perform research only for persons
     which are (directly or indirectly) its creators and which are
     not described in section 501(c)(3), or

     "(b) Such organization retains (directly or indirectly) the
     ownership or control of more than an insubstantial portion of
     the patents, copyrights, processes, or formulae resulting from
     its research and does not make such patents, copyrights,
     processes, or formulae available to the public."

      Reg. 1.501(c)(3)-1(d)(5)(iv)(b) further provides that a patent, copyright, process, or formula
will not be considered as "made available to the public" even though one person has been
granted an exclusive right to the use of the patent, copyright, process, or formula if the granting
of the exclusive right is the only practicable way in which the patent, copyright, process, or
formula can be utilized to benefit the public. In such a case, however, the research from which
the patent, process, copyright, or formula resulted will be regarded as carried on in the public
interest only if one of the two other tests of Reg. 1.501(c)(3)- 1(d)(5)(iii) are met. Thus, the
research must be carried on for the United States, its agencies, etc., (iii)(b) or it must be research
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directed toward benefiting the public. (See the four examples of subsection "(iii)(c)" given
earlier, starting with "research to aid the education of university students.")

      G.C.M. 37378, dated January 13, 1978, applied Reg. 1.501(c)(3)-1(d)(iv)(a) to a particular
set of facts. While the G.C.M. itself cannot be used or cited as precedent, the factual situation is
an example of the type of problem this section of the regulations is designed to address.

      Fifteen commercial enterprises engaged in oil, chemical, and metallurgical activities formed
a nonprofit organization to conduct research in the field of particulate solids. Particulate solids
constitute part of the emissions produced by many industrial operations. Therefore, research
findings in this field would be useful in developing processes or devices to reduce the noxious
emissions of industrial plants.

      Membership in the nonprofit corporation carried with it the right to elect directors of the
corporation and a person to fill a seat on the organization's technical advisory committee.
Payment of a stipulated amount entitled the member to obtain additional one or two seats on the
technical advisory committee.

      The organization argued that its research findings would be timely published in a form
available to the interested public. The G.C.M. concluded that this representation was not
persuasive in view of the fact that the organization's by-laws provided that member companies
would "neither publish nor furnish otherwise to third parties" such technical information and data
as might be developed by the research organization. Therefore, the G.C.M. concluded that the
publication requirement of section 1.501(c)(3)-1(d)(5)(iii)(c) was not satisfied. The G.C.M. then
discussed the application of section 1.501(c)(3)-1(d)(5)(iv)(a) to the facts described:

     "Furthermore, we conclude that the organization runs afoul of
     Treas. Reg. section 1.501(c)(3)-1(d)(5)(iv)(a), which provides
     that an organization will not be deemed to carry on scientific
     research in the public interest when such organization will
     perform research only for persons which are not described in
     section 501(c)(3). PSRI's structure, whereby members essentially
     pay for seats on the board of directors and technical advisory
     committee, strongly suggests that the research projects
     undertaken, and the priority, which they will be given, are
     determined in accord with the private interests of the member
     companies. Thus, PSRI's administrative structure lends
     substantial support to a conclusion that it is an organization
     run in the manner described in Treas. Reg. section 1.501(c)(3)-
     1(d)(5)(iv)(a) and that it is therefore not qualified for
     exemption."

      Rev. Rul. 69-632, 1969-2 C.B. 120, is a published example of a similar situation involving
Reg. 1.501(c)(3)-1(3)(5)(iv), along with other sections of the regulations. In that case, a nonprofit
association was formed by members of a particular industry to develop new and improved uses
for existing products of the industry. The organization contracted out the necessary research, the
results or which were timely published in a form available to the interested public, The
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organization's members selected research projects in order to increase their sales by creating new
uses and markets for their products. The revenue ruling holds that the organization served the
private interests of its creators and, therefore, it was not entitled to exemption under IRC
501(c)(3). However, because no services were performed for individual members and the
activities of the organization were directed to improving conditions in the industry as a whole,
the organization was held to be entitled to exemption under IRC 501(c)(6).

      There do not appear to be any cases that have been decided under that portion of section
1.501(c)(3)-1(d)(5)(iv)(b) that precludes exemption for an organization that retains the
ownership or control or more than an insubstantial number of the patents, copyrights, processes,
or formulae resulting from its research. This provision should be contrasted with subsection
"(iii)(c)" which provides that in the case of commercially sponsored research projects, the
sponsoring organization may obtain ownership or control of any patents, copyrights, processes,
or formulae resulting from the research.

      No decisions of precedential value appear to have been made interpreting that portion of
section 1.501(c)(3)-1(d)(5)(iv)(b) dealing with an exclusive license as the only practicable means
of making an invention available to the public. It appears that this provision might apply in the
case of scientific research, which had produced a drug or useful invention, but one for which the
potential market was extremely small. In such a case, it could be uneconomical for any potential
manufacturer of the drug or device to go to the expense of "tooling up" for production unless it
could be assured that the potential market would not undergo shrinkage due to the manufacture
of the same drug or device by its competitors. Therefore, the only practicable means of making
the drug or invention available to the public would be an exclusive license. Under such
circumstances, if the SRO retained the patent rights to the drug or device it would not run afoul
of subsection "(iv)(b)" that in general precludes retaining substantial rights.

3. UNRELATED BUSINESS INCOME TAX ISSUES

      Unrelated business issues generally come into play when a scientific research organization
has established its exempt status and is actively engaged in a variety of scientific research
projects. Typically, several hundred projects may he undertaken during the course of a year.
Because the SRO is exempt under IRC 501(c)(3), all but a relatively small number of the
projects Will generally be projects, which clearly fall within one of the categories of "scientific
research in the public interest" specified in Reg. 1. 50 1 (c)(3)-1 (d)(5)(iii). Rut some of the
projects will not clearly be within any or the categories and some may appear to be ordinary
testing incident to commercial or industrial operations. A second way in which unrelated
business issues can occur is that an organization, such as a college or university, which is not
exempt as a scientific research organization, may engage in some research activities that do not
appear to advance the organization's exempt purpose. In either case, if the projects produce
income, sections 511-513 must be considered.

      Reg. 1.513-1(a) defines the term "unrelated business taxable income" as the gross income
derived from any trade or business regularly carried on by an exempt organization which is not
substantially related (aside from the need of the organization for funds) to the exercise of the
organization's exempt function. Therefore, unrelated business issues involve a series of questions
-- (1) Is the activity related or unrelated to the attainment of the organization's exempt purpose?
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(2) Is it trade or business? and (3) Is it regularly carried on?

      With respect to IRC 501(c)(3) organizations, the regulations under section 1.501(c)(3)-
1(d)(5) are generally helpful in considering "relatedness" questions when the organization is a
scientific research organization. If the exempt organization not an SRO the relatedness" question
must be decided on the basis of the particular organization's exempt purpose and whether the
particular research activity is substantially related to that exempt purpose, Similarly, questions as
to whether a particular activity is trade or business and whether it is regularly carried on have to
be resolved on the basis of authorities and precedents specifically applicable to those issues.
However, because of the nature of research activities (ongoing, income producing activities),
they almost always constitute trade or business regularly carried on.

      Even when there is an unrelated trade or business activity regularly carried on, the income
from such activity still may not be subject to tax because many kinds of income are excluded
from tax by exceptions and exclusions contained in IRC 512(b). The exceptions for royalties,
research for governmental entities, and research by universities, colleges, and hospitals are the
provisions generally invoked to shield income from the UBIT.

      IRC 512(b)(2) excludes from the calculation of unrelated business taxable income all
royalties (including overriding royalties), whether measured by gross or taxable income from the
property and all deductions directly connected with such income. To be a royalty, a payment
must relate to the use made of a valuable right. Payments for the use of patents, trademarks, etc.,
are ordinarily classified as royalties.

      The exclusion of royalties on patents retained by an IRC 501(c)(3) organization assumes that
the retention and licensing of the patents does not result in loss of exempt status under Reg.
1.501(c)(3)-1(d)(5)(iv). See the previous discussion of this issue in this article.

      The statutory sections providing for the exclusion of income derived from research for
governmental entities, etc., have corollary provisions in the regulations, which are grouped
together under the heading "Research" in section 1.512(h)-1(f). Subparagraph (1) or the
regulation deals with the exclusion for income from research performed for the United States or.
any of its agencies or instrumentalities or a State or political subdivision of a State. Subparagraph
2 excludes the income of a college, university, or hospital from research performed for any
person. Subparagraph 3 excludes all income from research conducted by an organization
operated primarily for the purpose of carrying on fundamental, as distinguished from applied,
research, Subparagraph (4) reiterates that the income of an organization from ordinary testing
incidental to commercial or industrial operations is not excludable as income derived from
scientific research in the public interest.

      A typical example of the way the royalty exception works in actual practice is contained in
TAM 8028004.

      The technical advice memorandum explained that M, the exempt SRO, had particular
expertise in the field of advanced medical diagnostic equipment. Pursuant to a contractual
understanding with S, a commercial enterprise, M developed an add-on device for use with S's
already existing diagnostic machine, which was then available on the commercial market. The
results of the project were never published.
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      In exchange for doing the research and development work for S, M received the right to a
five percent royalty on net sales of the add-on unit. The activity of developing the add-on unit
was found not to be scientific research in the public interest because the results were never
published and the work done was ordinary testing incident to the expansion of S's existing
product line. The National Office concluded that the research project was unrelated trade or
business. However, the five percent share of net sales of the add-on unit produced no tax
consequences for M because the income was excluded from the computation of unrelated
business tax as a royalty by IRC 512(b)(2).

      IRC 512(b)(7) provides that in computing the unrelated business income tax there shall be
excluded all income derived from research for --

          "(A) the United States, or any of its agencies or
     instrumentalities, or

          "(B) any State or political subdivision thereof "

      While the section itself is straightforward, the problem is determining whether the section
applies to a particular research project.

      For example, one of the projects challenged in TAM 8028004 was funded by a public utility,
which was a department of the city of Q. The aim of the project was to determine the commercial
feasibility of solar hot water heaters. If the solar hot water heaters were commercially feasible,
the public utility planned to eventually market them to its customers. The District Office sought
to impose the UBIT on the income derived by the exempt organization from performing the
feasibility study on the theory that the project was ordinary testing incidental to the commercial
activity of marketing the solar hot water heaters. The National Office agreed that the activity was
not scientific research the public interest, but pointed out that the income from the project was
not subject to the UBIT because the project was conducted for the city of Q and was, therefore,
described in IRC 512(b)(7).

      IRC 512(b)(8) of the Code provides an exclusion from the UBIT in the case of a college,
university, or hospital for all income derived from research performed for any person. Issues
arise with surprising frequency under IRC 512(b)(8) because organizations involved in research
activities often have some relationship to or connection with a college, university, or hospital and
they attempt to use that relationship to shield unrelated research income from taxation.

      In G.C.M. 39196, supra, the research institute argued that it was merely an extension of a
state university. In support of that contention the institute relied on the fact that the state
legislature had authorized the university to establish, develop, and administer a research institute.
The institute was the entity created pursuant to this grant of legislative authority. The institute
also pointed out that its initial funding had been provided by the university, it was controlled by
the same persons who controlled the university, its facilities were used for joint research projects
with the university, and faculty and graduate students of the university used the institute's
facilities for various educational purposes.

      The G.C.M. conceded that these facts established that there were significant ties between the
institute and the university. However, the institute itself had acknowledged that it was a legally
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distinct and separate organization from the university. It had its own corporate charter and its
own exemption from federal income tax. It sought its own funding from state and federal
agencies and other sources. The G.C.M. stressed these facts, as well as the intended effect or the
exclusion provided by IRC 512(b)(8) in determining whether the institute could avail itself of the
exclusion provided by that section.

     "Congress, in excluding university research from taxation,
     anticipated that the purpose of such research, as reflected in
     the regulations, would be related to the primary exempt purpose
     of a university (i.e., teaching students). If such research led
     to private contracts, the university would not be required to
     separate these out for unrelated income tax purposes. To make
     the opposite assumption, that Congress was not concerned with
     whether the research was related to the university's exempt
     function would allow any commercial research organization to
     have all its income from research excluded merely through
     affiliation, however tangential, with a university. We do not
     believe Congress intended that result.

                              * * * * *

     "After considering all the facts and circumstances, including
     the Institute's separate incorporation, separate purposes,
     separate facilities and separate operations, it is our view that
     the Institute is not merely or solely an extension of the
     University. It has, by its own assertion, requested federal
     agencies that sponsor its research to consider it an entity
     separate and apart from the University. It has stated in its
     Articles of Incorporation that its primary purpose is carrying
     on non-instructional applied contractual research, a purpose
     significantly different from that of a university. It presents
     no formal course of instruction, maintains no faculty and has no
     regular student body. As a consequence, we believe it is not a
     university and its income should not be excluded from unrelated
     business taxable income under section 512(b)(8)."

      IRC 512(b)(9) provides that, 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,
all income derived from research performed for any person, and all deductions directly
connected with such income, shall be excluded in computing unrelated business taxable income.
The term 'fundamental research,' as contrasted with 'applied research,' does not include research
carried on for the primary purpose of commercial or industrial application. See Regs.
1.501(c)(3)-1(d)(5)(i) and 1.512(b)-1(f)(4).

4. OTHER COMMENTARIES AND AUTHORITIES

      For the views of an outside practitioner on the scientific section of the regulations (and
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citations to additional authorities) see "Collaboration Between Tax-Exempt Research
Organizations and Commercial Enterprises -- Federal Income Tax Limitations" by Kendyl K.
Monroe in the May, 1984 issue of Taxes -- The Tax Magazine.

      Although this topic addresses scientific research, it is recognized that an organization could
qualify for exemption under IRC 501(c)(3) as a scientific organization or as an organization
"promoting" scientific research. In a recent case, Washington Research Foundation v. C.I.R.,
T.C. Memo 1985-570, decided on November 21, 1985, an organization sought a declaratory
judgment that it was educational and promoted scientific research under IRC 501(c)(3). The
organization argued that its activities furthered scientific purposes even though it was not itself
engaged in scientific research. The organization had entered into an agreement with the
University of Washington. Under the terms of the agreement, the Foundation would be assigned
the University's right to the results of the University's research projects. The Foundation would
then see to securing patents and license agreements. Royalties received under the licensing
agreements after recovering the Foundation's operating expenses would flow to the University to
support further research projects. In addition, the organization intended to provide a
clearinghouse of information to cause the exchange of available and needed technology. It
proposed to publish a science newsletter, sponsor seminars, and publish information for the
general public at no cost. It had already co-sponsored a seminar and workshop to educate
researchers on the practical applications of their research and to discover new areas to research.
The court recognized that research is not the only activity that can be scientific citing Research
Foundation, Inc. v. United States, 181 F. Supp. 526 (S.D. Ill. 1960) that involved the publication
of scientific booklets. However, the court concluded that the organization's activities were not
scientific nor were they advancing scientific research. While acknowledging that some activities
advanced education, the court found an overriding commercial purpose in denying exemption
under IRC 501(c)(3).

                        ADDENDUM TO APPENDIX

      As discussed in the Appendix, there are a variety of exclusions from unrelated trade or
business income taxation involving income derived from the licensing of a patent or similar
property. Some of the exclusions consider the treatment of amounts under the royalty exception
of IRC 512(b)(2).

      Royalties are typically paid under licensing agreements. However, income derived from a
transfer of substantially all the rights to a patent or similar property by an exempt organization,
even though effectuated through an exclusive licensing agreement, is treated as a sale, exchange
or other disposition of property rather than a royalty. See Allied Chemical Corp. v. U.S., 66-1
USTC para. 9212. IRC 512(b)(5) would provide an exception from unrelated business income
tax for such a sale, exchange, or other disposition of property unless: (1) under IRC 512(b)(5)(A)
the property giving rise to the income is stock in trade or other property of a kind which would
properly be includible in inventory if on hand at the close of the taxable year; (2) under IRC
512(b)(5)(B) it is property held primarily for sale to customers in the ordinary course of the trade
or business; or (3) under IRC 512(b)(4) it is debt-financed property as defined in IRC 514.

      The granting of a nonexclusive license does not convey substantially all of the owners rights
in the property and, therefore, results in the realization of royalty income that may be excluded
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under IRC 512(b)(2) rather than income from the sale, exchange, or other disposition of a capital
asset that may be excluded under IRC 512(b)(5). In this connection, it should be noted that
unpatented inventions and applications for patents, as well as patents themselves, may be treated
as capital assets.

                         FOOTNOTE TO PART B

     /1/ A headline in reference to the first cloned sheep.

                      END OF FOOTNOTE TO PART B
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C. INTERNET SERVICE PROVIDERS
EXEMPTION ISSUES UNDER IRC 501(c)(3) AND 501(c)(12)

by
Donna Moore and Robert Harper

1. INTRODUCTION

      Internet Service Providers (ISPs) operate to facilitate communication via the Internet. The
Internet is an interconnected global network. The network can carry three types of information:
data, video, and voice. To obtain access to the Internet, End Users (i.e., customers) connect to an
ISP. Connection is established either through the End User's modem which sends data over the
telephone lines of local telephone companies or through a dedicated connection using high speed
digital lines between a local area network at the customer's premises and the Internet. ISPs
connect End Users to Internet Backbone networks. Backbone providers route traffic between
different ISPs and interconnect with other Backbone providers. Once connected to the Internet,
End Users can send and receive information through these connections.

      Services provided over the Internet include electronic mail which allows users to send and
receive messages using a common addressing system, public domain shareware, news,
information, and research material, and engage in electronic commerce.

2. DESCRIPTIVE INTERNET TERMINOLOGY

      It is important in working applications for exemption or doing examinations of ISPs to keep
certain concepts in mind and to be somewhat familiar with certain terminology relating to this
particular industry. Furthermore, the application of an ISP and attachments to its financial
statements will usually contain a bewildering list of equipment used in the performance of its
activities.

      The Internet is a global network of computers communicating with each other under a
common set of computer communication software standards (protocols) known commonly as the
Transmission Control Protocol/Internet Protocol (commonly abbreviated "TCP/IP"). Many
operating systems, including Windows 95(tm) and Windows NT(tm) have these protocols built-
in.

      An "Intranet" by comparison is an internal network within a particular organization, which
may or may not be connected to the Internet. The Intranet may or may not use the same
communications protocols as the Internet. Intranets are usually found in business, government,
and corporate settings as a means of internal communication within the organization. Further,
these organizations while seeking Internet access from their Intranets, may control outsider
access to their Intranets, through the use of blocking software/protocols commonly known as
"firewalls," between their Intranet server and their server present on the Internet (commonly
known as a "Proxy" server).

      The Internet functions as a "packet data" network with a common addressing system. Data is
sent over the Internet in discreet packets each of which contains a destination and origination
address, its place (first, middle, last) among the total packets sent, and the data itself. The packet
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finds its way to its destination on the Internet by means of a common addressing system known
as domain name service (DNS) and through the use at every address of a device called a Router
which has in memory its own address and directions to other addresses. The packets of data upon
reaching their addressed destination are then re-assembled into a unified whole. Data packets
may travel by various routes (not necessarily the same, shortest or most efficient) before
reaching their final destinations.

      An End User obtains an Internet connection by signing up for service with the ISP. The
Service Contract between the End User and the ISP will specify duration of service, type of
connection, speed of connection, featured services, and, of course, the fee for the Service
package. Most End User service connections are by way of a telephone line and modem on the
End User's PC. This type of connection is commonly known as a "dial-up" connection although
in business settings there may be an actual hard wire connection between the End User's PC and
the ISP.

      An ISP has certain essential equipment to perform its functions: some form of device to
accept incoming calls from and connect the End User (typically a modem), a server (computer)
wherein resides the programs essential to running the ISP, a Router -- the device which sends the
End User output to the correct computer (address) on the Internet, and finally a Customer Service
Unit/Digital Signal Unit (abbreviated CSU/DSU) which is nothing more than a black box device
to connect the ISP to other ISPs, through the conventional telephone system.

      An ISP also has an essential contract or contracts with one or more "upstream providers" in
order to connect its customers to the Internet.

      The ISP is not, per se, an information content provider, although several of the largest ISPs
used by End Users today started as content providers and later connected themselves to the
Internet (eg: America Online(tm), Compuserve(tm), and Prodigy(tm)). The ISP, however, does
provide certain essential services and functions to the end user including: user account and
password authentication, an address service-domain name service (DNS) -- which allows the
user to find locations and other users on the Internet, Electronic Mail (E- Mail), mailing list and
news services (known more commonly as ListServ and Usenet), and the popular graphical user
interface, known as the World Wide Web (abbreviated WWW).

      The End User is provided with software by the ISP, depending upon the service contract
terms, to allow access to certain features of the ISP. Typical software is the so-called Internet
"browser," (Netscape(tm) or Microsoft Internet Explorer (tm)) but may also include certain
operating system add-ons to enable a TCP/IP protocol (Winsock), or even a proprietary software
package such as that employed by America Online(tm). Upon dialing up and logging into the
ISP, the End User is typically presented with the ISP's "homepage" (graphical opening menu)
from which the End User may proceed to access the Internet by selecting a particular address
("opening a location").

      An increased area of interest for End Users today is to create their own presence on the
Internet (sometimes referred to as establishing a "Web presence", or doing "Web publishing") in
the form of their own "homepage", or "Webpage". This End User created page usually resides on
the ISP's equipment. This End User homepage may have its own address or be a sub-address of
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the ISP.

      Businesses utilizing the ISP, however, usually require an expanded "Web presence". The
business may have an electronic order system for use by the general public in addition to a Web
homepage or homepages. Depending upon how sophisticated this is, the business may have its
own server (computer) connected to the ISP's server, with its own software maintained remotely
by the ISP. This is known as "server co-location."

      The EO specialist and examiner should keep these concepts in mind when dealing with ISPs
and should ask that any unfamiliar terminology be explained. Further, since the specialist, or
examiner, is dealing with a service provider entity it is essential to review all pertinent contracts
dealing with the provision of the various services to End Users and the terms of all network
connections contracts and equipment purchase contracts which the ISP has entered into with its
vendors. The operational relationships of the ISP to other entities should also be explored.
Finally, the specialist or examiner should determine the types of services offered the End Users
and who the End Users are.

3. TYPES OF ISPs

      We have used the term "End User ISP," above to distinguish the type of ISP we usually see
on application from other types of ISPs which are clearly large commercial entities and will not
be applying for exemption. It is important however that the specialist and examiner be aware that
these entities exist and that they are also called ISPs by virtue of the fact they provide
interconnection to smaller ISPs and sometimes access to End Users.

      The largest of the ISPs are US National Backbone Providers. These include a number of
familiar names including: AT&T WorldNet(tm), GTE Internetworking(tm), IBM Global
Network(tm), MCI Communications(tm), Sprint IP Services(tm), and Worldcom, Inc.(tm), to
name just a few. These are national providers of large volume connections (referred to
commonly as "backbone operators" and/or "upstream providers") and they are interconnected
with each other at various locations around the US, which are known as Network Access Points
(NAPs) or Metropolitan Area Exchanges (MAEs). These backbone providers fill the role for the
Internet that is comparable to the role of the traditional long distance telephone (interconnection)
carrier. The backbone operators also connect to various foreign providers in Canada and South
America, Europe and Asia, thereby assuring essential connectivity. There are approximately 40
of these companies with a nationwide presence. These backbone operators, although national in
coverage, will have local access numbers or local connections. These local access points, usually
local telephone numbers, are called "Points of Presence" (POPs). The End User ISP will have a
connection contract with one or more of these "upstream providers." While it is possible for an
end user to have a connection directly to a national backbone operator, usually the cost is
prohibitive since these providers are dealing in high volume connections.

4. EXEMPTION ISSUES -- BACKGROUND -- THE END USER ISP

      Confusion has arisen in the treatment of End User Internet Service Providers because of the
variety of services being provided by them and the difficulty of classifying ISPs based upon the
various types of services (activities) into a particular exemption category.
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      A number of exemption applications have been received wherein the ISP has been created by
various public institutions in response to perceived public needs. These institutions include town
governments located in rural areas, library systems, both large and small, public education
groups and school systems setting up separate organizations to carry out ISP activities, including
colleges and universities extending their internet access throughout their local communities. A
number of applications have also been received from a more amorphous group of entities which
can be described generally as small nonprofit or user cooperatives. Because of the multiplicity of
factual situations, it is impossible to address each situation. However, there are some general
rules which we should keep in mind in working these applications.

5. THE "PURE" END USER ISP -- A BUSINESS

      As a general rule, providing communication 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 established categories of charitable purposes. See our prior discussion in the FY 1996 EO
CPE, Article A., Computer-Related Organizations, pages 9-12.

      Internet services, absent certain circumstances, do not directly accomplish any of the
established categories of exempt purposes. ISP activities are directed toward assisting individuals
in obtaining Internet access services for a fee. Providing such services on a regular basis for a fee
is a trade or business ordinarily carried on for profit.

      While it may be argued that exploring the Internet is an educational activity for the
individual, the ISP is in the business of providing access service to that individual and not in the
business of advancing education.

      Further, unless there are some facts indicating a mutual organizational existence with end-
user, democratic control, the ISP would also not qualify for exemption as a like organization to a
mutual or cooperative telephone company under 501(c)(12).

6. THE END USER ISP, EXEMPTION UNDER IRC 501(c)(3)

      In the past, ISPs have filed for exemption under section 501(c)(3) of the Code and 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.

      Exemption, however, is possible under IRC 501(c)(3) for certain varieties of ISPs. The ISP
may be exempt as the adjunct or integral part of a University, Public School, Library System,
Local Government and/or an incorporated program activity of any of the above. The essential
characteristics must show public accountability and control, dependence on government grants
rather than user fees, and "free" use to students, library patrons, and the general public.

      Under this theory of exemption, the ISP is a wholly controlled subsidiary organization of the
recognized exempt entity. See, for example, Rev. Rul. 78-1, 1978-1 C.B. 148.

      Another possible basis for exemption for ISPs under IRC 501(c)(3) would be for
organizations which are "lessening of the burdens of government". This is an alternative basis for
exemption where it can be shown that there is a dominant governmental role in its creation.
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      Rev. Ruls. 85-1, 1985-2 C.B. 177, and 85-2, 1985-1 C.B. 178, set out a two-part test for
determining whether an organization's activities are lessening the burdens of government. First,
it is necessary to determine whether the governmental unit considers the organization's activities
to be its burden. The second part of the test is whether these activities actually lessen the burdens
of government.

      An activity is a burden of the government if there is an objective manifestation by the
governmental unit that it considers the activities of the organization to be its burden. The
interrelationship between the governmental unit and the organization may provide evidence that
the governmental unit considers the activity to be its burden. Whether the organization is actually
lessening the burdens of government is determined by considering all of the relevant facts and
circumstances.

      An "umbrella" organization for the provision of Internet access to governmental entities,
public institutions, or public libraries may also be exempt under section 501(c)(3), under the
more general concept of improving governmental efficiency in the delivery of public services.
See: The Council for Bibliographic and Information Technologies v. Commissioner, 63 TCM
3186 (1992). See also Rev. Rul. 70-79, 1970-1 C.B. 127.

      Ordinarily the ISP will not be exempt as an organization whose activities advance education.
The specialist or examiner must be careful to distinguish, on a factual basis, the ISP from other
types of entities engaged in similar activities which have been found to advance education. Two
examples are found in Rev. Ruls. 74-614, 1974-2 C.B. 164 and 81-29, 1981-1 C.B. 329. These
revenue rulings concern the operation of computer networks. In the first, the operation of a
regional computer network among colleges and universities, and in the second, the operation of a
network among libraries. Both situations are distinguishable from the ISP and do NOT support
the conclusion that an ISP advances education. The ISP does not advance education in this
manner because its activities are directed to access to a network, the Internet, and not the
operation of a limited educational network.

      The following are some examples and the analysis applied to each in determining whether
the applicant ISP is entitled to exemption under section 501(c)(3):

EXAMPLES:

     EXAMPLE 1: The A organization is formed by a major University in
     the Town of X. Most of the Town of X is the University, which is
     the town's principal industry and employer. The University
     formed A as a wholly owned subsidiary organization to provide
     Internet services to its student body. The University decided,
     as a public service and to advance education, to provide
     Internet access to the elementary and secondary public schools
     in the town of X, the X town library, and the town of X
     government offices. A provides internet access free to its
     student body and for a substantially reduced fee to all others
     in the Town of X. The A organization is an adjunct or integral
     part of the University and qualifies for exemption under section
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     501(c)(3) of the Code.

     EXAMPLE 2: The B organization's main purpose is to sponsor
     workshops and publish a newsletter over the Internet containing
     topics relating to solar energy. Workshops and newsletters can
     be easily accessed by the public at no charge at B's Internet
     address. A limited number of individual users were permitted to
     use B's Internet access through individual accounts for a fee. B
     win be primarily supported through grants and public
     contributions. B was held exempt under section 501(c)(3) of the
     Code as an educational organization. (Note that the user fees
     derived from the individuals who obtained Internet access
     through B would be income from an unrelated trade or business,
     absent additional facts showing relatedness.)

     EXAMPLE 3: The C organization, funded by a government grant from
     the Town of Y, was established to act as a clearinghouse for
     information and a resource center to assist local government,
     public schools, and the University in the Town of Y. The Town of
     Y perceived the need for quality Internet access services to its
     citizens, passed enabling ordinances, and applied for state
     grant assistance. A five-year project was initiated by a
     consortium of private-sector/public-sector organizations to
     establish a high-technology information highway system (ISP)
     available to all members of the community, but in particular to
     local government departments, students within the public schools
     of Y and the University in the Town of Y. The governing body
     includes officials from the Town of Y, the University and
     various private sector entities. The government of the Town of Y
     and the state government have oversight and controlling input in
     the C organization through their grant support and board
     membership. In addition to the grants, C also received donations
     from various private foundations. C is exempt under section
     5O1(c)(3) of the Code because it lessens the burdens of
     government.

     EXAMPLE 4. The D organization's main purpose is to own and
     maintain an Internet access site for disadvantaged businesses,
     individuals and communities in the City of Z. D is primarily
     supported through user fees. Even though D states that its
     services are provided to disadvantaged businesses of Z, it is
     not operated exclusively for the relief of the poor, distressed,
     or underprivileged, as other individuals not in these charitable
     classes have accounts with D. Further, D is not controlled by
     its users and they have no voice in its operation. Finally,
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     there was no showing by D that it restricted the Internet access
     services it provided to disadvantaged users in a particular
     economically-depressed area of Z or that the D service area in Z
     was in fact an economically depressed area.

          D's activities are directed toward assisting individuals in
     obtaining its Internet services for a fee. This is not an exempt
     activity under section 501(c)(3) of the Code. D's providing
     Internet access services for a fee in these circumstances is a
     trade or business ordinarily carried on for profit. This
     precludes exemption under section 501(c)(3).

7. THE END USER ISP, EXEMPTION UNDER IRC 501(c)(12)

      Section 501(c)(12) of the Code provides for exemption from Federal income tax of mutual
ditch or irrigation companies, mutual or cooperative telephone companies, or like organizations,
if 85% or more of their income consists of amounts collected from members of the sole purpose
of meeting losses and expenses.

      In certain circumstances, an End User ISP can qualify for exemption under section
501(c)(12) as a "like organization" under section 501(c)(12). This is by no means the first time
that this rationale has been employed.

      For example, in Rev. Rul. 57-420, 1957-2 C.B. 308 it was held that an organization
providing a two-way radio system for its members on a cooperative basis qualified for exemption
under section 501(c)(12) of the Code as a "like organization" because it had a purpose similar to
that of a mutual telephone company. All members were required to lease or purchase their own
radio equipment, and all mobile units had to comply with the minimum specifications of the
Federal Communications Commission. Each unit was equipped with a selective calling system
which operated in conjunction with a centrally located base station. The association was operated
for the mutual benefit of its members and without profit. Contributions to capital and operating
expenses were accepted only on a cost sharing basis and all costs were prorated on an equitable
basis among members receiving services. Any profits after authorized charges, expenses, and
costs were refunded to members on a unit basis at the close of the fiscal year.

      And in Rev. Rul. 83-170, 1983-2 C.B. 97 it was held that a cooperative organization
furnishing cable television service to its members qualified for exemption under section
501(c)(12) of the Code as a "like organization" because it operated on a true mutual and
cooperative basis within the meaning of section 501(c)(12), provided that 85% or more of its
income consists of amounts collected from members for the sole purpose of meeting losses and
expenses. It was also held that cable television corporations were similar in nature to public
utilities.

      The Service has recently determined that End User ISPs provide a service similar to the two-
way radio system held to be exempt in Rev. Rul. 57-420, and therefore qualify for exemption
under section 501(c)(12), subject to certain conditions explained below.

      End User ISPs must function with true democratic control by members and operate on a true
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mutual and cooperative basis within the meaning of section 501(c)(12).

      Rev. Rul. 72-36, 1972-1 C.B. 151, sets forth four requirements cooperative companies must
meet in order to exempt under section 501(c)(12).

          1. The rights and interest of members in the company's
          savings must be determined in proportion to their business
          with the company;

          2. Records must be kept as are necessary to determine at
          any time each member's right and interest in its assets;

          3. A member's rights and interests must not be forfeited
          upon withdrawal or termination of membership; and

          4. Upon dissolution, gains from the sale of appreciated
          assets must be distributed to all persons who were members
          during the period which the asset was owned by the company
          in proportion to the amount of business by those members
          during the period insofar as is practicable.

      Further, the End User ISP must receive 85% or more of its income from amounts collected
from members for the sole purpose of meeting losses and expenses.

      Finally, it has been determined that the lack of regulation of the ISP as a public utility does
not jeopardize exemption under section 501(c)(12). The factual analysis of the organization
described in Rev. Rul. 83-170, cited above, as being similar to that of a public utility corporation,
should not be viewed as requiring public regulation of the ISP under state public utility statutes.
(It should be noted in passing that while ISPs are presently unregulated, a number of states are
considering bringing the ISP within the ambit of the public utility statutes.)

      The following examples illustrate the analysis employed in determining whether the
applicant ISP is exempt under section 501(c)(12):

EXAMPLES:

     EXAMPLE 1: The E organization is an ISP and provides and
     maintains a high-speed, digital communications network through
     which members may access the Internet. E provides to its members
     a leased line for connection to the upstream "Backbone" Internet
     Provider. E is the only mutual ISP in its service area. E
     functions with true democratic control by members and otherwise
     operates on a true mutual and cooperative basis within the
     meaning of section 501(c)(12) of the Code. E is providing a
     service (Internet connection) which allows its members to
     communicate with others in a manner similar to the two-way radio
     system held to be exempt in Rev. Rul. 57-420, cited above.
     Therefore, E is exempt under section 501(c)(12).

     EXAMPLE 2: The F organization's primary activity is establishing
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     a home page with the purpose of promoting its community on the
     Internet. The Internet provides the community with information
     about its schools, government, libraries, businesses, community
     calendar events, churches, genealogy records, service clubs,
     etc. The service is $12 per month for approximately 700 members.
     F meets the criteria outlined in Rev. Rul. 72-36, cited above,
     and its only support is user fees derived from its members. F is
     exempt under section 501(c)(12) of the Code as a "like
     organization".

     EXAMPLE 3: The G organization operates in the same manner as
     Example 2 above. G's primary activity is to establish an ISP. It
     offers a Christian-based ISP to members across the United States
     for a fee. G also meets the criteria of Rev. Rul. 72-36 and its
     only support is from user fees. G is held exempt as a "like
     organization" under section 501(c)(12) of the Code.

8. ADDITIONAL ISSUES

     A. CASE DEVELOPMENT

      The specialist in development of the exemption application may turn to the public source, the
Internet, in search of information concerning the ISP. Typically, the ISP will provide its home
address on the Internet and invite a perusal of the homepage. The specialist should be mindful
that in using this or any other source of public information, such information cannot be included
in the exemption application file unless and until the applicant organization has received the
material in question from the specialist and has had an opportunity to comment upon it. This is
especially so in the case of exemption applications under section 501(c)(3) of the Code which are
subject to the declaratory judgment provisions of section 7428. In the event of litigation on the
issue of exemption under section 501(c)(3), the review by the courts is on the administrative
record and NOT "de novo". Therefore, it is important to make the administrative record as
complete as possible by exchanging public source documentation bearing upon the exemption
issue with the applicant.

     B. UNRELATED TRADE OR BUSINESS ACTIVITY

      The use of a graphical interface by most ISPs leads to its natural exploitation as an
advertising medium. Most ISP Webpages contain some active or passive "placards", as well as
running "banners", both forms of advertisements, as well as a host of "links", related references,
which when selected will lead to other Web sites, other locations on the Internet. It is often
difficult to determine where promotion of the organization or the organization's purposes leave
off and advertising for income begins, especially where the ISP has upon its Webpage a variety
of advertisers who appear to tie-in to the organization's purposes or the ISP's provision of
services.

      In determining what on the Web page is advertising a rough rule of thumb is that if it is an
active or passive placard, or a running banner and income is being derived, it is advertising. If
the Web page shows merely a displayed link then it may not be advertising, but only if related to
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activities or purposes of the organization.

      An analysis of whether such items are advertising must be done on an individual facts and
circumstances basis. The specialist or examiner should be looking for ISP contractual
relationships with the displayed companies' products to determine whether unrelated trade or
business income exists. One private letter ruling has considered the issue to date and then only in
passing. See: PLR 9723046, dated March 12, 1997. No conclusion was reached in the letter
concerning the extent of the advertising income (other than to acknowledge that it existed in this
case), and thus the issue was reserved and not ruled upon. The main activity of the organization
on the Internet was found to be related and thus did not adversely affect the private foundation's
exempt status, or violate certain Chapter 42 provisions.

     C. NON-MEMBER INCOME

      No cases have been seen to date which specifically involve ISPs and the issue of member
versus non-member income under section 501(c)(12). The issue is sure to arise as ISPs will seek
to enhance their revenue through the provision of additional Internet services.

      For example, telephonic communication through the Internet is one area of activity being
examined by various regulatory authorities including the Federal Communications Commission.

      Further, there are some moves afoot to impose an interexchange carrier fee upon ISPs that
provide such "Webphone" services in order to provide infrastructure improvements to the
internet. This fee is sure to be allocated among the various ISPs as soon as the regulatory
mandate exists and the technical details involving billing and collection can be resolved.

      How the ISPs' additional "Webphone" revenue and the resultant interexchange fees billing
and collection will be treated from the standpoint of member/non-member income classification
is not entirely clear. A recent case, Golden Belt Telephone Association, Inc. v. Commissioner,
108 T.C. 498 (1997) would seem to suggest that income derived from such activities is not
treated as either member or non-member income but instead is excluded from the 85% member
income test. See also Rev. Rul. 81-291, 1981-2 C.B. 131, which indicates that certain types of
income received or accrued from servicing incoming long-distance calls are to be excluded from
the test.

     9. CONCLUSION

      End User ISPs, which are usually businesses, may in certain factual circumstances, be
exempt under IRC 501(c)(3) or under IRC 501(c)(12).

      Exemption under IRC 501(c)(3) depends upon the ISP's relationship to other IRC 501(c)(3)
entities or government entities, their End Users, and the nature and extent of their activities.

      Also, the End User ISP may be exempt as a "like organization" under section 501(c)(12) of
the Code similar to mutual or cooperative telephone companies. These ISPs must meet the four
requirements under Rev. Rul. 72-36 as stated above, and meet the 85% membership income test,
to have the benefit of this exemption provision.

      One distinguishing factor between ISPs applying for exemption under section 501(c)(3) and
501(c)(12) to keep in mind is that an ISP applying for exemption under section 501(c)(3) which
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is supported primarily by user fees, would be denied exemption based on private benefit and
operating a business for profit. The same ISP may qualify under section 501(c)(12) if it meets the
requirements of Rev. Rul. 72-36 and the membership income test.

      Application documentation obtained from public sources, including the Internet, and not
directly from the applicant, must be provided to the applicant for review and comment in order to
be included in the administrative record.
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D. EXEMPTION OF MEDICAID HMOs AND MEDICAID SERVICE
ORGANIZATIONS UNDER IRC 501(c)(3)

by
Lawrence M. Brauer and Marvin Friedlander

"The future ain't what it used to be." -- Yogi Berra

1. INTRODUCTION

     A. BACKGROUND

      This article describes the circumstances under which nonprofit health maintenance
organizations (HMOs) and Medicaid service organizations that provide services exclusively to
Medicaid recipients may qualify for exemption from federal income tax as organizations
described in IRC 501(c)(3).

      Medicaid is a joint federal-state program that pays for medical assistance to low income
persons and persons in certain other categories, including the blind, disabled, and children in
foster care. Title XIX, Soc. Sec. Act, 42 U.S.C. sections 1396 - 13965. The federal government
provides funds to the states. The states commit additional funds and arrange for the actual
delivery of medical care to the program's beneficiaries.

      Until recently, state Medicaid programs paid providers of health care services directly under
traditional fee-for-service reimbursement arrangements. Following trends in the private sector,
many states are adopting managed care systems.

      The term "managed care" describes various strategies for reducing health care costs while
maintaining or improving quality. The operations of a typical health maintenance organization
(HMO) illustrate how managed care strategies may be used to reduce health care costs.

      The typical HMO provides its enrollees, or "members," with all needed health care services
in exchange for a fixed monthly fee. The key to HMO operations is that each enrollee chooses,
or is assigned, a primary care physician, usually an internist family practitioner, or pediatrician,
who serves as "gatekeeper." Generally, enrollees must obtain approval of their primary care
physician before seeing specialists or entering a hospital. The primary care physician helps keep
costs down by preventing overuse of expensive services and procedures.

      The gatekeeper allows the HMO to improve the quality of health care provided to its
enrollees by (1) providing ready access to a primary care physician, thus reducing the likelihood
of more serious complications resulting from delayed care; (2) offering preventive care and (3)
ensuring that care will be delivered by a provider who is familiar with an enrollee's medical
history and who can coordinate health services from other providers.

      HMOs also use the bargaining power afforded by their large enrollee bases to negotiate
discounts for the services provided to their enrollees by primary care physicians, hospitals,
pharmacies, and specialist physicians with whom they contract for patient care services.

      In the typical Medicaid HMO arrangement, the state or local agency responsible for
administering the Medicaid program pays the Medicaid HMO a monthly fixed fee based on the
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number of Medicaid enrollees. In return, the Medicaid HMO arranges for the provision of
various health care services to its Medicaid enrollees. These services may be limited to primary
care services or may also include hospital services.

     B. EXEMPTION STANDARD

      Whether an HMO qualifies for exemption under IRC 501 (c)(3) has been a much debated
issue because an HMO merges two functions: providing health care, a traditional charitable
activity; and providing insurance, which has traditionally been considered a noncharitable
function. Additionally, an HMO provides services to a restricted group. The Service initially
considered all HMOs ineligible for exemption under IRC 501(c)(3) because the insurance
element was a substantial nonexempt purpose, and the membership element resulted in excessive
private benefit. The Tax Court rejected application of this reasoning to all HMOs in Sound
Health Association v. Commissioner, 71 T.C. 158, acq. 1981-2 C.B. 2, in which it held that the
staff model HMO in question qualified for exemption under IRC 501(c)(3) because it provided
direct health care to its enrollees and to the community in a manner similar to a charitable
hospital.

      However, not all HMOs satisfy the standards in Sound Health, especially HMOs that
primarily arrange for health care services to be provided by others rather than directly providing
services itself.

      Where an HMO that arranges for health care benefits seeks exemption under IRC 501(c)(3)
on the theory that its activities promote the health of the community as a whole, the organization
must satisfy a "flexible community benefit standard." See Geisinger Health Plan v.
Commissioner, 985 F.2d 1210 (3rd Cir. 1993) ("Geisinger II"), rev'g 62 T.C.M. (CCH) 1656
(1991) ("Geisinger I"). Under this standard, the HMO's activities must not be directed solely to
its enrollees; it must benefit the community as a whole in addition to its enrollees.

      Moreover, where an HMO that arranges for health care benefits seeks exemption under IRC
501(c)(3) based on the "integral part doctrine," in other words, that its activities benefit one or
more IRC 501(c)(3) hospitals in the health care system of which it is a part, the organization
must serve only patients of the related exempt hospitals. See Geisinger Health Plan v.
Commissioner, 100 T.C. 394 (1993) "Geisinger III"), aff'd, 30 F.3d 494 (3rd Cir. 1994)
("Geisinger IV"). Under this principle, the HMO's enrollees and the patients of the related
exempt hospitals must be substantially identical.

      When an HMO arranges for health care benefits for segments of the community who are
generally under served, the HMO generally will be able to qualify for exemption under IRC
501(c)(4) as an organization whose activities promote the general welfare of the people of a
community. See GCM 39829 (September 10, 1990).

      This article discusses whether charitable purposes are accomplished where an HMO benefits
its enrollees who, as Medicaid recipients, are part of a class of persons identified by the
government as having special health care needs. It also discusses whether charitable purposes are
accomplished by a service organization that operates to assist in the provision of health care
benefits to Medicaid recipients.
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      The following hypothetical examples, involving Medicaid HMOs and a Medicaid service
organization, provide a vehicle for discussing these issues.

     C. HYPOTHETICAL EXAMPLES

Example 1

      Alwaysopen Medical Clinic ("AMC") is a nonprofit corporation that is exempt under IRC
501(c)(3). AMC operates a medical clinic offering primary health care services. AMC has been
providing primary health care services to Medicaid beneficiaries in the state on a fee-for-service
basis. AMC now intends to provide health care services to Medicaid beneficiaries in the state on
a managed care basis. To accomplish this, AMC forms Community Health Plan ("CHP"), a
nonprofit corporation, to operate a prepaid Medicaid program as an HMO by enrolling
exclusively Medicaid beneficiaries and their dependents. CHP arranges for the provision of
health care services to its enrollees through its network of health care providers.

      Under CHP's contract with the state Medicaid agency, CHP receives "capitated fees," a fixed
monthly fee for each Medicaid beneficiary enrolled in its HMO. The state Medicaid agency
establishes standards for Medicaid eligibility and certifies persons as eligible for Medicaid
benefits.

      CHP contracts with AMC for AMC to provide primary health care services to CHP's
enrollees. AMC provides almost all of these services at its clinics through its employed health
care providers. CHP also contracts with independent physicians engaged in the private practice
of medicine to provide primary and specialty health care services to CHP's enrollees at the
physicians' own facilities on a non-exclusive basis. In addition, CHP has negotiated with several
unrelated hospitals to provide inpatient and outpatient hospital services to CHP's enrollees.

      CHP ensures that enrolled Medicaid beneficiaries are adequately informed about their health
care benefits, providing counseling and assistance in making the transition to managed care.
CHP educates beneficiaries regarding access to health care, providing direction as to the
appropriate utilization of health care facilities and encouraging the use of preventive health care
measures. CHP also ensures that enrolled Medicaid beneficiaries obtain appropriate health care
by ensuring that providers are available and that services will be provided in a coordinated
manner.

      AMC's board of directors is comprised of independent members of the community. In
addition, AMC has adopted a substantial conflicts of interest policy that also applies to CHP.

Example 2

      Diversified Medical Corporation ("DMC") was incorporated as a non-profit membership
corporation under state law. DMC operates an HMO exclusively for Medicaid beneficiaries in
certain medically under served areas in the state.

      DMC's members consist of five hospitals, all of which are exempt under IRC 501(c)(3). Each
member appoints one director to DMC's Board of Directors. DMC has adopted a substantial
conflicts of interest policy.

      DMC has entered into a contract with the state's Department of Community Health to operate
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as a Medicaid HMO. Any individual who qualifies for Medicaid assistance in the state
automatically qualifies for enrollment in DMC. The state pays DMC a monthly capitated fee for
each enrollee.

      DMC contracts with its member hospitals, which employ salaried physicians, to provide
primary health care services at the members' facilities. DMC also contracts with independent
physicians in private practice to provide primary care and specialty services.

      DMC ensures that enrolled Medicaid beneficiaries are adequately informed about their health
care benefits, providing counseling and assistance in making the transition to managed care.
DMC educates beneficiaries regarding access to health care, providing direction as to the
appropriate utilization of health care facilities and encouraging the use of preventive health care
measures. DMC also ensures that enrolled Medicaid beneficiaries obtain appropriate health care
by ensuring that providers are available and that services will be provided in a coordinated
manner.

Example 3

      Network Health Services ("NHS") was incorporated under state law as a nonprofit
corporation. Under state law, the Department of Social Services in each county is required to
furnish Medicaid benefits to county residents who are eligible for such services. In connection
with a county's Medicaid program, state law provides that a county may contract only with
organizations that are exempt under IRC 501(c)(3) to perform the following services:

     o Establish a network of primary care physicians who will
       provide health care services to Medicaid beneficiaries;

     o Coordinate reimbursement, monitor quality, perform fiscal
       management, program development, quality assurance and
       utilization regarding the physician network;

     o Provide Medicaid beneficiaries with certain services, such as
       instructing them how to use primary care physicians for
       obtaining routine health care instead of going to hospital
       emergency rooms; and

     o Train teaching teams to go into the community to enroll
       additional Medicaid-eligible persons as participants in the
       program.

      The Department of Social Services of one county in the state contracted with NHS for NHS
to perform the services described above in connection the county's Medicaid program. The
county pays NHS capitated fees. NHS pays the primary care physicians in the network capitated
fees less $2.50 per enrollee per month, which NHS retains as an administrative fee.

      NHS is a non-membership corporation. NHS has adopted a substantial conflicts of interest
policy and a majority of the members of its board of directors is required to be independent
community members.

2. BASES FOR EXEMPTION
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      The activities of CHP and DMC demonstrate that their charitable purposes are (1) to promote
the health of the community by arranging for the provision of health care services to Medicaid
beneficiaries and (2) to relieve the poor and distressed by meeting the special health care needs
of Medicaid beneficiaries.

      The activities of NHS are activities that the state expressly authorized that counties transfer
to tax-exempt charitable organizations as part of each county's obligation to provide health care
services to Medicaid beneficiaries. These activities demonstrate that NHS's charitable purpose is
to lessen the burdens of government.

      Each of these rationales and other considerations involving exemption are discussed below.

     A. PROMOTION OF HEALTH

     (1) LAW

      Reg. 1.501(c)(3)-1(d)(2) provides that the term "charitable" is used in IRC 501(c)(3) in its
generally accepted legal sense. The promotion of health has long been recognized as a charitable
purpose. See Restatement (Second) of Trusts, IRC 368, 372 (1959); 4A Scott and Fratcher, The
Law of Trusts, IRC 368, 372 (4th ed. 1989); Rev. Rul. 69-545, 1969-2 C.B. 117. The Service and
the courts have recognized that the promotion of health includes activities other than the direct
provision of patient care.

      For example, Rev. Rul. 75-197, 1975-1 C.B. 156, holds that a nonprofit organization that
operates a free computerized donor authorization retrieval system to facilitate transplantation of
body organs upon a donor's death qualifies for exemption under IRC 501(c)(3). By facilitating
the donation of organs that will be used to save lives, it is serving the health needs of the
community and therefore is promoting health within the meaning of the general law of charity.

      Rev. Rul. 77-69, 1977-1 C.B. 143, describes an organization formed as a Health Systems
Agency (HSA) under the National Health Planning and Resources Development Act of 1974. As
an HSA, the organization's primary responsibility was the provision of effective health planning
for a specified geographic area and the promotion of the development within that area of health
services, staffing and facilities that met identified needs, reduced inefficiencies and implemented
the HSA's health plan. The revenue ruling concludes that by establishing and maintaining a
system of health planning and resources development aimed at providing adequate health care,
the HSA is promoting the health of the residents of the area in which it functioned. Therefore,
the HSA qualifies for exemption under IRC 501(c)(3) on the basis that it promoted health.

      Rev. Rul. 81-28, 1981-1 C.B. 328, holds that a nonprofit organization that provides housing,
transportation and counseling to hospital patients' relatives and friends who travel to the locality
to assist and comfort the patients qualifies for exemption under IRC 501(c)(3) because it
promotes health by helping to relieve the distress of hospital patients who benefit from the
visitation and comfort provided by their relatives and friends.

      In Professional Standards Review Organization of Queens County, Inc. v. Commissioner, 74
T.C. 240 (1980), acq. 1980-2 C.B. 2 ("Queens County PSRO"), the Tax Court held that an
organization that reviewed the propriety of hospital treatment provided to Medicaid recipients is
exempt under IRC 501(c)(3) because it lessened the burdens of government and promoted the
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health of persons eligible for Medicare and Medicaid.

      Rev. Rul. 81-276, 1981-2 C.B. 128, holds that a PSRO qualifies for exemption under IRC
501(c)(3) because it lessens the burdens of government and promotes the health of the
beneficiaries of the Medicare and Medicaid programs. Regarding the promotion of health, the
Service states:

     PSROs were intended to reduce overutilization of the health
     services provided under edicare and edicaid (and the
     impact of such on overutilization on the health of the aged and
     poor) by assuring that payments for health care services under
     governmental health care programs would be made only when, and
     to the extent, medically necessary. . . .

     By operating as a designated PSRO and restricting federal health
     care payments to services that are medically necessary, [the
     organization] is promoting the health of the beneficiaries of
     governmental health care programs by preventing unnecessary
     hospitalization and surgery.

      In Geisinger II, supra, an HMO was part of a large health care system. It arranged for the
provision of health care services only for its enrollees. A subsidized dues program was planned
for individuals who could not afford to pay the premiums. Physician services were provided by a
clinic that was part of the system and hospital services were provided by hospitals both in the
system and outside of the system. System hospitals provided 80 percent of the hospital services
to the HMO's enrollees and non-system hospitals provided 20 percent. More than 84 percent of
physician services were provided by physicians employed by the system clinic. The Third Circuit
held that the HMO did not qualify for exemption under IRC 501(c)(3) because by merely
arranging for health care services for its members, the HMO primarily benefited its members, not
the community as a whole.

      The Third Circuit stated that a nonprofit hospital, including an HMO, will qualify for tax-
exempt status if it primarily benefits the community. One way for a hospital (or an HMO that
provides direct care) to benefit the community to serve those who pay their bills through public
programs such as Medicaid or Medicare. Other ways to benefit the community are through
maintaining an emergency room or providing free care for indigents. In any event, an
organization must meet a "flexible community benefit test based on a variety of indicia." 985
F.2d. at 1217. Thus, to qualify under IRC 501(c)(3), the HMO must benefit the community as a
whole in addition to its members.

      The Third Circuit concluded that the HMO benefited only its members and itself, not the
community as a whole. The subsidized dues program was insufficient because this alone did not
result in the HMO primarily benefiting the community rather than just its members. The court
stated:

     The mere fact that a person need not pay to belong does not
     necessarily mean that GHP, which provides services only to those
     who do belong, serves a public purpose which primarily benefits
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     the community. The community benefited, is, in fact, limited to
     those who belong to GHP since the requirement of subscribership
     remains a condition precedent to any service. Absent any
     additional indicia of a charitable purpose, this self-imposed
     precondition suggests that GHP is primarily benefiting itself
     (and perhaps, secondarily benefiting the community) by promoting
     subscribership throughout the areas it serves.

Geisinger II, at 1219.

      In summary, the Third Circuit stated:

     An HMO must primarily benefit the community, not its subscribers
     plus a few people, in order to qualify for tax-exempt status
     under section 501(c)(3).

     Id. at 1220.

      An organization that merely promotes health in the broad sense of the term, without more,
does not qualify for recognition of exemption under IRC 501(c)(3). For example, although
selling prescription pharmaceuticals promotes health, pharmacies cannot qualify for recognition
of exemption under IRC 501(c)(3) on that basis alone. In Federation Pharmacy Services Inc. v.
Commissioner, 72 T.C. 687, 692 (1979), aff'd, 625 F.2d 804 (8th Cir. 1980), the Tax Court
stated.

     Virtually everything we buy has an effect, directly or
     indirectly, on our health. We do not believe that the law
     requires that any organization whose purpose is to benefit
     health, however, remotely, is automatically entitled, without
     more, to the desired exemption.

      Further, based on long-standing authority that providing ordinary business services for
charitable organizations is not, in itself charitable, an organization that provides ordinary
business services for exempt health care organizations does not promote health in a charitable
manner.

      Living Faith, Inc. v. Commissioner, 950 F.2d 365 (7th Cir. 1991), involves an organization
that operated restaurants and health food stores with the intention of furthering the religious work
of the Seventh-Day Adventist Church as a health ministry. The Seventh Circuit held that these
activities were primarily carried on for the purpose of conducting a commercial business
enterprise. Therefore, the organization did not qualify for recognition of exemption under IRC
501(c)(3).

      Rev. Rul. 54-305, 1954-2 C.B. 127, describes an organization whose primary purpose is the
operation and maintenance of a purchasing agency for the benefit of its otherwise unrelated
members who are exempt as charitable organizations. The ruling holds that the organization did
not qualify under IRC 101(6) (the predecessor to IRC 501(c)(3)) because its activities consisted
primarily of the purchase of supplies and the performance of other related services. The revenue
ruling states that such activities in themselves cannot be termed charitable, but are ordinary
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business activities.

      Rev. Rul. 69-528, 1969-2 C.B. 127, deals with an organization formed to provide investment
services on a fee basis only to organizations exempt under IRC 501(c)(3). The organization
invests funds received from participating tax-exempt organizations. The service organization is
free from the control of the participating organizations and has absolute and uncontrolled
discretion over investment policies. The ruling holds that the service organization did not qualify
under IRC 501(c)(3) and stated that providing investment services on a regular basis for a fee is a
trade or business ordinarily carried on for profit.

      Rev. Rul. 72-369, 1972-3 C.B. 245, involves an organization formed to provide management
and consulting services at cost to unrelated exempt organizations. The revenue ruling states:

     Providing managerial and consulting services on a regular basis
     for a fee is a trade or business ordinarily carried on for
     profit. The fact that the services in this case are provided at
     cost and solely for exempt organizations is not sufficient to
     characterize this activity as charitable within the meaning of
     section 501(c)(3) of the Code.

      In Rev. Rul. 77-3, 1977-1 C.B. 140, a nonprofit organization that provides rental housing and
related services at cost to a city for its use as free temporary housing for families whose homes
have been destroyed by fire is not a charitable organization exempt under IRC 501(c)(3). The
revenue ruling states:

     t is the city rather than the organization that is providing
     free temporary housing to the distressed families. The
     organization is merely leasing housing property and providing
     certain maintenance and other services in connection therewith
     to the city at cost in a manner similar to organizations
     operated for profit, and is not itself engaged in charitable
     activities.

      In B.S.W. Group, Inc. v. Commissioner, 70 T.C. 352 (1978), an organization entered into
consultant-retainer relationships with five or six limited resource groups involved in the fields of
health, housing, vocational skills and cooperative management. The organization's financing did
not resemble that of the typical IRC 501(c)(3) organization. It had neither solicited, nor received,
any voluntary contributions from the public. The court concluded that because its sole activity
consisted of offering consulting services for a fee, set at or close to cost, to nonprofit, limited
resource organizations, it did not qualify for exemption under IRC 501(c)(3).

      In Christian Stewardship Assistance, Inc. v. Commissioner, 70 T.C. 1037 (1978), a nonprofit
corporation that assisted charitable organizations in their fund raising activities by providing
financial planning advice on charitable giving and tax planning to wealthy individuals was held
not to qualify under IRC 501(c)(3) because its tax planning services were a substantial
nonexempt activity enabling the corporation to provide commercially available services to
wealthy individuals free of charge.
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      Although Rev. Rul. 70-535, 1970-2 C.B. 117, involves IRC 501(c)(4), the analysis is similar
to revenue rulings involving IRC 501(c)(3). The revenue ruling, describing an organization
formed to provide management, development and consulting services for low and moderate
income housing projects for a fee, holds that the organization did not qualify under IRC
501(c)(4). The revenue ruling states:

          Since the organization's primary activity is carrying on a
          business by managing low and moderate income housing
          projects in a mariner similar to organizations operated for
          profit, the organization is not operated primarily for the
          promotion of social welfare. The fact that these services
          are being performed for tax exempt corporations does not
          change the business nature of the activity.

          (2) DISCUSSION

      CHP and DMC enroll only Medicaid beneficiaries in their HMOs, arrange for the provision
of health care services for these individuals by a group of health care providers, and ensure that
these individuals obtain access to appropriate health care.

      Medicaid beneficiaries consist of persons who the government considers "poor and
distressed" due to their financial resources or disabilities. As such, these persons generally have
difficulty in obtaining basic necessities, including adequate health care. By enabling Medicaid
beneficiaries to make effective use of a managed care health system, CHP and DMC ensure that
the beneficiaries' health care needs are met. Promoting the health of Medicaid beneficiaries, low-
income individuals who have special health care needs, promotes the health of the community
under Rev. Rul. 69-545, supra; Rev Rul. 75-197, supra; Rev. Rul. 77-69, supra; and Rev. Rul 81-
28, supra, CHP and DMC also satisfy the flexible community benefit standard in Geisinger II,
985 F.2d 1210 (3d Cir. 1993); in addition to benefiting their enrollees personally, CHP and DMC
benefit the community as a whole by promoting the health of Medicaid beneficiaries.

      CHP's and DMC's activities are also similar to the activities in Queens County PSR. In that
case, the Tax Court reasoned that a PSRO promotes the health of the community because its
activities help ensure that Medicare and Medicaid beneficiaries will receive health care that is
medically necessary, thus discouraging the performance of unnecessary medical treatment.
Similarly, by CHP and DMC enrolling only Medicaid beneficiaries in their HMOs and arranging
for the provision of health care services for these individuals by a group of health care providers
they enable the federal and state governments to operate the Medicaid program more effectively
and more efficiently. This promotes the health of the Medicaid beneficiaries and therefore also
promotes the health of the community.

      NHS, on the other hand, does not enroll Medicaid beneficiaries in an HMO that arranges for
the provision of health care services to these individuals. NHS aggregates the claims of smaller
providers to obtain a single reimbursement from the state agency and distributes the appropriate
payments to the individual providers. NHS provides services to the state, enabling the state to
perform its governmental obligation to provide health care services to Medicaid beneficiaries.
NHS itself does not promote the health of the community. NHS may enable the state Medicaid
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program to operate in an efficient and economical manner, but this purpose does not promote the
health of the community in a charitable manner. Instead, it is more of a typical commercial
activity that the state has decided can be performed more effectively by an organization like
NHS rather than by government. See Rev. Rul. 54-305, supra; Rev. Rul. 69- 528, supra; Rev.
Rul. 72-369, supra; Rev. Rul. 77-3, supra; B.S.W. Group, Inc. v. Commissioner, 70 T.C. 532
(1978); and Christian Stewardship Assistance, Inc. v. Commissioner, 70 T.C. 1037 (1978). As a
result, NHS does not directly promote the health of the community, and can qualify for
exemption under IRC 501(c)(3) only if it furthers another recognized charitable purpose.

     B. RELIEF OF THE POOR AND DISTRESSED

          (1) LAW

      Reg. 1.501(c)(3)-1(d)(2) provides that the term "charitable" includes relief of the poor and
distressed. The Service has long held that poor and distressed beneficiaries must be needy, in the
sense that they cannot afford the necessities of life.

      For example, shelter is considered to be one of the necessities of life. Rev. Rul. 67-138,
1967-1 C.B. 129; Rev. Rul. 70- 585, 1970-2 C.B. 115; and Rev. Rul. 76-408, 1976-2 C.B. 145,
hold that the provision of housing for low-income persons accomplishes charitable purposes by
relieving the poor and distressed. These revenue rulings refer to the needs of housing recipients
and their inability to secure adequate housing to determine whether they are poor and distressed.
See also Rev. Proc. 96-32, 1996-1 C.B. 717.

      The Service has also recognized that conditions other than poverty may deprive individuals
of the ability to satisfy their basic needs. For example, relief of the distress of the elderly or
physically handicapped is an exempt purpose. See Rev. Rul. 72-124, 1972-1 C.B. 145; Rev. Rul.
79-18, 1979-1 C.B. 194; and Rev. Rul. 79- 19, 1979-1 C.B. 195.

      In. Rev. Rul. 72-124, an organization operated a home for the aged that provided housing,
limited nursing care, and other services and facilities needed to enable its elderly residents to live
safe, useful, and independent lives. The revenue ruling states:

          . . . t is now generally recognized that the aged, apart
          from considerations of financial distress alone, are also,
          as a class, highly susceptible to other forms of distress
          in the sense that they have special needs because of their
          advanced years. For example, it is recognized in the
          Congressional declaration of objectives, Older Americans
          Act of 1965, Public Law 89-73, 89th Congress, 42, U.S.C.
          3001, that such needs include suitable housing, physical
          and mental health care, civic, cultural and recreational
          activities, and an overall environment conducive to dignity
          and independence, all specially designed to meet the needs
          of the aged. Satisfaction of these special needs
          contributes to the prevention and elimination of the causes
          of the unique forms of "distress" to which the aged, as a
          class, are highly susceptible and may in the proper context
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          constitute charitable purposes or functions even though
          direct financial assistance in the sense of relief of
          poverty may not be involved.

      Thus, an organization may further a charitable purpose by meeting either the basic needs of
persons who are part of a charitable class or the special needs of persons who have been
recognized as requiring specific forms of assistance.

      In Rev. Rul. 77-3, 1977-1 C.B. 140, the owner of housing property contracted with the city to
lease temporary housing to persons whose residences were destroyed by fire. The Service
acknowledged that the provision of free temporary housing to distressed persons in need of
adequate housing is a charitable activity. Nevertheless, the lessor did not qualify for exemption
under IRC 501(c)(3) because the city, not the lessor, was responsible for providing the free
temporary housing to the distressed families. The lessor merely leases the housing property to
the city in a commercial manner, similar to organizations operated for profit, and is not engaged
in charitable activities.

      On the other hand, if the lessor in this revenue ruling had also undertaken responsibility to
provide affordable housing to the fire victims, it would have been comparable to the low-income
housing organizations described in Rev. Rul. 67-138, supra; Rev. Rul. 70-585, supra; and Rev.
Rul. 76-408, supra. Or, if the lessor had undertaken the responsibility to provide social services
to the fire victims to meet their other critical needs, it would have been comparable to the elderly
housing organization described in Rev. Rul. 72-124, supra.

          (2) DISCUSSION

      It is generally acknowledged that many low-income individuals have greater health care
needs than other members of the population, yet these individuals are often unable to obtain
adequate medical care because it is unavailable or it is unavailable at an affordable level.
Therefore, low-income individuals comprise a group of persons with special health care needs.
The federal and state Medicaid statutes expressly recognize the special health care needs of these
low-income individuals and their families. Like organizations that provide housing to low-
income individuals or that address the special needs of the elderly, such as for housing or
physical and mental health (see Rev. Rul. 67-138, Rev. Rul. 70-585, Rev. Rul. 76-408, Rev. Rul.
72-124; Rev. Rul. 79-18, and Rev. Rul. 79-19), an HMO that enrolls only Medicaid beneficiaries
and arranges for the provision of health care services to these individuals by a group of health
care providers facilitates the provision of health care services to low-income individuals, a group
having special health care needs. Therefore, CHP and DMC qualify for exemption under IRC
501(c)(3) because each is organized and operated exclusively for the charitable purpose of
providing relief to the poor and distressed.

      NHS, on the other hand, is similar to the organization in Rev. Rul. 77-3, supra. NHS provides
services to the state, enabling the state to perform its governmental obligation to provide health
care services to Medicaid beneficiaries. Therefore, NHS cannot qualify for exemption under IRC
501(c)(3) on the basis that it is operated exclusively for the charitable purpose of providing relief
to the poor and distressed.

     C. LESSENING THE BURDENS OF GOVERNMENT
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          (1) LAW

      Reg. 1.501(c)(3)-1(d)(2) provides that the term "charitable" includes "lessening of the
burdens of government." This phrase has been interpreted in several cases involving health care
organizations that assist the government to achieve the purposes of the Medicare and Medicaid
statutes.

      Virginia Professional Standards Review Foundation v. Blumenthal, 466 F. Supp. 1164
(D.D.C. 1979) ("Virginia PSRO"), involved the federal income tax status of a professional
standards review organization ("PSRO") set up under the Social Security Amendments of 1972.
The legislative history of this statute indicates that Congress created the PSRO program to
perform a quasi- governmental function of overseeing the delivery of health care services to
Medicare and Medicaid beneficiaries. The purpose of the oversight was to promote effective,
efficient and economical delivery of health care services to Medicare and Medicaid beneficiaries.

      The court found that Congress expressly intended that the PSRO program save the
government the difficulties and expense related to government oversight. The PSRO served
governmental rather than private interests, because it supplied the review and regulation that
Congress viewed as necessary for the continued viability of the Medicare and Medicaid
programs. Therefore, based on a lessening of governmental burdens rationale, the court held that
the PSRO qualified for exemption under IRC 501(c)(3) because its primary purpose was
charitable and it had no substantial non-exempt purpose.

      A similar organization was involved in Professional Standards Review Organization of
Queens County, Inc. v. Commissioner, 74 T.C. 240 (1980), acq., 1980-2 C.B. 2 ("Queen County
PSRO"), also discussed at section 2.A(1) of this article. In that case, the Tax Court rejected the
Service's argument that the PSRO was formed to promote the interests of the medical profession.
The Tax Court emphasized that the PSRO was authorized by federal law to perform a "quasi-
governmental function" because Congress had the responsibility to establish a system to assure
effective utilization review of services paid for by Medicare and Medicaid funds. However,
Congress had shifted its burden of overseeing the system to the medical profession based on its
belief that the medical profession, rather than Congress, was better able to conduct this review.
The court reasoned that any benefits accruing to the medical profession in the form of a
decreased likelihood of federal oversight of the profession were merely incidental to the
attainment of the congressional objective of requiring health care providers to perform quality
assurance function that would otherwise have to be performed by the government itself.
Therefore, the PSRO qualified for exemption under IRC 501(c)(3) because it lessened the
burdens of government and promoted the public health.

      After the Virginia PSRO and Queens County PSRO decisions, the Service issued Rev. Rul.
81-276, supra, concluding that PSROs are charitable organizations because they lessen the
burdens of government and promote the health of the beneficiaries in the Medicare and Medicaid
programs. Regarding lessening the burdens of government, the revenue ruling states:

          The legislative history of the Social Security Amendments
          of 1972 and the statute itself indicate that Congress'
          objective in establishing PSROs were twofold. First, PSROs
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          were intended to reduce overutilization of the health
          services provided under medicare and medicaid (and the
          impact of such overutilization on the health of the aged
          and poor) by assuring that payments for health care
          services under governmental health care programs would be
          made only when, and to the extent, medically
          necessary. . . . Second, PSROs WERE INTENDED TO ENABLE THE
          MEDICAL PROFESSION TO ASSUME THE GOVERNMENT'S
          RESPONSIBILITY FOR REVIEWING THE APPROPRIATENESS AND
          QUALITY OF SERVICES PROVIDED UNDER MEDICARE AND
          MEDICAID. . . .
          By operating as a designated PSRO and restricting federal
          health care payments to services that are medically
          necessary, [the organization] is promoting the health of
          the beneficiaries of governmental health care programs by
          preventing unnecessary hospitalization and surgery. In
          addition, BY ASSUMING GOVERNMENT'S BURDEN OF REVIEWING THE
          APPROPRIATENESS AND QUALITY OF SERVICES PROVIDED UNDER
          MEDICARE AND MEDICAID, M IS LESSENING THE BURDENS OF
          GOVERNMENT within the meaning of section 1.501(c)(3)-
          1(d)(2) of the regulations. [Emphasis added.]

      To provide guidance in the area of lessening the burdens of government, the Service
published Rev. Rul. 85-1, 1985-1 C.B. 177 and Rev. Rul. 85-2, 1985-1 C.B. 178. These revenue
rulings hold that an organization lessens the burdens of government if it can establish that (1) a
governmental unit has, through objective manifestations, demonstrated that it considers the
organization's activities to be its burden; and (2) the organization's activities actually relieve the
government's burden. Under the first requirement, the organization must demonstrate that the
governmental unit accepts the activities conducted by the organization as its responsibility and
recognizes that the organization is acting on its behalf. See Columbia Park and Recreational
Association, Inc., 88 T.C. 1, 43 (1987); affd, without published opinion, 838 F.2d 465 (4th Cir.
1988).

      Because the legislative history of the PSRO statute expressly provided that one of its
objectives was to have the medical profession assume the government's responsibility for
reviewing the propriety and quality of services provided under Medicare and Medicaid, it could
be argued that the PSRO would have satisfied the objective manifestation test of Rev. Ruls. 85-1
and 85- 2. The argument that the government's burden was relieved could be based on the fact
that PSROs do in fact perform an oversight function that Congress had concluded was necessary
to the proper operation of the Medicare and Medicaid programs.

      States participating in the federal Medicaid program undertake the obligation to provide for
the health care needs of persons who qualify as beneficiaries under the program. Traditionally,
states have fulfilled this obligation by reimbursing health care providers at specified rates for
services provided to Medicaid beneficiaries. Many states have now begun to change to a
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managed care arrangement, contracting with HMOs to provide comprehensive and coordinated
health care services to Medicaid beneficiaries in return for capitated fees. Thus, states have
changed the method by which they purchase and deliver health care services to Medicaid
beneficiaries. But states have not transferred their obligation to provide for the health care needs
of persons who qualify as Medicaid beneficiaries.

      The Medicaid organizations with which a state contracts are vendors providing health care
services to the government for a fee. The government is not abdicating any portion of its
responsibility to provide health care services to its Medicaid population, nor are these
organizations usurping any of this responsibility. Rather, the government is merely changing the
manner in which it procures health care services for its Medicaid beneficiaries. Instead of
reimbursing providers on a predetermined fee-for-service basis, the government contracts with
an organization to arrange for the provision of health care services and pays the organization a
fixed monthly fee for each Medicaid enrollee. The fact that the government extensively regulates
and monitors these activities and the operations of these vendors to ensure high quality and cost
reduction is not an objective manifestation by the government that these Medicaid organizations
are performing any of its responsibilities.

      Where a state statute, read as a whole, indicates that the legislative body intended that
activities be performed by the private sector, albeit with public support, such activities are not
considered to lessen the burdens of government. See G.C.M. 38693 (April 15, 1981). The fact
that a government satisfies its burden by contracting, on a commercial basis, for goods or
services, by itself does not establish that the organization providing these goods and services
lessens the government's burden. See Public Industries, Inc. v. Commissioner, 61 T.C.M. (CCH)
1626 (1991); G.C.M. 39685 (December 10, 1987). See, generally, 1993 CPE 17 and 1996 CPE
45-48.

          (2) DISCUSSION

      In the case of CHP and DMC, there has been no objective manifestation by a state, either
administratively or in applicable legislation, of an intention that HMOs should assume any
portion of the state's burden of providing health care for residents who are Medicaid
beneficiaries. See Rev. Ruls. 85-1 and 85-2, supra. Neither state requested that HMOs assume
any portion of its responsibility to provide health care for its Medicaid beneficiaries. Unlike the
PSRO's, neither state has expressly delegated to HMOs its responsibility to perform certain
health care activities that it previously performed. See discussion of Virginia PSRO and Queens
County PSR, above. Further, there is no objective manifestation by either state that it has
accepted the HMOs' activities as the state's responsibility. See Columbia Park and Recreational
Association, Inc., 88 T.C. 1, 43 (1987); aff'd, without published opinion, 838 F.2d 465 (4th Cir.
1988). Instead, like the organization in Public Industries, Inc. v. Commissioner, 61 T.C.M.
(CCH) 1626 (1991), the HMOs have contracted on a commercial basis with the states to arrange
for the provision of health care to the states' Medicaid beneficiaries.

      Thus, neither CHP nor DMC qualifies for exemption under IRC 501(c)(3) on the basis that it
lessens the burdens of government.

      In the case of NHS, however, state law requires each county in the state to furnish Medicaid
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benefits to county residents who are eligible for such services. State law empowers each county
to contract only with organizations that are exempt under IRC 501(c)(3) to perform various
services related to the Medicaid program which the state or county would otherwise have to
perform itself. Pursuant to this authority, the county Medicaid agency contracted with NHS for
NHS to perform these services. The state legislation is an objective manifestation of the state's
intention that a charitable organization should be given the responsibility of performing a portion
of the government's health care responsibilities toward Medicaid beneficiaries. See Rev. Rul. 85-
1 and Rev. Rul. 85-2, supra. Similar to the PSROs, the state has expressly delegated authority to
counties to contract with a charitable organization to perform certain health care activities which
are necessary for the implementation of the Medicaid program and which the state or county
would otherwise have to perform. See Virginia PSRO, 466 F. Supp. 1164 (D.D.C. 1979) and
Queens County PSRO, 74 T.C. 240 (1980), acq., 1980-2 C.B. 2. Further, the county's contract
with NHS, pursuant to statutory authority, to perform these activities is an objective
manifestation by the state that it has accepted NHS's activities as the state's responsibility. See
Columbia Park and Recreational Association, Inc., supra.

      Therefore, NHS qualifies for exemption under IRC 501(c)(3) on the basis that it lessens the
burdens of government.

3. OTHER CONSIDERATIONS

     A. DIRECT PROVIDER

          (1) LAW

      The most common method of promoting health is by the direct provision of health care
services to individuals by physicians, hospitals and clinics. Rev. Rul. 69-545, 1969-2 C.B. 117,
established a community benefit standard as the basis for the federal income tax exemption of a
hospital. A hospital satisfies the community benefit standard if it promotes the health of a class
of persons broad enough to benefit the community as a whole and it does not unduly benefit
private individuals in achieving that objective.

      The application of the community benefit standard of Rev. Rul. 69-545, to exempt hospitals
and other exempt health care organizations was sustained in Eastern Kentucky Welfare Rights
Org. v. Simon, 506 F.2d 1278 (D.C. Cir. 1974), vacated on other grounds, 426 U.S. 26 (1975),
and in Sound Health Association, supra. Sound Health Association acknowledged that an HMO
providing direct health care services to its members is subject to the same community benefit
standards under IRC 501(c)(3) as a hospital.

     (2) DISCUSSION

      Neither CHP, DMC, nor NHS is a direct provider of health care services. Therefore, under
the principles of Sound Health Association, supra, none can be recognized as exempt under IRC
501(c)(3) on the grounds that it is a direct provider of health care services.

B. INTEGRAL PART DOCTRINE

     (1) LAW

      Reg. 1.502-1(b) establishes the "integral part" doctrine for exemption. Under this principle,
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an organization may derive exemption from a controlling exempt organization if the subordinate
organization is not engaged in an activity that would be an unrelated trade or business if the
activity were performed by the controlling organization.

      Thus, for the integral part doctrine to apply, two conditions must be satisfied: (1) the two
organizations must be "related" and (2) the subordinate organization must perform "essential"
services for the exempt parent organization.

      For purposes of Reg. 1.502-1(b), organizations are "related" if one organization exercises
significant structural or financial control over another organization. For example, in Rev. Rul.
78-41, 1978-1 C.B. 148, a trust created by an exempt hospital for the sole purpose of
accumulating and holding funds to be used to satisfy malpractice claims against the hospital, and
from which the hospital directs the bank-trustee to make payments to claimants, qualifies for
exemption under IRC 501(c)(3) as an integral part of the hospital because the hospital exercised
significant financial control over the trust.

      Usually, organizations are related because one organization has structural control over one or
more other organizations. One exempt organization is not related to another merely because both
engage in the same type of exempt activities. See Reg. 1.502-1(b).

      Under these regulations, a subordinate organization provides "essential" services for its
controlling organization if the subordinate's activities would not be an unrelated trade or business
if they were performed by the controlling organization. Thus, a subsidiary organization that is
operated for the sole purpose of furnishing electric power to its exempt parent would qualify for
exemption as an integral part of its parent. However, if the subsidiary furnished electric power to
consumers other than its exempt parent and the parent's exempt subsidiaries, it would not be
exempt.

      In Geisinger Health Plan v. Commissioner, 100 T.C. 394 (1993), ("Geisinger III"), the Tax
Court applied the integral part doctrine to an HMO that was created by an exempt hospital
system. The Tax Court reasoned that the HMO did not qualify for exemption under the integral
part doctrine because a substantial portion of the HMO's enrollees, approximately 20%, were not
patients of the Geisinger system hospitals. The Tax Court concluded that by providing services
to such a significant number of non-system patients, the HMO's activities were not devoted to
furthering the exempt purposes of the Geisinger system hospitals.

      On appeal, the Third Circuit affirmed the Tax Court and in the process expressed its own
views on the integral part exemption. Geisinger Health Plan v. Commissioner, 30 F.3d 494 (3rd
Cir. 1994) ("Geisinger IV").

      According to the Third Circuit, the integral part doctrine has two requirements: (1) the
subordinate organization must not be engaged in activities that would be unrelated trade or
business activities if the parent engaged in these activities directly, and (2) the subordinate
organization's relationship to the parent must enhance (or "boost") the subordinate's ability to
accomplish charitable purposes to such a degree that the subordinate could qualify for exemption
on its own merits.

      The Third Circuit concluded that the HMO did not receive any boost from its association
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with the exempt hospitals in the Geisinger system. The patients the HMO provided to the system,
i.e., the HMO's enrollees, were the same patients that it served without its association with the
Geisinger system. Thus, the court concluded that the HMO did not satisfy the integral part test
because it was not rendered "more charitable" by virtue of its association with the Geisinger
system hospitals.

      Therefore, under the Third Circuit's application of the integral part doctrine, if the enrollees
of an HMO that is a component of an exempt hospital system and the patients of the hospital are
NOT essentially the same, i.e., if a substantial portion of the HMO's enrollees are not also
patients of the hospital, the "boost" requirement would apply. Thus, if the exempt hospital
enhances the HMO's exempt activities to such a degree that, considering the HMO's own
activities together with the enhancement received from the hospital, the HMO could qualify for
exemption on its own, the integral part doctrine would be satisfied.

      On the other hand, if the enrollees of an HMO that is a component of an exempt hospital
system and the patients of the hospital ARE essentially the same, i.e., where almost all of the
HMO's enrollees ARE also patients of the hospital, the Third Circuit's "boost" requirement
would not apply. Thus, the HMO may qualify for exemption if it satisfies the traditional
interpretation of the integral part doctrine as described above.

     (2) DISCUSSION

      AMC, which controls CHP, is an exempt medical clinic that has been providing primary
health care services to Medicaid beneficiaries in the state on a fee-for-service basis. Now CHP
will operate an HMO that will enroll these same persons. CHP will contract with AMC and with
unrelated primary care providers to provide these individuals with primary health care services.
Thus, since CHP's enrollees and AMC's patients are not substantially the same, the Third
Circuit's "boost" requirement would apply.

      According to the Third Circuit, CHP has to demonstrate that its association with AMC
enhances the health of the community to such an extent that CHP would qualify for exemption
on its own merits as an organization that promotes the health of the community. However, there
are no facts establishing that CHP provides health care to a broader class of persons as a result of
its association with AMC than it would absent such association. Since CHP is not rendered
"more charitable" because of its association with AMC, CHP does not satisfy the Third Circuit's
"boost" requirement. Therefore, under this application of the integral part doctrine, CHP would
not qualify for exemption under IRC 501(c)(3).

      Under the traditional interpretation of the integral part doctrine, CHP and AMC must be
structurally related and CHP's activities must not be an unrelated trade or business if AMC rather
than CHP performed these activities. AMC controls CHP and CHP arranges for the provision of
health care services for its enrollees by various providers, including AMC, independent
physicians and several unrelated hospitals. Since CHP's enrollees may become patients of
unrelated hospitals, CHP's activities include arranging for the provision of health care by
unrelated health care providers. Hypothetically, if AMC arranged for the provision of health care
services for CHP's enrollees by unrelated health care providers, this activity would be an
unrelated trade or business. As a result, CHP is considered as not performing an "essential"
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service for AMC. Therefore, based on the integral part doctrine, CHP would not qualify for
exemption under IRC 501(c)(3).

      DMC is controlled by five unrelated IRC 501(c)(3) community health centers. Thus, no one
exempt organization controls DMC. Hypothetically, if any one of these organizations provided
the same services for the other organizations that DMC provides for itself, that activity would
constitute an unrelated trade or business. Therefore, because DMC does not satisfy either
requirement of the integral part doctrine, DMC would not qualify for exemption under IRC
501(c)(3).

      NHS is a separate organization that is not related to a provider of health care services.
Therefore, because NHS does not satisfy the relatedness requirement of the integral part
doctrine, NHS would not qualify for exemption under IRC 501(c)(3) based on the integral part
doctrine.

C. COOPERATIVE HOSPITAL SERVICE ORGANIZATIONS

     (1) LAW

      An organization that meets the requirements of IRC 501(e) as a cooperative hospital service
organization is treated as an organization described in IRC 501(c)(3). To meet the requirements
of IRC 501(e), an organization must be organized and operated on a cooperative basis solely for
two or more tax-exempt hospitals and it must conduct certain activities specifically enumerated
in the statute which, if conducted by the member hospitals themselves, would constitute an
exempt activity. Reg. 1.501(e)-1(a) provides that IRC 501(e) is the exclusive and controlling
section under which a cooperative hospital service organization can qualify as a charitable
organization. Accord, HCSC-Laundry v. U.S., 450 U.S. 1 (1981).

     (2) DISCUSSION

      Because the activities that CHP, DMC, and NHS perform are not included in the list of the
specific statutory activities described in IRC 501(e), none of these organizations qualifies for
exemption under IRC 501(c)(3) on the basis that it is a cooperative hospital service organization,
even if the other requirements of IRC 501(e) were satisfied.

     4. IRC 501(m)

      In addition to satisfying the requirements of IRC 501(c)(3), in order for an organization to be
recognized as exempt, the organization must also satisfy IRC 501(m) by establishing that no
substantial part of its activities is comprised of providing commercial-type insurance. Since a
discussion of IRC 501(m) is beyond the scope of this article, an analysis of this provision is not
included.

     5. CONCLUSION      The use of managed care arrangements by states to provide health care
services to their Medicaid population is a relatively new concept and is continuing to evolve. As
the state and federal governments experiment with different forms of managed care to benefit the
public and control health care costs, we expect that new arrangements will develop. While we
cannot anticipate all the various forms managed care arrangements will take, this analysis
provides some direction as to how the Internal Revenue Service presently views arrangements
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currently being used.
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E. UPDATE ON EXCISE TAX AND OCCUPATIONAL TAX ON WAGERING

by
Glenn Cunningham and Terry Hallihan

1. INTRODUCTION

      The purpose of this topic is to discuss excise taxes on wagering activities common to tax-
exempt organizations such as bingo, pull-tabs, raffles, wheels, casino nights and punch boards.
This topic does not discuss gambling activities such as bookmaking.

      The EP/EO (Employee Plans and Exempt Organizations) Division is assuming primary
examination responsibility from the Examination function for Form 730, Tax on Wagering, and
Form 11-C, Special Tax Return and Application for Registry-Wagering, filed by or that are
required to be filed by organizations within the jurisdiction of EP/EO. Effective January 1, 1997,
Forms 11-C and 730 processing was centralized at Cincinnati Service Center.

      IRC 4401 and 4411 impose excise taxes on the gaming industry.

      IRC 4401 imposes an excise tax on wagers.

      IRC 4411 imposes a companion occupational tax (sometimes called the special tax) on
persons who accept or receive wagers.

      Form 730 is used to report wagering taxes and Form 11-C is used to register for wagering
activity and to pay the occupational tax on wagering.

      Changing the primary examination responsibility for Form 730 and Form 11-C filed by or
that are required to be filed by organizations to the jurisdiction of EP/EO function should
improve compliance with the wagering tax provisions of the Internal Revenue Code by
organizations EP/EO regulates. Improved compliance will not only produce immediate revenue
in the year of adjustment, but should result in organizations adopting wagering tax procedures
that produce long-range voluntary compliance, and reduce taxpayer burden by resolving tax
compliance requirements of exempt organizations in a single contact with the Service.

      Organizations that are exempt from income tax under IRC 501 or 521 are not categorically
exempt from the excise tax on wagering or the occupational tax. (See sections 7 & 8 below.)
Federal wagering tax laws apply to both authorized and unauthorized gaming activities
conducted by exempt organizations.

      The requirement to report wagering receipts for the excise tax and occupational tax may be
misinterpreted by exempt organizations since any organization exempt from income tax under
IRC 501 is also exempt from the wagering taxes, provided no part of the net proceeds derived
from a "lottery" inures to the benefit of any private shareholder or individual. Also, once there is
any inurement, the wagering excise tax applies to the entire drawing which is the amount
wagered rather than the proceeds of the operation (See Section 8.C), and wagers from some
games, for example bingo and gambling wheels are not taxable wagers (See Section 8.B).

      In addition, wagering activities may affect the continuing tax-exempt status of an
organization.
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2. DISCLOSURE OF WAGERING TAX INFORMATION

      IRC 4424 provides that no Treasury Department official or employee may disclose, except in
connection with the administration or enforcement of internal revenue taxes, any document or
record supplied by a taxpayer in connection with the wagering taxes or any information obtained
through any such documents or records. Further, certain documents related to the wagering taxes
and information obtained through such documents may not be used against the taxpayer in any
criminal proceeding except in connection with the administration or enforcement of internal
revenue taxes.

      Congress enacted IRC 4424 to remove any constitutional impediment to the enforcement of
the wagering taxes because of a risk of self-incrimination. Thus no disclosure of the documents
or records described above should be made to any person without first consulting the district
disclosure office.

3. EXCISE TAX ON WAGERING

      IRC 4401(a)(1) imposes a 0.25 percent tax on the amount of any wager authorized under the
law of the state in which accepted. Thus, if gross wagers were $2,400 the amount of the tax
would be $6 ($2,400 x .0025).

      IRC 4401(a)(2) imposes a 2 percent tax on the amount of any wager not described in IRC
4401(a)(1) (i.e., those not authorized by state law). Thus, if gross wagers were $2,400 the
amount of the tax would be $48 ($2,400 x .02).

      Tax is imposed on the gross amount of the wagers received before any payout for prizes or
expenses.

      For example, where the tax applies to an organization selling pull-tabs, the tax would be
applied to the gross amount of sales per box. If a box of $1 pull-tabs contained 2,400 cards, and
the entire box were sold, the tax would be computed using $2,400 as the gross wagers received.

4. TERRITORIAL LIMITATIONS

      IRC 4404 provides that the tax applies to wagers:

          accepted in the United States, or

          placed by a person who is in the United States with a U.S.
          citizen or resident, or in a wagering pool conducted by a
          U.S. citizen or resident.

      Further, Section 44.4404-1(a) of the Excise Tax Regulations states that all wagers made
within the United States are taxable regardless of the citizenship or place of residence of the
parties to the wager. Thus, the tax applies to wagers placed within the United States, even though
the person for whom or on whose behalf the wagers are received is located in a foreign country
and is not a citizen or resident of the United States. Likewise, a wager accepted outside the
United States by a citizen or resident of the United States is taxable if the person making such
wager is within the United States at the time the wager is made.

5. WHO IS LIABLE FOR THE TAX, AND WHEN
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      IRC 4401(c) and Reg. 44.4401-2 describe persons who are liable for the tax on wagers as
those who:

     o engage in the business of accepting wagers;

     o conduct any wagering pool or lottery; or

     o receive wagers for, or on behalf of, another person.

      There is a difference between a person who "accepts" a wager and a person who "receives" a
wager. The courts have ruled that an "acceptor of a wager" generally designates the "principal"
who is liable for both the tax on wagers and the special tax. "Receiver" designates an "agent"
who is liable only for the special tax. See United States v. Pepe, 198 F. Supp. 226 (D. Del. 1961).

      Therefore, a principal is a person who is in the business of accepting wagers for his or her
own account. This is the person who is at risk for the profit or loss depending on the outcome of
the event or contest to which the wager was accepted. The employee-agent is the paid employee
of the principal who accepts wagers for the principal.

      The excise tax on wagers attaches when a person who operates a lottery for profit accepts a
wager or contribution. See Reg. 44.4401- 3.

6. TAXABLE WAGERS

      IRC 4421 and Reg. 44.4421-1(a) provide that a wager is a bet:

     o made on a sports event or contest placed with a person in the
       business of accepting wagers,

     o placed in a wagering pool on a sports event or contest, if
       such pool is conducted for profit, and

     o placed in a lottery conducted for profit.

      The wagering taxes apply to all race and sports book establishments whether they are
authorized or unauthorized. Tip jars, raffles, pull-tabs, and similar games meet the definition of
taxable wagers placed in a lottery.

      Where a wagering pool or lottery is operated with the expectation of a profit in the form of
increased sales, attendance, or other indirect benefits, the event is staged for profit. See Reg.
44.4421-1(c)(4).

      Reg. 44.4421-1(c)(1) defines wagering pool. A wagering pool conducted for profit includes
any method or scheme for the distribution of prizes to one or more winning bettors based on the
outcome of a sports event (see Reg. 44.4421-1(c)(2)), a contest, or a combination or series of
such events or contests, if the wagering pool is managed and conducted for the purpose of
making a profit.

      Reg. 44.4421-1(c)(3) provides that a contest includes any type of competition involving
speed, skill, endurance, popularity, politics, strength, appearance, etc., such as a general or
primary election, the outcome of a nomination convention, a dance marathon, a log rolling,
wood-chopping, weight-lifting, corn-husking, beauty contest, etc.
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      Reg. 44.4421-1(b)(1) provides the term lottery includes the numbers game, policy, and
similar types of wagering. In general, a lottery conducted for profit includes any scheme or
method for the distribution of prizes among persons who have paid or promised a consideration
for a chance to win such prizes, usually determined by the numbers or symbols on tickets as
drawn from a lottery wheel or other receptacle, or by the outcome of an event. The operation of a
punch board or a similar gaming device for profit is also considered to be the operation of a
lottery.

      Rev. Rul. 57-258, 1957-1 C.B. 418, holds that a pull-tab game is essentially nothing more
than a type of punch board game that falls within the meaning of the term "lottery" as used in
IRC 4421(2) and, as such, is subject to the wagering taxes imposed by IRC 4401 and 4411.

      Most legal wagering conducted by non-profit organizations relates to lotteries.

7. EXEMPTIONS FROM TAX

     IRC 4402 AND REG. 44.4402-1 PROVIDE THREE EXEMPTIONS TO THE
     TAXES ON WAGERING:

     A. PARIMUTUEL WAGERING ENTERPRISES LICENSED UNDER ANY STATE LAW

      No tax shall be imposed on any wager placed with, or on any wager placed in a wagering
pool conducted by, a parimutuel wagering enterprise licensed under State law.

     Example 1. An exempt organization conducts horse racing with
     parimutuel betting in conjunction with an agricultural fair. The
     State has licensed the organization to conduct the horse racing
     with parimutuel wagering during its fair. The wagers are not
     subject to excise tax.

     B. COIN-OPERATED DEVICES

      No tax shall be imposed on any wager placed in a coin- operated device or on any amount
paid, in lieu of inserting a coin, token, or similar object, to operate a device described in former
IRC 4462(a)(2).

     Reg. 44.4402-1(b)(1) provides that these devices include so-
     called "slot" machines that operate by means of the insertion of
     a coin, token, or similar object and that, by application of the
     element of chance, may deliver, or entitle the person playing or
     operating the machine to receive cash, premiums, merchandise, or
     tokens; and machines that are similar to slot machines described
     above and are operated without the insertion of a coin, token,
     or similar object.

     Reg. 44.4402-1(b)(2) provides as examples of wagering machines
     some pinball type machines that have the features and
     characteristics of a gaming device. These include so called
     crane/claw/digger devices; as well as a coin-operated machine
     that displays a poker hand or delivers a ticket with a poker
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     hand symbolized on it that entitles the player to a prize if the
     poker hand displayed by the machine or symbolized on the ticket
     constitutes a winning hand.

      The Service has not formally issued guidance as to whether pull-tab dispensing machines and
electronically simulated pull-tab games devices are wagering machines within the meaning of
Reg. 44.4402-1(b). Therefore, technical advice should be requested where pull-tab dispensing
machines or electronically simulated pull-tab game devices are encountered during examination.

     C. SWEEPSTAKES, WAGERING POOLS, OR LOTTERIES CONDUCTED BY A
        STATE AGENCY

      This topic does not discuss gambling activities conducted by state agencies.

8. EXCLUSIONS FROM TAX

     A. Social Bets

      A social or friendly bet placed with a person not in the business of accepting wagers is not a
wager as defined in IRC 4421 and Reg. 44.4421-1(a). However, according to Reg. 44.4421-
1(c)(4), a wagering pool or lottery may be conducted for profit even though direct profit will not
inure from the operation. If it is operated with expectation of a profit in the form of increased
sales or attendance or other indirect benefits, the wagering pool or lottery is conducted for profit
for wagering tax purposes.

     Example 2. During the baseball world series, a group of
     employees in an office each contribute $5 for a chance to win
     the entire proceeds contributed to the pool. The winner is the
     person holding the ticket for the inning in which the highest
     number of runs is scored. This is a social or friendly type of
     operation because it is not conducted for profit.

     B. GAMES WHEN ALL ARE PRESENT

      Bingo games are generally excluded from the application of the wagering tax because they
are excluded from the definition of lottery by IRC 4421(2)(B). IRC 4421(2)(A) provides that the
term lottery does not include games where the wagers are placed, the winners are determined,
and the prizes are distributed in the presence of all persons placing wagers in the game. Reg.
44.4421- 1(b)(2)(i) provides, for example, no tax would be payable with respect to wagers made
in a bingo or keno game since such game is usually conducted under circumstances in which the
wagers are placed, the winners are determined, and the distribution of prizes is made in the
presence of all persons participating in the game. For the same reason, no tax would apply in the
case of card games, dice games, or games involving wheels of chance, such as roulette wheels,
and gambling wheels of a type used at carnivals and public fairs. Bingo and gambling wheels
and perhaps keno are common gaming activities conducted by tax-exempt organizations.
However, if bingo is played other than in the traditional manner as described in Reg. 44.4421-
1(b)(2)(i) it may be a lottery for the purposes of the wagering excise tax (see section 6. above
and the discussion of "instant bingo" below).
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     C. EXCLUSIONS FROM LOTTERY FOR CERTAIN IRC 501 AND 521
        ORGANIZATIONS

      Reg. 44.4421-1(b)(2)(ii) provides in part:

     IRC 4421 specifically excludes from the term "lottery" any
     drawing conducted by an organization exempt from tax under IRC
     501 or 521, if no part of the net proceeds derived from such
     drawing inures to the benefit of any private shareholder or
     individual. See also Rev. Rul. 57-241, 1957-1 C.B. 419. See also
     G.C.M. 39740 (May 31, 1988).

      IRC 527 organizations are not exempt from the wagering taxes, since they are not exempt
from income tax under IRC 501 or 521.

          (1) INUREMENT PROSCRIPTION

      Generally, gaming revenue from non-member sources taints any presumption that no part of
the net proceeds derived from the gaming operation inures to the benefit of any private
shareholder or individual. To sustain an assertion of tax, however, the facts must show the source
and disposition of the net proceeds from wagering. For example, if it is shown that wagers were
accepted from nonmember sources and the wagering proceeds were commingled with other
revenue, and those proceeds were applied in part to defray operating expenses or to subsidize
member benefits and/or services and in part for charitable purposes, the wagering proceeds have
inured to the benefit of members. Thus, inurement can be attributed to the wagering activities
and liability for tax arises on the total amount wagered. If, on the other hand, wagering revenue
is separately accounted for and is earmarked solely for charitable purposes, no inurement may be
attributed to the wagering activities and no liability for tax arises.

      The above rules have been applied in several cases. Where participation in the revenue
raising activity of gambling was limited to members of a social or fraternal organization,
inurement was not established since the financial resources were merely shifted between
members of the group. Rochester Liederkranz v. United States, 456 F.2d 152 (2d Cir. 1972). See
also Rev. Rul. 74-425, 1974-2 C.B. 373.

      Knights of Columbus Council No. 3660 v. United States, 783 F.2d 69 (7th Cir. 1986),
concerned an exempt fraternal organization which sold lottery tickets to the general public and
held weekly drawings. The court noted that the Council used proceeds from the drawings to
defray club operating expenses and to subsidize membership activities, recreational and social
functions. Further, the court found that inurement was present because the income from its public
ticket sales was used for the general operation of the organization. Without the income, Council
members would have had to pay higher membership dues or see the quality and quantity of
membership benefits and services substantially reduced. The court concluded that the taxpayer
was liable for the wagering taxes imposed by IRC 4401 and 4411 with respect to public ticket
sales.

      The general rule is that an organization exempt under IRC 501(a) will not be subject to the
wagering taxes if no part of the pull-tab net proceeds inures to the private shareholder or
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individual. However, where inurement to a private shareholder or individual exists with regard to
any net income from a pull-tab game conducted for profit, the exemption from the wagering
taxes provided by section 4421(2)(B) would not be applicable. Whether inurement exists may
depend on the particular facts. A volunteer fire department may use wagering proceeds to buy
and maintain fire fighting equipment, maintain a firehouse and defray other expenses incident to
providing the community fire protection and ambulance and rescue services without inurement
occurring. Providing such services has been held to be charitable and also as promoting the
common good and general welfare of the community. See Rev. Rul. 74-361, 1974-2 C.B. 159.
However, a social club's use of non-member wagering proceeds to subsidize member activities
constitutes inurement FOR PURPOSES OF THE WAGERING TAX PROVISIONS. See Rev.
Rul. 79-145, 1979-1 C.B. 360.

      Technical Advice Memorandum 9529004 describes a section 501(c)(19) organization that
conducts pull-tab drawings for profit. The pull-tabs are sold to anyone who attends its public
bingo games, whether member or not. A portion of the net proceeds is used to pay the operating
expenses of the organization and, thus, indirectly inures to the members. The TAM concluded
that the taxpayer is liable for the wagering taxes imposed by IRC 4401 and 4411 with respect to
sales of pull-tabs even though the sales were made by uncompensated volunteer members.

      Technical Advice Memorandum 9509001 found that a drawing conducted by a IRC
501(c)(3) public charity is not a taxable lottery if no part of the net proceeds inures to the benefit
of any private shareholder or individual. The organization is a non-stock, non-dues membership
corporation. There was no private inurement resulting from the organization's pull-tab operation.
The TAM concluded that the taxpayer is not liable for the wagering taxes imposed by IRC 4401
and 4411 with respect to amounts wagered on pull-tab games. See Reg. 44.4421-1(b)(2)(ii).

      Although TAM's cannot be cited as authority, the rationale and discussion contained therein
can be used.

      In T.C.M. 1995-439, aff'd, 98 F.3d 190 (1996), Julius M. Israel Lodge of B'nai B'rith No.
2113, v. Commissioner, the court stated that federal law dictates when and how to tax regardless
of state classification. The Tax Court held that "instant bingo" does not satisfy the requirements
of IRC 513(f) and the proceeds from instant bingo activities are subject to the unrelated trade or
business income tax under IRC 511(a). Therefore, instant bingo is a type of pull-tab game. Rev.
Rul. 57-258, supra, holds that a pull-tab game is essentially nothing more than a type of punch
board game that falls within the meaning of the term "lottery" as used in IRC 4421(2) and, as
such, is subject to the wagering taxes imposed by IRC 4401 and 4411. However, pursuant to
Rev. Rul. 54-240, 1954-1 C.B. 254, otherwise taxable punch board type games conducted by an
exempt organization may come within the meaning of a "drawing" as that term is used in IRC
4421(2). As such, drawings are exempt from the wagering taxes provided no part of the net
proceeds derived from such operation inures to the benefit of any private shareholder or
individual of the exempt organization.

      Pull-tabs, raffles, and punch boards may be conducted "for profit" even though a direct profit
will not inure from the operation of the activity. Drawing or lottery proceeds used for the general
operating expenses of an organization constitute inurement to the benefit of members, but only
FOR PURPOSES OF DETERMINING THE APPLICATION OF THE WAGERING TAX.
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     Example 3. The Order of ABC, a fraternal organization, conducts
     a raffle to raise money. The proceeds of the raffle go into the
     General Fund and are used to pay the general operating expenses
     of the Order. The wagering tax applies because the members of
     the Order are receiving a benefit from the raffle. Specifically,
     use of the raffle proceeds to offset the general expenses of the
     sponsoring organization's social, recreational or fraternal
     activities, or to reduce the members' dues, constitutes
     inurement.

     Example 4. ABC, exempt under IRC 501(a), sells pull-tabs in its
     bar. State law provides that organizations exempt under IRC
     501(a) may sell pull-tabs through employees. ABC allows members
     of the public to purchase pull-tabs. Proceeds go to ABC's
     general account to pay expenses. As the pull-tab drawing is open
     to the public and pull-tab proceeds are used to pay the
     organizational operating expenses, an indirect inurement to the
     members occurs. ABC is liable for the wagering excise tax
     calculated at 0.25 percent.

     Example 5. The same facts as above except ABC does not allow
     members of the public to purchase pull-tabs. As the wagers
     accepted by ABC in connection with the pull-tabs are only open
     to the organization's members and their bona fide guests, it is
     not subject to the wagering excise tax.

     Example 6. ABC Lodge, exempt under IRC 501(c)(10), sells pull-
     tabs to members of the public across the bar at its Lodge. The
     proceeds go to its general account to pay operating expenses.
     The bartenders sell the pull-tabs. The bartenders are paid
     employees of the Lodge. In X, the state where ABC Lodge is
     located, the sale of pull-tabs is restricted to tax exempt
     organizations and must be conducted by volunteer labor. ABC
     would be liable for the wagering excise tax under IRC 4401
     because the pull-tabs are sold to members of the public and the
     proceeds of the wagers are used to offset the general expenses
     and social, recreational or fraternal activities of the
     membership.

     Further, the tax rate would be 2 percent, because the wager is
     not authorized under state law. State law limits the sale of
     pull-tabs to volunteer labor, and ABC is using paid labor to
     sell the pull-tabs. Thus ABC is in violation of state law and
     must pay the higher rate.

     Example 7. An IRC 501(c)(19) organization sells pull-tabs using
     volunteer members during the weekly bingo games held in a rented
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     building. Over 40% of the proceeds from the pull-tab operation
     were donated to charity. Other expenditures of the pull-tab
     proceeds were directed to funding the activities related to the
     exempt purposes of the organization including operating and
     administrative expenses. In Z, the state where the organization
     is located, the sale of pull-tabs is restricted to religious,
     charitable, and veterans organizations and must be conducted by
     volunteer labor. Because part of the proceeds benefits the
     members, the organization would be subject to the IRC 4401 tax
     on the full amount wagered at the .25 percent rate.

          (2) CONDUCTED BY

      Rev. Rul. 69-21, 1969-1 C.B. 290, concludes that a "drawing" that is "conducted by" an
organization exempt under IRC 501 must, in fact, be operated by such organization to be
excluded from wagering taxes. The term "drawing" as it relates to wagering taxes refers to the
physical drawing of a ticket, or its equivalent thereof, such as the use of a wheel or a similar
device whereby the winner is conclusively determined by a number, letter, legend, or symbol
without reference to any other event, the happening of which is beyond the control of the
operator. The ruling held that there is a basic distinction between mere sponsorship of a drawing
and actual conduct thereof. In general, "conduct" denotes supervision and control, as
distinguished from lending the name of an organization to the activity or endorsing it.

      Application of the above principles to specific facts is often difficult. Consider the case of a
tax exempt organization that arranges with a carnival operator to conduct a carnival under the
tax-exempt organization's auspices. The entire operation is managed and controlled by the
carnival operator, including the sale of raffle tickets on an automobile. Under the financial
agreement between the two parties, the carnival operator receives a percentage of the amount of
raffle ticket sales. The question of whether or not net proceeds are inuring to the benefit of
private individuals must be determined not only by the reasonableness of the amount of the
commissions paid, but by all other factors bearing upon the relationship of the parties to each
other including whether the exempt organization did in fact control and conduct the operation in
question as required by statute, or whether it was really a joint venture with non-exempt
organizations or individuals.

      Where there are joint ventures with non-exempt organizations or individuals, the exclusion
from the wagering tax is defeated not only because the operation is not "conducted by" an
exempt organization but also because it follows from the nature of the enterprise that some part
of the net proceeds inures to the benefit of the non-exempt organization or individuals involved
and the second requirement for exclusion is not met.

9. RETURNS, PAYMENTS, AND RECORDS

      Reg. 44.6011(a)-1 requires that Form 730 be used to compute and pay the excise tax under
IRC 4401.

      Form 730 must be filed monthly whether or not liability has been incurred for that month. If
the taxpayer does not have any wagers to report for a month, "NONE" shall be written on the
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return. If the taxpayer ceases operations which make him liable for the tax, the last return shall
be marked "Final Return". See Reg. 44.6011(a)- (1)(a).

      The Instructions to Form 730 provide additional filing information. An organization may be
subject to civil and criminal penalties for failure to file the form or to pay the tax.

      Rev. Rul. 77-51, 1977-1 C.B. 346, holds that in view of the enactment of IRC 4420, the
delinquency and fraud penalties imposed by IRC 6651 and 6653 (now IRC 6663) may be
assessed and collected for failure to file wagering Forms 730 and 11-C and pay the required
taxes.

      IRC 4422 and Reg. 44.4422-1 provide that paying the wagering tax does not protect a person
from prosecution for violation of any federal or state law for engaging in the activity.

      Tax assessments are generally self-assessed on a return filed by a taxpayer. Every person
required to pay the tax on wagers must keep adequate records. See Reg. 44.6001-1.

      IRC 4403 provides that each person liable for the wagering tax shall keep a daily record
showing the gross amount of all wagers on which he is so liable, in addition to all other records
required pursuant to IRC 6001(a).

      Reg. 44.4403-1 provides that every person liable for tax under IRC 4401 shall keep such
records as will clearly show as to each day's operations:

     (1) The gross amount of all wagers accepted;

     (2) The gross amount of each class or type of wager accepted on
         each separate event, contest, or other wagering medium.

      For example, bingo and pull-tab gross wagers should be shown separately.

      IRC 4423 provides that notwithstanding IRC 7605(b), the books of account of any person
liable for taxes on wagering may be examined and inspected as frequently as may be needful to
the enforcement of taxes on wagering.

      Reg. 44.6001-1 provides additional provisions relating to general records, records of agent or
employee, record of claimants, place for keeping records, and period for retaining records. Rev.
Rul. 72-554, 1972-2 C.B. 630, holds that certain documents prepared and used by gambling
establishments constitute records within the meaning of IRC 6001 and the regulations and must
be retained so long as they may become material to the administration of any tax law.

      Reg. 44.6001-1(e) provides that all records required by the regulations shall at all times be
available for inspection by internal revenue officers. Further, that the records required by Reg.
44.4403-1 and by paragraph (a) of this section shall be maintained for a period of at least three
years from the date the tax became due; records required of agent or employee shall be
maintained for a period of at least three years from the date the wager was received; and records
required of claimants shall be maintained for a period of at least three years from the date any
credit is taken or refund is claimed.

      When any person liable for the wagering tax imposed by IRC 4401 or who is engaged in
receiving for or on behalf of another person (at any place other than a registered place of
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business of such other person) wagers of a type subject to the tax imposed by IRC 4401, has
failed to maintain sufficient records as required by Reg. 44.4403-1 and 44.6001, a notice on
Letter 911 (DO) (Notice of Inadequate Records to Wagering Taxpayers) or Letter 912
(DO)(Notice of Inadequate Records to Agents or Employers of Wagering Taxpayers) may be
issued. See IRM 4791. The factors in IRM 4271.21:(4)(b) should be applied in reaching a
decision to send a notice of inadequate records.

10. CREDIT OR REFUND

      If a person overpays the tax imposed under IRC 4401, IRC 6419 and the regulations
thereunder provide that the person may either file a claim for refund on Form 8849, Claim for
Refund of Excise Taxes, or take credit for such overpayment against the tax due on a subsequent
monthly return. However, to perfect a claim for refund under IRC 6419, the person must show
that the amount of the tax was not collected from the person that placed the wager, or that the
amount of the tax was collected from the person that placed the wager (unless the written consent
of the wagerer to the refund is filed with the claim).

      A complete statement of the facts involving the overpayment must be attached either to the
claim or to the return on which the credit is claimed. See Reg. 44.6419-1.

11. OCCUPATIONAL TAX

      The IRC 4411 occupational tax is a companion to the excise tax on wagering. This tax is an
annual fee imposed on each person liable for the tax on wagers, or upon any person engaged in
receiving wagers for or on behalf of any person so liable. The tax is paid by filing a Form 11-C,
which also provides for the registration required by IRC 4412.

      The IRC 4411 tax is due from a "principal," that is a person or organization in the business of
accepting wagers, as well as from employees/agents of such organization. The latter would
include, for example, a paid bartender who sells pull-tabs over a social club's bar. Form 11-C
requires use of an employer identification number (EIN); a social security number will not
suffice. If the person or organization in the business of accepting wagers, or the employee- agent
of such organization does not have an EIN, the taxpayer must complete Form SS-4, Application
for Employer Identification Number, and attach it to the Form 11-C when the form is filed.

     Example 8. XYZ operates a numbers game and arranges for 10
     people to receive wagers from the public on XYZ's behalf. XYZ
     also employs a secretary and a bookkeeper who do not accept
     wagers. XYZ and each of the 10 persons are liable for the
     occupational tax. Each must file Form 11-C. The secretary and
     bookkeeper are not liable for the tax.

     A. RATE AND IMPOSITION OF TAX

      IRC 4411(a) imposes an occupational tax of $500 per year on each person liable for the tax
under IRC 4401 on wagers, or upon the person engaged in receiving wagers for or on behalf of
any person so liable.

      IRC 4411(b) reduces the occupational tax to $50 where liability for the tax under IRC 4401 is
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determined under IRC 4401(a)(1) (i.e., state authorized wagers) and for persons who are engaged
in receiving wagers only for or on behalf of persons so liable.

     Example 9. ABC Lodge, exempt under IRC 501(c)(10), sells pull-
     tabs across the bar at the Lodge. The proceeds go to their
     general account to pay expenses. The bartenders sell the pull-
     tabs. The bartenders are paid employees of ABC. In X, the state
     where ABC is located, the sale of pull-tabs is restricted to
     tax-exempt organizations and must be conducted by volunteer
     labor.  ABC is liable for the wagering excise tax under IRC 4401
     at 2% because the proceeds are used to sponsor ABC's fraternal
     and social activities and the pull-tabs were not sold by
     volunteer labor. Because ABC is liable for the tax under IRC
     4401, ABC and each bartender selling pull-tabs is also subject
     to the occupational tax under IRC 4411 at $500 because the
     acceptance of the wager is not operated in accordance with State
     law.

     B. PARTNERSHIP LIABILITY

      IRC 4902 and Reg. 44.4902-1 provide that only one occupational tax stamp is required of
persons in a copartnership.

     C. CHANGE OF ADDRESS

      Where there is a change of business or residence address, IRC 4905 and Reg. 44.4905-2
requires the filing of a "Supplemental Return" on Form 11-C.

     D. APPLICATION OF STATE LAWS

      IRC 4906 provides that paying the wagering tax does not protect a person from prosecution
for violation of any state law. For provisions relating to the applicability of Federal and state
laws, see IRC 4422 and Reg. 44.4422.

     E. REGISTRATION AND PENALTIES

      IRC 4901 and Reg. 44.4901-1(a) require that the occupational tax must be paid before
anyone engages in any wagering activities. Registration is accomplished by filing a return, with
remittance in full, on Form 11-C. After the form is filed and the tax is paid, the Service issues the
taxpayer a special tax stamp as evidence of registration and payment.

      IRC 4901 provides that for purposes of the occupational tax imposed by IRC 4411, the tax
year begins July 1. In the case of a person commencing any trade or business on which the tax
applies, the individual shall pay a proportionate part of the annual tax from the first day of the
month in which the liability for the tax commences. Reg. 44.4901-1(b)(2) defines "commencing
business" as a person's initial acceptance of a wager subject to the tax imposed by IRC 4401.
Thereafter, the person must pay the full tax by July 1 of each year. Persons in business for only a
portion of a month are liable for tax for the full month, that is, a person first becoming subject to
the special tax on, for example, the 20th day of a month, is liable for tax the entire month.
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      Taxpayers who accept wagers only a few months of the year (For example, on a seasonal
basis) are still engaged in the business of accepting wagers all year. They may not reduce the tax
imposed by IRC 4411 and must pay the full occupational tax by July 1 of each year. See Rev.
Rul. 81-258, 1981-2 C.B. 216.

      Rev. Rul. 77-393, 1977-2 C.B. 382, holds that employees hired before the end of a taxable
year to replace employees who had been engaged in receiving wagers on behalf of another
person, and who had paid the occupational tax imposed by IRC 4411 for the entire taxable year,
are also subject to the tax in that taxable year. However, new employees would be liable only for
the proportionate part of the tax computed from the first day of the month during which they
began receiving wagers to the following June 30th. For example, if D had commenced receiving
wagers on A's behalf on April 15, D would have been liable for a special tax of $125 (based on
1/4 of a year) rather than the full $500. In addition, there is no refund available of the
occupational tax paid by employees who leave the employ of the person accepting wagers on
behalf of another person.

      Rev. Rul. 77-51, supra, holds that in view of the enactment of IRC 4424, the delinquency and
fraud penalties imposed by IRC 6651 and 6653 (now IRC 6663) may be assessed and collected
for failure to file wagering Forms 730 and 11-C and pay the required taxes.

      IRC 7262 Violation of occupational tax laws relating to wagering -- failure to pay special tax
is not an assessable penalty. See Chapter 68 Subchapter B.-Assessable Penalties Part I. General
Provisions IRC 6671 -- IRC 6715.

     F. FORM 11-C TAX PERIOD

      Although the Form 11-C return has an ending month of June 30, the TAX PERIOD
BEGINNING DATE (July not June for annual returns or month wagers are first accepted) is
shown as the tax period on IDRS, transcripts, notices, and Special Tax Stamps. This is contrary
to the normal year ending tax period posting cycle. The tax period for annual returns is entered as
July of the applicable year (e.g., Form 11-C for the period from July 1, 1998 to June 30, 1999,
has tax period 199807). Where wagers are first accepted in a month other than July, the tax
period is determined by that month and year.

     Example 10. Taxpayer X begins accepting wagers on September 11,
     1998. The Form 11-C tax period September 11, 1998 to June 30,
     1999 is shown as 199809. Thereafter, the tax period month is
     July. Taxpayer X files subsequent annual return for period July
     1, 1999 to June 30, 2000. The tax period is 199907.

12. EXAMINATION TECHNIQUES

      An examination of the wagering tax and determination of gaming gross income or unrelated
trade or business income tax should be done simultaneously, since the figures used in both
examinations, such as gross wagers, are the same. If no records are kept by the taxpayer as to
wagering activity or amounts wagered, it will be necessary to reconstruct daily wager play.

      Information that would be helpful in reconstructing an average wager daily amount include
copies of any available records from local law enforcement officials or gaming regulators. This
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information may be useful in determining an average daily wager which can be projected
between periods that the taxpayer appeared to be in the wagering business.

      The Form 11-C should be secured for the period covered by the Forms 730.

      Computer generated alphabetical listings for Forms 11-C and Forms 730 are produced in
March of each year for the prior calendar year. The listing may be used to determine whether
organizations engaged in wagering have filed Forms 11-C and 730.

      For a more complete discussion of examination techniques in cases involving gaming
activities, see IRM 4700, Excise Tax Procedure and IRM 4235, Techniques Handbook for In-
Depth Examinations.

      A discussion of examination techniques where fraud is suspected may be found in the
Continuing Professional Education Exempt Organizations Technical Instruction Program for FY
1997 at D. Detecting Fraud in Charity Gaming, page 31.

13. JEOPARDY ASSESSMENT

      Where the collection of excise taxes is in jeopardy, appropriate jeopardy assessment action
may be taken. The statutory authority for jeopardy assessments in excise tax cases is IRC 6862.

14. SUMMARY

      Organizations that are exempt from income tax under IRC 501 or 521 are not categorically
exempt from the excise tax on wagering or the occupational tax. Federal wagering tax laws apply
to both authorized and unauthorized gaming activities conducted by exempt organizations.

      Most legal wagering conducted by non-profit organizations relates to lotteries. "Pull-tab" or
"instant" games meet the definition of taxable wagers placed in a lottery. Bingo games are
generally excluded from the tax. The term "lottery" does not include any wagering conducted by
an exempt organization if no part of the net proceeds derived from the activity inures to the
benefit of any individual.

      Certain gaming activities which are "conducted by" organizations exempt under IRC 501 are
not subject to wagering excise and occupational taxes, pursuant to IRC 4421(2)(B).

      The facts and circumstances of the types of wagering conducted, as well as the benefits
derived therefrom, may have a bearing on whether the wagers are subject to the taxes.

      Publication 510, Excise Taxes for 1998 includes a general discussion of the wagering taxes.
The publication is updated annually.



CPE-99.doc -99- August 12, 1998 (7:52AM)

F. VOLUNTARY EMPLOYEES' BENEFICIARY ASSOCIATIONS

by
Cheryl Chasin and Robert Fontenrose

1. INTRODUCTION

      The purpose of this article is to identify and discuss issues currently arising in cases
involving VEBAs.

2. IDENTIFYING DEFERRED COMPENSATION PLANS AND SAVINGS PLANS

     A. OVERVIEW

      This section discusses two types of impermissible benefits. At first glance, they may seem
similar, but the nature of the arrangements in question and the motivation for their establishment
are generally quite different.

      As discussed more extensively below, plans making use of individual accounts are
increasingly being used by employers who want to encourage employees to fund all or some of
their post-retirement medical coverage through contributions made during their working lives. If
employee contributions are involved, ERISA requires that those contributions be kept in a
separate trust. Naturally enough, employers and employees prefer that such a trust's earnings be
tax- exempt. In some circumstances, the plan's particular features may cause it to be a savings
plan, and not a permissible VEBA benefit.

      Deferred compensation issues with respect to VEBAs arise most often in the context of plans
established by small professional corporations, in which the shareholders are also highly
compensated employees. The shareholder-employees want to maximize the corporation's current
deductions while preserving most of the benefits provided for themselves.

     B. SAVINGS PLANS

      Reg. 1.501(c)(9)-3(f) describes types of benefits that a VEBA may not provide. These
impermissible benefits include "the provision of savings facilities for members." These
impermissible benefits also include any

     benefit that is similar to a pension or annuity payable at the
     time of mandatory or voluntary retirement, or a benefit that is
     similar to the benefit provided under a stock bonus or profit-
     sharing plan.

      A benefit is considered similar to that provided under a pension, annuity, stock bonus or
profit-sharing plan if it provides for deferred compensation that becomes payable by reason of
the passage of time, rather than as the result of an unanticipated event. Deferred compensation is
discussed in greater detail in the next section of this article.

      The regulations under IRC 501(c)(9) do not further define "savings facilities." However, two
examples are provided in Reg, 1.501(c)(9)-3(g) to assist in identifying plans that provide savings
facilities for their members. Both plans provide vacation benefits, a permissible VEBA benefit,
and both plans were created pursuant to a collective bargaining agreement.
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      In the first (good) example, the employer contributes to the trust a specified sum per hour
worked by each employee. Each covered employee receives a check in payment of his or her
vacation benefit during the year following the year in which the employer made contributions to
the trust. The amount of the payment is equal to the amount of the contributions made by the
employer for that employee. An additional amount may be paid to employees if the trust's
earnings exceed the expenses of administering the plan.

      In the second (bad) example, the facts are the same, except that each covered employee is
entitled to contribute up to an additional $1,000 each year to the trust. The trust agrees to pay a
stated rate of interest on these additional amounts. In addition, each employee may elect to leave
all or a portion of his/her distributable benefit on deposit past the normal time of distribution, in
which case interest will continue to accrue.

      There are four factors that the two examples have in common, and which are therefore not
factors that definitively indicate the presence of a savings plan. First, the trust must account
separately for the contributions made on behalf of each employee. Thus, the existence of
individual accounts will not, standing alone, result in the conclusion that a plan is a savings
facility. Second, in both cases participants receive a share of the trust's investment earnings.
Third, employees are paid in cash. Fourth, both plans are collectively bargained.

      What are the factors that distinguish these two examples? The ability of employees to
contribute additional amounts to the trust, the promise to pay a stated amount of interest, and the
ability to leave amounts on deposit indefinitely cause the plan in the second example to fail to
qualify for exemption. We would not rule favorably on a plan which provided a "Christmas club"
type savings plan where employees could make contributions throughout the year, earn interest
on them, and receive their deposits plus earnings at a specified date. Likewise, even if the
interest rate were not explicitly stated, but depended upon investment performance, the result
would be no different.

      We are seeing an increasing number of cases raising this issue, as employers look for ways to
fund post-retirement medical benefits by encouraging employees to pick up part of the cost.
Many such plans qualify for exemption, but if amounts are vested in employees as described
below, so that there is little or no possibility of an employee forfeiting the amounts attributable to
that employee, the plan will not qualify.

      For example, some plans require participants to contribute amounts during their working
lives. Individual accounts are maintained and are credited with a proportionate share of the plan's
earnings. Upon retirement, funds in the employee's account must be used for certain specified
purposes, usually medical insurance premiums and medical expenses not covered by insurance.
If the employee dies before his or her account is depleted, remaining funds are paid to a
designated beneficiary.

      Although viewed in isolation the benefits provided by such a trust may appear to be
permissible VEBA benefits (a permissible medical benefit plus a death benefit), the combination
of the availability of trust funds to pay current health insurance premiums and the residual
payment upon death suggest that the trust is in effect operating as a permanent wealth-building
vehicle. Individuals would be able to use the individual accounts in the trust as a savings vehicle



CPE-99.doc -101- August 12, 1998 (7:52AM)

and mechanism for deferring tax on earnings. Any amounts not used to pay health insurance
premiums during the lifetimes of the participant and the participant's spouse would eventually be
paid to beneficiaries designated by the participant. Tax practitioners could promote trusts of this
type as a tax- advantaged vehicle for saving money to pass on to beneficiaries. Furthermore, such
a payment upon death is not a permissible VEBA benefit. There is no current protection (as
required by Reg. 1.501(c)(9)-3(b)), no insurance-type protection, and no set death benefit.

     C. DEFERRED COMPENSATION

      As noted above, Reg. 1.501(c)(9)-3(f) provides that a VEBA may not provide any benefit
that is similar to a pension or annuity payable at the time of mandatory or voluntary retirement,
or a benefit that is similar to the benefit provided under a stock bonus or profit-sharing plan. A
benefit is similar to that provided under a pension, annuity, stock bonus or profit-sharing plan if
it provides for deferred compensation that becomes payable by reason of the passage of time,
rather than as the result of an unanticipated event.

      What is deferred compensation? The Code does not explicitly define the term, but the tension
between IRC 162 and IRC 404 provides us with an answer. IRC 162 permits the deduction of
ordinary and necessary business expenses. As a general rule (and assuming an accrual-basis
taxpayer), expenses are properly deducted when they are incurred. Reg. 1.162-10(a) enumerates
various employee benefits, payment for which may be currently deductible, but provides that
contributions to a plan are not deductible under IRC 162 "if, under any circumstances, they may
be used to provide benefits under a . . . deferred compensation plan of the type referred to in IRC
404(a)."

      Correspondingly, IRC 404(a) provides that

     If contributions are paid by an employer to or under a stock
     bonus, pension, profit-sharing, or annuity plan, or if
     compensation is paid or accrued on account of any employee under
     a plan deferring the receipt of such compensation, such
     contributions or compensation shall not be deductible under
     section 162 . . . or section 212 . . ., but if they satisfy the
     conditions of either of such sections, they shall be deductible
     under this section, subject, however, to the following
     limitations as to the amounts deductible in any year.

The limitations referred to are those that apply to qualified plans
described in IRC 404(a)(1) through 404(a)(3). The deductibility rules
for non-qualified plans appear in IRC 404(a)(5). Contributions to the
latter type of plan may be deducted by the employer only when the
amount becomes includible in the gross income of the employees.

      A series of Tax Court cases has established identifying features of plans subject to IRC 404.
In New York Seven-Up Bottling Co., Inc. v. Commissioner, 50 T.C. 391 (1968), the Tax Court
considered the deductibility of amounts paid to a severance pay plan established pursuant to a
collective bargaining agreement. In that case, the taxpayer argued that IRC 404(a) did not apply
to all forms of deferred compensation, but only to plans providing retirement benefits. The Tax
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Court readily dismissed this argument, noting that "we have not found any requirement that a
plan, in order to come within IRC 404(a), must withhold all benefits until the employee's final
retirement." The plan was similar to a pension plan in that the right to receive benefits vested
after a certain term of employment, the extent of benefits was related to years of service, and the
receipt of benefits by the employee would not begin until after termination of his employment.

      In Grant-Jacoby, Inc., et al. v. Commissioner, 73 T.C. 700 (1980), the Tax Court considered
the deductibility of amounts used to fund an educational benefit plan which paid certain college
expenses of the children of key employees. First, the court considered the issue of whether the
payments were "compensation." Concluding that they were, the court stated that "it is more
significant to look to whether the plan benefits employees generally or whether the plan is for the
benefit of the owners; when the benefits are restricted to the owners, there is reason for requiring
that the deduction be deferred until the distributions are made from the plan." The court
concluded that the plan in Grant-Jacoby was similar to a profit- sharing plan. The provision of
benefits only for key employees is not necessary to a finding of deferred compensation, but it is a
strong indicator that deferred compensation is involved.

      It is important to note, as the Tax Court did in Grant- Jacoby, that all of the employee
benefits enumerated in Reg. 1.162-10 are, in a more general sense, also a form of deferred
compensation. The services that earn an employee the right to receive, for example, severance
pay, may be performed in one year, but he may not receive the severance pay until many years
later. Similarly, unemployment benefits and health benefits may be paid years after the
performance of the services to which they are attributable. The name given to a particular benefit
or the form which it takes are not determinative.

      In Greensboro Pathology Associates, P.A. v. U. S., 698 F.2d 1196 (Fed. Cir. 1982), the Court
of Appeals for the Federal Circuit, reversing a decision of the Claims Court, determined that an
educational benefit plan was not a plan of deferred compensation. The court identified a set of
factors to be used in distinguishing between IRC 162 plans and IRC 404 plans. The court stated:

     Where the provision of a plan's benefits are dependent upon an
     employee's length of service or position, the plan's
     characteristics are then analogous to those of compensation
     since amount and type of compensation also depend upon these
     factors. Where a plan's benefits depend on an employer's
     earnings, that is also a form of deferred compensation because
     it is similar to a profit-sharing plan. In addition, a plan has
     the appearance of a plan of deferred compensation when someone
     not eligible for its benefits receives a salary increase
     instead. On the other hand, the medical and vacation plans
     specified by regulation are considered welfare benefit plans and
     their cost is deductible under section 162. These plans are in
     general instituted to insure the well-being of employees and are
     provided to all employees. Thus, we hold such characteristics
     are essential to a finding that a plan is a welfare benefit
     plan. Of course, in any instance where a company maintains total
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     control of and retains all rights to the plan's funds, no
     deduction is allowed because the company has not in reality
     spent this money. Similarly, all plans must be closely examined
     to see that they are in substance what they are claimed to be.

      However, there are other cases that have held educational benefits to be a form of deferred
compensation where those benefits were mandated under the terms of a collective bargaining
agreement. These cases include Ohio Teamsters Educational and Safety Training Trust Fund v.
Commissioner, 77 T.C. 189 (1981), affd. 692 F.2d 432 (6th Cir. 1982), Local Union 712,
I.B.E.W. Scholarship Trust Fund v. Commissioner, T.C.M. 1983-76, and The Newspaper Guild
Of New York, Times Unit-The New York Times College Scholarship Fund v. Commissioner,
T.C.M. 1989-314.

      To summarize, deferred compensation must first of all be compensation paid by an employer.
Factors indicating deferred compensation include benefits dependent upon length of service,
position, or the employer's earnings and provision of a salary increase in lieu of plan benefits.
Factors indicating a welfare benefit plan include providing benefits intended to further the well-
being of employees and providing benefits to all employees.

      A VEBA cannot provide deferred compensation, so there have been attempts to disguise it.
One such attempt has involved the use of severance benefits payable upon termination of
employment for any reason. Such benefits would, naturally, be payable upon retirement. In Lima
Surgical Associates, Inc. Voluntary Employees Beneficiary Association Plan Trust v. U.S., 944
F.2d 885 (Fed. Cir. 1991), the Court of Appeals for the Federal Circuit affirmed the judgment of
the Claims Court in holding that a plan that provided "severance benefits" payable upon
retirement did not qualify for exemption under IRC 501(c)(9). The Claims Court stated, and the
Appeals Court agreed, that "the Plan in issue here, by paying retirement benefits as part and
parcel of its alleged severance pay plan, is both organized and operated to provide nonqualifying
benefits."

      In the small employer context, any self-funded benefit might be a form of deferred
compensation. The employer might in fact retain the power to amend or terminate participation
in the plan at any time. The shareholder-employee wishing to receive a distribution from the plan
need only terminate the plan, thus forcing a distribution of plan assets. This is also a problem
where life insurance benefits are funded with any form of permanent life insurance. Although the
trust formally owns the policies and any cash values, the termination of the plan, or the
termination of an employer's participation in a multiple employer welfare arrangement, means
that the policies may be cashed in by the trust and the resulting funds distributed to participants.

      In Robert D. Booth and Janice Booth, et al. v. Commissioner, 108 T.C. 524 (1997), one of
the arguments made by the Service was that this was a deferred compensation plan, not a welfare
benefit plan within the meaning of IRC 419. The plan provided death benefits and dismissal
wage benefits (severance pay). Benefits were not payable upon retirement. The court stated that
this case was distinguishable from the cases discussed above, but did not explicitly cite any
distinguishing factors. In fact, the only specific reason given by the court was the statement that
"Mr. Weiss [drafter of the plan] testified credibly that he designed the Prime Plan intending
entirely to provide employees with 'real' welfare benefits that would not be subject to abuse, and
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we read the record to support his testimony." The court explicitly rejected the argument that the
employer's ability to terminate its participation at will made the plan one of deferred
compensation, noting that Congress could have created such a requirement had it chosen to do
so. Despite the decision on this issue in Booth, the issue of whether a plan is a deferred
compensation plan may be very fact specific. It may be raised again in an appropriate case.

      In a recent technical advice memorandum, the Employee Plans Division considered the
qualification of a money purchase pension plan which received funds transferred from a VEBA.
[Note: the TAM dealt only with the status of the pension plan. The effect of this arrangement on
the VEBA was not considered.] The pension plan and the VEBA are maintained by a union
pursuant to the terms of a collective bargaining agreement. The VEBA includes a fund for sick
leave. Employees accrue sick leave pay for each month of employment. The collective
bargaining agreement permits, and in some cases requires, the transfer of an employee's unused
sick leave balance from the VEBA to the money purchase plan account of the employee. In
addition to this TAM, the Employee Plans Division has been requested to rule on a similar
arrangement involving transfers from a VEBA to a 401(k) plan.

      Any such arrangement is inconsistent with exempt status under IRC 501(c)(9). There is no
difference between a VEBA providing impermissible pension benefits directly, or doing it
indirectly by transferring funds to a pension plan. Reg. 1.501(c)(9)-3(a) requires that
substantially all of a VEBA's operations must be in furtherance of providing permissible
benefits. Transferring funds from a VEBA to a pension plan is not in furtherance of providing
permissible benefits.

      Can a plan be both a savings facility and a plan of deferred compensation? Yes, if there are
both employer and employee contributions.

3. ERISA and VEBAs

      The regulations under IRC 501(c)(9) refer to the Employee Retirement Income Security Act
of 1974, more commonly known as ERISA. Furthermore, ERISA requirements impact the
operation of VEBAs in other ways not specified in these regulations. The purpose of this section
is to provide a general explanation of ERISA and its effect on VEBAs.

     A. A BRIEF HISTORY OF ERISA

      Congress enacted ERISA in 1974 primarily because of concerns about abuses in the private
pension system. However, ERISA also provides employees with some protection with respect to
welfare benefits. Welfare benefits are "medical, surgical, or hospital care or benefits, or benefits
in the event of sickness, accident, disability, death, or unemployment, or vacation benefits,
apprenticeship or other training programs, or day care centers, scholarship funds, or prepaid legal
services, or any benefits described in section 302(c) of the Labor Management Relations Act of
1947 (other than pensions on retirement or death, and insurance to provide such pensions)." The
definition of welfare benefits is similar to the definition of permissible benefits under IRC
501(c)(9), but the two are not identical. For example, ERISA explicitly excludes from its
definition facilities (other than day care centers) located on the employer's premises for use by
employees. Under IRC 501(c)(9), however, a fitness center for use by employees would
undoubtedly be considered a permissible benefit.
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      ERISA has four major sections, Titles I through IV. Title I contains provisions intended to
protect employee rights. These provisions relate to reporting and disclosure, vesting,
participation, funding, and fiduciary standards. Title II contains amendments to the Internal
Revenue Code relating to retirement plans. Title III describes the enforcement responsibilities of
the Department of Labor (DOL) and the Department of the Treasury. Title IV covers plan
termination insurance and the establishment of the Pension Benefit Guaranty Corporation.

      DOL issues advisory opinions, which are similar to the private letter rulings that we issue.
The procedures for requesting such an opinion are set forth in ERISA Proc. 76-1. In general, an
"advisory opinion" is a written statement issued to an individual or organization that interprets
and applies ERISA provisions to a specific factual situation. These advisory opinions are
available to the public in their original form; identifying information is not redacted as in our
IRC 6110 rulings. Furthermore, any individual or organization affected directly or indirectly by
ERISA may request an advisory opinion. For example, a state insurance commissioner could
request an advisory opinion regarding a particular plan operating in that state. This is quite
different from our rulings process, in which only the exempt organization whose tax status is at
issue can request a ruling. No conference is required in the event of an adverse decision,
although DOL can hold a conference if it wishes. Finally, background files (including the request
for an advisory opinion and related correspondence) are available to the public upon request.

     B. CONTROL TEST -- REG. 1.501(c)(9)-2(c)(3)(iii)

      The most common interaction between ERISA and IRC 501(c)(9) appears in Reg.
1.501(c)(9)-2(c)(3)(iii). To be described in this section, an organization must be controlled by its
membership, by an independent trustee (such as a bank), or by trustees or other fiduciaries at
least some of whom are designated by, or on behalf of, the membership. This would appear to
preclude exemption for most employer established and controlled VEBAs. However, the next
sentence in the regulation provides a very large escape hatch. An organization will be considered
to be controlled by independent trustees if it is an "employee welfare benefit plan", as defined in
section 3(1) of the Employee Retirement Income Security Act of 1974 (ERISA), and, as such, is
subject to the requirements of Parts 1 and 4 of Subtitle B, Title I of ERISA. The reason for this
exception is that ERISA itself imposes strict requirements on fiduciaries with respect to
employee welfare benefit plans. Those requirements are considered to protect the interests of the
employees as much as having an independent trustee would.

      Section 3(1) of ERISA defines an employee welfare benefit plan as any plan, fund, or
program which is established or maintained by an employer or by an employee organization, or
both, to provide for its participants or their beneficiaries the welfare benefits described above in
section III A of this topic.

      A plan subject to ERISA is generally not subject to state regulation. Federal regulation by the
Department of Labor preempts state regulation. This "ERISA preemption" is quite limited with
respect to multiple employer welfare arrangements (MEWAs) as discussed later in this section.
Because of "ERISA preemption" the question of whether a particular arrangement is an
"employee welfare benefit plan" has been the subject of numerous DOL opinions and much
litigation. ERISA preemption does not, however, apply to Federal agencies such as the Service.
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      The most common area of dispute (as it relates to VEBAs) is the requirement that a plan be
established or maintained by an employer or by an employee organization. Of course, many of
the plans we see meet this basic requirement, since they are clearly established and maintained
by a single employer. However, with some multiple employer welfare arrangements (MEWAs),
this point is open to serious question. [Note: In the past we have occasionally used the term
"multiemployer plan" or "multiple employer plan" to describe these arrangements. However,
under ERISA and with respect to employee pension plans, the term "multiemployer plan" has a
specific meaning relating to plans maintained under a collective bargaining agreement to which
more than one employer contributes. To avoid confusion, it is probably best to avoid using these
terms.]

      ERISA itself states that the term "employer" means "any person acting directly as an
employer, or indirectly in the interest of an employer in relation to an employee benefit plan; and
includes a group or association of employers acting for the employer in such capacity." Soon
after ERISA was enacted, entrepreneurs organized "associations" to market insurance products
supposedly free from state regulation. Congress recognized the existence of this problem in
1977, but apparently felt that current law was sufficient to deal with the situation:

     Certain entrepreneurs have undertaken to market insurance
     products to employers and employees at large claiming these
     products to be ERISA covered plans. For instance, persons whose
     primary interest is profiting from the provision of
     administrative services are establishing insurance companies and
     related enterprises. The entrepreneur will then argue that his
     enterprise is an ERISA benefit plan which is protected under
     ERISA's preemption provision from state regulation. We are
     concerned with this type of development, but on the basis of the
     facts provided us, we are of the opinion that these programs are
     not "employee benefit plans" as defined in Section 3(3). As
     described to us, these plans are established and maintained by
     entrepreneurs for the purpose of marketing insurance products or
     services to others. They are not established or maintained by
     the appropriate parties to confer ERISA jurisdiction, nor is the
     purpose for their establishment or maintenance appropriate to
     meet the jurisdictional prerequisites of the Act. They are no
     more ERISA plans than is any other insurance policy sold to an
     employee benefit plan. (H.R. Rep. No. 1785, 94th Cong., 2d Sess
     48)

      In MDPhysicians & Associates, Inc. v. State Board of Insurance, 957 F.2d 178 (5th Cir.
1992), the Court of Appeals held that an independent physician practice association was not an
employee welfare benefit plan under ERISA. MDPhysicians (MDP) marketed its health plan to
employers located in the Texas panhandle. MDP argued that it established and maintained the
MDP Plan as an employer. The court quoted the ERISA definition of an employer -- "any person
acting directly as an employer or indirectly in the interests of an employer in relation to an
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employee benefit plan; . . . including a group or association of employers," noting that ERISA
provides no definition of "group or association of employers." The court reasoned that MDP had
to prove that it acted in one of two ways to fall within the scope of the term. Either MDP acted
directly as an employer, or MDP acted indirectly in the interests of an employer. MDP did not
act directly as an employer because no employment or economic relationship existed between
the doctors who established the plan and the employees of the subscribing employers. Outside
the provision of medical and health benefits under the plan, MDP had no relationship with the
employees of subscribing employers. MDP did not act indirectly in the interests of an employer
because the subscribing employers did not establish the plan, nor did they participate in the day-
to-day operation or administration of the plan.

      The first factor generally considered by the courts in such cases is the existence of a common
economic or representation interest. This means asking whether the entity that maintains the plan
and the individuals that benefit from the plan are united by a common economic or
representation interest, unrelated to the provision of benefits (emphasis added). Examples of a
common representation interest are the relationship between employee and employer
(MDPhysicians, supra) and between union member and union (Wisconsin Education.
Association Insurance Trust et al. v. Iowa State Board of Public Instruction, 804 F. 2d 1059 (8th
Cir. 1986). An appropriate common economic or representation interest also exists between
employees and an association of employers in the same industry (National Business Association
Trust v. Morgan, 770 F. Supp. 1169 (W.D. Ky. 1991)). However, this requirement is not satisfied
by an association of employers who have nothing in common except their existence as
businesses and their desire to participate in a particular plan.

      The second factor usually considered by the courts is control over the plan by employer
members. If participating employers have no authority over the plan, and no voice in its day-to-
day operations, the plan cannot be considered to be established or maintained by an employer
and will not be treated as an employee welfare benefit plan.

      DOL has published in its advisory opinions six factors that it considers in determining
whether a plan is established or maintained by a bona fide employer group. These are:

     1. How members are solicited. If members are solicited by
        insurance agents, for example, that indicates a lack of a
        bona fide employer group.

     2. Who is entitled to participate and who actually participates.
        If the sponsoring association does not limit its membership
        to persons who are actually "employers," it will generally
        not be considered a bona fide employer group. This is true
        even if participation in the benefit program itself is
        limited to employers.

     3. The process by which the association was formed

     4. The purposes for which it was formed and what, if any, were
        the preexisting relationships of its members
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     5. The powers, rights, and privileges of employer-members

     6. Who actually controls and directs the activities and
        operations of the benefit program

DOL apparently views the last factor as the most important:
participating employers must, either directly or indirectly, exercise
control over the program, both in form and substance, in order to act
as a bona fide employer group with respect to the benefit program.

      What does all this have to do with VEBAs? If a plan is not an employee welfare benefit plan
subject to ERISA, it must meet the control test in Reg. 1.501(c)(9)-2(c)(3)(iii) by one of the other
specified methods. That is, it must be controlled by its membership, i.e. the employees, by an
independent trustee (such as a bank), or by trustees or other fiduciaries at least some of whom are
designated by, or on behalf of, the membership. Many VEBAs will attempt to show that they are
controlled by an independent trustee such as a bank. However, the mere designation of an
unrelated person or firm as a trustee is not sufficient to satisfy this requirement. Many trust
agreements provide for a nominally independent trustee, yet give other parties a great deal of
authority to direct the trustee's actions. In such a case, the trustee is not truly independent, and
the control test is not satisfied.

      In Lima Surgical Associates, Inc. Voluntary Employees Beneficiary Association Plan Trust
v. U.S., 20 Cl. Ct. 674 (1990), aff'd. 944 F.2d 885 (Fed. Cir. 1991), the Claims Court held that an
organization did not meet the control test of the regulations, even though a bank was named as
trustee. The court first held that the plan provided pension benefits and therefore was not an
employee welfare benefit plan under ERISA. Second, the court stated that the employer, not the
bank trustee, controlled the trust. While one portion of the trust agreement purported to give the
bank trustee various and sundry powers, another portion stated that the employer had the power
to direct the trustee in the exercise of any of the powers granted to it. The court reasoned that the
employer had "paramount authority and control" and that the trust was not controlled by an
independent trustee as required by Reg. 1.501(c)(9)- 2(c)(3)(iii). [Note: The Court of Appeals, in
upholding the Claims Court's refusal to grant exemption to this organization, did not reach this
argument, but relied instead on the payment of severance benefits upon retirement as a
disqualifying benefit.]

      There are other types of plans, which although they are established or maintained by an
employer, are explicitly excluded from coverage under ERISA and will thus have to satisfy the
control test requirement in some other way. These non-ERISA plans include governmental plans,
church plans, and plans maintained solely to comply with workers' compensation, unemployment
compensation, or disability insurance laws.

     C. REG. 1.501(c)(9)-7

      Reg. 1.501(c)(9)-7 provides that the term "voluntary employees' beneficiary association" in
IRC 501(c)(9) of the Internal Revenue Code is not necessarily coextensive with the term
"employees' beneficiary association" as used in section 3(4) of the Employee Retirement Income
Security Act of 1974 (ERISA), 29 U.S.C. 1002(4), and the requirements which an organization
must meet to be an "employees' beneficiary association" within the meaning of section 3(4) of
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ERISA are not necessarily identical to the requirements that an organization must meet in order
to be a "voluntary employees' beneficiary association" within the meaning of IRC 501(c)(9).
Under ERISA, an employees' beneficiary association is one type of employee organization which
can establish or maintain an ERISA plan. The other type of employee organization is a labor
union or similar entity.

      A series of DOL Advisory Opinions has been issued setting forth the criteria used to define
an employees' beneficiary association. Membership in such an association must be conditioned
on employment status (such as membership limited to employees of a certain employer), the
association must have a formal organization with officers, bylaws, or other indications of
formality, the organization generally does not deal with employers (as a labor union does), and
the association is organized for the purpose, in whole, or in part, of establishing a welfare or
pension plan.

      A DOL Opinion (#90-11A) issued in 1990 discussed whether the Missouri Pacific
Employees' Health Association is an employee welfare benefit plan under ERISA. Membership
is limited to employees of the Union Pacific Railroad, its transportation subsidiaries, and two
other companies in the railroad industry in the St. Louis area. The governing board of the
Association consists of representatives of participating labor unions, representatives of other
employees, and employer representatives.

      Such an organization could, if it met the other requirements, readily qualify for exemption
under IRC 501(c)(9) since its members share an employment related common bond in that their
employers are in the same line of business in the same geographic locale. However, DOL held it
not to be an employee welfare benefit plan because it was not established or maintained by an
employer (only two board members were designated by an employer), nor was it established or
maintained by an employee organization. With respect to the latter issue, because a number of
unions were involved, and employees were covered who had no board representation, DOL
concluded that the plan was not established or maintained by one labor union. Furthermore, the
organization was not an employees' beneficiary association because membership was not
conditioned on employment status since more than one employer was involved. Also, because
there was some employer representation on the board, it could not be said that the plan did not
deal with employers.

      Although the plan described in Opinion #90-11A is not employee welfare benefit plan under
ERISA, it would have no problem meeting our control test due to the make-up of its governing
board. Consequently, plans that qualify for exemption under IRC 501(c)(9) may not necessarily
be employee welfare benefit plans as that term is defined in ERISA.

4. MULTIPLE EMPLOYER WELFARE ARRANGEMENTS (MEWAs)

     A. OVERVIEW

      There are many legitimate multiple employer welfare arrangements (MEWAs) in existence.
However, the benefits accruing to classification as a "10 or more employer" welfare fund under
IRC 419A(f)(6) have encouraged the creation of less benign plans attempting to come within that
definition. While the issues pertaining strictly to IRC 419A(f)(6) are discussed in section VI-A of
this article, other issues frequently presented by MEWAs are discussed here.
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     B. REG. 1.501(c)(9)-2(a)

          (1) EMPLOYMENT RELATED COMMON BOND

      Establishing the necessary employment related common bond is always a matter of concern
for MEWAs. The two most common ways of doing this when more than one employer is
involved are 1) coverage of employees under a collective bargaining agreement (discussed
below) and 2) by virtue of being employees of employers in the same line of business in the
same geographic locale.

               a. SAME LINE OF BUSINESS IN THE SAME GEOGRAPHIC LOCALE

      This requirement has been the subject of some controversy, and the geographic locale
component was in fact held to be invalid in Water Quality Association Employees' Benefit Corp.
v. United States, 795 F.2d 1303 (7th Cir. 1986). The preamble to the final regulations published
as T.D. 7750, 1981-1 C.B. 338 (46 FR 1719 (January 7, 1981)), explains the reason for the
geographic locale restriction. In relevant part, the preamble states:

     ection 501(c)(9) provides for the exemption of associations
     of employees who enjoy some employment related bond. Allowing
     section 501(c)(9) to be used as a tax-exempt vehicle for
     offering insurance products to unrelated individuals scattered
     throughout the country would undermine those provisions of the
     Internal Revenue Code that prescribe the income tax treatment of
     insurance companies.

      The Service has accepted the boundaries of any one state or standard metropolitan statistical
area as a single geographic locale. However, largely in response to the Water Quality decision,
the Service published Proposed Regulation 1.501(c)(9)-2(d). The proposed regulation establishes
as a safe harbor a three contiguous state area as a single geographic locale, and authorizes the
Commissioner to recognize larger areas as a single geographic locale on a case-by- case basis
upon application by an organization seeking recognition as a VEBA. Thus, it is proposed that the
Commissioner may recognize an organization as a VEBA under IRC 501(c)(9), even though its
members are employed by unrelated employers engaged in the same line of business located
more than three states. To obtain recognition as a VEBA under this discretionary authority, the
applicant must show (1) that it would not be economically feasible to cover employees of
employers engaged in that line of business in the relevant states under more than one VEBA, and
(2) either that the states to be included are all contiguous or that there are legitimate reasons
supporting the inclusion of those particular states. Although the proposed regulation has not been
finalized, the Service has issued favorable determinations to MEWAs in the same line of
business where the safe harbor was satisfied.

      GCM 39299 considered the issue of what constitutes a "line of business" for purposes of this
requirement. The GCM concluded that employers whose major economic activity consists of the
production or distribution of products or the provision of services having markedly similar
characteristics, who employ similar production and marketing facilities, and who compete in the
same markets may be considered to be in the "same line of business" for purposes of the
regulations. Thus, a VEBA covering employees of clothing manufacturers within a particular
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state would meet this requirement, while a VEBA covering employees of all manufacturers
would not.

               b. COVERAGE UNDER ONE OR MORE COLLECTIVE BARGAINING
                  AGREEMENTS

      In view of the many exceptions within IRC 501(c)(9) and IRC 419 that apply to collectively
bargained plans, it's not surprising to discover creative practitioners attempting to use these rules
to their clients' advantage. Similar advantages exist under ERISA, since plans established
pursuant to a collective bargaining agreement are excepted from the definition of a MEWA and
thus not subject to state insurance regulation. Such creativity usually falls into one of two
categories: creation of a sham union, or use of a pre-existing union.

      Sham unions are nothing new. For example, in the late 1970's an organization existed whose
membership was composed of business executives. Only "corporate employees having the
designation of officer employees with executive duties" were eligible to participate. This
organization purported to negotiate with the employers of members with respect to salaries and
fringe benefits. Similar entrepreneurial ventures have appeared which are somewhat more subtle
in that they appear to have as members the rank and file employees of small businesses.
However, further investigation may show that the union "members" are unaware of the union's
existence, or of their membership in it.

      More recently, ventures wishing to market insurance products in the guise of a VEBA have
joined with pre-existing labor unions to create entities based on purported "collective bargaining
agreements." In these cases, the union may have bona fide collective bargaining agreements with
some employers, yet also be engaged in sham transactions as described below. The motivations
of these unions are not entirely clear, but are probably financial.

      In one case, a union entered into purported "collective bargaining agreements" with a number
of small employers in different lines of business throughout the country. Although this
agreement was supposedly between a group of employers and the union, each employer
individually controlled many of the terms, such as hours and pay scales. Furthermore, in most
cases, the pay scale specified was "not less than the Federal minimum wage." The benefits to be
provided were also individually specified by each participating employer. These so- called
collective bargaining agreements were very brief, and included none of the typical detailed work
rules and grievance procedures of legitimate collective bargaining agreements. Each employer
could unilaterally terminate the collective bargaining agreement if its insurance premium was
raised. Thirty percent of the individuals covered by the plan were business owners; more than
fifty percent were business owners or members of their families.

      IRC 7701(a)(46) provides that in determining whether there is a collective bargaining
agreement between employee representatives and one or more employers, the term "employee
representatives" shall not include any organization more than one-half of the members of which
are employees who are owners, officers, or executives of the employer. An agreement shall not
be treated as a collective bargaining agreement unless it is a bona fide agreement between bona
fide employee representatives and one or more employers.

      Reg. 301.7701-17T elaborates further on this definition. Even if the 50% test in the statute is
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met, or the Secretary of Labor has found a plan to be maintained pursuant to a collective
bargaining agreement, the Internal Revenue Service has the authority to determine whether there
is a bona fide collective bargaining agreement for purposes of the Internal Revenue Code.

      Because of increased activity in this area, the Department of Labor had published proposed
regulations (60 Fed. Reg. 147 (1995)) to distinguish legitimate collective bargaining agreements
from shams. In a section providing background information, DOL stated:

     While the Multiple Employer Welfare Arrangement Act of 1983
     significantly enhanced the states' ability to regulate MEWAs,
     problems in this area continue to exist as the result of the
     exception for collectively bargained plans contained in the 1983
     amendments. This exception is now being exploited by some MEWA
     operators who, through the use of sham unions and collective
     bargaining agreements, market fraudulent insurance schemes under
     the guise of collectively bargained welfare plans exempt from
     state insurance regulation. Another problem in this area
     involves the use of collectively bargained arrangements as
     vehicles for marketing health care coverage nationwide to
     employees and employers with no relationship to the bargaining
     process or the underlying agreement.

      The proposed regulations first establish criteria that an agreement must meet in order to be a
collective bargaining agreement. Among other things, the agreement must be one which cannot
be unilaterally amended or terminated. It may not provide for termination of the agreement
solely as a result of the failure to make contributions to the plan. Furthermore, an agreement will
not be considered a collective bargaining agreement if, in addition to the provision of benefits,
the agreement encompasses only the minimum requirements mandated by law with respect to the
terms and conditions of employment. For example, an agreement which provided for a wage
scale "no less than the Federal minimum wage" would not meet this requirement. No plan will be
considered as established or maintained under one or more collective bargaining agreements
unless no less than 85% of the individuals covered by the plan are employees and their
beneficiaries, excluding supervisors and managers. The labor organization bargaining with the
employer must operate for a substantial purpose other than that of providing benefits. The labor
organization must be free of employer interference or domination.

      While these proposed regulations have not been formally withdrawn, on April 15, 1998 DOL
published a notice of intent to form a negotiated rulemaking advisory committee. This advisory
committee will consist of representatives of the affected interests and of DOL for the purpose of
reaching consensus on the proposed rule. Final regulations, if issued, may differ markedly from
the proposed regulations.

      Even if adopted in their present form, the proposed DOL regulations are not tax regulations.
Instead, we should look to Reg. 301.7701-17T and IRC 7701(a)(46). Nevertheless, to the extent
the proposed DOL regulations reflect common sense indicators of a bona fide collective
bargaining agreement, it may be useful to review them when the issue of whether a particular
arrangement is a bona fide agreement arises.
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          (2) 90% TEST

      Some MEWAs include many small employers that are sole proprietorships or partnerships.
Since neither partners nor proprietors are considered employees, a MEWA of this type may fail
to meet the requirement that 90% of its total membership consist of persons who are employees.

          (3) DISCRIMINATION

      MEWAs frequently present discrimination and other issues that we do not often see in plans
established by a single employer. Some MEWAs give participating employers a great deal of
latitude in setting eligibility requirements and employee contributions, even though the benefits
provided are the same for all. Since discrimination is tested with respect to each individual
employer, a MEWA must provide the information necessary to make this determination. If a
MEWA claims not to have information about employer-imposed elections or requirements,
denial or revocation of exemption is appropriate, since the organization cannot demonstrate that
it qualifies for exemption.

     C. REG. 1.501(c)(9)-2(c)

          (1) VOLUNTARY

      It is also appropriate to verify that participation is in fact voluntary, since small employers
may require 100% participation to meet insurers' requirements. This is not an issue if all benefits
are funded by the employer.

          (2) CONTROL TEST

      MEWAs may have difficulty meeting the control test of Reg. 1.501(c)(9)-2(c)(3)(iii). As
discussed above in section 3B, such a plan may not be an employee welfare benefit plan under
ERISA if participating employers are not considered to have established or maintained the plan.
MEWAs established by entrepreneurs to market insurance products to unrelated employers will
have particular difficulty meeting this test. It should always be considered a potential issue with
any MEWA, particularly if the MEWA was not established by a pre-existing association of
employers.

     D. REG. 1.501(c)(9)-4

      The "entrepreneurial" MEWAs referred to in the preceding paragraph may also present an
inurement issue if insiders unduly benefit from the arrangement. Reg. 1.501(c)(9)-4(a) states that
the "payment of unreasonable compensation to the trustees or employees of the association, or
the purchase of insurance or services for amounts in excess of their fair market value from a
company in which one or more of the association's trustees, officers or fiduciaries has an interest,
will constitute prohibited inurement."

5. IRC 419 & 419A

      In the early 1980's, the publication of final regulations under IRC 501(c)(9), the reduction in
the amounts that could be contributed to pension plans, and the lack of explicit limitations on
employer contributions caused both a dramatic increase in applications for exemption under that
Code section and massive pre- funding of the benefits to be provided. To deal with the latter
problem, Congress enacted sections 419 and 419A of the Code as part of the Deficit Reduction
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Act of 1984 to curtail current deductions for future benefits. For a detailed discussion of IRC 419
and 419A, see the article on that topic in the 1992 CPE text. This article discusses certain current
issues with respect to section 419A.

     A. IRC 419A(f)(6) -- 10 OR MORE EMPLOYER PLANS

      IRC 419A(f)(6) provides an exemption from the limits of IRC 419 and 419A for certain
welfare benefit funds. To qualify for this exemption, no participating employer can contribute
more than 10% of the total contributions, and the plan must not be experience rated with respect
to individual employers. In Notice 95-34, 1995-1 C.B. 309, the Service warned the public about
plans offered by promoters that purported to satisfy these requirements but in fact constituted
separate plans maintained for each participating employer.

      These issues have been the subject of recent litigation in Robert D. Booth and Janice Booth,
et al. v. Commissioner, 108 T.C. 524 (1997), discussed above in connection with deferred
compensation. This case involved several participants in the Prime Financial Benefits Multiple
Employer Welfare Benefit Plan and Trust (hereinafter "Prime Financial"), which was set up to
provide death benefits and severance pay benefits to small employers. Prime Financial did not
apply for exemption under IRC 501(c)(9), but intended to avoid taxation of trust funds by
investing them in municipal bonds and life insurance. Separate accounts were maintained for
each participating employer. The trust agreement limited an employee's right to benefits to the
assets of his or her employer's account.

      The Tax Court concluded that Prime Financial was not a single plan, and that it had
experience rating arrangements with respect to individual employers. The court stated:

     We interpret the word "plan" to mean that there must be single
     pool of funds for use by the group as a whole (e.g. to pay the
     claims of all participants), and we interpret the phrase "10 or
     more employer plan" to mean that 10 or more employers must
     contribute to this single pool. We do not interpret the
     statutory language to include a program like the instant one
     where multiple employers have contributed funds to an
     independent party to hold in separate accounts until disbursed
     primarily for the benefit of the contributing employer's
     employees in accordance with unique terms established by that
     employer.

      The court relied on several factors in reaching this conclusion:

     1. separate accounts and a separate accounting for each employee
        group;

     2. trust agreement limited an employee's right to benefits to
        the assets of his or her employee group;

     3. an annual valuation was performed for each employee group's
        account, but not for the trust as a whole
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     4. summary plan description was prepared separately for each
        employee group;

     5. arrangement and adoption agreement signed by each employer
        were very similar to those used by separate employers
        establishing a separate plan under the terms of a master
        plan;

     6. each employer selected its employees' level of benefits,
        vesting schedule, and minimum participation requirements;

     7. each employer's contribution benefited primarily its own
        employees, and not the employees of other employers;

     8. an employee's benefits would be reduced in the event of a
        shortfall, and without subsidy from the trust as a whole; and

     9. the plan did not pool all claim risks within the trust.

      The court went on to discuss Prime Financial's use of experience rating arrangements with
respect to individual employers. The court stated that "experience-rated" means generally that
premiums (contributions) are adjusted to reflect experience, but that Congress in using the term
"experience-rating arrangements" in 419A(f)(6) had something broader in mind. The court said:

     The essence of experience rating is the charging back of
     employee claims to the employer's account. The Prime Plan
     accomplished the same result by adjusting the employees'
     benefits to equal its employer's contributions. . . . We also
     conclude that the Prime Plan had experience-rating arrangements
     because each employer's relationship to the Trust was more akin
     to the relationship of an employer to a fund, than of an insurer
     to an insured.

      Of equal importance is the method the court accepted in calculating the allowable deduction
for participating employers. Under IRC 419, each employer's deduction is limited to the plan's
qualified cost for the year, less the plan's after-tax income. The Service calculated, and the court
accepted, that the qualified cost included only the cost of pure insurance protection, as reduced
by the earnings on the life insurance policies, and not the premiums actually charged, which
included investment features.

      Many similar plans are being promoted today. Some attempt to qualify for exemption under
IRC 501(c)(9). Many, like Prime Financial, do not. Many applying for tax exemption have
certain features in common:

     1. Only death benefits are provided

     2. The death benefits are fully insured

     3. Shareholder-employees (and family members, if participating)
        receive some form of whole life coverage. Rank and file
        employees receive term coverage.
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      We are also seeing plans established by individual employers that present these features.

      Practitioners promoting these arrangements generally cite GCM 39440 to support their view
that such an arrangement is permissible. In GCM 39440, the issue under consideration was
whether the use of whole-life policies to fund VEBA benefits was consistent with the
requirements of Reg. 1.501(c)(9)-3(b) that limited the use of permanent life insurance. The GCM
reasoned that the concern addressed by the regulation was the problem of matching deductions
by the employer with the income tax treatment for employees, and concluded that, after the
adoption of IRC 419 and IRC 419A, the rationale for prohibiting employer-funded permanent
life benefits no longer exists. The GCM concluded that if (1) whole-life policies are owned by
the VEBA; (2) policies are purchased through level premiums over the expected lives or working
lives of the employees; and (3) accumulated cash reserves accrue to the VEBA, the use of whole-
life policies is acceptable.

      GCM 39440 did not contemplate or discuss a situation in which whole-life policies are
provided for some employees and term coverage is provided for others. GCM 39440 does not
discuss any discrimination or inurement issues at all. We know that many of these plans are
being promoted as tax shelters and estate planning tools. We know that their intent is to provide
benefits to shareholder- employees while minimizing benefits to rank and file employees.
Applications for exemption presenting this issue should be referred to the National Office.

      The requirement that the employer's allowable deduction be limited to the cost of pure
insurance protection, as in the Booth case, may operate to eliminate many of these arrangements.

     B. OTHER 419A ISSUES

      Issues under IRC 419A continue to be litigated with some regularity. IRC 419A(f)(6) was
discussed in the preceding section; this section discusses litigation with respect to other parts of
419A.

          (1) IRC 419A(a) -- DEFINITION OF "ASSETS SET ASIDE"

      In National Presto Industries, Inc. v. Comm., 104 T.C. 559 (1995), the Tax Court considered
a case in which an employer claimed deductions for contributions to a VEBA which were not
actually paid, but were reflected on the VEBA's books as an account receivable at the end of
1984. The issue decided was whether this receivable constituted "assets set aside." The court
noted that the statute did not define "assets" or "assets set aside," and went on to consider the
legislative history and Congress' expressed concern, with respect to IRC 404(b)(2), that an
employer might claim a deduction before any benefit is provided to an employee. The court
stated:

     In light of the legislative history, we agree with the staff of
     the joint committee on Taxation that an unfunded obligation of
     an employer or employee is not to be considered an asset set
     aside to provide a benefit. Accordingly, the existing excess
     reserve does not include any value attributable to such an
     obligation.

The court also examined the language of the trust document and



CPE-99.doc -117- August 12, 1998 (7:52AM)

concluded that the amount of the receivable greatly exceeded the
employer's required contribution, and that the trust document itself
defined a contribution as money paid to the fund.

      Further refinement of this definition was provided by the Sixth Circuit Court of Appeals in
Parker-Hannifin Corporation v. Commissioner, No. 96-2580 (March 23, 1998), which reversed
(on this issue only) the Tax Court's decision in Parker-Hannifin Corporation v. Commissioner,
T.C.M. 1996-337. In this case, the taxpayer had deducted $2.5 million it contributed to its VEBA
to fund incurred but unpaid claims for long-term disability benefits. These funds were expended
in less than two years, and benefits were subsequently funded by the employer on a month-by-
month basis. The Tax Court held that "assets set aside" required the creation of a funded reserve.
The Court of Appeals held, however, that an employer has "set aside" assets for purposes of this
section when it makes an irrevocable contribution to a welfare benefit fund. In other words, "set
aside" has a different, less restrictive, meaning than "reserve."

     (2) IRC 419A(c)(2) -- DEFINITION OF "RESERVE"

      In General Signal Corporation v. Commissioner, 103 T.C. 316 (1994), the Tax Court held
that IRC 419A(c)(2) in requiring a "reserve funded over the working lives of the covered
employees" actually required a separate accumulation of assets. In that case, the court
extensively considered the legislative history of IRC 419A and concluded that both the plain
language of the statute and the legislative history demonstrate that the accumulation of assets in a
funded reserve is required. The court did not consider the consequences which would result from
the establishment of a reserve for postretirement benefits followed by the later diversion of such
reserve to provide current benefits. This issue was not presented by this case because the court
held that no reserve had ever been established.

      This decision was recently affirmed by the Court of Appeals for the Second Circuit in
General Signal Corporation v. Commissioner, No. 97-4018 (April 24, 1998). On appeal, the
taxpayer argued that requiring the establishment of an actual reserve fund would require it to
make consistent contributions annually into the indefinite future, in effect requiring that a
minimum balance be maintained. The Appeals Court disagreed, stating that the relevant factor is
the taxpayer's intent at the time the reserve is established. Later depletions of a fund may serve as
evidence of what a taxpayer's intent may have been, but depletions will not themselves render
invalid deductions made for contributions to a fund established to accumulate assets for
retirement benefits. The Appeals Court stated:

     While our reading of the statute does imply a commitment to
     establish funding through the working lives of covered
     employees, if subsequent events rendered maintenance of the
     reserve impossible, evidence of the reason for discontinuing or
     spending down the reserve could be presented in response to any
     accusation that a taxpayer never intended a reserve to be
     established in the first place.

      Taxpayers continue to litigate the funding issue, insisting that IRC 419A(c)(2) merely
describes a method of measuring a liability and does not require a separate accumulation of
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assets.

      In Parker-Hannifin Corporation v. Commissioner, supra., the taxpayer claimed that the
account limit under IRC 419A(c) is only a mathematical computation that limits the deduction,
not a requirement that a segregated reserve be included in the welfare benefit fund. However, the
VEBA Trust in this case did not retain even general assets that were sufficient to fund the
claimed reserves. In other words, the "reserves" were disbursed for the current payment of
benefits. The Tax Court considered the legislative history and concluded that an accumulation of
assets, not just a calculation, is required. However, the Service argued, and the court agreed, that
the overall balance maintained in the VEBA must be sufficient to support the claimed reserve. A
separate account within the VEBA is not required for this purpose. The Sixth Circuit supported
this interpretation and reviewed all the relevant facts and circumstances to determine whether
Parker-Hannifin had established a reserve. The Court of Appeals specifically mentioned the
following factors as demonstrating that no reserve was created:

     1. Parker-Hannifin's treasurer stated, in a letter to the VEBA's
        trustee, that the full amount of the 1987 contribution was
        expected to be depleted within 12 to 18 months.

     2. In a "Tax Matters" document for 1987, Parker-Hannifin stated
        that its entire contribution would be depleted within 14 to
        18 months "primarily through the payment of health care
        benefits for active employees."

     3. Parker-Hannifin did not disclose the existence of the VEBA
        Trust to employees, labor unions, retirees, or shareholders.

     4. The VEBA's Form 1024 did not disclose the existence of a
        reserve.

     5. Parker-Hannifin's financial statements included language that
        indicated that post-retirement benefits were expensed as
        paid.

      In Square D Company and Subsidiaries v. Commissioner, 109 T.C. 9 (1997), the Tax Court,
citing its own decisions in General Signal and Parker-Hannifin, reached the same conclusions.
Square D also argued that the phrase "reserve funded over the working lives of the covered
employees" in IRC 419A(c)(2) described a method of measuring a liability to provide post
retirement medical benefits and does not require a separate accumulation of assets. Citing both
General Signal and Parker-Hannifin (discussed below), the court held that the plain language of
the statute and the legislative history required an accumulation of funds to create a reserve. The
court considered the following facts and circumstances as showing that the Trust had not
accumulated assets to fund a reserve:

     1. Most of the amounts contributed were used to pay benefits to
        active employees.

     2. Financial reports did not disclose the existence of a
        reserve.
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     3. No disclosure was made to employees or their unions.

     4. Form 1024, containing projected yearend balances for 1986
        through 1988, did not show reserves established for any
        purpose.

     (3) IRC 419A(c)(5) -- "SAFE HARBORS"

      It has long been the position of the Service that the use of the term "safe harbors" in this
subsection is somewhat misleading. Our position that IRC 419A(c)(1) requires a showing of
reasonableness has been supported again by the Tax Court. In Square D Company, supra., the
taxpayer argued that it was automatically entitled to use the safe harbor limits, with no showing
of reasonableness. The Tax Court, citing its earlier decision in General Signal Corporation said
that the reasonableness standard expressed in IRC 419A(c)(1) applies to the safe harbor limits of
IRC 419A(c)(5).

     (4) IRC 419A(f)(5)(A)

      This section provides that no account limits shall apply in the case of any qualified asset
account under a separate welfare benefit fund under a collective bargaining agreement. In
Parker- Hannifin Corporation, supra., the 6th Circuit Court of Appeals, affirming the decision of
the Tax Court, held that Parker was not entitled to a deduction for a $3.2 million contribution to
its VEBA Trust to cover medical benefits for union members. The court stated that:

          The plain language of the statute requires the maintenance
     of a separate welfare benefit fund for collectively bargained
     employees, one which is distinct and apart from any funds
     provided for non-collectively bargained employees.

Since amounts contributed to the VEBA Trust for union medical
benefits were commingled with other contributions, the 419A(f)(5)(A)
exception did not apply.

      In a recent technical advice memorandum, the National Office considered the applicability of
the account limits of 419A to that portion of a welfare benefit plan, established pursuant to a
collective bargaining agreement, that provides benefits to employees not covered by the
collective bargaining agreement. Citing Reg. 1.419A-2T, Q&A-2(3), the TAM concludes that
only the portion of the fund attributable to the employees covered by the collective bargaining
agreement is considered maintained pursuant to a collective bargaining agreement and thereby
excepted from the account limit by IRC 419A(f)(5)(A). In addition, the TAM notes that since no
guidance as to allocation methods has been provided by regulation, a reasonable allocation
method should be used. In this particular case, the agent made an allocation based on the
percentage of non- collectively bargained employees (less than 10%), and this was viewed as a
reasonable method.

      How then do we reconcile Reg. 1.419A-2T, Q&A-2(3) with the decision in Parker-Hannifin?
That is, if the "plain language of the statute requires the maintenance of a separate welfare
benefit fund for collectively bargained employees, one which is distinct and apart from any funds
provided for non-collectively bargained employees," how can there ever be a need for an
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allocation? In fact, the taxpayer made a similar argument in Parker-Hannifin, stating that the
allocation rule in the regulation means that a separate fund is not required. However, the
regulation states that a welfare benefit fund is not maintained pursuant to a collective bargaining
agreement unless at least 90% of the employees eligible to receive benefits under the fund are
covered by the collective bargaining agreement. Thus, the allocation rule applies only in those
cases, like the one in the TAM, where fewer than 10% of the employees are covered by the
collective bargaining agreement.

6. IRC 6700

      IRC 6700 imposes a penalty on promoters of abusive tax shelters. This issue is discussed in
greater detail in Chapter M of this text, which lists five elements which must be present in order
to invoke this penalty:

     1. a promoter;

     2. an investment, arrangement, or plan to be promoted;

     3. a false statement;

     4. knowledge by the promoter that the statement is false; and

     5. the false statement is material.

      A quick search of publications devoted to investing, tax planning, and similar topics reveals a
number of promoters touting the advantages of a VEBA as a tax shelter. Some of the claims
made are extremely dubious, and could conceivably result in IRC 6700 penalties.

      For example, several promoters touting the advantages of a VEBA refer to a 1992 Tax Court
decision in which a doctor was allowed to deduct VEBA contributions in excess of $1.1 million
over three years, where 95% of the benefit was for the doctor and the doctor's children. The case
referred to here is Joel A. Schneider, M.D. S.C. v. Commissioner (63 TCM 1787). According to
the opinion itself, the trust in question applied for exemption under IRC 501(c)(9), but the
application was denied. The exemption issue was not litigated. Therefore, the trust in the
Schneider case was not a VEBA. Second, the years at issued in this case were all prior to the
effective date of IRC 419 and 419A. In fact, the petitioner apparently argued, and the Court
agreed, that the enactment of those sections demonstrated Congress' belief that no such limitation
existed prior to their enactment. The Schneider case thus has no relevance to qualification for
exemption under IRC 501(c)(9) and little relevance to current issues of deductibility. One
promoter even refers to this case to support the proposition that a multiple employer VEBA
permits contributions which greatly exceed permitted contributions to qualified retirement plans.
The Schneider case involved only a single employer plan, and as previously stated, involved
years in which the concept of a "multiple employer VEBA" had no relevance to deductibility.

      Some promoters state, or strongly imply, that deductibility of employer contributions
depends upon qualification as a VEBA. Of course, we know that deductibility of employer
contributions depends upon IRC 419 and IRC 419A (among others) and is entirely unaffected by
the exempt status of any welfare benefit fund involved. Others claim that all money contributed
by an employer to a VEBA is immediately tax deductible. In fact, the claims of some promoters
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have become so outrageous that practitioners are writing articles warning of the falsity of the
claims being made and suggesting extreme caution with respect to these plans.

      If it can be show that the promoters making such claims knew, or had reason to know, that
such statements are false or fraudulent, IRC 6700 penalties may be appropriate. Given the level
of expertise these promoters claim to have, such a showing should not be impossible. Therefore,
the examination of a VEBA should always include a review of any and all documents provided
to the employer by the promoter.
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G. ALLOCATION AND ACCOUNTING REGULATIONS

FOR ARBITRAGE BONDS

by
Pat Golembiewski, Gary Bornholdt and Timothy Jones

1. INTRODUCTION

      Generally, section 103(a) of the Code exempts from Federal income tax the interest on bonds issued
by or on behalf of a city, state or other qualifying governmental entity. Section 103(b) provides that this
exemption does not apply to any non-qualified private activity bond, any arbitrage bond and any bond
that does not meet the requirements of section 149.

      To determine the type of bond that is issued and, thus, whether such bond is tax-exempt, it is
necessary to examine the issuer's use of the bond proceeds. The use of bond proceeds is a primary factor
in determining whether there is compliance with the tax-exempt bond rules. The Code and accompanying
regulations provide issuers with detailed guidance for the proper allocation and accounting of bond
proceeds. Although the current allocation regulations are found under the arbitrage provisions, the rules
are generally applicable to other types of bonds as well, such as private activity bonds and hedge bonds.
For the sake of simplicity, though not brevity, this article discusses the allocation and accounting
regulations primarily in the context of the arbitrage rules. That stated, before discussing some of the more
salient provisions of the regulations, it may be helpful to review some basic arbitrage concepts to place
the allocation and accounting rules in context.

2. ARBITRAGE BASICS

      The "tax-exempt" status of a section 103 bond is subject to a myriad of rules found in sections 103
and 141 through 150 and the accompanying regulations. Compliance with these provisions, however, has
clear practical consequences. Investors are willing to accept lower interest rates on tax-exempt bonds than
those offered on taxable bonds because of the tax advantage they receive. In turn, the issuer of tax-exempt
bonds obtains a savings by borrowing funds at lower interest rates than available in the taxable market.
The "spread" between interest rates on tax-exempt obligations and taxable obligations is often as much as
two percentage points.

      The spread between tax-exempt and taxable interest rates provides issuers of tax-exempt bonds the
opportunity to earn arbitrage. Simply stated, arbitrage is the simultaneous, or nearly simultaneous,
purchase and sale of assets in different markets in order to profit from price discrepancies. In the context
of tax- exempt bonds, arbitrage is the profit earned by investing the proceeds of tax-exempt bonds in
taxable obligations bearing a higher yield. To illustrate this concept, assume a city issues tax-exempt
bonds with a 5 percent rate for 30 years. If the city then invests the bond proceeds in taxable obligations
paying a rate of 7 percent, the resulting profit is arbitrage.

      In the later part of the 1960's, there was a consensus that this and similar type transactions were an
abuse of the tax exemption afforded State and local bonds. Congress felt that, unchecked, the spread of
arbitrage bonds would pose a threat to Federal Revenues in addition to increasing the financing costs of
State and local governments. There was concern that municipalities could potentially saturate the market
by issuing unlimited amounts of arbitrage bonds purely for investment purposes, rather than legitimate
governmental functions. In response to such concerns, Congress, in 1969, enacted the first legislation
restricting arbitrage.

      Found in former section 103(c), the first anti-arbitrage provision provided simply that the interest on
an arbitrage bond is not tax-exempt. An arbitrage bond was defined, in pertinent part, as any obligation
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issued as part of an issue all or a major portion of the proceeds of which are reasonably expected to be
used directly or indirectly --

     (1) to acquire securities or obligations which may be reasonably
         expected at the time of issuance to produce a yield which is
         materially higher than the yield on the obligations of such
         issue, or

     (2) to replace funds which were used directly or indirectly to
         acquire securities or obligations described above.

      Through former section 103(c), Congress proscribed the issuance of bonds where the issuer's purpose
was to invest the bond proceeds in higher yielding investments. Whether a bond was an arbitrage bond
depended in large part on the reasonable expectations of the issuer at the time of issuance. Under the
language of the statute, the test was fairly straightforward and provided a degree of certainty. If the issuer
did not expect at the time of issuance to invest the bond proceeds at a rate of return in excess of the bond
yield, the arbitrage analysis was complete and the bond was not an arbitrage bond. Despite the reference
only to the issuer's expectations on the date of issuance, it was the Service's position that section 103 also
prohibited subsequent intentional acts by the issuer that generate arbitrage. See Rev. Rul. 80-91, 1980-1
C.B. 29.

      In addition to the general prohibition on arbitrage bonds, the statute also created exceptions permitting
some investment of proceeds at unrestricted yields. For example, proceeds invested for an initial
temporary period were not subject to yield restriction. The temporary period was defined as a period of
time, for example 3 years, until which the bonds proceeds are needed for the governmental purpose of the
issue.

      Likewise, the issuer could invest 15 percent of the bond proceeds at an unrestricted yield, either as a
minor portion of the proceeds, or as part of a reasonably required reserve or replacement fund. This
provided the issuer with a permissible way to invest 15 percent of the bond proceeds in higher yielding
investments without running afoul of the arbitrage rules.

      Despite the restrictions imposed by the statute, arbitrage persisted. Moreover, the temporary period,
minor portion and reasonably required reserve or replacement fund exceptions provided issuers with a
license to invest a portion of bond proceeds at unrestricted yield and earn arbitrage. Congress concluded
that the presence of arbitrage bonds was still adversely affecting the tax- exempt market. There was a
belief that it was necessary to limit the length of time that bond proceeds may be invested at unrestricted
yield. In response, the arbitrage rules were substantially revised as part of the Tax Reform Act of 1986.

     A. SECTION 148 OF THE INTERNAL REVENUE CODE OF 1986

      In 1986, Congress replaced sections 103 and 103A of the Code with new sections 103 and 141
through 150 containing provisions applicable to all tax-exempt bonds. The current arbitrage rules are
located in section 148 with related provisions in sections 149 and 150.

      Section 148(a) of the Code defines an arbitrage bond in essentially the same manner as former section
103(c). Specifically, it is any bond issued as part of an issue any portion of the proceeds of which are
reasonably expected (at the time of issuance of the bond) to be used directly or indirectly --

     (1) to acquire higher yielding investments, or

     (2) to replace funds which were used directly or indirectly to
         acquire higher yielding investments.
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For purposes of section 148(a), a bond is treated as an arbitrage
bond if the issuer intentionally uses any portion of the proceeds of
the issue of which the bond is a part to acquire higher yielding
investments. Thus, the issuer's reasonable expectations at the time
of issuance will not prevent a bond from being an arbitrage bond if
the issuer engages in an intentional act after issuance that
generates arbitrage.

      The enactment of section 148 also brought substantial modifications to the exceptions to yield
restriction. For instance, section 148(d) limits to 10 percent the amount of proceeds that may be invested
in a reasonably required reserve or replacement fund at unrestricted yield, rather than the 15 percent
previously permitted. In addition, the minor portion of proceeds that may be invested in higher yielding
investments was reduced to the lesser of 5 percent of the issue proceeds or $100,000 as provided in
section 148(e).

     B. REBATE BASICS

      Perhaps the most significant change to the arbitrage rules in 1986, however, was the expansion of the
rebate requirement to all tax-exempt bonds. /1/ Although the new statute retained exceptions to yield
restriction, albeit with modifications, the rebate rule requires that any amounts earned from the investment
of gross proceeds at a rate in excess of the rate on the issued bonds must be rebated to the United States.
/2/ Thus, while an issuer may invest a portion of proceeds at unrestricted yields, the issuer may not retain
the net earnings from such investments unless an exception to rebate applies.

      The exceptions to rebate are generally classified as either spending exceptions or issuer exceptions.
As the name implies, the spending exceptions provide exemptions from rebate where certain proceeds of
an issue are expended within certain time periods. For example, section 148(f)(4)(B) excepts from rebate
arbitrage earnings on gross proceeds that are entirely expended for the governmental purpose of an issue
within 6 months of the date of issuance. Other exceptions include the 18 month expenditure exception and
the 2 year construction exception, located in section 1.148-7(d) of the regulations and section 148(f)(4)(C)
of the Code, respectively. The rationale behind these exceptions is that limiting the length of time that
bond proceeds may be invested at unrestricted yields minimizes potential arbitrage.

      Section 148(f)(4)(D) contains an exception for small issuers. Under that section, an issue is excepted
from rebate if: (1) the issue is issued by a governmental unit with general taxing powers; (2) no bond
which is part of such issue is a private activity bond; (3) at least 95 percent of the net proceeds of such
issue are to be used for local governmental activities of the issuer; and (4) the aggregate face amount of
all tax-exempt bonds issued by the governmental unit during the calendar year is not reasonably expected
to exceed $5,000,000.

      Under section 148(f)(2), rebate payments are only required with respect to amounts earned on
nonpurpose investments. Earnings on purpose investments are free from the rebate requirement, but not
yield restriction. Section 1.148-1(b) defines a purpose investment as any investment that is acquired in
order to carry out the governmental purpose of the issue. An example of a purpose investment is a loan
made to a 501(c)(3) organization with proceeds of qualified 501(c)(3) bonds. This type of financing
arrangement is referred to as a conduit borrowing.

      Nonpurpose investments, in contrast, are defined in the negative as any investment property that is not
a purpose investment. Though lacking specificity, the term is actually quite broad and encompasses most
investment securities, other than tax-exempt securities, /3/ in which bond proceeds are invested.

      As the arbitrage and rebate rules illustrate, there are numerous restrictions placed on the use of bond
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proceeds. The Code and accompanying regulations provide detailed rules for the proper allocation of
bond proceeds to expenditures. Despite this article's emphasis on arbitrage and rebate, compliance with
the allocation and accounting rules is critical for all aspects of tax-exempt bonds. For example, the private
activity bond regulations provide that for purposes of section 141, the arbitrage allocation rules apply.
Similarly, section 1.149(g)-1(b) provides that the arbitrage and accounting rules under section 1.148-6
also apply to hedge bonds.

3. GENERAL RULES FOR THE ALLOCATION OF BOND PROCEEDS

      It is the proceeds of a bond issuance that are generally subject to restrictions on usage and investment.
Though "proceeds" may refer generally to the funds received from the sale of a bond issuance, this term
and several related terms have precise meanings in the context of tax-exempt bonds. A basic
understanding of these terms is necessary for applying the allocation and accounting rules.

      Gross proceeds, relevant for arbitrage and rebate purposes, includes proceeds plus replacement
proceeds. Proceeds are further defined in section 1.148-1(b) as: (1) sale proceeds, (2) investment
proceeds, and (3) transferred proceeds of an issue.

      Sale proceeds are defined in section 1.148-1(b) as any amounts actually or constructively received
from the sale of the issue, including amounts used to pay underwriters' discount or compensation and
accrued interest other than pre-issuance accrued interest. Section 1.148-1(b) defines investment proceeds
as any amounts actually or constructively received from investing proceeds of an issue.

      Section 1.148-9 provides that transferred proceeds are amounts that transfer from one bond issue to
another. If proceeds of an issue, such as a refunding issue, discharge any of the outstanding principal
amount of a prior issue, proceeds of the prior issue transfer to the refunding issue and cease to be
proceeds of the prior issue.

      Replacement proceeds, the second component of gross proceeds, are defined in section 1.148-1(c) as
amounts that have a sufficiently direct nexus to the issue or to the governmental purpose of the issue to
conclude that the amounts would have been used for that governmental purpose if the proceeds of the
issue were not used or to be used for that governmental purpose. An example of replacement proceeds is
funds that are pledged by the issuer to pay debt service on the bonds.

      Generally, gross proceeds are allocated to an issue and are subject to yield restriction and rebate rules
until an event occurs that allocates the proceeds away from the issue, or "deallocates" the proceeds. Under
the regulations, amounts cease to be proceeds of an issue when they are allocated to an expenditure for a
governmental purpose.

      Once an amount of gross proceeds is properly allocated to a governmental purpose expenditure
(deallocated), the amount is no longer subject to the yield restriction and rebate rules. Gross proceeds are
not deallocated, however, when used to acquire a nonpurpose investment. Such proceeds continue to be
subject to yield restriction and rebate.

     A. TREASURY REGULATIONS

      The allocation and accounting regulations are currently located in section 1.148-6. The current
regulations contain principles that originated in prior regulations. An overview of the prior regulations
will provide some insight to the current rules.

          (1) The 1979 Regulations -- Section 1.103-13(f)

      Section 1.103-13(f)(1) of the 1979 Regulations, adopted with changes as final regulations by T.D.
7627, published on June 7, 1979, was an attempt to solve the specific problem of tracing the proceeds of
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government issued bonds into acquired obligations. /4/ "Specific tracing," matching bond proceeds to
expenditures dollar for dollar, provided the most direct method of accounting for proceeds, but was
viewed as an administrative burden. The problem was most acute in cases where a municipality issued
multiple bonds and there was no requirement under local law or the bond indentures that the issuer
separately account for the proceeds of each separate issue. Section 1.103-13(f)(1) attempted to address the
limitations of specific tracing by providing that the governmental unit which issues numerous obligations
or which commingles the proceeds of bonds with other revenues may allocate acquired obligations to the
available proceeds of issued obligations using any method chosen by the issuer.

      Section 1.103-13(f)(1) permitted issuers to make allocations "at any time and under any reasonable
method," provided that such method of allocation satisfied the following requirements:

     a. all allocations had to be consistent with one another;

     b. obligations purchased with the original proceeds of a
        refunding issue had to be allocated to such proceeds;

     c. obligations not purchased with original proceeds of a
        refunding issue may not be allocated to such proceeds;

     d. obligations purchased with amounts treated as proceeds under
        the sinking fund rules of section 1.103-13(g) must be
        allocated to those proceeds; and

     e. if an obligation is allocated to two or more sources of
        funds, each receipt of principal or interest on the
        obligation must be allocated ratably among the several
        sources of funds.

          (2) THE 1989 REGULATIONS

      On May 12, 1989, the Service issued temporary regulations interpreting the rebate provisions of
section 148(f). In general, these regulations applied to governmental bonds issued after August 31, 1986,
and to private activity bonds issued after December 31, 1985. Section 1.148-4T(a) contained the general
rule for the allocation and accounting of investments made with bond proceeds. Specifically, an
investment was considered allocated to an issue for the period: (1) that begins on the date gross proceeds
are allocated to the issue and to the investment; and (2) that ends on the date such gross proceeds cease to
be allocated to the issue or to the investment. Many of the definitions and rules relating to allocation and
accounting were reserved in the 1989 regulations, however.

      The 1989 regulations also introduced the concept of the universal cap, which, on the most basic level,
is a limit on the total amount of proceeds that may be allocated to a bond issue. /5/ The 1989 regulations
only applied this rule to refunding issues. The Service amended the 1989 regulations on April 25, 1991.

          (3) THE 1992 REGULATIONS

      On May 18, 1992, the Service published final regulations to replace the 1989 regulations. /6/ The
Service amended the 1992 regulations on September 30 and October 5, 1992. The 1992 regulations
addressed issues not fully covered by the 1989 regulations. The allocation and accounting rules found in
section 1.148-4 of the 1992 regulations are one such example. Further, as a result of the 1992 regulations,
section 1.103-13(f) of the 1979 regulations was withdrawn.

      Section 1.148-4(a) provided that an issuer may use any reasonable, consistently applied accounting
method to account for gross proceeds of an issue for purposes of section 148. The reasonableness of the
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accounting method was based on the facts and circumstances. The regulations essentially adopted the rule
in the 1992 proposed regulations that required a current outlay of cash and a governmental purpose for
any expenditure of gross proceeds. Section 1.148-4(b)(4) also provided that an accounting method may be
changed in order to improve the accuracy of the accounting of bond proceeds. /7/

      Section 1.148-4(a)(2) of the 1992 regulations also contained an anti-abuse provision for unreasonable
accounting methods. That provision provided that an accounting method is not reasonable if it is
employed as an artifice or device to avoid the arbitrage provisions.

      Under section 1.148-4(b)(3) of the regulations, a "universal cap" was placed on the amount of
nonpurpose investments that can be allocated to a particular issue. The limitation equalled the outstanding
value of the issue. In other words, if there was $1,000,000 principal outstanding on a bond issue, the
amount of nonpurpose investments allocated to that issue could not exceed $1,000,000. Section 1.148-
4(b)(3)(vii) also contained an anti-abuse rule that prohibited issuers from allocating investments in such a
manner as to avoid application of the universal cap.

          (4) THE 1993 REGULATIONS

      The 1993 regulations were published on June 14, 1993. The Service stated its various goals in the
preamble to the regulations: to simplify the arbitrage rules, reduce administrative burdens, clarify the
rules on yield restriction and rebate, provide uniform definitions and general anti-abuse rules, clarify
ambiguous areas and provide guidelines on previously reserved topics.

      The 1993 regulations provide detailed allocation and accounting rules found in section 1.148-6. These
rules clarified rules found in the prior regulations. The regulations were amended on May 5, 1994,
January 10, 1997 and again on May 8, 1997. The 1993 regulations generally apply to bonds issued after
June 30, 1993.

     B. SECTION 1.148-6 (ALLOCATION AND ACCOUNTING RULES)

          (1) GENERAL RULE

      As discussed above, application of the arbitrage and rebate rules requires a determination as to
whether bond proceeds were expended for a governmental purpose or invested. If gross proceeds, for
example, are spent for a governmental purpose, then the proceeds are deallocated from the issue and are
no longer subject to yield and rebate restrictions. Invested proceeds, however, are potentially subject to
both yield restriction and rebate.

      Section 1.148-6(a) provides that an issuer may use any reasonable and consistently applied accounting
method to account for gross proceeds, investments, and the expenditures of an issue. An issuer may use a
different accounting method for a particular item as long as it does so consistently and there is a "bona
fide governmental purpose" for using such method.

      If an issuer fails to maintain sufficient books and records to establish the allocation of proceeds and
accounting method for an issue, section 1.148-6(a)(3) requires use of the specific tracing method. As the
term implies, this method requires a direct tracing of bond proceeds to investments and expenditures. As
mentioned above, the method often creates an administrative burden for the issuer. /8/ This is due to the
fact that issuers typically commingle bond proceeds with the proceeds of other issues or other non-bond
funds.

          (2) ONE-ISSUE RULE AND ORDERING RULES

               a. ONE-ISSUE RULE
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      Regardless of the accounting method chosen, gross proceeds are generally allocable to only one issue
at a time. Section 1.148- 6(b)(1) provides that if amounts are simultaneously proceeds of one issue and
replacement proceeds of another issue, those amounts are only allocable to the issue of which they are
proceeds.

      To better illustrate this rule, if City A issues bonds to advance refund a prior issue and places the
proceeds of the refunding bonds in escrow, these amounts constitute sales proceeds of the refunding
bonds. However, under the replacement proceeds definition of section 1.148-1(c), these amounts also
constitute proceeds of the prior issue. To prevent counting these proceeds twice, the one-issue rule
provides that the amounts are allocable only to the refunding issue. In effect, this rule provides that
proceeds will not be allocated to two issues simultaneously for purposes of calculating arbitrage and
rebate.

      The definition of an issue for purposes of sections 103 and 141 through 150 is found in section 1.150-
1(c)(1)(i). To determine whether particular bonds are part of the same issue, the following questions must
be addressed:

      1) were the bonds sold at substantially the same time?

      2) were the bond sold pursuant to the same plan of financing?

      3) are the bonds reasonably expected to be paid from
         substantially the same source of funds, determined without
         regard to guarantees from parties unrelated to the obligor?

      If the answer to these questions are in the affirmative, then the bonds are part of a single issue and the
one-issue rule applies.

      There are some instances, however, where bonds that would otherwise comprise a single issue are
treated as separate issues. Section 1.150-1(c)(3) provides that if each separate issue finances a separate
purpose and would qualify in its own right as a tax-exempt issue, the bonds may be treated as separate
issues.

      This rule permits an issuer to market two types of bonds together, while treating the bonds as separate
issues for tax purposes. The regulations require, however, that the aggregate proceeds, investments, and
bonds in such a transaction be allocated between each of the separate issues using a reasonable,
consistently applied accounting method. An allocation will not be considered reasonable if it achieves
more favorable results than could be achieved with actual separate issues.

               b. DEALLOCATING PROCEEDS

      Recall that for purposes of the arbitrage and rebate rules, gross proceeds includes proceeds and
replacement proceeds. Thus, applying these rules requires a determination as to when proceeds and
replacement proceeds are no longer allocable to a particular issue.

      Amounts cease to be allocated to an issue as proceeds or replacement proceeds only:

      1) if they are allocated to an expenditure for a governmental
         purpose;

      2) if proceeds, they are allocated to another issue as
         transferred proceeds, or if replacement proceeds, they are
         no longer used in a manner that causes those amounts to be
         replacement proceeds of that issue;
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      3) by retirement of the issue; or

      4) upon application of the universal cap.

      Amounts that cease to be allocated to one issue as gross proceeds are eligible for allocation to another
issue under section 1.148-6(b)(1).

          (3) THE UNIVERSAL CAP

      Section 1.148-6(b)(2)(ii) provides the general rule that amounts that would otherwise be gross
proceeds allocable to an issue are allocated to the issue only to the extent the value of nonpurpose
investments allocable to those gross proceeds does not exceed the value of all outstanding bonds of the
issue. For purposes of the universal cap, nonpurpose investments include gross proceeds allocable to cash,
tax-exempt bonds that would be nonpurpose investments, qualified student loans, and qualified mortgage
loans.

      Simply stated, this rule limits the amount of nonpurpose investments allocable to an issue to the value
of outstanding bonds. The value of all outstanding bonds is referred to as the universal cap. Therefore, if
the value of outstanding bonds is $20,000,000, the amount of nonpurpose investments that may be
allocated to the issue is limited to $20,000,000.

      If the amount of nonpurpose investments exceed the universal cap, section 1.148-6(b)(2)(iv) provides
the rule for deallocating excess amounts. Specifically, that section provides that nonpurpose investments
allocable to gross proceeds necessary to eliminate the excess cease to be allocated to the issue, in the
following order: (1) replacement proceeds; (2) transferred proceeds; and (3) sale proceeds and investment
proceeds.

      Since these rules are often difficult to apply in the abstract, the practical effect of the universal cap
may best be illustrated with a refunding example. Assume that City A issues bonds to advance refund a
prior issue and places the proceeds in a refunding escrow. Assume also that City A uses revenues to
establish a reserve fund. Generally, the reserve fund would constitute replacement proceeds of the
refunding issue. However, the universal cap prevents allocation of the replacement proceeds (the reserve
fund) to the issue until sufficient original proceeds and transferred proceeds have been expended to fall
below the universal cap. This rule proves very beneficial where the proceeds of the reserve fund are
invested at high yields, which is often the case.

          (4) EXPENDITURE ALLOCATIONS

               a. IN GENERAL

      As discussed above, gross proceeds are deallocated from the issue when expended for a governmental
purpose, such as the construction of a courthouse, roadway, etc. Such gross proceeds are no longer
allocable to the issue and are not subject to rebate or yield restrictions. If the issuer expends gross
proceeds for a purpose investment, such as a loan to a conduit borrower, /9/ the proceeds are not allocated
to an expenditure until the conduit borrower actually spends the money. /10/ Even then they remain
allocated to the issue as gross proceeds (for yield restriction purposes) until the sale, discharge, or other
disposition of the purpose investment.

      While this general rule is easy to apply with simple facts, simple facts are the exception, not the rule.
Often, an issuer will have several sources of funds available to finance a particular project. The question
then becomes how to allocate expenditures to the various sources. Not surprisingly, the regulations also
address this question.

      Section 1.148-6(d)(1)(i) provides that any of the following methods may be used to allocate funds
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from different sources to expenditures made for the same governmental purpose, if applied consistently:

     (1) Specific tracing. With multiple issues, this would generally
         require maintaining separate accounts for each issue.

     (2) Gross proceeds spent first. This methodology is useful where
         the issuer has available funds that are not bond proceeds.
         This permits the issuer to spend the bond proceeds first,
         thereby reducing arbitrage and rebate liabilities. Compare
         this to the working capital expenditures rule discussed
         below.

     (3) First-in, first-out. Where there is more than one bond
         issue, this method would permit the issuer to treat the
         proceeds of the first issue as first spent, the proceeds of
         the second issue next, and so on.

     (4) Ratable allocation method. Rather than maintaining separate
         accounts for multiple issues, the issuer places all proceeds
         in a single account. Proceeds are de-allocated
         proportionately to each issue as expenditures are made.

      Regardless of the accounting method, any allocation of gross proceeds to an expenditure, requires a
current outlay of cash. The issuer must reasonably expect this outlay of cash to occur not later than 5
banking days after which the allocation of gross proceeds to expenditures is made.

      Further, section 1.148-6(d)(iii) provides that an issuer must account for the allocation of proceeds to
expenditures not later than 18 months after the later of: (1) the date the expenditure is paid or (2) the date
that the project that is financed by the issue, if any, is placed in service. In any event, the allocation must
be made within 60 days after the fifth anniversary of the issue date or, if earlier, 60 days after the
retirement of the issue. /11/

               b. WORKING CAPITAL EXPENDITURES

      Working capital expenditures are defined in section 1.150- 1(b) as any cost that is not a capital
expenditure. /12/ Current operating expenses of a municipality are an example of working capital
expenditures.

      In keeping with the general policy of limiting the issuance of bonds until the proceeds are actually
needed for a governmental purpose, the regulations create a restrictive allocation rule for working capital
expenditures. Section 1.148-6(d)(3)(i) provides that proceeds of an issue may only be allocated to
working capital under a "gross-proceeds-spent-last" method.

      Under this rule, the issuer may not allocate proceeds to working capital expenditures until other
amounts are unavailable to the issuer. For purposes of this rule, available amounts include cash,
investments, and other amounts held in accounts or otherwise by the issuer that may be used for working
capital expenditures without legislative or judicial action. Section 1.148-6(d)(3)(i) treats reasonable
amounts in a working capital reserve as unavailable. Such reasonable reserve, however, is not to exceed 5
percent of the actual working capital expenditures of the issuer in the preceding year.

      The effect of this rule is clear. Since gross proceeds remain allocable to the issue until other funds are
unavailable, the proceeds remain subject to the arbitrage and rebate rules for a longer period of time. This
limits the issuer's incentive to finance normal operating expenses with tax-exempt bonds while investing
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the proceeds of the bonds or other amounts on hand in higher yielding instruments.

               c. PURPOSE INVESTMENT EXPENDITURES

      As mentioned above, a purpose investment is any investment that is acquired in order to carry out the
governmental purpose of the issue. The example provided was that of a loan to a 501(c)(3) organization.
In such a situation, the recipient of the loan, or the obligor, is referred to as a conduit borrower.

      Under section 1.148-6(d)(2), the issuer does not allocate gross proceeds to an expenditure until the
conduit borrower properly allocates the gross proceeds to an expenditure. Therefore, the gross proceeds
remain subject to yield restriction and rebate until spent by the conduit borrower. This imposes a
continuing obligation on the issuer to monitor the disposition of the proceeds.

      Note that the general rule stated above does not apply to qualified mortgage loans and qualified
student loans. Pursuant to section 1.148-6(d)(2)(ii), if gross proceeds are allocated to either a qualified
mortgage loan or a qualified student loan, those gross proceeds are allocated to an expenditure on the date
which the issuer allocates gross proceeds to that investment. Typically, this is the date that the issuer uses
proceeds to either make or purchase these type of loans.

               d. COMMINGLED FUNDS

      Under section 1.148-1(a), a commingled fund means any fund or account that contains both gross
proceeds of an issue and amounts in excess of $25,000 that are not gross proceeds of the issue. As
mentioned above, issuers frequently commingle gross proceeds of an issue with other funds. This is done
to invest the funds more efficiently.

      Section 1.148-6(e) imposes special accounting rules for commingled funds. Specifically,
subparagraph (2) of that section requires all payments and receipts with respect to investments in a
commingled fund to be allocated to each investor at the close of each fiscal year using a "consistently
applied, reasonable ratable allocation method." To illustrate, if the issuer commingles funds, it cannot
simply allocate any lower yielding investments to the gross proceeds portion of the funds without
allocating a ratable portion to the other sources of funds.

      For purposes of this rule, the term investor means each different source of funds. For example, if a
city invests gross proceeds of an issue and tax revenues in a commingled fund, it is treated as two
investors.

               e. REIMBURSEMENT ALLOCATIONS

      A reimbursement allocation is an allocation in writing that evidences an issuer's use of bond proceeds
to reimburse an expenditure that was previously paid from sources other than the bond proceeds. For
example, if City A spends $5,000,000 from its general funds on May 1, 1998, in connection with the
construction of a courthouse, it may issue $5,000,000 of bonds on January 1, 1999 and allocate the gross
proceeds to the prior expenditure. If the reimbursement is proper, City A may invest the gross proceeds of
the bonds without arbitrage consequences.

      In allocating gross proceeds of reimbursement bonds, section 1.148-6(d)(5) states that the rules of
section 1.150-2 apply. /13/ Section 1.150-2(d) provides the general operating rules for reimbursements.
Essentially, bonds will be respected as reimbursement bonds if three requirements are met. These
requirements relate to (1) official intent; (2) the reimbursement period; and (3) the nature of the
expenditure.

      Pursuant to section 1.150-2(d)(1), not later than 60 days after payment of the original expenditure, the
issuer must adopt a reasonable intention to reimburse the expenditure with gross proceeds of a bond
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issuance. Section 1.150-2(e)(2) further provides that the declaration must describe the project for which
the expenditure is paid and state the maximum principal amount of bonds expected to be issued for the
project.

      The second requirement is that the reimbursement allocation must be made not later than 18 months
after the later of (1) the date the original expenditure is paid; or (2) the date the project is placed in service
or abandoned, but in no event more than 3 years after the expenditure is paid.

      Finally, the nature of the expenditure must be of the type permitted by section 1.150-2(d)(3).
Generally, reimbursements are permitted only for the following expenditures: capital expenditures;
certain extraordinary working capital expenditures incurred before issuance of the reimbursement bond;
costs of issuance; a grant; a qualified student loan; a qualified mortgage loan; or a qualified veterans'
mortgage loan.

      When examining these transaction, it is important to note that a reimbursement allocation has
substance that must be respected by the issuer. In PLR 9723012, an issuer requested a ruling on whether it
could reallocate, after issuance, bond proceeds to a permissible expenditure, despite the fact that the bond
documents allocated the proceeds to an impermissible expenditure.

      The issuer argued that its original allocation to an impermissible expenditure "exists only on paper."
Reallocating the proceeds to a permissible expenditure, it argued, would not change the substance of the
transaction. Rejecting this contention, the Service ruled that a reimbursement does, in fact, have substance
that cannot be disregarded. Although the issuer was not satisfied with the consequences of the allocation,
it chose it. The Service ruled that the latest date for which an allocation of expenditures can be made is
the issue date of the bonds, or perhaps a reasonable period of time thereafter.

4. THE ANTI-ABUSE REGULATIONS

      In general, the 1993 regulations are simpler than earlier regulations because they rely more on a
subjective rule that issuers of tax-exempt bonds may not employ an abusive arbitrage devise. An abusive
arbitrage devise is a transaction that complies with the letter of the law, but not its spirit. While the 1979
regulations provided a similar rule, the 1993 regulations take a new approach in using general anti-abuse
language instead of creating specific rules.

      Section 1.148-10(a)(2) defines an abusive arbitrage devise as an action that enables the issuer to
exploit the difference between taxable and tax-exempt interest rates to gain a material financial advantage
and overburdens the tax-exempt bond market. The regulation provides that exploitation of interest rates
may be found, even though the issuer does not invest bond proceeds at a higher rate for the entire life of
the issue. An action overburdens the market if it results in issuing more bonds, issuing bonds earlier, or
allowing bonds to remain outstanding longer than is "otherwise reasonably necessary to accomplish the
governmental purposes of the bonds, based on all the facts and circumstances."

5. CONCLUSION

      As this article attempted to stress, the issuer's use of bond proceeds is critical in determining whether
there is compliance with the tax-exempt bond rules. The current allocation and accounting regulations
attempt to provide a workable approach to account for expenditures and prevent abuses of the tax-exempt
market. The regulations found in section 1.148-6 provide guidance not only with respect to arbitrage and
rebate issues, but with other types of bonds as well, including private activity bonds and hedge bonds.
Failure to comply with the Code and applicable regulations may result in the payment of rebate by the
issuer or a determination that interest on the bonds is not tax-exempt.

                         FOOTNOTES TO PART G
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     /1/ Prior to the 1986 Code, the rebate requirement applied only to bonds issued to finance home
mortgages and industrial development.

     /2/ The rebate requirement is codified in section 148(f). That section provides that a bond shall be
treated as an arbitrage bond unless an amount is paid to the United States equal to:

          (A) the excess of --

               (i) the amount earned on all nonpurpose investments
          (other than investments attributable to an excess described
          in this paragraph), over

               (ii) the amount which would have been earned if such
          nonpurpose investments were invested at a rate equal to the
          yield on the issue, plus

          (B) any income attributable to the excess described in
     subparagraph (A). Pursuant to section 148(f)(3), rebate payments
     must be made at least once every 5 years during the life of the
     bond.

     /3/ Section 148(b)(3)(B) provides that investments in tax-exempt bonds subject to the alternative
minimum tax are nonpurpose investments if such bonds are acquired with the proceeds of bonds that are
exempt from the alternative minimum tax.

     /4/ The term "acquired obligations" was defined as securities and other evidences of indebtedness that
were not tax-exempt under section 103.

     /5/ The universal cap is explained in greater detail below.

     /6/ The 1992 final regulations were a modified version of three sets of proposed regulations published
on January 30, 1992 (section 1.148-4), and February 12, 1992 (sections 1.148-6 and 1.148-11).

     /7/ The current regulations do not contain a similar provision.

     /8/ Specific tracing was used in Harbor Bancorp & Subsidiaries v. Commissioner, 105 T.C. 260
(1995), aff'd, 115 F.3d 722 (9th Cir. 1997), cert. denied 118 S.Ct. 1035 (1998). In that case a housing
authority issued bonds for the stated purpose of constructing multifamily housing units, a fact indicated in
the bond documents. During an unusual closing, and without the knowledge of the issuer, the bond
proceeds were diverted and ultimately used to purchase Guaranteed Investment Contracts ("GIC's") to
service the debt on the bonds. The housing project was never completed. The Service directly traced the
bond proceeds to the purchase of the GIC's. The Tax Court held that the proceeds were used to acquire
nonpurpose investments.

     /9/ In a conduit borrowing, the proceeds of the bonds are not used by the governmental issuer, but
rather by a private entity such as a 501(c)(3) organization.

     /10/ The general rule does not apply if the purpose investment is with respect to a qualified mortgage
bond or a qualified student loan bond issue. In these cases the expenditure is deemed made at the time the
issuer acquires the purpose investment. Nevertheless, the proceeds continue to be allocated to the issue
for yield restriction purposes until the purpose investment is sold, discharged, or otherwise disposed of.

     /11/ Note that section 1.148-6(d)(iii) applies only to bonds issued on or after May 16, 1997.

     /12/ This definition applies for all purposes of sections 141 through 150.



CPE-99.doc -134- August 12, 1998 (7:52AM)

     /13/ If, however, the gross proceeds are used to reimburse a working capital expenditure, as discussed
above, the rules of section 1.148-6(d)(3) apply.

                     END OF FOOTNOTES TO PART G
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H. IDENTIFYING ABUSIVE TRANSACTIONS INVOLVING SECTION 501(c)(3)

ORGANIZATIONS AND TAX-EXEMPT BONDS

by
Clifford J. Gannett and Gerald V. Sack

1. INTRODUCTION

      In recent years, the Service has intensified its effort to identify potential abusive transactions
involving the use of IRC 501(c)(3) organizations and tax-exempt bonds. Guidance has been provided
through various publications including News Releases and Internal Revenue Manual supplements. This
article will review those developments and provide additional guidance.

2. BACKGROUND

      In April, 1990, the Service initially alerted charities to three types of tax-exempt bond financed
transactions involving the purchase or sale of health care facilities. In News Release IR-90-60, the Service
warned that the transactions may result in impermissible private benefit or inurement and the loss of an
organization's exempt status.

      This warning was augmented by News Release IR-90-107, dated August 21, 1990, which announced
the issuance of new determination and examination instructions, Internal Revenue Manual (IRM) sections
7668.(17) and 7(10)7(11). These IRM instructions were drafted to assist Exempt Organizations specialists
and agents in detecting potentially abusive transactions in which charitable organizations buy or sell
health care facilities financed with tax- exempt bonds. In this News Release, the Service further warned
that abusive transactions can have adverse consequences not only for charitable organizations, but also for
investors in tax-exempt bonds. If the abusive transaction results in loss of an organization's tax- exempt
status, the interest paid on bonds issued by the organization may be taxable to the bondholder.

      On April 21, 1993, the Service supplemented the instructions contained in IRM 7668.(17) with
respect to processing exemption applications for organizations that intend to use tax- exempt bond
financing by issuing IRM Supplement 76G-33. Under this IRM Supplement, organizations applying for
exemption under IRC 501(c)(3) were to be asked by determination specialists to provide certain specific
information. The information was to enable the determination specialist to complete worksheets designed
to assist the specialists in assessing the likelihood of impermissible private benefit and in identifying
cases for referral to the National Office.

      The IRM Supplement also announced that, if an organization was unable to provide the required
information, the key district office could still issue a favorable determination letter if the organization
agreed to request a confirmation ruling from the National Office that the organization's tax exempt bond
financing would not adversely affect the organization's exempt status. Section 3.016 of the IRM
Supplement set forth a special bond paragraph to be included in favorable letters to reflect the
organization's commitment to request a confirmation ruling. The Supplement was incorporated by
reference into IRM 7668.(16) (previously numbered IRM 7668.(17)) on August 11, 1994. Special bond
paragraphs were placed in other favorable determination letters when there was no plan to use tax-exempt
financing or where tax-exempt financing plans were fully disclosed.

      Both IRM Supplement 76G-33 and IRM 7668.(16) state that the expiration date of the Supplement is
October 21, 1994. However, at this writing, the Service continues to process initial applications that
indicate tax-exempt financing under MS 76G-33 and IRM 7668.(16). At this writing, revised guidance is
currently under review.
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      Due to staffing and other considerations, the Service decided to discontinue its practice of providing
confirmation rulings. Accordingly, the Service discontinued its practice of incorporating all special bond
paragraphs in its favorable determination letters. The annual Rev. Proc. 98-8, 1998-1 I.R.B. 225, updating
the user fee schedule no longer provides for bond confirmation rulings.

3. SPECIAL EMPHASIS ON TAX-EXEMPT BOND FINANCED TRANSACTIONS

      While other financial arrangements such as commercial mortgages, taxable bonds and private
financing are used by charities in acquiring and constructing facilities, the Service continues to recognize
that transactions financed by IRC 501(c)(3) organizations with proceeds of tax-exempt bonds merit
increased scrutiny.

      The benefits of proactive determination and examination efforts by Employee Plans and Exempt
Organizations ("EP/EO") specifically targeting tax-exempt bond financed transactions of IRC 501(c)(3)
organizations was cited in a General Accounting Office Report to the Chairman, Subcommittee on
Human Resources and Intergovernmental Relations, House of Representatives, GAO/GGD-93- 104,
dated May, 1993. The report referred to the fact that, during the EP/EO coordinated examination program
for tax-exempt organizations, preliminary reviews of organizations' tax-exempt bond- financing
transactions had raised new concerns about whether some of the bonds satisfied IRC requirements.

      The Report also addressed EP/EO's increased scrutiny of tax- exempt bond financing plans of
organizations applying for recognition of exemption under IRC 501(a) by virtue of being described in
IRC 501(c)(3). The Report, at page 27, provides:

          In another example, after several abusive nursing home
     deals were publicized widely, in 1991 Employee Plans and Exempt
     Organizations began emphasizing the review of tax-exempt bond
     financing plans for organizations applying for tax-exempt status
     under section 501(c)(3) of the IRC. In a February 1992
     presentation, the Director of Exempt Organizations Technical
     Division said that about 10 percent of the 110 to 115
     organizations applying in recent months either withdrew their
     applications in response to IRS' questions about the proposed
     bond deals or refused to answer them. Another 10 percent did not
     have enough information about proposed bond-related transactions
     for IRS to decide whether tax-exempt status should be granted.
     The Director interpreted these results as indicating that the
     special review appears to be stopping potentially abusive tax-
     exempt bond transactions that were unidentified and unsuspected
     before revelations on the abusive nursing home deals.

      Tax-exempt bonds provide an indirect government subsidy or benefit to IRC 501(c)(3) organizations
on whose behalf they are issued. Bondholders of tax-exempt bonds are willing to accept lower interest
rates to obtain income exempt from federal tax. Thus, the borrowing costs of IRC 501(c)(3) organizations
financing their activities with tax-exempt bonds proceeds is lower. While this benefit is conferred to
encourage socially worthwhile endeavors, it also can attract private parties more motivated by the
potential of increased profits than insuring that bond proceeds further IRC 501(c)(3) purposes. Thus, the
impact of a tax-exempt bond financed project on an organization's tax status under IRC 501(c)(3) should
be closely scrutinized.

4. FACTS AND CIRCUMSTANCES TEST
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     A. LEGAL ASPECTS

      IRC 501(c)(3) provides exemption from federal income tax for organizations that are "organized and
operated exclusively" for religious, educational, or charitable purposes. The exemption is further
conditioned on the organization being one "no part of the net income of which inures to the benefit of any
private shareholder or individual." Although these requirements overlap, the two are distinct requirements
which must be independently satisfied. United Cancer Council, Inc., v. Commissioner, 109 T.C. 17
(1997).

      Reg. 1.501(c)(3)-1(c)(2) explains the prohibition against private inurement as follows:

          An organization is not operated exclusively for one or more
     exempt purposes if its net earnings inure in whole or in part to
     the benefit of private shareholders or individuals. For the
     definition of the words "private shareholder or individual," see
     Reg. 1.501(a)-1(c).

      Violation of the statutory inurement proscription may result in initial denial or revocation of an
organization's tax exemption under IRC 501(c)(3). However, the Taxpayer Bill of Rights 2, P.L. 104-168,
110 Stat. 1452, enacted July 30, 1996, added IRC 4958 which allows the Service to impose, as a sanction
for violations of the inurement proscription, an excise tax on individuals involved.

      With respect to the "operated exclusively" requirement of IRC 501(c)(3), Reg. 1.501(c)(3)-1(c)(1)
provides that:

          An organization will be regarded as "operated exclusively"
     for one or more exempt purposes only if it engages primarily in
     activities which accomplish one or more of such exempt purposes
     specified in section 501(c)(3). An organization will not be so
     regarded if more than an insubstantial part of its activities is
     not in furtherance of an exempt purpose.

      The Supreme Court has stated that the presence of a single nonexempt purpose, if substantial in
nature, will preclude exemption under IRC 501(c)(3) regardless of the number or importance of the
organization's exempt purposes. Better Business Bureau v. U.S., 326 U.S. 279 (1945).

      Reg. 1.501(c)(3)-1(d)(1)(ii) also provides that an organization is not organized or operated exclusively
for any of the purposes specified in IRC 501(c)(3) unless it serves a public rather than a private interest.
Thus, to qualify under IRC 501(c)(3), an organization must establish that it is not organized or operated
for the benefit of private interests such as designated individuals, the creator or the creator's family,
shareholders of the organization, or persons controlled, directly or indirectly, by such private interests.

      The Tax Court in Alive Fellowship of Harmonious Living, T.C.M. 1984-87 (2-23-84) [& 84,087 P-H
Memo TC], states:

          The requirement that an exempt organization be operated for
     public rather than private benefits is but another way of
     requiring that it be operated exclusively for exempt purposes.
     Western Catholic Church v. Commissioner, 73 T.C. 196, 213
     (1979), affd. per order 631 F.2d 736 [unpublished order dated 9-
     19-80] (7th Cir. 1980). The issue is one of fact. Retired
     Teachers Legal Fund v. commissioner, 78 T.C. 280 (1982).
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      Under these Code and regulations provisions, there is no bright line test for determining whether
impermissible private benefit or inurement exists in a particular tax-exempt financing arrangement. All
the facts and circumstances must be available and scrutinized before the Service can arrive at a
determination that there is or is not substantial private benefit, inurement, or that the organization is or is
not organized and operated exclusively for exempt purposes.

     B. FACTS TO CONSIDER

      The impact on IRC 501(c)(3) exempt status of financing with tax- exempt bonds cannot be accurately
determined unless all of the salient facts related to the matter are uncovered, weighed, and properly
characterized. This most likely will require that the specialists and agents consider, at the minimum, the
following general items: 1) the composition of the board of directors; 2) the relationships of the parties to
the arrangement; 3) the organization's relationship with other exempt organizations, governmental
entities, and banks or guarantors; and 4) the facts surrounding the management of the facility.

      Factors indicating that an organization's bond financed project does not adversely affect the
organization's status under IRC 501(c)(3) may include, among other items, the following:

     a. The governing board of the organization is comprised of
        local, independent, civic leaders that broadly represents the
        community in which the bond financed facility is located.

     b. The organization is controlled by an established IRC
        501(c)(3) organization whose exempt purposes are also
        furthered by the bond financed project. For example, a
        charity plans to bond finance the construction of a elderly
        home on the campus of a university. The fact that the
        university acts as the charity's parent would be a
        significant fact weighing in the organization's favor.

     c. The organization was created by a local governmental entity
        to be the lessor in a lease back transaction in which the
        lessor issues bonds or certificates of participation.

     d. None of the for-profit parties involved in the bond financed
        project (sellers, developers, contractors, managers, etc.) or
        individuals connected with them were instrumental in the
        creation of the organization or exercise substantial
        influence over the affairs of the organization.

     e. Prior to selecting the bond financed project, the
        organization had made a good faith effort to find a suitable
        project.

     f. A feasibility study reflects a projected rate of occupancy
        that is similar to the actual occupancy rate of the facility
        being acquired and indicates that the organization will be
        able to operate the facility in a charitable manner.

     g. An appraisal of the bond financed facility uses the income
        method, market method, and cost method of valuation to
        estimate the facility's current business enterprise value.
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     h. The organization plans to manage the bond financed facility
        itself, hire a related exempt organization that has
        experience managing similar facilities to manage the
        facility, or selects a manager through competitive bidding.

      Factors indicating that an organization's bond financed project may adversely affect the organization's
status under IRC 501(c)(3) may include, among other items, the following:

     a. Members of the governing board of the organization are
        located throughout the country and have no discernable
        connection with each other or the community in which the bond
        financed facility is located.

     b. A for-profit developer, manager or other party engaged in
        bond financed projects throughout the country created and
        controls the organization.

     c. A for-profit entity involved in the bond financed project
        loaned the organization funds or paid various costs incurred
        in the process of organizing the organization and pursuing
        tax-exempt financing. Such costs might include incorporation
        fees, application fees, and fees for feasibility studies,
        appraisals, and engineering and environmental studies.

     d. The for-profit entity selling the bond financed facility to
        the organization recently purchased the facility and is
        making a substantial profit on the sale.

     e. The for-profit seller has provided a portion of the financing
        for the project by purchasing a series of subordinate bonds.

     f. A bank lender or third party guarantor, such as a bond
        insurer or a letter of credit bank, has final authority over
        the organization's budget and fees and has required the
        organization to maintain an unreasonable amount of cash on
        hand.

     g. The organization has entered into a management contract with
        a for-profit manager to operate the bond financed facility
        which provides for the sharing of net profits or provides for
        penalties if the applicant terminates the contract.

     C. FINAL DISPOSITION OF A CASE

      Where the facts and circumstances show that the tax-exempt financing does not impermissibly benefit
private parties and that the organization is organized and operated exclusively for exempt purposes, a
favorable determination of the organization's status under IRC 501(c)(3) can be made. If the organization
has applied for exemption, a favorable determination letter can be issued.

      When an organization, however, cannot provide specific information, representations, or safeguards
regarding its bond financed project and cannot describe its activities and its relationships with various
parties in sufficient detail, there is an indication that it may be serving private rather than public interests
and a favorable letter should not be issued. Reg. 1.501(c)(3)-1(d)(1)(ii) clearly places the burden of proof
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upon the organization to establish on application for exemption that it is not organized and operated for
the benefit of private interests. Failure to provide relevant information regarding the organization's
purposes and rules of operation, as well as a detailed explanation of its operations, is a sufficient basis for
both the Service and the courts to refuse to recognize the organization as exempt. See Rev. Proc. 90- 4,
1990-1 C.B. 410, and Rev. Proc. 90-27, 1990-1 C.B. 514. Simply stated, the organization must establish
that it meets the facts and circumstances test prior to being recognized as exempt under IRC 501(c)(3) by
the Service.

5. CONCLUSION

      Through various publications, the Service has highlighted its concern regarding the involvement of
charities in abusive tax- exempt bond financed transactions. Cases involving such arrangements should be
fully developed to determine if the arrangement will result in impermissible private benefit or inurement.
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I. SECTION 457 DEFERRED COMPENSATION PLANS OF STATE AND

LOCAL GOVERNMENT AND TAX-EXEMPT EMPLOYERS AFTER

THE SMALL BUSINESS JOB PROTECTION ACT OF 1996

AND THE TAXPAYER RELIEF ACT OF 1997

by
Cheryl Press and Robert Patchell

1. INTRODUCTION

      Section 457 plans are nonqualified, deferred compensation plans established by state and local
government and tax-exempt employers. These employers can establish either eligible (covered by 457(b))
or ineligible (covered by 457(f)) plans, and are subject to the specific requirements and deferral
limitations of section 457 of the Internal Revenue Code of 1986 ("Code"). Certain other types of plans
established by state and local government and tax-exempt employers are not subject to the requirements
of section 457, however. The purpose of this article is to provide an overview of section 457, identify the
differences between an eligible and an ineligible section 457 plan, and discuss those plans which are
excepted from the rules and requirements articulated in section 457 and the regulations thereunder. This
article will also try to highlight specific situations where plans may not be in compliance with section
457.

      As originally enacted, the rules governing section 457 plans were developed based on nonqualified
plan concepts. Section 457 plans therefore are subject to different, and often less stringent regulations
than are qualified plans, which must comply with complex rules to assure parity in who they cover, and
how much can be deferred. An attendant feature of section 457 plans is that they may provide less
security to participants than do qualified plans.

      Starting on January 1, 1997, important statutory changes to section 457 resulting from the passage of
H.R. 3448, THE SMALL BUSINESS JOB PROTECTION ACT OF 1996 ("SBJPA"), affect all eligible
section 457(b) plans, and, in particular, eligible section 457(b) plans of state and local government
employers. New section 457(g) now requires that all amounts deferred under eligible section 457(b) plans
of state and local government employers be set aside in trust for the exclusive benefit of plan participants.
This is in direct contrast to the law prior to the enactment of the SBJPA, which still subjects eligible
section 457(b) plans of tax-exempt employers to section 457(b)(6) of the Code, and, therefore, still
requires that they be unfunded. Section 2.D of this article provides a complete overview of this important
requirement for government plans. This article will discuss, where appropriate throughout the article, the
additional changes made to section 457 under the SBJPA and more recently by section 1071 of the
Taxpayer Relief Act of 1997 ("TRA '97").

      Most recently, in Notice 98-8, 1998-4 I.R.B. 6 (January, 1998) we issued substantive guidance
concerning the revisions made to eligible section 457(b) deferred compensation plans by the SBJPA and
the TRA '97. Specifically, Notice 98-8 provides guidance on the trust requirements applicable to state and
local government employers maintaining a section 457(b) plan, including the requirements for custodial
accounts and annuity contracts; in-service distributions from a section 457(b) plan if the total amount
payable to the participant does not exceed $5,000; an additional election to defer commencement of
distributions from a section 457(b) plan and the cost of living adjustments to the $7,500 limitation on
maximum deferrals under a section 457(b) plan. This article will discuss in detail these new changes to
section 457.

      Finally, this article updates "Section 457 Deferred Compensation Plan of State and Local Government
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and Tax-Exempt Employers," published in the Exempt Organizations Continuing Professional Education,
Technical Instruction Program for FY 1997, Topic M, page 189. as well "Section 457 Deferred
Compensation Plan of State and Local Government and Tax-Exempt Employers After the Small Business
Job Protection Act of 1996" published in the Employee Plans EP/EO CPE Technical Topics for 1997,
Article No. 7, page 443.

2. SECTION 457(b) "ELIGIBLE" DEFERRED COMPENSATION PLANS

      Section 457(a) of the Code permits a participant to defer compensation to a deferred compensation
plan of an "eligible employer," provided that the plan satisfies the eligibility requirements of section 457.
Under section 457(a), compensation deferred pursuant to an eligible plan and the income attributable to
such deferred compensation, are taxable in the year in which the deferred amounts are paid or made
available to a plan participant or other beneficiary.

     A. ELIGIBLE EMPLOYERS

      An eligible deferred compensation plan is defined as any plan, agreement or other arrangement that is
established and maintained by an "eligible employer". Sections 457(b), 457(f)(3)(A). The term eligible
employer is defined as a State (including the District of Columbia), political subdivision of a State, any
agency or instrumentality of a State or political subdivision of a State, and any other organization (other
than a government unit) exempt from tax under subtitle A of the Code. Section 457(e)(1), Section 1.457-
2(c) of the Regulations. Section 457 therefore applies to all tax- exempt employers that maintain a
deferred compensation plan, except churches, which are specifically excluded under section 457(e)(13).
The application of section 457 to deferred compensation plans of exempt organizations became effective
under the Tax Reform Act of 1986 ("TRA '86"). Deferred compensation plans of agencies and
instrumentalities of the Federal Government are not subject to Section 457.

     B. WHO MAY PARTICIPATE IN AN ELIGIBLE PLAN UNDER SECTION
        457(b)(1)?

          (1) IN GENERAL

      Only individuals who perform services for the entity, either as employees or independent contractors,
may be participants in a section 457 plan. Section 457(e)(2), 1.457-2(d). Corporations cannot be
participants in a plan.

          (2) SELECT GROUP OF EMPLOYEES OF NON-GOVERNMENTAL TAX-
              EXEMPT ENTITITES

      While any employee or independent contractor of a governmental entity can be a participant, tax-
exempt organizations that are non- governmental must limit participation to management and highly
compensated employees . This is because of the rules under Title I of the Employee Retirement Income
Security Act of 1974 ("ERISA"), which are under the jurisdiction of the Department of Labor.

      ERISA generally requires that a plan providing retirement benefits to employees must be funded by
an irrevocable trust. Section 457 plans also provide such benefits. However, the rules of section 457
require that such plans be unfunded in order to obtain tax benefits. Therefore, an entity cannot attain tax
deferral for its employees under a section 457 plan unless an exception to the funding requirement
applies. Government plans are expressly exempt from the funding requirements of ERISA. Other tax-
exempt employers may maintain section 457 plans, but ONLY for management and highly compensated
employees, as the funding rules under ERISA do not apply to a "top hat" plan, a type of plan which
specifically covers these types of employees. If the covered employees do not fall into these exceptions,
the plans must be funded plans subject to the rules of ERISA.
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      Section 457 plans are not subject to the nondiscrimination rules, with which funded, qualified plans
must comply. These rules are designed to insure that the highly compensated employees of an employer
do not receive a disproportionate share of the benefits under qualified plans maintained by the employer.
Neither the ERISA coverage rules nor the Code's coverage and nondiscrimination rules apply to unfunded
top-hat plans, and no discrimination issue is raised by eliminating all rank and file employees from
coverage under eligible 457 plans. In fact, section 457 plans of tax-exempt employers must do just that in
order to be eligible plans. In contrast, qualified plans are developed for the rank and file as well as for
highly compensated employees.

     C. MAXIMUM DEFERRAL LIMITATIONS UNDER SECTIONS 457(b)(2) AND
        (3); COORDINATION LIMITATION UNDER SECTION 457(c)(2)

          (1) GENERAL RULE; COST-OF-LIVING ADJUSTMENT

      Under section 457(b)(2), a plan must provide that the annual amount that can be deferred is limited to
the lesser of $7,500, or 33 1/3 % of a participant's "includible compensation". The $7,500 limit includes
both employer contributions and employee salary reduction deferrals.

      The SBJPA added section 457(e)(15) which provides for A COST-OF- LIVING ADJUSTMENT (in
$500 increments) of the maximum deferral amounts of $7,500 under sections 457(b)(2) AND (c)(1) at the
same time and in the same manner as under section 401(d), except that the base period is the calendar
quarter ending September 30, 1994 and any increase which is not a multiple of $500 is rounded to the
next lowest multiple of $500. The amendment is for taxable years beginning after December 31, 1996.
For 1998, the deferral rate is $8,000. The maximum deferral amount for each year is announced before
the beginning of the year at the same time as cost-of-living adjustments under section 415(d), by the
Employee Plans Division of the Commissioner's office.

      The cost-of-living adjustment applies to the Coordination Limitation deferral amount referred to in
section 457(c)(1).

      The cost-of-living adjustment does NOT apply to the $15,000 catch-up limitation of section
457(b)(3), and any increase in the amount deferred under section 457(b)(2) will decrease the amount
available under the catch-up permitted by section 457(b)(3).

          (2) "INCLUDIBLE COMPENSATION"

      "Includible Compensation" for a taxable year includes only compensation attributable to services
performed for the employer which is currently included in the participant's gross income for the taxable
year. Amounts deferred (or otherwise not currently included in gross income) under section 457 and other
provisions of the Code are not part of "includible compensation." Section 457(e)(5), Section 1.457-2(e)(2)
of the Regulations. These other Code sections under which compensation is not includible in gross
income include section 401(k) cash or deferred arrangements (CODAs or 401Ks), section 402(h)(1)(B)
simplified employee pensions (SEPs) and section 403(b) tax-sheltered annuities (TSAs). The legislative
history of section 457 states that in a typical arrangement, the 33 1/3 percent of includible compensation
limitation is equal to 25% of the compensation that would have been received but for the salary reduction
agreement. The amount of includible compensation is determined without regard to any community
property laws. Section 457(e)(7).

      Amounts payable on separation from service for unused sick and vacation leave accrued in prior years
may not be deferred under an eligible plan pursuant to an election made in the final year of service,
although these amounts are used for determining includible compensation.

          (3) EXAMPLE
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       The following brief example illustrates how the deferral
limitation operates to limit the amount of includible compensation
that may be deferred under section 457(b). An employee who is
scheduled to receive $24,000 during a taxable year could enter into a
salary reduction agreement and elect to defer $6,000 for that year
and be within the deferral limitation under 457(b), because this
amount is equal to 25 percent of the employee's gross compensation of
$24,000 and 33 1/3 percent of his or her includible compensation of
$18,000 ($24,000 - $6,000).

          (4) CATCH-UP RULE

      An exception to the general deferral limitation under section 457(b)(2) does exist, however. Under
section 457(b)(3), an eligible plan may provide that for one or more of a participant's last three taxable
years ending before the attainment of retirement age, the amount which may be deferred is increased to
the lesser of (A) $15,000, or (B) the sum of (i) the plan ceiling for purposes of section 457(b)(2), plus (ii)
so much of the plan ceiling established for purposes of section 457(b)(2) for taxable years before the
taxable year as has not previously been used under section 457(b)(2) or 457(b)(3). (Catch-up Limitation).

      With respect to the underutilized limitations and the limited catch-up rule, section 1.457-2(f)(2) of the
Regulations provides, in part, that a prior year is taken into account only if (A) it begins after December 1,
1978, (B) the participant was eligible to participate in the plan during all or a portion of the taxable year,
and (C) compensation deferred (if any) under the plan during the taxable year was subject to the plan
ceiling established under section 1.457-2(e)(1).

      Section 1.457-2(f)(3) of the Regulations requires that the plan may not permit a participant to elect to
have the limited catch- up provision apply more than once, whether or not the limited catch- up is utilized
in less than all of the three taxable years ending before the participant attains normal retirement age, and
whether or not the participant or former participant rejoins or participates in another eligible plan after
retirement. An example found in the regulations points out that if the participant elects to utilize the
limited catch-up for only one taxable year before normal retirement age, and after retirement at that age
the participant renders services for the State as an independent contractor or otherwise, the plan may not
permit the participant to utilize that limited catch-up for any taxable years subsequent to retirement.

      When reviewing whether the catch-up limitation is in compliance with section 457(b)(3), remember
that "normal retirement age" used to determine the catch-up period may or may not correspond with the
time when a participant actually retires. In addition, the third year of the catch-up limitation may not be
the actual year or retirement (if chosen by a participant as their normal retirement age), because the third
year must be in a year ending before a participant attains normal retirement age.

      The cost-of-living adjustment under section 457(e)(15) does not apply to the $15,000 catch-up
limitation of section 457(b)(3), and any increase in the amount deferred under section 457(b)(2) will
decrease the amount available under the catch-up permitted by section 457(b)(3). Thus, although the
deferral limitation for 1998 has increased to $8,000, the catch-up permitted in 1998 has not increased to
$15,500, but remains at $15,000. In future years, as the amount that can be deferred under section
457(b)(2) increases, the use of the catch-up limitation will become of less and less benefit to participants
under section 457(b) plans. However, because participants may benefit from larger deferral limitations
under section 457(b)(2) in future years (due to cost-of- living increases), the benefit of the catch-up may
become less important.

          (5) NORMAL RETIREMENT AGE
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      Section 1.457-2(f)(4) of the Regulations provides that a plan may define normal retirement age as any
range of ages ending no later than age 70 1/2 and beginning no earlier than the earliest age at which a
participant has the right to retire under the plan. If no normal retirement age is specified in the plan, then
the normal retirement age is the later of the latest retirement age specified in the basic pension plan of the
employer, or age 65. Where participants work past normal retirement age, the plan, within limits, may
permit them to designate another normal retirement age.

          (6) COORDINATION LIMITATION

      Under section 457(c)(2), amounts excluded from income under certain types of plans must be treated
as amounts deferred under section 457, and therefore counted against the section 457(b)(2) annual
limitation, or the section 457(b)(3) $15,000 catch- up limitation. These plans are other section 457 plans,
section 401(k) cash or deferred arrangements (CODAs), section 402(h)(1)(B) simplified employee
pensions (SEPs), section 403(b) tax-sheltered annuities (TSAs), and plans for which a deduction is
allowed because of a contribution to an organization described in section 501(c)(18).

      Generally, the effect of section 457(c)(2) is that an individual who defers compensation in both an
eligible section 457 plan and in another plan such as a CODA, SEP, or TSA is limited to a total combined
deferral of $8,000 annually [for 1998] if the individual is to enjoy tax deferral on the combined amounts.
If the combined deferral exceeds this amount, the amounts treated as excess in the eligible section 457
plan are taxable currently under section 457. However, an individual who, although eligible, does not
defer any compensation under the section 457 plan in any given year, is not subject to the $8,000 annual
limit [for 1998] of section 457(c)(2), even though the individual defers compensation under one of the
other coordinated plans. The coordination limitation applies to plans of all employers rather than being an
employer by employer limitation.

      Section 457(c)(2) works as follows. Suppose that individual A participates in both an eligible section
457 plan and a section 401(k) arrangement. A defers the maximum amount of $8,000 under the section
457 plan and $2,000 under the 401(k) arrangement in 1998, for a total of $10,000. A will have an excess
deferral of $2,000 under the section 457 plan because of section 457(c)(2). The $2,000 deferred under the
section 401(k) plan will be applied first against the $8,000 limit of section 457, and the amount deferred
under the section 457 plan, $8,000, will then be applied and will exceed the $8,000 limit by $2,000.

      The cost of living increase of section 457(e)(15) applies to the section 457(c)(2) requirements.

      Some recent examinations of section 403(b) and eligible section 457(b) plans of the same employer
have uncovered problems in the way plans are administering the applicable coordinated deferral
limitations.

          (7) PLANS WITH DELAYED VESTING PROVISIONS

      Another issue raised by the limitation requirement is found in plans with benefits that vest on a
delayed basis. If the compensation deferred is subject to a substantial risk of forfeiture, then compensation
deferred is taken into account at its present value in the plan year in which the compensation is no longer
subject to a substantial risk of forfeiture. 1.457-2(e)(3) of the Regulations. Therefore, amounts deferred
under an eligible plan over several years subject to a delayed vesting schedule will be combined for
purposes of the maximum deferral limit in the year the amounts vest, i.e., are no longer subject to a
substantial risk of forfeiture.

      For example, if an employer sets aside $3000 per year for five years for a certain employee, and the
employee's rights to these amounts vests only in year 5, the employee will be treated as having deferred
$15,000 ($3000 x 5 years) in year 5, when the amounts vest. Because the employee may only defer
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$8,000 in year 5 under section 457(b), the aggregate of the amounts deferred, $15,000, is in excess of the
limitation by $7,000, and the excess amount is includible in the gross income of the employee in that
same year 5. Moreover, the excess deferral must remain in the section 457 plan because section 457 has
no mechanism for distributing excess deferrals in advance of the normal distribution events listed in
section 457(d).

          (8) PRESENT VALUE REQUIREMENT

      Section 457(e)(6) requires that compensation deferred under a plan be taken into account at its present
value in the plan year in which deferred. Thus, for example, an employer cannot use unreasonable
actuarial assumptions or interest rates to calculate the present value of benefits or the increase in benefits
for a defined benefit plan.

          (9) CONCLUSION

      In summary, whether a plan meets the requirements of sections 457(b) and (c) of the Code will require
a review of (1) whether the amounts being deferred under the plan are within the eligible plan limitations,
(2) whether any of these amounts are subject to a substantial risk of forfeiture, and (3) whether the
employees are participating in another plan requiring a coordination of benefits under section 457(c)(2).
A pattern of continuous excess deferrals or other inconsistencies will require a further examination into
whether the plan is being administered in compliance with section 457 of the Code.

     D. FUNDING REQUIREMENTS

          (1) GENERALLY -- NEW REQUIREMENTS FOR ELIGIBILITY UNDER THE
              SBJPA

      Starting on January 1, 1997, important statutory changes to section 457 resulting from the passage of
the SBJPA affect all eligible section 457(b) plans of state and local government employers. In particular,
new section 457(g) now requires that all amounts deferred under eligible section 457(b) plans of state and
local government employers be set aside in trust for the exclusive benefit of plan participants. This is in
direct contrast to the law prior to the enactment of the SBJPA, which as pointed out below, still subjects
eligible section 457(b) plans of tax-exempt employers to section 457(b)(6) of the Code, and therefore still
requires that they be unfunded. The discussion below highlights the different eligibility requirements for
plans of tax-exempt employers compared to plans of state and local government employers.

      When reviewing section 457 plans after January 1, 1997, it is now important to note what kind of
employer is sponsoring the plan. If it is a tax-exempt employer, the plan must be unfunded and subject to
all of the requirements listed under section 457(b)(6). If the plan is sponsored by a governmental entity,
look at whether it is a newly adopted plan or one already in existence on August 20, 1996. For plans
adopted after August 20, 1996, the funding requirements of section 457(g) apply immediately. For
governmental plans already in existence on August 20, 1996, a trust need not be established before
January 1, 1999. A governmental employer may, however, establish a trust before that date, if it wishes to
do so. Until January 1, 1999 or such time that a trust is created, however, the law in effect prior to the
enactment of the SBJPA, (that is, section 457(b)(6)), applies to governmental plans that were in existence
on August 20, 1996.

          (2) PLANS OF TAX-EXEMPT EMPLOYERS MUST BE UNFUNDED UNDER
              SECTION 457(b)(6)

      Another key requirement of eligibility for tax-exempt employers (and for existing government
employers prior to January 1, 1997, or later, if the governmental plan is only amended at some date before
December 31, 1998) is articulated in section 457(b)(6), which continues to mandate that a section 457
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plan be unfunded and that plan assets not be set aside for participants. Section 457(b)(6) states that an
eligible plan must provide that:

     (A) all amounts of compensation under the plan, (B) all property
     and rights purchased with such amounts, and (C) all income
     attributable to such amounts, property or rights, shall remain
     (until made available to the participant or beneficiary) solely
     the property and rights of the employer (without being
     restricted to the provision of benefits under the plan) subject
     only to the claims of the employer's general creditors.

      This is true whether the funds deferred originate with the employee or the employer. Therefore,
amounts credited to an employee's section 457 account are legally considered to be funds belonging to the
tax-exempt employer (or governmental employer under an existing plan until it is amended by the
governmental employer to comply with the new section 457(g)) until such amounts have been paid or
made available to the employee. Any funding arrangement under an eligible section 457(b) plan of a tax-
exempt employer that sets aside assets for the exclusive benefit of participants is in violation of section
457 and will trigger immediate taxation under sections 402(b) and 83 of the Code. Any language in a plan
that either contradicts or appears to contradict this requirement should result in a thorough review of the
plan document. Section 457 plans may use a so-called "rabbi" trust arrangement, however, without
violating this requirement.

          (3) GOVERNMENTAL PLANS MUST MAINTAIN SET-ASIDES FOR THE
              EXCLUSIVE BENEFIT OF PLAN PARTICIPANTS UNDER SECTION
              457(g)

      Section 457 has been amended by adding a new section 457(g) which states in paragraph (1) that in
order for a GOVERNMENT PLAN to be an eligible plan, all assets and income of the plan described in
section 457(b)(6) must be held in TRUST for the EXCLUSIVE BENEFIT OF PARTICIPANTS AND
THEIR BENEFICIARIES. IT IS IMPORTANT TO REMEMBER (as discussed in paragraph (2) above)
THAT THE RULES FOR TAX-EXEMPT PLANS UNDER SECTION 457(b)(6) HAVE NOT
CHANGED.

      Section 457(g)(2) provides generally that: A) a trust described in paragraph (1) shall be treated as an
organization exempt from tax under section 501(a), and B) notwithstanding any other provision of the
Code, amounts in the trust shall be includible in the gross income of the participants and beneficiaries
only to the extent, and at the time, provided for in section 457.

      Section 457(g)(3) provides that custodial accounts and contracts described in section 401(f) (annuity
contracts) are to be treated as trusts under rules similar to those under section 401(f).

      For new eligible section 457(b) plans of government employers, the effective date for this section is
August 20, 1996 (the date of the enactment of the SBJPA). For government plans in existence on August
20, 1996, a trust need not be established before January 1, 1999.

      The effect of this new law is that amounts credited to an employee's section 457 account must be set
aside in trust for the exclusive benefit of that employee, and are not available to the employer's creditors,
even before such time that the amounts are paid or made available to the employee. This is the exact
opposite of the effect of the unfunded requirement that still exists for eligible section 457(b) plans of tax-
exempt employers. The new law is intended to provide improved security to government employees who
participate in these plans.
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          (4) GUIDANCE UNDER NOTICE 98-8

               a. TRUST REQUIREMENT

      Notice 98-8 provides guidelines for satisfying the trust requirement of section 457(g). To satisfy the
trust requirement applicable to governmental section 457(b) plans under section 457(g)(1), a trust must be
established pursuant to a written agreement that constitutes a valid trust under state law. The terms of the
trust must make it impossible, prior to the satisfaction of all liabilities with respect to plan participants
and their beneficiaries, for any part of the assets and income of the trust to be used for, or diverted to,
purposes other than for the exclusive benefit of plan participants and their beneficiaries.

      In order to satisfy the requirement that all plan assets and income be held in trust, amounts deferred
under a governmental section 457(b) plan after a trust has been established must be transferred to the trust
within a period that is not longer than is reasonable for the proper administration of the accounts of
participants. For purposes of this requirement, a governmental section 457(b) plan may provide for
amounts deferred for a participant under the plan to be transferred to the trust within a specified period
after the date the amounts would otherwise have been paid to the participant. For example, a
governmental section 457(b) plan could provide for amounts deferred under the plan to be contributed to
the trust within 15 business days following the month in which these amounts would otherwise have been
paid to the participant. See section 2510.3-102(b) of the Department of Labor regulations concerning
contributions to an employee pension plan that is subject to the Employee Retirement Income Security
Act ("ERISA") (such as a plan qualifying under section 401(k) of the Code). However, a governmental
section 457(b) plan is not subject to ERISA, and, thus, is not subject to the Department of Labor
regulations.

      The Notice points out that unless all assets or income of a plan are held in one or more trusts that
satisfy the requirements of section VI of Notice 98-8 (or in custodial accounts or annuity contracts that
are treated as trusts under section VII of Notice 98- 8), the plan is not a section 457(b) plan because the
requirements of section 457(g) are not met.

               b. CUSTODIAL ACCOUNTS AND ANNUITY CONTRACTS TREATED AS
                  TRUSTS UNDER SECTION 457(g)(3)

      Section 457(g)(3) provides that, for purposes of the section 457(g)(1) trust requirements, custodial
accounts and annuity contracts described in section 401(f) will be treated as trusts under rules similar to
the rules under section 401(f). Section 1.401(f)- 1(b) of the regulations contains requirements that a
custodial account or an annuity contract must satisfy to be treated as a trust. For purposes of applying the
section 401(f) rules under section 457(g), the requirements under section 1.401(f)-1(b) of the regulations
generally will be used to determine whether a custodial account or annuity contract meets the
requirements of section 457(g)(3).

      Specifically, the Notice provides that a custodial account will be treated as a trust, for purposes of
section 457(g)(1), if the custodian is a bank, as described in section 408(n), or a person who meets the
nonbank trustee requirements of section VIII of Notice 98- 8, and the account meets the requirements of
section VI of Notice 98- 8, other than the requirement that it be a trust. An annuity contract will be treated
as a trust under section 457(g)(1) if the contract is an annuity contract, as defined in section 401(g), that
has been issued by an insurance company qualified to do business in the state, and the contract meets the
requirements of section VI of Notice 98-8, other than the requirement that it be a trust. An annuity
contract does not include a life, health or accident, property, casualty, or liability insurance contract.

      The use of a custodial account or annuity contract as part of a governmental section 457(b) plan does
not preclude the use of a trust or another custodial account or annuity contract as part of the same



CPE-99.doc -149- August 12, 1998 (7:52AM)

governmental section 457(b) plan, provided that all such vehicles satisfy the requirements of section
457(g)(1) and (3) and all assets and income of the plan are held in such vehicles. Unless all assets and
income of a plan are held in one or more trusts, custodial accounts, or annuity contracts that satisfy
section VI or VII of Notice 98-8, the plan is not an eligible section 457(b) plan because the requirements
of section 457(g) are not met.

      NONBANK TRUSTEE STATUS. The custodian of a custodial account may be a person other than a
bank only if the person demonstrates to the satisfaction of the Commissioner that the manner in which the
person will administer the custodial account will be consistent with the requirements of sections 457(g)(1)
and (g)(3). To do so, the person must demonstrate that the requirements of paragraphs (2)-(6) of section
1.408-2(e) of the regulations relating to Nonbank Trustees will be met. The written application must be
sent to the address prescribed by the Commissioner in revenue rulings, notices and other guidance
published in the Internal Revenue Bulletin in the same manner as prescribed under section 1.408-2(e) of
the regulations.

      To the extent that a person has already demonstrated to the satisfaction of the Commissioner that the
person satisfies the requirements of section 1.408-2(e) of the regulations in connection with a qualified
trust (or custodial account or annuity contract) under section 401(a), that person will be deemed to satisfy
the requirements of section VIII of Notice 98-8.

     E. TIMING OF ELECTIONS/CONSTRUCTIVE RECEIPT ISSUES

          (1) CONSTRUCTIVE RECEIPT

      The tax consequences of nonqualified deferred compensation plans are governed by the constructive
receipt doctrine embodied in the regulations under section 451 of the Code, and, in the case of state and
local government and tax-exempt entities, by section 457.

      Section 451(a) of the Code and section 1.451-1(a) of the regulations provide that under the cash
receipts and disbursements method of accounting, an item of gross income is includible in gross income
for the taxable year in which the taxpayer actually or constructively receives it. Section 1.451-2(a) of the
regulations provides that income is constructively received in the taxable year during which it is credited
to the taxpayer's account, set apart for him, or otherwise made available so that he may draw upon it at
any time. However, income is not constructively received if the taxpayer's control of its receipt is subject
to substantial limitations or restrictions.

          (2) ELECTIONS UNDER SECTION 457

      A section 457 plan must provide that compensation for any month may be deferred only if the
agreement providing for the deferral is entered into before the beginning of that month. However, with
respect to a new employee, a plan may provide that compensation may be deferred for the calendar month
during which that participant first becomes an employee, if an agreement providing for the deferral is
entered into on or before the first day on which the participant becomes an employee. Sections 457(b)(4),
1.457-2(g).

      Generally, a participant or beneficiary may elect the manner in which the deferred amounts will be
distributed. Moreover, amounts deferred under an eligible section 457 plan will not be considered made
available solely because the participant is permitted to choose among various investment modes under the
plan for the investment of such amounts, whether before or after payments have begun under the plan.
While the employer can give the participant a choice of investment methods, the employer is not required
to do so.

      Section 1.457-1(b) of the regulations states, in part, that for purposes of section 457(a) of the Code,
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amounts deferred under an eligible plan will not be considered made available if, under the plan, the
participant may IRREVOCABLY elect PRIOR to the time these amounts BECOME PAYABLE (under
the distribution provisions of the plan) to defer the payment of some or all of these amounts to a FIXED
AND DETERMINABLE FUTURE TIME. In order for the Service, as well as plan participants (or their
beneficiaries) to ascertain when deferred amounts become payable, an eligible plan must specify a fixed
or determinable time of payment by reference to the occurrence of an event (for example, retirement) that
triggers the individual's right to receive or begin to receive the amounts deferred under the plan.

      Prior to the changes made by the SBJPA (discussed below in (E)(3), a participant could not change
his or her deferral election.

          (3) NEW ADDITIONAL DEFERRAL ELECTION

      Section 457(e)(9)(B), which was added to section 457 under the SBJPA, increases the number of
elections that can be made by a participant with respect to the time that distributions must begin under the
plan, subject to certain requirements. Section 457(e)(9)(B) provides that the total amount payable to a
participant under the plan will not be treated as made available to the participant if the participant is given
an additional opportunity to elect to defer commencement of distributions under the plan if (i) such
election is made after amounts may be made available under the plan in accordance with the distribution
requirements under section 457(d)(1)(A) and before commencement of such distribution, and (ii) the
participant makes only one such (additional) election. The amendment is effective for taxable years
beginning after December 31, 1996.

      Employers have the option as to whether to add this new provision to their eligible section 457(b)
plans.

      Notice 98-8 provides guidance on how this new election operates. Under section 457(d)(1)(A),
benefits under a section 457(b) plan generally may not be made available to a participant before the
participant separates from service with the employer. Prior to the addition of this new in-service
distribution, in-service distributions were permitted only if the participant had an unforeseeable
emergency or attained age 70 1/2.

      As stated above, section 1.457-1(b) of the regulations provides that amounts are not made available if
a participant irrevocably elects, prior to the time the amounts become payable, to defer the payment to a
fixed and determinable future time. For purposes of the Notice, the time at which amounts become
payable is referred to as the "first permissible payout date" and is the earliest date on which a plan permits
payments to begin after separation from service (i.e., disregarding payments to a participant who has an
unforeseeable emergency or attains age 70 1/2, or under the in-service distribution provision described in
section III of Notice 98-8).

      Section 457(e)(9)(B), as amended by the SBJPA, provides that the amount payable to a participant
under a section 457(b) plan is not treated as made available merely because the plan allows the participant
to make an additional election, after the first permissible payout date, to defer the commencement of
distributions, so long as this additional deferral election is made before distributions begin (a "section
457(e)(9)(B) additional deferral election"). Only one section 457(e)(9)(B) additional deferral election can
be made after the end of the period in which the plan permits a participant to make deferral elections
under section 457(d)(1)(A) and section 1.457-1(b) of the regulations.

      A participant is not precluded from making a section 457(e)(9)(B) additional deferral election merely
because the participant has previously received a hardship distribution under section 457(d)(1)(A) or has
made other deferral elections prior to separation from service.
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      The section 457(e)(9)(B) additional deferral election is not available if the participant has separated
from service and distributions have begun. The section 457(e)(9)(B) additional deferral election permits
the participant to elect only to defer, and not to accelerate, commencement of distributions under the plan.

      The section 457(e)(9)(B) additional deferral election provision is illustrated in Notice 98-8 by the
following examples:

     Example (1) (i) Employee A is a participant in an eligible
     section 457(b) plan. The plan provides that the total amount
     deferred under the plan is payable to a participant who
     separates from service before age 65. Payment is made in a lump
     sum 90 days after separation from service, unless, during a 30-
     day "window period" immediately following the separation, the
     participant elects to receive the payment at a later date or in
     10 annual installments to begin 90 days after separation from
     service or at a later date. The plan also permits eligible
     participants to make a section 457(e)(9)(B) additional deferral
     election. Employee A separates from service at age 50. The next
     day, during the 30-day window period provided in the plan,
     Employee A elects to receive distribution in the form of 10
     annual installment payments beginning at age 55. Two weeks
     later, within the 30-day window period, Employee A makes a new
     election permitted under the plan to receive 10 annual
     installment payments beginning at age 60 (instead of at age 55).

     (ii) In this example, the two elections Employee A makes during
     the 30-day window period are not section 457(e)(9)(B) additional
     deferral elections (because they are made before the first
     permissible payout date under the plan) and therefore do not
     preclude the plan from allowing Employee A to make a section
     457(e)(9)(B) additional deferral election after Employee A's
     election to receive 10 annual installment payments beginning at
     age 60.

     Example (2) (i)  The facts are the same as in Example (1).
     Employee A has made no other deferral elections after the 30-day
     window period and before age 59. While age 59, Employee A elects
     to defer commencement of the installment payments until Employee
     A attains age 65.

     (ii) In this example, under section 457(e)(9)(B), the total
     amount payable to Employee A will not be treated as made
     available merely because Employee A made this additional
     election at age 59 (after the first permissible payout date
     under the plan, but before commencement of distributions).
     However, after making this election, Employee A may make no
     further elections to change the date on which distributions
     commence.

      We recently received an inquiry on whether the additional deferral election under section 457(e)(9)(B)
also provides a participant with the opportunity to select a new payout period or option. The simple
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answer is no. Thus, for example, under the facts of Example 2 of Notice 98-8 described above, when
Employee A elects to defer commencement of his payment until Employee A attains age 65, Employee A
could not also elect to change his payout from 10 annual installments to a lump sum distribution at age
65.

      Finally, section 1.457-1(b)(1) of the Regulations and the examples that follow provide some guidance
as to when amounts deferred will or will not be considered to have been made available to the participant
or beneficiary, absent the new election permitted by the SBJPA. Prior to the addition of section
457(e)(9)(B) by the SBJPA, the regulations provided that a participant could not change the election he or
she made once a participant was otherwise eligible to receive a distribution under the plan.

          (4) RESTRICTION ON DISTRIBUTIONS AND CONSTRUCTIVE RECEIPT

      A participant in a section 457 plan may not withdraw the deferred amounts at any time prior to the
occurrence of a payout event set out in section 457(d)(1)(A). (See section F below on Permitted
Distributions.) Under section 457 of the Code and the regulations thereunder, and under the long
established doctrine of constructive receipt of income (codified in section 451), if a plan participant were
able to receive his deferred compensation at any time without restriction after he retired, he would be in
constructive receipt of any amounts subject to being withdrawn in the taxable year of his retirement, even
though these amounts were not actually paid. Under section 457(a) of the Code, the participant's ability to
control the time when he would receive these amounts would make the deferred amounts available to him
and includible in gross income for the year in which he retired, or if already retired, in the current taxable
year.

     F. PERMITTED DISTRIBUTIONS UNDER 457(d)(1)

          (1) GENERALLY

      Section 457(b)(5) provides that an eligible section 457 plan must meet the distribution requirements
of section 457(d). Section 457(d)(1) provides that the plan must require that the amounts deferred under
the plan will not be made available to participants or beneficiaries earlier than (i) the calendar year in
which the participant attains age 70 1/2, (ii) when the participant is separated from service with the
employer, or (iii) when the participant is faced with an unforeseeable emergency, determined in the
manner prescribed by the Secretary in regulations. The first option (age 70 1/2) requires no further
explanation. This section discusses separation from service, unforeseeable emergencies, and a series of
other issues related to when distributions may be made. The next section discusses when distributions
must be made.

          (2) SEPARATION FROM SERVICE

               a. GENERALLY

      A participant's separation from service with the employer is an event which may give rise to the
distribution of amounts from the plan to the employee.

               b. WHAT CONSTITUTES SEPARATION FROM SERVICE

      Under the regulations, an employee is separated from service with the State if there is a separation
from service within the meaning of section 402(d)(4)(A)(iii) (formerly section 402(e)(4)(A)(iii)), relating
to lump sum distributions. Generally, an employee is not separated from service where the participant
continues the same job in the same work environment with a different employer as a result of a merger,
liquidation or other similar circumstances and the new employer continues the plan (the so-called "same
desk" rule). An employee is generally considered to be separated from service if the employee's job duties
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with the new employer are substantially different from the job duties performed for the old employer. A
distribution is also considered to be made due to separation from service if it is made on account of the
participant's death or retirement. Section 1. 457-2(h)(2).

               c. SPECIAL RULES FOR INDEPENDENT CONTRACTORS

      Separation from service with respect to an independent contractor is discussed in section 1.457-
2(h)(3) of the regulations, which provides that:

     an independent contractor is considered separated from service
     with the State upon the expiration of the contract or in the
     case of more than one contract, all contracts under which
     services are performed for the State, if the expiration
     constitutes a good-faith and complete termination of the
     contractual relationship. An expiration will not constitute a
     good faith and complete termination of the contractual
     relationship if the State anticipates a renewal of a contractual
     relationship or the independent contractor becoming an employee.
     For this purpose, a State is considered to anticipate the
     renewal of the contractual relationship with an independent
     contractor if it intends to again contract for the services
     provided under the expired contract, and neither the State nor
     the independent contractor has eliminated the independent
     contractor as a possible provider of services under any such new
     contract.  Further, a State is considered to intend to again
     contract for the services provided under an expired contract, if
     the State's doing so is conditioned only upon the State's
     incurring a need for the services, or the availability of funds,
     or both.

      The regulations go on to set out a safe harbor rule providing that no amounts payable under a plan will
be considered to be paid or made available to the participant before the participant separates from service
with the State if the plan provides that:

     (A) No amount shall be paid to the participant before a date at
     least 12 months after the day on which the contract expires
     under which services are performed for the State (or in the case
     of more than one contract, all such contracts expire), and

     (B) No amount payable to the participant on that date shall be
     paid to the participant if, after the expiration of the Contract
     (or contracts) and before that date, the participant performs
     services for the State as an independent contractor or an
     employee.

      Be careful to examine whether there has been an actual separation from service and not just an
insignificant change in the nature of the services performed. For example, contracts between doctors and
state or tax-exempt hospitals may deem there to have been a separation from service where the nature of
the services performed has changed somewhat, but in fact the doctor has never left the service of the
hospital. On the other hand, you also need to keep in mind the question of whether the participant's duties
or status have been reduced to such a point that there has been a "constructive termination". Look beyond
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the contract involved to the individual facts of each situation.

          (3) UNFORESEEABLE EMERGENCIES

      There is one exception to the general rule prohibiting in- service withdrawals. The plan may permit a
participant to accelerate the payment of an amount remaining payable in the event of an "unforeseeable
emergency," as defined in section 1.457-2(h)(4) of the regulations. A Plan does not have to provide for
emergency withdrawals and eliminating such a provision does not raise any protected benefit issues akin
to those applicable to qualified plans under section 411(d)(6). However, benefits would not be considered
made available merely because the plan contained such a provision. IT IS IMPORTANT TO REALIZE
THAT A WITHDRAWAL FOR AN 'UNFORESEEABLE EMERGENCY' IS MORE DIFFICULT TO
OBTAIN AND DIFFERS SUBSTANTIALLY FROM A 'HARDSHIP WITHDRAWAL' UNDER A
SECTION 401K PLAN.

      Section 1.457-2(h)(4) defines "unforeseeable emergency" as a severe financial hardship to the
participant resulting from a sudden and unexpected illness or accident of the participant or of a dependent
of the participant, loss of the participant's property due to casualty, or other similar extraordinary and
unforeseeable circumstances arising as a result of events beyond the control of the participant. The
circumstances that will constitute an unforeseeable emergency will depend on the facts of each case, but
in any case, payment may not be made to the extent that such hardship is or may be relieved: (i) through
reimbursement or compensation by insurance or otherwise, (ii) by liquidation of the participant's assets, to
the extent the liquidation of the assets would not itself cause severe financial hardship, or (iii) by
cessation of deferrals under the Plan. Examples of what are not considered to be unforeseeable
emergencies include the need to send a child to college or the desire to purchase a home. Withdrawals of
amounts because of an unforeseeable emergency must only be permitted to the extent reasonably required
to satisfy the emergency need.

      Any plan that has a large number of hardship withdrawals should be reviewed to determine whether
the withdrawals are being administered in compliance with the hardship regulations. If the plan permits an
employee to withdraw amounts virtually at will, this is a clear violation of the rules.

          (4) LOANS

      Unlike the statutory scheme for qualified employer plans, which are authorized to make loans that will
not be treated as plan distributions in certain circumstances, loans from or against section 457 plan assets
are not authorized by statute. Under the SBJPA, however, there is some legislative history which implies
that amounts held in trust may be loaned to participants in plans of state and local government employers.
The making of loans is currently under consideration and advice should be sought before addressing loans
as a possible defect when examining an eligible section 457(b) plan of a state or local government
employer.

      Loans from or against assets of unfunded eligible section 457(b) plans of tax-exempt employers are
still NOT permitted.

          (5) OFFSETS

      To the extent an eligible section 457(b) plan of a tax- exempt employer does not contain anti-
alienation language and does contain a provision permitting the employer to offset an employee's interest
in a plan against amounts owed to the employer, an issue arises as to whether an offset provides the
participant with a right to assign an interest in plan assets in violation of section 457(b)(6). Section
457(b)(6) requires that all amounts deferred under the Plan, all property and rights purchased with such
amounts, and all income attributable to such amounts, property, or rights will remain (until made
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available to the participant or beneficiary) solely the property and rights of the (tax-exempt) Employer,
subject only to the claims of the Employer's general creditors.

      Another issue raised by an offset is whether an employee has received an economic benefit equal to
the amount of the offset, thus causing current taxation of that amount under the cash equivalency theory.
See Cowden v. Commissioner, 32 T.C. 853 (1959), rev'd and rem'd, 289 F.2d 20 (5th Cir. 1961), on
remand, 20 T.C.M. 1134 (1961).

      Any questions on this issue should be forwarded to Counsel.

          (6) TRANSFERS AND ROLLOVERS

      Unlike the situation under a qualified plan, a participant who receives a distribution under a section
457 plan cannot further defer the funds tax free. The sole exception is transfers of the funds to another
eligible section 457 deferred compensation plan as is permitted under section 457(e)(10) of the Code and
section 1.457- 2(k) of the regulations. Under section 457(e)(10), a participant is not required to include in
gross income any amount payable to the participant just because there is a transfer of funds from one
eligible deferred compensation plan to another eligible deferred compensation plan. No similar exception
is provided for a rollover or transfer of funds to any other type of plan or arrangement, including an IRA.
See Rev. Rul. 86-103, 1986-2 C.B. 62.

          (7) IN-SERVICE DISTRIBUTIONS OF $5,000 OF LESS

      Section 457(e)(9)(A) was added to section 457 under the SBJPA. This new section provides that the
total amount payable to a participant under the plan will not be treated as made available merely because
the participant may elect to receive such amount (or the plan may distribute such amount without the
participant's consent) if (i) such amount does not exceed $3,500, and (ii) such amount may be distributed
only if--(I) no amount has been deferred under the plan with respect to such participant during the 2-year
period ending on the date of the distribution, and (II) there has been no prior distribution under the plan to
such participant under this option. This amendment is effective for taxable years beginning after
December 31, 1996.

      The conference report under the SBJPA makes clear that this provision applies to accounts that do not
exceed $3,500 (and, therefore, not to all distributions of amounts of less than $3,500, even though they
may be from accounts which have higher account balances.) Section 457(e)(9)(A) is an optional provision
for employers who sponsor eligible section 457(b) plans.

      The specified dollar amount under 457(e)(9)(A) was changed from $3,500 to $5,000, effective for
plan years beginning after August 5, 1997, by section 1071(a) of the TRA '97. Each participant can be
given only one such in-service distribution from the plan. This in- service distribution is available only if
no amount has been deferred under the section 457(b) plan for the participant during the 2-year period
ending on the date of the distribution.

      Notice 98-8 provides several alternative ways this provision can operate under a plan. For example, a
section 457(b) plan may provide for the total amount payable to a participant with a balance of $5,000 or
less to be distributed to the participant if the participant so elects. Alternatively, the plan may provide for
the total amount payable to a participant with a balance of $5,000 or less to be distributed automatically to
the participant. A section 457(b) plan is permitted to substitute a specified dollar amount that is less than
$5,000 under either of these alternatives. In addition, these two alternatives can be combined; for
example, a plan could provide for automatic cashout for balances up to $500 and allow participants to
elect a cashout for balances above $500 but not above $5,000.

      Finally, a section 457(b) plan is not required to permit in- service distributions under any of these
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alternatives.

          (8) PENALTY AND EXCISE TAXES

      The 10% penalty tax of section 72(t) on early distributions from a tax-qualified plan, IRA or tax
sheltered annuity does not apply to section 457. Neither does the 15% excise tax on excess distributions
from these kinds of plans under section 4980A.

     G. MINIMUM DISTRIBUTION REQUIREMENTS OF 457(d)(2)

          (1) IN GENERAL

      Section 1107 of the Tax Reform Act of 1986 added the minimum distribution requirements of section
457(d)(2) in order to ensure that the tax-favored savings provided through section 457 are used primarily
for retirement purposes. In general, the provisions are similar but not identical to those that apply to
qualified plans and to arrangements under section 403(b) of the Code.

          (2) STATUTORY PROVISIONS

      Section 457(d)(2)(A) provides that a plan meets the minimum distribution requirements for purposes
of section 457 if the plan meets the minimum distribution requirements of section 401(a)(9). The general
rule under section 401(a)(9) requires that a participant begin distribution of certain amounts under a plan
not later than April 1 of the calendar year following the calendar year in which the employee attains age
70 1/2. In the case of a government plan, and now in the case of a tax-exempt organization for years
beginning on or after January 1, 1997, if the plan so provides, the required beginning date is the LATER
of the general rule stated above or April 1 of the calendar year following the calendar year in which the
employee retires.

      Section 457(d)(2)(B) of the Code provides that in the case of a distribution beginning before the death
of the participant, the plan must provide that the distribution will be made in a form under which the
amounts payable with respect to the participant will be paid at times specified by the Secretary, which are
not later than the time determined under section 401(a)(9)(G) (relating to incidental death benefits), and
that any amounts distributed to the participant during his life will be distributed after the death of the
participant at least as rapidly as under the method of distribution being used under the previous rule as of
the date of his death. In the case of a distribution which begins after the death of the participant, the entire
amount payable with respect to the participant must be paid during a period that does not exceed 15 years,
or the life of the surviving spouse, if the spouse is the beneficiary. Finally, the plan must meet the
nonincreasing benefit requirement of section 457(d)(2)(C). Both the section 401(a)(9)(G) rule and the
nonincreasing benefit requirement are discussed below.

               a. SECTION 401(a)(9)(G) RULE

                    i. LEGISLATIVE HISTORY

      Prior to being amended by section 1101(e)(10) of the Technical and Miscellaneous Revenue Act of
1988 ("TAMRA"), section 457(d)(2)(B)(i)(I) required that, in the case of a distribution beginning before
the death of the participant, the distribution be made in a form under which "at least 2/3 of the total
amount payable with respect to the participant will be paid during the life expectancy of such participant
(determined as of the commencement of the distribution), . . ."

      As amended by section 1011(e)(10) of TAMRA, the above quoted provision of section
457(d)(2)(B)(i)(I) now requires the distribution to be made in a form under which "the amounts payable
with respect to the participant will be made at times specified by the Secretary which are not later than the
times determined under section 401(a)(9)(G) (relating to incidental death benefits),..."
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      The Senate Finance Committee Report accompanying TAMRA explains the above amendments by
stating that the Secretary is instructed to "issue tables that implement the incidental death benefit rule
[provided in section 457(d)(2)(B)(i)(I)]...that are similar to those applicable under section 401(a)(9) but
require more rapid distributions. Generally, the extent to which more rapid distributions are to be required
is to be similar to the extent to which the former section 457(d)(2)(B)(i)(I) rule required more rapid
distributions than the former version of the incidental benefit rule." These tables have not yet been issued.
However, as noted below, the tables applicable to qualified plans may be used pending issuance of section
457 tables.

                    ii. SECTION 401(a)(9) REGULATIONS

      Section 401(a)(9)(G) of the 1986 Code provides for an incidental death benefit rule designed to apply
uniformly to the various types of plans designed to qualify under section 401(a). This rule replaces the
incidental benefit rule stated in section 1.401- 1(b)-1 of the regulations, adopted under the 1954 Code,
which requires that a plan qualified under section 401(a) be designed to provide benefits primarily to
employees, but may provide for the payment of incidental death benefits by insurance or otherwise.

      The minimum distribution tables found in section 1.401(a)(9)-2 of the Proposed Regulations are
intended to implement the incidental death benefit rule required under section 401(a)(9)(G) by providing
a simple and uniform method of determining the amount of benefits payable to employees during their
expected lifetimes.

      A section 457 plan now providing an incidental benefit based on the "at least 2/3" requirement may be
liberalized to adopt the somewhat less rapid distribution rule provided under the section 1.401(a)(9)-2
table. Bear in mind, however, that if temporary or final regulations issued are more restrictive than the
section 401(a)(9)(G) tables, the more liberal incidental death benefit rule would be required to be
amended once again.

               b. SUBSTANTIALLY NONINCREASING AMOUNTS

      One of the distribution requirements, section 457(d)(2)(C), provides that when distributions under an
eligible section 457 plan are payable over a period longer than one year, they must be paid in
"substantially nonincreasing amounts" and paid not less frequently than annually. The committee reports
accompanying the TRA '86 offer no explanation for or discussion of this rule.

      The Service has not yet defined what constitutes "substantially nonincreasing amounts." Nor has the
Service mandated that complex actuarial computations must support a distribution schedule of
"substantially nonincreasing amounts." Until the section 457 regulations are revised with respect to
section 457(d)(2)(C), or until Congress legislates a definition of "substantially nonincreasing amounts,"
the plain meaning of that phrase applies. Under the plain meaning, amounts distributed need not be equal
but they also should not be too disparate. For example, the Service might likely conclude that a benefit
increase from $1,750 to $3,500 a month, or $21,000 to $42,000 a year is a substantial increase under the
plain meaning of the language, and would be a violation of section 457(d)(2)(C) of the Code.

      An increase in the amount distributed each year that reflects earnings on the deferred amounts is
acceptable.

      For example, we have issued private letter rulings which permit an employer's section 457(b) plan to
provide for certain distribution options that include automatic annual cost-of-living adjustments based on
an identified and nationally recognized cost-of- living index, without violating this requirement.

      In addition, if a plan administrator increased the amount distributed in any given year to a participant
to reflect earnings on the amounts deferred by a participant (for example, due to strong stock market
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returns), such an increase would not violate the "substantially nonincreasing" requirement. This permitted
increase in the amount distributed to a participant may also assist a plan administrator when there is an
increase in the amount of the minimum required distribution to a participant under section 457(d) and
section 401(a)(9), in light of a substantial increase in the amount of earnings in the account.

          (3) PENALTY

      In the event a participant (or beneficiary) fails to receive, or receives less than, the minimum
distribution required, a penalty may be imposed by section 4974(a) of the Code. The penalty amounts to
50% of the difference between the distribution actually received, if any, and the required minimum
distribution under section 457(d)(2). This penalty can be waived by the Service under appropriate
circumstances such as an inadvertent error or good-faith effort on the part of the participant (or
beneficiary) in complying with the requirements.

     H. CORRECTION PERIOD

      Under section 457(b)(6) and section 1.457-2(l) of the regulations, a section 457 plan maintained by a
government employer which is not administered by the employer in accordance with the requirements of
section 457 ceases to be an eligible plan on the first day of the first plan year beginning more than 180
days after the date of written notification by the Internal Revenue Service that the requirements are not
satisfied, unless the inconsistency is corrected before the first day of that plan year. This grace period
does not, by its terms, apply to the plans of tax-exempt entities. Counsel should be notified if this kind of
Notice is contemplated.

     I. EMPLOYMENT TAXES

      Sections 3121(v) controls the timing of the payment of FICA taxes for purposes of section 457(b)
plans. Section 3121(v)(2) provides, generally, that any amount deferred under a nonqualified deferred
compensation plan is to be taken into account for purposes of employment taxes as of the later of when
the services are performed, or when there is no substantial risk of forfeiture of the rights to such amounts.

      Amounts deferred (both elective and nonelective) under eligible plans are generally subject to FICA
taxes at the time of deferral (when the services are performed) because at that time the amounts are
usually not subject to a substantial risk of forfeiture. The fact that some section 457 plans are unfunded
plans and amounts credited under these plans are subject to the claims of the general creditors of the
entity does not make the amounts subject to a substantial risk of forfeiture. On the other hand, amounts
which are subject to a delayed vesting schedule (see section C.(7) of this article) are generally subject to
FICA taxes when they vest under the provisions of the plan.

     J. 457(b) RULING PROGRAM

      Beginning in late 1996, we suspended, until further notice, the issuance of letter rulings regarding the
tax effects of provisions under the SBJPA affecting section 457 plans. See Revenue Procedure 96-56,
1996-2 C.B. 389. With the issuance of Notice 98-8, which provides substantive guidance concerning the
revisions made to the requirements applicable to eligible section 457(b) deferred compensation plans by
the SBJPA and the TRA '97, we anticipate the opening of our ruling program concerning these plans in
the near future.

3. SECTION 457(f) "INELIGIBLE" DEFERRED COMPENSATION PLANS

      Section 457(f)(1) of the Code governs the tax treatment of most nonqualified plans that are not
eligible deferred compensation plans under section 457(b). However, transfers subject to section 83 are
not subject to either set of section 457 rules. Generally, employers use ineligible plans when they want to
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provide a benefit greater than the $7,500 limit imposed on eligible section 457(b) plans or when they want
to condition that benefit on the employee's future performance of services to the employer, or both. These
are often called "golden handcuff" plans.

      Section 457(f)(1) does not apply to that portion of any plan consisting of a transfer of property
described in section 83 or to that portion of any plan consisting of a trust to which section 402(b) applies.

      In general, section 457(f)(1)(A) of the Code provides that the amount of compensation that is deferred
under a plan subject to section 457(f)(1) is included in the participant's or beneficiary's gross income for
the first taxable year in which there is no substantial risk of forfeiture of the rights to the compensation.

     A. WHAT IS A SUBSTANTIAL RISK OF FORFEITURE?

      Section 457(f)(3)(B) provides that the rights of a person to compensation are subject to a substantial
risk of forfeiture if the participant's rights to the amounts deferred are conditioned upon the future
performance of substantial services. Section 83 of the Code and the regulations thereunder provide
additional assistance in determining what is a substantial risk of forfeiture and what kind of services are
substantial for purposes of section 457(f).

      Section 1.83-3(c)(1) of the regulations provides that whether a risk of forfeiture is substantial or not
depends upon the facts and circumstances. A substantial risk of forfeiture exists where rights in property
that are transferred are conditioned, directly or indirectly, upon the future performance (or refraining from
performance) of substantial services by any person, or the occurrence of a condition related to a purpose
of the transfer, and the possibility of forfeiture is substantial if such condition is not satisfied.

      For example, the regulations point out that requirements that the property be returned to the employer
if the employee is discharged for cause or for committing a crime will not be considered to result in a
substantial risk of forfeiture. But, if the amounts are forfeited because an employee leaves before
rendering two years of service with the employer, a substantial risk of forfeiture will be considered to
exist. (See B. below).

      For ruling purposes, a risk of forfeiture based upon the employee's death, living to a specified age, or
the employer's insolvency, fall short of the section 83 requirement.

     B. ARE THE SERVICES SUBSTANTIAL?

      Section 83 also requires that the future services to be performed in connection with the transfer of
rights in property be substantial. Section 1.83-3(c)(2) of the regulations provides illustrations of
substantial risks of forfeiture and states that "the regularity of the performance of services and the time
spent in performing such services tend to indicate whether services required by a condition are
substantial. The fact that the person performing services has the right to decline to perform such services
without forfeiture may tend to establish that services are insubstantial."

      Generally, any requirement for the performance or nonperformance of services over a period of less
than twenty-four months tends to indicate that the services required are not substantial.

      Section 1.83-3(c)(4), Ex.(1) provides, that where a Corporation transfers to an employee 100 shares of
stock in the Corporation at $90 per share, and the employee is obligated to sell the stock to the
Corporation at $90 per share if he terminates his employment with the Corporation for any reason prior to
the expiration of a two year period of employment, the employee's rights to the stock are subject to a
substantial risk of forfeiture during such two year period. If the conditions on transfer are not satisfied, it
is assumed that the forfeiture provision will be enforced. Thus, requiring two years of service before
vesting would generally be "substantial" risk.
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      The regulations provide at least two additional examples where the services performed (or not
performed) may not be substantial.

          (1) COVENANT NOT TO COMPETE:

      A covenant not to compete or a noncompetition clause which requires an employee not to compete
with the employer once the employee separates from service often falls short of the section 83
requirement. Section 1.83-3(c)(2) provides that factors that may be taken into account in determining
whether a covenant not to compete constitutes a substantial risk of forfeiture are the age of the employee,
the availability of alternative employment opportunities, the likelihood of the employee's obtaining such
other employment, the degree of skill possessed by the employee, the employee's health, and the practice
(if any) of the employer to enforce such covenants. Thus, a requirement that an employee not accept a job
with a competing firm will not ordinarily be considered to result in a substantial risk of forfeiture unless
the particular facts and circumstances indicate to the contrary.

          (2) INCIDENTAL CONSULTING SERVICES:

      A second area mentioned by the regulations is incidental consulting services. The regulations state
that rights in property transferred to a retiring employee subject to the sole requirement that the property
be returned unless the employee renders consulting services upon the request of the employer will not be
considered subject to a substantial risk of forfeiture unless he is in fact required to perform the services.
Another question raised in this analysis is whether the services to be performed are substantial or merely
incidental. A facts and circumstances analysis is required in order to determine this. The example below
provides such an analysis.

     C. SAMPLE PLAN

      The following sample plan exemplifies how difficult it can be to determine whether a substantial risk
of forfeiture exists for purposes of section 83 and section 457(f), and why each case necessitates its own
facts and circumstances analysis. Under the terms of a section 457(f) plan recently reviewed for ruling
purposes, a participant doctor is entitled to receive benefits from a tax- exempt hospital upon the
completion of certain employment requirements. Specifically, the doctor is required to 1) review cases
and 2) provide consulting with regard to a department of the hospital. The Plan states that the doctor will
be entitled to benefits only if he or she completes the services as reflected in the agreement. These
services are not the regular services of the physicians, which are listed in each doctor's employment
contract with the hospital. The case file did not reflect the regularity with which the consulting services
required in the plan were to be performed or the actual amount of time spent, if any, in the performance of
these services.

      In this case, we questioned whether the amounts deferred were truly subject to a substantial risk of
forfeiture. From the information contained in the file, it was impossible for us to substantiate the
regularity or amount of time to be spent in the performance of the services listed, or, indeed, if any time
would be spent on the performance of these services. Even if the employee were performing the services
listed, if the services required an insignificant time expenditure, they might NOT be SUBSTANTIAL,
and the risk of forfeiture would therefore also NOT be SUBSTANTIAL. The requirement is that
substantial future services be required to be provided. We believe this refers to the quantity of services
rendered during a specific time period. Full-time services are not necessarily required. However, mere
consulting availability or sporadic consulting are not substantial and neither is a cursory review of a few
patient files.

      The final determination, however, is based on a facts and circumstances analysis. Thus, each
individual arrangement must be reviewed separately. Our conclusion in this case was that absent detailed
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evidence with regard to the amount of time spent on these services, the services are not substantial, and
the income deferred should be currently taxable to the doctor-participant. In summary, these kind of
arrangement should be reviewed very thoroughly in order to determine whether the purported substantial
risk of forfeiture actually exists. It isn't enough for a plan to merely state that a substantial risk of
forfeiture exists.

     D. SALARY REDUCTION INELIGIBLE PLANS

      Another area of concern is ineligible arrangements consisting of only salary reduction contributions.
Typical section 457(f) plans are used as a means of placing "golden handcuffs" on executives by
conditioning retirement benefits on long term service, or bonuses for shorter periods of service. These
amounts usually constitute additional compensation to the employee and do not place the employee's
regular compensation at risk.

      Salary reduction 457(f) plans, however, must be placed under closer scrutiny because few employees
would find such arrangements acceptable alternatives to current compensation, unless they are very near
retirement and feel secure in their jobs. Even a doctor who is highly compensated is unlikely to place a
substantial amount of his income at risk. Each such type of arrangement requires looking at all the facts
and reviewing whether the receipt of the compensation is really being conditioned on the future
performance of substantial services.

     E. ROLLING RISK OF FORFEITURE

      Another feature of an ineligible arrangement worth close scrutiny is what is known as a rolling risk of
forfeiture. A rolling risk of forfeiture is generally a provision in an arrangement that permits a unilateral
voluntary extension of the period of forfeiture by the employee. In general, the deferred compensation is
includible in the gross income of that employee when the period of risk lapses. The ability to extend the
risk period is intended to permit the employee to further delay the receipt of compensation to a future
date, and avoid taxation on the amounts until that future date.

      The Service will not rule favorably on plans that have a rolling risk of forfeiture provision. When
examining these plans, they should be subjected to close scrutiny to determine whether a risk really exists.
This is particularly true where the employee has a recurring or frequent option to extend the risk period,
or one under which the employee can extend the period shortly before the risk lapses. If you conclude that
there is no risk, deferrals are subject to immediate taxation.

     F. MULTIPLE PLANS

      An employer may simultaneously maintain several different types of plans. For example, an employer
may sponsor a death benefit plan and a severance pay plan, which, if "bona fide," are excepted from the
provisions of section 457(b) (See section 5), in addition to a section 457(f) plan. However, when viewed
together, it may become apparent that the benefits paid from one plan offset benefits lost under the
provisions of one of the others. If this is the case in one of the plans, while it may appear that there is a
substantial risk of forfeiture, it is unlikely that a true risk of forfeiture exists since a participant will
receive benefit payments under one or another of the plans in all events.

     G. DEFINED BENEFIT SECTION 457(f) PLANS

      Certain taxpayers have posited that the new proposed regulations under section 3121(v)(2) which
apply to defined benefit plans for purposes of the FICA tax should also be applicable for defined benefit
plans for purposes of the INCOME tax. The proposed regulation under section 31.3121(v)(2)-1(e)(4)
provides that notwithstanding the general rule applicable to nonqualified plans under 3121(v)(2) of the
Code, an amount deferred under a nonaccount balance plan is not required to be taken into account as
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wages ...until the first date on which all of the amount deferred is reasonably ascertainable. Under the
proposed regulation, the amount deferred is considered reasonably ascertainable on the first date on which
the only actuarial or other assumption regarding future events or circumstances needed to determine the
amount deferred are interest, mortality and cost-of- living assumptions. If these are the only assumptions
regarding future events or circumstances, then the amount deferred will not fail to be reasonably
ascertainable merely because the exact amount deferred cannot be readily calculated as of that date.

      This interpretation of the interplay between section 457(f) and the proposed regulations under section
3121(v)(2) is completely at odds with the requirements under section 457(f) that compensation deferred
under section 457(f) arrangements is includible in the gross income of the participant or beneficiary for
the first taxable year in which there is no substantial risk of forfeiture. A defined benefit section 457(f)
plan must be established in a manner which permits for the reasonably ascertainable calculation of
amounts that can be taxed at the time there is no longer a risk of forfeiture of the amounts under the plan.
Taxpayers cannot further defer amounts that have vested by claiming the amounts deferred are not then
reasonably ascertainable. Section 457(f) plans are deferred INCOME plans, not deferred FICA plans.

      Examiners should also inquire whether the actuarial assumptions being used by a defined benefit plan
to determine the amount includible in income upon vesting are the same actuarial assumptions being used
to determine the value of distributions under the plan. For example, if a plan uses a higher interest rate
assumption to determine the amount includible in income upon vesting than is used to determine the
value of a distribution, then the amount includible in income will be less than the amount that is actually
distributed to a participant under the plan, resulting in an unwarranted tax benefit to the participant.

      Any defined benefit section 457(f) plans established in this manner should be carefully reviewed
and/or forwarded to Counsel.

     H. TAXATION OF SECTION 457(f) PLANS

          (1) INCOME TAX:

      Compensation deferred under section 457(f) arrangements is includible in the gross income of the
participant or beneficiary for the first taxable year in which there is no substantial risk of forfeiture. The
tax treatment of any amount subsequently paid or made available under the plan to a participant or
beneficiary is determined under section 72 of the Code, relating to the taxation of annuities. The
legislative history of section 457 and the regulations provide that earnings credited on compensation
deferred under the agreement or arrangement are includible in the gross income of the participant or
beneficiary only when paid or made available, provided that such interest in the assets (including amounts
deferred under the plan) of the entity or employer is not senior to the entity or employer's general
creditors. Section 1.457-3(a)(1),(2) and (3) of the Regulations. Thus, amounts deferred are taxed when the
risk lapses, but earnings on such amounts are taxed when paid or made available.

          (2) EMPLOYMENT TAXES:

      Sections 3121(v) controls the timing of the payment of FICA tax for purposes of section 457(f) plans.
Section 3121(v)(2) provides generally that any amount deferred under a nonqualified deferred
compensation plan is taken into account for purposes of these employment taxes as of the later of when
the services are performed, or when there is no substantial risk of forfeiture of the rights to such amounts.

4. GRANDFATHERED PLANS OF TAX EXEMPT ORGANIZATIONS

     A. SECTION 1107 EXCEPTION FROM THE SECTION 457 RULES

      Section 1107 of the TRA of 1986 amended section 457 of the Code to apply its restrictions and
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limitations to the unfunded deferred compensation plans maintained by non-governmental tax-exempt
organizations, effective for taxable years beginning after December 31, 1986, except as provided under
section 1107(c) of the Act. Section 1107(c)(3)(B) addresses non-governmental tax-exempt organizations
only and provides that section 457 does not apply to amounts deferred under a deferred compensation
plan of such an organization that:

     (i) were deferred from taxable years beginning before January 1,
         1987, or

    (ii) are deferred from taxable years beginning after December 31,
         1986, pursuant to an agreement that

          (I) was in writing on August 16, 1986, and

         (II) on such date, provides for a deferral for each taxable
              year covered by the agreement of a fixed amount or of
              an amount determined pursuant to a fixed formula.

      Section 1107(c)(3)(B) further provides that if there is any modification of the fixed amount or fixed
formula, section 457 applies to any taxable year ending after the date on which the modification is
effective.

     B. NOTICE 87-13 GUIDANCE

      Notice 87-13, 1987-1 C.B. 432, gives guidance, in the form of questions and answers, with respect to
certain provisions of the Act, including section 1107.

      A deferral with respect to an individual is treated as fixed on August 16, 1986, to the extent that a
written plan on such date provided for such deferral for each taxable year of the plan and such deferral
was determinable on such date under written terms of the plan as a fixed dollar amount, a fixed
percentage of a fixed base amount (e.g., regular salary, commissions, bonus, or total compensation) or an
amount to be determined by a fixed formula. An example of a fixed formula is a deferred compensation
plan that is in the nature of a defined benefit plan under which the deferred compensation to be paid to an
employee in the future (e.g., on or after separation from service) is in the form of an annual benefit equal
to 1 percent of each of the employee's years of service with the employer times the employee's final
average salary.

      Q&A-28 of Notice 87-13 further provides that an amount of deferral pursuant to a written plan on
August 16, 1986, will cease to be treated as fixed on such date, and thus will be subject to section 457, as
of the effective date of any modification to the written plan that directly or indirectly alters the fixed
dollar amount, the fixed percentage, the fixed base amount to which the percentage is applied, or the fixed
formula.

      Certain plan amendments do not affect the grandfathered status of a plan. For example, the election by
a participant of an alternative payout option that does not alter the total amount credited to a participant
under the plan for any fiscal year or the allocation of the total credits among the participants for any fiscal
year is not a violation of this provision. Additionally, changes to a plan's benefit commencement date, or
modifications or clarifications to plan definitions would not cause a plan to lose its grandfathered status.
We have also allowed changes to the plan that reduce the amount to be paid to a participant under the
plan.

     C. NEW PARTICIPANTS NOT GRANDFATHERED

      Section 1011(e)(6) of TAMRA amended section 1107(c)(3) of TRA '86. The TAMRA amendment
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clarified that: (1) the grandfather rule applies to any deferred compensation plan of a tax-exempt
employer that otherwise meets the requirements described above, whether or not the plan would be an
"eligible deferred compensation plan" within the meaning of section 457(b); and (2) the grandfather rule
applies only to individuals who were covered under the plan and agreement on August 16, 1986, and not
to new employees or participants. S. Rep. No. 445, 100th Cong., 2d Sess. 148 (1988).

     D. REVIEWING GRANDFATHERED PLANS

      When reviewing a so-called grandfathered plan, it is important to determine whether there have been
any amendments to the plan that affect the fixed amount or formula requirement. For example, any
election, annual or otherwise, which permits the participant to change the amount of his salary reduction
deferral, obviously violates this requirement. Also, note whether the plan has new participants and
whether they are participating in the grandfathered plan. If a plan loses its grandfathered status, amounts
deferred under the plan that are not subject to the requirements of sections 457(b)-(d) are included in the
gross income of the participants in the year the plan is no longer grandfathered. Any questions concerning
whether a modification exists should be forwarded to Counsel.

5. BONA FIDE VACATION, SICK LEAVE, COMPENSATORY TIME, SEVERANCE PAY,
   DISABILITY PAY AND DEATH BENEFIT PLANS EXCEPTED FROM SECTION 457
   UNDER SECTION 457(e)(11) OF THE CODE

     A. THE ISSUE

      Section 457 applies to all plans, both elective and nonelective, providing for the deferral of
compensation. Since TRA '86, this has focussed attention on whether it should apply to a variety of plans
that arguably defer compensation yet are not typically considered deferred compensation plans. These
include a bona fide vacation leave, sick leave, compensatory time, severance pay, disability pay, or death
benefit plan maintained by a state or local government or tax-exempt organization.

     B. SERVICE GUIDANCE

      In Notice 88-8, 1988-1 C.B. 477, the Service stated that:

      bona fide vacation leave, sick leave, compensatory time,
     severance pay, disability pay, or death benefit plan maintained
     by a state or local government or tax-exempt organization will
     not be subject to the provisions of section 457 for taxable
     years of employees beginning before the issuance of guidance
     describing the extent to which these forms of compensation are
     subject to section 457. The exemption applies to such plans
     whether they are elective or nonelective.

      In Notice 88-68, 1988-1 C.B. 556, the Service announced that the types of plans described in Notice
88-8, including bona fide severance pay plans, would not be treated as deferred compensation plans
subject to section 457 when regulations were issued. The Notice also stated that this rule would apply
without regard to whether such plan is elective or nonelective in nature. The Notice concluded with a
comment that "{a} number of issues remain with respect to section 457, including when a vacation leave,
sick leave, compensatory time or severance pay plan is bona fide, AND NOT A MERE DEVICE TO
PROVIDE DEFERRED COMPENSATION." (Emphasis added).

     C. ADVANTAGES OF BONA FIDE PLAN

      The advantage of having a plan qualify as a "bona fide" plan excepted from section 457 is that it may
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provide benefits in excess of the $7,500 deferral limit for eligible 457(b) plans and the amounts deferred
need not be subject to a substantial risk of forfeiture as is otherwise required under 457(f). In fact, the
benefits provided may amount to 10 to 20 times the annually permitted deferral under an eligible section
457 plan, or even more. However, if such a plan is found to be a deferred compensation plan subject to
section 457(f), then any amounts that are not subject to a substantial risk of forfeiture are currently taxable
to the participant, for both income and employment tax purposes.

     D. SECTION 457(e)(11)

      Section 457(e)(11) of the Code, enacted as part of TAMRA, provides that "{a}ny bona fide vacation
leave, sick leave, compensatory time, severance pay, disability pay, or death benefit plan shall be treated
as a plan not providing for the deferral of compensation." The legislative history of TAMRA indicates
that this section was intended to codify Notice 88-68, but provides no further explanation. The Service
has not yet provided any interpretative guidance on section 457(e)(11).

      Remember, however, that the substance is what matters. Thus, the mere label, title or other
designation of one of these plans as "bona fide" under section 457(e)(11) is meaningless if the benefit
package provided, as well as the spirit of the plan, is more in the nature of a deferred compensation plan.

     E. REVIEW OF PLANS

      Any arrangement of a state or local government or tax exempt employer that is clearly equivalent to a
nonqualified deferred compensation plan should be viewed as being subject to section 457 regardless of
whether the plan is labelled otherwise. When reviewing section 457 plans generally, be sure to inquire
whether the employer has a sick leave, vacation leave, severance, disability or death benefit plan, in
addition to any section 457 plans. A review of the plan documents may indicate that these plans are not
really excepted from the provisions of section 457. Look beyond what the plan says and see what it does.
If the plan resembles a section 457 plan, question its status as a plan exempted from section 457.

      For a detailed article on severance pay plans and how to distinguish between severance pay plans and
plans of deferred compensation, please see the article entitled, Severance Pay Plans of State and Local
Government and Tax-Exempt Employers, found in the Exempt Organizations Continuing Professional
Education, Technical Instruction Program for FY 1996, Topic H, page 182.

6. SECTION 457(e)(12) NONELECTIVE PLANS FOR INDEPENDENT CONTRACTORS

      Section 457(e)(12)(A) provides that section 457 does not apply to nonelective deferred compensation
attributable to services not performed as an employee. For purposes of subparagraph (A), deferred
compensation is to be treated as nonelective only if all individuals (other than those who have not
satisfied any applicable initial service requirement) with the same relationship to the payor are covered
under the same plan with no individual variations or options under the plan. Section 457(e)(12)(B).

      In the absence of regulations interpreting this section, a literal reading should be applied. For example,
no individual variations or options in the plan can exist. Furthermore, when looking at the relationship of
the independent contractors to the entity, make sure the same classes of independent contractors are
grouped together, and not arbitrarily separated. For example, one case we reviewed separated every
medical subspecialty of doctors into a different subgroup for purposes of applying individual variations
and options under the plan. However, there were only one or two doctors with each subspecialty on staff,
and not a whole group of specialists. We viewed each individual doctor as having the same relationship to
the hospital, and no individual variations or plan options should have been permitted. This plan, therefore,
should have been subject to section 457. A different conclusion might have been reached if each
subspecialty consisted of several doctors and there were rational, objective differences in these
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relationships, as may be found at a large hospital.

7. CONCLUSION

      There are several kinds of plans of state and local government and tax-exempt employers that fall
under the requirements of section 457. A thorough review of all the factors discussed in this article will be
necessary to determine whether the plans are in compliance with section 457. If the provisions of the plan
appear to be in compliance with the requirements of section 457, a review of the administration of the
plan may still uncover problems which merit a further analysis of the tax effects of the plan. If the plans
of these employers purport not to be subject to section 457, it is still necessary to determine whether they
are truly exempt from section 457 or just exempt in name only. If a plan looks like a plan that should be
subject to the requirements of section 457, question whether it has been characterized appropriately.

8. ADVICE FROM COUNSEL

      Any questions concerning section 457 can be directed to the Office of the Associate Chief Counsel,
Employee Benefits and Exempt Organizations, Branch 1, at (202) 622-6030.

      Counsel also has a publication and Video which deal more generally with the subject of nonqualified
deferred compensation entitled MORE THAN BASICS: THE BASICS OF EXECUTIVE
COMPENSATION (Document 9251, Catalog Number 20746X.) The Publication and Video can be
ordered through your Administrative Office from the Centralized Inventory Distributions Systems (CIDS)
at 1-800-829-2437, which services all areas from the Sacramento, California, Bloomington, Illinois, and
Richmond, Virginia service areas.
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J. VETERANS' ORGANIZATIONS
by

Terry Berkovsky, Ted Lieber and Charles Barrett

1. INTRODUCTION

      Veterans' organizations occupy a special place in the world of exempt organizations. Not only are
veterans' organizations exempt from tax, contributions to them may be deductible, and they are permitted
to set aside amounts that are used to pay insurance benefits to members. This combination of tax-exempt
status, deductibility of contributions and the ability to pay benefits to members is relatively rare within a
category of exempt organizations and is indicative of Congressional intent to provide the widest possible
range of beneficial tax treatment for veterans' organizations. When coupled with the ability to engage in
both lobbying activities and even political activities, it is fair to say that in many ways veterans'
organizations are unequaled in the tax- exempt sector.

      Nevertheless, there are many questions that arise in connection with the tax status of veterans'
organizations, and relatively little published precedent is available to call upon in answering such
questions. During the past few years, representatives of veterans' organizations have approached the
Service and posed many questions, the answers to which are not readily apparent. Similarly, numerous
issues have been identified by Key District Offices in the course of examinations of veterans'
organizations. These issues have been the subject of technical advice requests, and, in response to such
requests, Headquarters Office has issued a number of technical advice memoranda ("TAM's"), some of
which have been made available in redacted form under IRC 6110.

      As of the time this article was being drafted, the following TAM's had been released to the public:
TAM 97-47-003 (July 18, 1997), TAM 98-11-003 (November 7, 1997) and TAM 98-15-061 (January 14,
1998). Each of these TAM's presents somewhat similar fact patterns involving veterans' organizations that
engage in a variety of activities, and whose operations may not be consistent with certain requirements of
the Internal Revenue Code. Although private letter rulings and TAM's may not be used or cited as
precedent, the three TAM's offer some insight into the current thinking of the Service in connection with
a broad spectrum of issues. Other TAM's are sure to follow.

      An article published in the 1986 CPE text discussed the requirements for qualification for exemption
of veterans' organizations described in different sections of the Code. This year's article builds upon the
earlier one, while employing a question and answer ("Q & A") format addressing issues with respect to
membership requirements, exempt activities, unrelated business taxable income, recordkeeping, the effect
of a group ruling and deductibility of contributions.

2. BACKGROUND

      Prior to the passage of the Act of August 29, 1972 (Public Law 92-418, 86 Stat. 656, reproduced in
1972-2 C.B. 675), war veterans' organizations were grouped together with all other veterans'
organizations, and most were recognized as exempt under IRC 501(c)(4) as social welfare organizations.
Their subsidiaries, which were formed to maintain and operate their social facilities, were often
recognized as exempt under IRC 501(c)(7) as social clubs.

      IRC 501(c)(19) provides for the tax-exempt status of qualifying veterans' organizations and their
related auxiliaries that are organized in the United States or any of its possessions. Under IRC 501(c)(19),
a veterans' organization is permitted to conduct both social welfare activities, and social and recreational
activities among its members without adversely affecting its tax-exempt status.

      An organization is described in IRC 501(c)(19), if it satisfies the requisite membership requirements,
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is organized in the United States or any of its possessions, its activities further the purposes set forth in
Reg. 1.501(c)(19)-1, and none of its net earnings inures to the benefit of any private shareholder or
individual.

3. MEMBERSHIP REQUIREMENTS

      Membership requirements are set forth in IRC 501(c)(19). The following questions are often asked
about membership:

3-1. What are the membership requirements for an organization to
     qualify for recognition of exemption or maintain its exemption
     as an organization described in IRC 501(c)(19)?

      An organization's membership must be composed of at least 75 percent of past or present members of
the Armed Forces of the United States (veterans) and substantially all of the other members must be:

     A. Cadets or

     B. Spouses, widows, or widowers of past or present members of
        the Armed Forces of the United States or of cadets.

3-2. What does "substantially all" mean in IRC 501(c)(19)?

      In Senate Report No. 92-1082, 92nd Cong. 2d Sess., Congress stated that "substantially all" means 90
percent. Therefore, of the 25 percent of the members that do not have to be veterans, 90 percent have to
be cadets, or spouses, etc., or 22.5 percent of all other members. Only 2.5 percent of the organization's
total membership may consist of individuals not mentioned above.

     Example: Post A has a membership of 1,000 members. The
     membership consists of 750 veterans, 225 spouses and 25 members
     of the general public. This organization would satisfy the
     membership requirements of IRC 501(c)(19), because at least 75
     percent of its membership consists of past or present members of
     the Armed Forces (750 of the 1,000 members), and substantially
     all of its other members are cadets or spouses, widows or
     widowers of members of the Armed Forces (225). Under these
     facts, Post A's membership may include no more than 25 members
     of the general public.

3-3. Who are considered past or present "members of the Armed Forces"
     for purposes of IRC 501(c)(19)?

     IRC 7701(a)(15) defines the term "Armed Forces of the United
     States" as:

     Military and Naval Forces and Armed Forces of the United
     States. -- The term "military or naval forces of the United
     States" and the term "Armed Forces of the United States" each
     includes all regular and reserve components of the uniformed
     services which are subject to the jurisdiction of the Secretary
     of Defense, the Secretary of the Army, the Secretary of the
     Navy, or the Secretary of the Air Force, and each term also
     includes the Coast Guard. . . .
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      Veterans are defined as present or former members of the United States Armed Forces.

      Members of the National Guard and the Reserve Forces are also considered veterans. See Rev. Rul.
60-65, 1960-1 C.B. 21. This would include members who are on active duty or are honorably separated
from the National Guard.

3-4. May veterans who have been dishonorably discharged from the
     United States Armed Forces be considered veterans for purposes
     of IRC 501(c)(19)?

      Persons who have been dishonorably discharged from the United States Armed Forces are not
considered veterans or war veterans for purposes of determining the composition of membership.

3-5. Would a category of individuals that included social members or
     friends of a veterans' post jeopardize tax-exempt status under
     IRC 501(c)(19)?

      Such a category could adversely affect exemption, if these individuals are bona fide members, and if
the post fails to meet the membership requirements contained in IRC 501(c)(19). As discussed previously,
the post must maintain 75 percent veteran members, and substantially all the rest must be cadets or
spouses, widows, or widowers of members or cadets. No more than 2.5 percent of the membership may
consist of individuals without any relation to the military, including social members.

3-6. May a post issue memberships to sons, daughters and other
     related individuals (non-veterans) of veterans without
     jeopardizing its exemption?

      The post may include non-veteran sons, daughters and other related individuals as part of its
membership, provided that they comprise no more than 2.5 percent of the post's total membership. A post
exceeding this percentage might consider forming an auxiliary unit. See the following section on
auxiliaries for a further discussion.

4. AUXILIARIES

      IRC 501(c)(19) also provides for the recognition of tax- exempt status for auxiliary units or societies.
An auxiliary unit or society is formed for the purpose of supporting a post or organization recognized as
tax-exempt under IRC 501(c)(19). Generally, an auxiliary unit or society is separately organized and has a
separate Employer Identification Number (EIN).

4-1. What are the exemption requirements for an auxiliary unit or
     society under IRC 501(c)(19)?

      To be described in IRC 501(c)(19), an auxiliary unit or society must:

     A. Be affiliated with, and organized in accordance with the
        bylaws and regulations of an IRC 501(c)(19) organization,

     B. Be organized in the United States or any of its possessions,

     C. All of the members must be either members of the IRC
        501(c)(19) organization, or spouses of a member of such
        organization, or related to a member of such organization
        within two degrees of consanguinity. The latter requirement
        encompasses grandparents, brothers, sisters and grandchildren
        as the most distant allowable relationship, and
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     D. No part of the net earnings may inure to the benefit of any
        private shareholder or individual.

4-2. Must an auxiliary unit or society apply for recognition of tax-
     exempt status as an organization described in IRC 501(c)(19)?

      An auxiliary unit or society must apply for recognition of exemption by submitting Application Form
1024 and must satisfy the requirements contained in Reg. 1.501(c)(19)-1(d). An IRC 501(c)(19) auxiliary
unit or society must be related to a post that is described in IRC 501(c)(19).

     For example, if the post is described in IRC 501(c)(4), the
     auxiliary unit will not be able to qualify for tax-exempt status
     under IRC 501(c)(19).

It should be noted that many auxiliary units are exempt under a group
ruling. Before an auxiliary unit applies for exemption, it should
inform the central organization that it intends to apply for its
individual tax-exempt status and determine if it is already part of a
group ruling.

4-3. Must an auxiliary unit or society be incorporated under federal
     or state law?

      IRC 501(c)(19) only requires that such an organization be organized in the United States or any of its
possessions. It may be an association or a corporation.

4-4. Can a youth organization which is sponsored by the post, and
     whose participants are all under the age of eighteen, apply for
     recognition of exemption?

      If the auxiliary unit is a separate legal entity, meets the requirements under the Code and regulations,
and submits an exemption application, it may qualify for recognition of exemption. However, such an
auxiliary unit must meet the membership requirements as stated above for an auxiliary unit, unless it is an
organization of cadets.

4-5. May an auxiliary unit be recognized as tax-exempt under a Code
     section other than IRC 501(c)(19)?

      Yes. Based upon all the facts and circumstances, including the organization's activities, an auxiliary
unit may qualify for recognition of exemption as an organization described in IRC 501(c)(4), (7), (8), or
(10).

5. EXEMPT ACTIVITIES

      Veterans' organizations traditionally have been involved in programs such as promoting
Americanism, sponsoring youth activities, providing color guards, conducting patriotic ceremonies and
functions, and conducting community activities. Many veterans' organizations also conduct social
activities among its membership. Questions concerning veterans' organizations pertain to what the
organization's exempt activities consist of, and whether such activities relate to exempt purposes.

5-1. What are IRC 501(c)(19) purposes?

      Reg. 1.501(c)(19)-1(c) defines the purposes of veterans' organizations as:

     A. Promoting the social welfare of the community,
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     B. Assisting needy and disabled veterans, widows, or orphans of
        deceased veterans,

     C. Providing entertainment, care and assistance to hospitalized
        veterans or members of the Armed Forces of the United States,

     D. Perpetuating the memory of veterans and comforting their
        survivors,

     E. Conducting programs for religious, charitable, scientific,
        literary, or educational purposes,

     F. Sponsoring or participating in patriotic activities,

     G. Providing insurance benefits to members or members'
        dependents, or

     H. Providing social and recreational activities for members.

5-2. What type of social activities do IRC 501(c)(19) organizations
     normally conduct?

      Social and recreational activities are exempt activities if conducted with post members. Such activities
may include:

     o the operation of a bar and/or restaurant,

     o gambling, and

     o dinners and dances.

5-3. Is the joint use of a post's facilities and the joint
     participation in the social and recreational activities of a
     post by members of the post and its officially recognized
     auxiliary unit or society permitted under IRC 501(c)(19)?

      The auxiliary units and societies that have been recognized as tax-exempt under IRC 501(c)(19)
support the post and, as one of the purposes of IRC 501(c)(19) organizations is to provide social and
recreational activities for their members, the inclusion of the auxiliary units and societies in such activities
would be a related activity.

5-4. What type of activities would be considered promoting social
     welfare of the community as described in Reg. 1.501(c)(4)-
     1(a)(2)?

      The following are examples of some of the activities conducted by veterans' organizations that are
promoting social welfare:

     Example 1: The purchasing of equipment and uniforms for a youth
     athletic team would further the exempt purposes of the post.
     Sponsoring youth activities promotes social welfare whether or
     not the activity is limited to the members' dependent children.
     Such activities are appropriate post activities.

     Example 2: Sponsoring a local recreational team for nonmember
     adults would generally not constitute an exempt activity within
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     the meaning of IRC 501(c)(19). However, if it were part of a
     community program or an international competition, it might be
     considered a social welfare activity.

     Example 3: Allowing other community organizations such as the
     Lions Club, a public school organization, or a community group
     to use the post facility.

     Example 4: Sponsoring various youth activities, such as Boy
     Scouts, Girl Scouts, youth units of the post, and providing
     scholarships for students.

     Example 5: Donations to charities described in IRC 501(c)(3),
     such as hospitals, the Red Cross, and the Community Chest.

     Example 6: Visiting sick or hospitalized members, veterans and
     their families.

5-5. If each post member must sell ten tickets to nonmembers to a
     post's weekly dance and/or dinner, would such an event be an
     exempt activity under IRC 501(c)(19)?

      Such dinners and dances would not be exempt activities, as they do nothing to further IRC 501(c)(19)
purposes. Such activities would not adversely affect exemption, if they are not the primary activities of
the post. Such activities may be subject to the unrelated business income tax ("UBIT"), unless the
activities meet one of the exceptions. See the section on UBIT, infra.

5-6. Must participants in post-sponsored activities, such as a post
     baseball team, be members of the post or over 21 years of age?

      There is no requirement that only members of a post or persons over 21 may participate in a post-
sponsored activity. The main issue is whether the activity is one that is appropriate for an organization
described in IRC 501(c)(19).

5-7. Are the following activities consistent with the requirements
     under IRC 501(c)(19):

     A. Reviewing proposed legislation that may affect veterans, at
        both the federal and state levels,

     B. Testifying before a governmental body with respect to such
        legislation, and

     C. Informing members about the proposed legislation?

      Representing all veterans before legislative bodies concerning legislation that affects veterans as a
whole has historically been a function of veterans' organizations. These activities are consistent with the
requirements under IRC 501(c)(19).

5-8. Would the operation of gambling devices for the pleasure and
     recreation of a post's members and guests affect the post's tax-
     exempt status, if the operation of such gambling devices is
     illegal under state or local law?

      Gambling provided for the pleasure and recreation of members and their bona fide guests would
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further the social and recreational purposes of an IRC 501(c)(19) organization. Operation of gambling
devices that are limited to members and their bona fide guests, even if illegal under state or local law,
would be consistent with the requirements under IRC 501(c)(19). However, if the illegal gambling is
available to members of the general public, such activity might result in negative tax consequences.

6. UNRELATED BUSINESS INCOME TAX

      In general, an exempt organization is subject to UBIT on revenues derived from the conduct of a
regularly carried on trade or business that is not substantially related to its exempt purposes. In the area of
veterans' organizations, the majority of questions relating to UBIT involve the operation of a bar or
restaurant, and gambling.

6-1. What exclusions from UBIT relating to the operation of a bar and
     restaurant, and gambling, are most typically useful for
     veterans' organizations?

      Veterans' organizations may exclude from UBIT income from a trade or business that is not regularly
carried on (IRC 512(a)(1)), income from certain bingo games (IRC 513(f)) and income where
substantially all the work is performed without compensation (IRC 513(a)(1)).

6-2. May members of a parent organization who are members of a post
     be granted privileges to use the facilities of and to
     participate in social and recreational activities at other posts
     of the parent organization without generating unrelated business
     taxable income ("UBTI") for those posts of which they are not
     members?

      One of the purposes of an IRC 501(c)(19) organization is to provide social and recreational activities
for its members, and the inclusion of members of the parent organization's posts in such activities would
be a related activity. Therefore, members of the parent organization's posts could participate in the social
and recreational activities of a related post without generating UBTI.

6-3. Can members of a parent organization's auxiliary unit or society
     be granted privileges by a post with which it is affiliated to
     use the facilities and to participate in social and recreational
     activities of that post without generating UBTI for the post?

      The auxiliary units and societies described in IRC 501(c)(19) support IRC 501(c)(19) posts. The
inclusion of the members of an auxiliary in the social and recreational activities of the post would not
generate UBTI, as such participation furthers the social and recreational purposes of the post.

6-4. Can a member of a post bring his or her family to a post's
     weekly social function without generating UBTI?

      Yes, as such participation would further the purpose of providing social activities for the members.

6-5. Can members of a youth auxiliary unit be granted privileges by a
     post with which it is affiliated to use the post's facilities
     and to participate in social and recreational activities of the
     post without generating UBTI?

      If the youth auxiliary unit is described in IRC 501(c)(19), its members' participation in the social and
recreational activities of the post would be substantially related to the post's exempt purposes, and income
from such participation would not be taxable. If the youth auxiliary unit is a sponsored youth activity, the
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use of the post facility would not generate UBTI if it furthered exempt purposes.

     Example. The members of a youth unit that is not described in
     IRC 501(c)(19) are permitted to bring their friends and dine in
     the restaurant whenever they choose. Such activity would not be
     substantially related and would result in UBTI.

6-6. Are social functions for members and their bona fide guests,
     such as spaghetti dinners, breakfasts and dances, considered to
     be a trade or business that is "regularly carried on" for
     purposes of UBIT, solely because they are conducted weekly?

      One of the purposes of an IRC 501(c)(19) organization is to provide social and recreational activities
for its members. Therefore, social functions that include bona fide guests (generally defined as individuals
whom the member invites and for whom the member pays) would be substantially related to the post's
exempt purposes. However, based upon particular facts and circumstances, activities that a post treats as a
social function may actually constitute a trade or business that is regularly carried on (even on a weekly
basis) and, thus, income derived therefrom would result in UBTI.

6-7. Are fundraisers that are open to the general public, such as
     spaghetti dinners, breakfasts and dances, considered a trade or
     business which is "regularly carried on" for purposes of UBIT
     solely because they are conducted weekly?

      If the activity is not a related activity, and is a regularly carried on trade or business, a nonmember
attendee who pays would not be considered a bona fide guest of a member. Under these circumstances,
income from nonmembers would constitute UBTI, unless an exception, such as that for volunteer labor
under IRC 513(a)(1), is available.

     Example. Weekly dances open to the public would be "regularly
     carried on," and, unless conducted by substantially all
     volunteer labor, income derived therefrom would result in UBTI.

      It should be noted that tips and wages not paid in money may be considered compensation for services
and may result in an activity being subject to UBIT.

6-8. Is income from nonmembers subject to UBIT when access to the bar
     and dining facilities is restricted by use of a key card system,
     or the doorman checks membership cards upon entry?  Members of
     the general public unaccompanied by a member are not admitted,
     nor are guests allowed to pay their bills separately.

      When Congress enacted IRC 501(c)(19), which provides a specific exemption for veterans'
organizations, social and recreational activities for the members was one of the purposes permitted. Here,
the use by nonmembers is incidental to the use by members. The only way a nonmember may gain
admission to the bar or restaurant is if he or she is a bona fide guest of a member. In this case, such
income is derived from providing social and recreational activities for members and would not be subject
to UBIT.

      UBIT was instituted because there is a legitimate concern about the potential for abuse when an
exempt organization has an unfair advantage over its nonexempt competitors. In this case, the facts do not
suggest such abuse. The presence of the guests is in furtherance of one of the organization's exempt
purposes, the provision of social and recreational activities for its members. Therefore, under these facts,
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receipts attributable to guests accompanied by members do not constitute UBTI.

6-9. Can members of a post baseball team and members of a visiting
     post baseball team purchase food and beverages at the post
     without generating UBTI?

      Whether the income generated would be UBTI would depend upon whether the activity was related to
the post's exempt purposes. Such activities involving youth may be related. If the activity were for adults,
there might be a different result. All the facts and circumstances would be considered, as required by Reg.
1.513-1(d)(2).

     Example. Where an adult sports team, including nonmembers, is
     sponsored by the post and after the games team members have full
     use of the bar and restaurant, income from nonmembers would be
     subject to UBIT.

6-10. Can a member of a post sell tickets to unrelated persons to
      attend a social function of the post without generating UBIT?

      Selling tickets to unrelated persons would not make that person a bona fide guest of the member.
Generally, such income would be subject to UBIT unless the activity met one of the exceptions. If the
activity were conducted by substantially all volunteers, there would be no UBTI.

     Example. A post member who is a volunteer sells tickets to his
     neighbor for a shrimp dinner. The dinner is prepared and served,
     and the facility is cleaned by volunteers. This activity would
     meet the volunteer labor exception under IRC 513(a)(1).

6-11. Does advertising a social function to the public by "word of
      mouth" affect whether the social function is deemed to generate
      UBIT?

      No. The main determining factors would be whether the activity is related to the organization's
exempt purposes, whether the activity is only for the members, and who performs the work to conduct the
activity.

6-12. Is the income generated by the rental of a post's recreational
      hall to a nonmember subject to UBIT?

      Generally, rental income is excepted from UBIT under IRC 512(b)(3), unless services are provided
for the convenience of the occupant, or the facility is debt-financed within the meaning of IRC 514.

      Income from a bona fide member of a post for use of a recreational hall for social and recreational
purposes is considered related income for purposes of UBIT, whether or not services are provided, or the
facility is debt-financed.

6-13. Employees are used to operate a bar and dining facility that is
      open to the public on a limited basis. Will the income from
      such bar and dining facility be subject to UBIT, or is the
      activity related to the exempt purposes of the post, as the
      activity is providing social activities for the members?

      While providing such activities to the general public may arguably provide the members with social
and recreational activities, it is also furthering the general public's social and recreational interests.
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Therefore, if the activities are primary, they may adversely affect the post's exempt status.

      Assuming that the activities are not primary, income from the bar and dining facilities would be
subject to UBIT, as providing social and recreational activities to the public is not an exempt activity
under IRC 501(c)(19). All income derived from the public would be subject to UBIT.

6-14. A post has a membership base of 97.5% military personnel
      (veterans, Armed Forces personnel and spouses), and 2.5% non-
      veterans. Use of the bar is solely by members. Would the income
      from the non-veteran members be subject to UBIT?

      Exempt income would include any income derived from members. Assuming the non-veterans are a
class of bona fide members described in the post's creating document or by-laws, they would be
considered members for UBIT purposes, as their membership is within the requirements of IRC
501(c)(19). Therefore, the income from the non- veteran members would not be subject to UBIT.

6-15. Would the income from the operation of a bar by a post, with a
      membership base of 97.5 percent military personnel and 2.5
      percent of non-veterans, where over 55 percent of the income is
      derived from the general public having no military connection,
      be subject to UBIT?

      Yes. Assuming that the post still meets the requirements for recognition of exemption under IRC
501(c)(19), income derived from the general public would be subject to UBIT.

6-16. Would income from selling liquor or food to members or the
      public for consumption off the premises be subject to UBIT?

      All income from selling liquor and food for consumption off the premises would be subject to UBIT,
as such activities are not furthering social and recreational activities. If the off premises selling of food or
liquor is substantial, exemption could be adversely affected.

6-17. Would income be subject to UBIT when a post operates a thrift
      shop using volunteers?

      Generally, operating a thrift shop would not be considered an unrelated trade or business based on the
donated merchandise exception under IRC 513(a)(3). Where the activity is conducted by substantially all
volunteers, it would meet another exception to UBIT under IRC 513(a)(1).

6-18. Active duty military personnel are allowed to use the post bar
      and restaurant on a regular basis without becoming members. Is
      income from the active duty military personnel exempt function
      income or is it subject to UBIT?

      This income would be subject to UBIT. The active duty military personnel are eligible to be post
members and, as they are not members, they should be treated as part of the general public. Under these
facts the post is not providing entertainment, care and assistance to hospitalized veterans or members of
the Armed Forces of the United States, which would be considered an exempt function.

6-19. Would income from poker machines in a post bar and from "Las
      Vegas Nights" every month be subject to UBIT?

      If the activity is limited to members and bona fide guests, the income would not be subject to UBIT.
However, if the activity is open to the public, it will generally be subject to UBIT. See the publication on
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Exempt Organizations Conducting Gaming, Publication 3079, for detailed information on when such
income is subject to UBIT, what records must be maintained, what taxes may be applicable, and what tax
forms must be submitted.

6-20. Does advertising contained in flyers, newsletters and programs
      generate UBIT?

      Yes, unless one of the exceptions to UBIT is met.

6-21. Would a post that operates a golf course, swimming pool and a
      snack bar, which are open to the public, further the social
      welfare of the community, or would the income be subject to
      UBIT?

      Generally, operating a golf course, swimming pool and snack bar, which are open to the public, would
be furthering the public's social and recreational interests, not those of the members. Income from such
activities would be subject to UBIT. All the facts and circumstances would have to be considered in
determining whether such activities further the social welfare of the community.

6-22. A post has a reciprocal agreement with other veterans'
      organizations in the area regarding the use of its post
      facilities. Would income from veterans belonging to other
      veterans' organizations be subject to UBIT?

      Income received under such reciprocal agreements from other veterans' groups would be subject to
UBIT.

6-23. Are there any times that income from veterans belonging to
      other veterans' organizations would not be subject to UBIT?

      Yes. Whether or not the income is related to exempt purposes would depend upon the facts and
circumstances.

     For example, local X and Y posts co-sponsor a patriotic event
     such as a parade and assemble at one or the other's canteen
     either before or after the event. The canteen is open to provide
     food and beverages for the participants. In that instance sales
     of food and beverages would meet the substantially related test.

6-24. Is income from the use of a hotel facility operated by an IRC
      501(c)(19) organization for nonmember active duty military
      personnel subject to UBIT?

      The use of the hotel facility operated by a veterans' organization for nonmember active duty military
personnel does not in and of itself have a substantial causal relationship to any exempt purpose described
in IRC 501(c)(19). Generally, income from such use would constitute UBTI and be subject to tax. Use of
the hotel facility by active duty military personnel during a national emergency or armed conflict could
further social welfare and, under such circumstances, could be a related activity based upon the facts and
circumstances.

      A hotel with a bar, restaurant and meeting rooms operated for use of the members would be
substantially related, as it provides social and recreational activities for the members, i.e., a place for its
members including those from out of town to gather for social and recreational activities.
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6-25. Would income from the sale of liquor bottles, bearing the
      organization's emblem, be subject to UBIT?

      The sale of liquor bottles bearing the organization's emblem does not have a substantial causal
relationship to any IRC 501(c)(19) exempt purpose. Income from such sales would be subject to UBIT.

6-26. Would the provision of commercial type banquet services to
      civic and community groups be considered unrelated trade or
      business?

      The provision of banquet services by a post to civic and community groups does not have a
substantial causal relationship to any exempt purpose described in IRC 501(c)(19). Income from such use
would constitute UBTI.

6-27. Would the provision of banquet services to member-sponsored
      groups be considered unrelated trade or business?

      The provision of such services to members is considered related to the organization's exempt purpose
of providing social and recreational activities for its members. Thus, when a member sponsors a group,
whether a civic group or for a private party, the income would be considered related.

6-28. Are membership dues from the posts that are not recognized as
      exempt, taxable to the parent as UBIT?

      No. This income would be considered related to exempt purposes.

7. RECORDKEEPING

      IRC 6001 provides that every person/organization liable for any tax imposed by the Code, or for the
collection thereof, shall keep adequate records as the Secretary of Treasury or his delegate may from time
to time prescribe. Recognized accounting methods should be used to provide the required information.

      Veterans' organizations need to maintain records, not only on activities, but also on sources of income
and expenses. The following are the most often asked questions regarding recordkeeping:

7-1. What type of records must be maintained to show the composition
     of membership within the meaning of IRC 501(c)(19)?

      A post must maintain a list of members and the category of membership (veteran, degree of relation,
or non-veteran or non- relative). If a post receives deductible contributions, it must also maintain a list of
members and their dates of service.

7-2. What type of records are required for auxiliary units to show
     that the composition of their membership meets the IRC
     501(c)(19) requirements?

      Auxiliary units must maintain a list of members and show their relation to the veteran post member.
An auxiliary member must be related to the post member within two degrees of consanguinity.

7-3. What type of records should be maintained to show post patriotic
     and social welfare activities?

      Records should be maintained to indicate monthly activities, individuals participating in the activities
(members, auxiliary, social members, youth groups, etc.), number of people participating in the activity
(e.g. eight members, two social members). If the activity is a fundraiser, records should show who
conducted the activity, and whether or not volunteers provided services. Records of activities can include
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post meeting minutes, historian's records, activity books, commander's books, house committee reports,
and reports to the parent organization.

7-4. Must a post document that a member has made a purchase of food
     or beverage or is it sufficient to document only purchases made
     by nonmembers?  In other words, is it reasonable to assume that
     all purchases are member purchases unless records indicate that
     the purchase is made by or on behalf of a nonmember?

      The Service requires that an organization maintain such books and records that are sufficient to
establish the amount of gross income, source of gross income, deductions, credits, expenses, or other
matters by activity. Activities would include the restaurant and bar sales, bingo, pull tabs, gaming devices,
and fundraisers such as shrimp dinners, etc. At the point of sale or service, there should be a methodology
in place to determine whether the income is from members or nonmembers, and whether the activity is
related or unrelated to the organization's exempt purposes. Absent adequate records, it is assumed the
income is from nonmembers. If the activity is considered related and not subject to UBIT, records must
be maintained to show why the activity is related or why the income would be excluded from UBIT.

     For example, if the income were from bingo, it would not be
     subject to UBIT, assuming that the requirements under IRC 513(f)
     are met. If the income were from the selling of United States
     flags, it would be related.

7-5. Volunteers are used to conduct post fundraisers, however, the
     post pays employees for security and accounting. What records
     are required to show that these fundraisers are not subject to
     UBIT?

      Records would be required to show the number of volunteers, the hours spent in planning and
conducting the activity, and how many paid employees are used. If the paid employees are full- time
employees, a reasonable allocation of time spent on the fundraising activity may be made. Records of the
income and expenses related to the fundraiser must be maintained.

7-6. When the bar and dining facility are open to the general public,
     what type of records are required?

      As the use of the facility is for both post members and the general public, then income derived from
the public would be subject to UBIT. A post would need to maintain records of gross income and
expenses.

      However, if the post facility is primarily for the members, and an occasional member of the general
public uses the facility, a separate record of the gross receipts from members and from nonmembers must
be maintained in order to determine what amount of income would be subject to UBIT.

7-7. Should a post maintain a record of activities and the number of
     members, auxiliary members, volunteers and employees involved in
     each activity?

      Yes. This is necessary to determine whether the post is operating for exempt purposes, and for
determining whether an unrelated activity is subject to UBIT.

7-8. How would a post account for income and expenses from joint
     fundraising activities with the auxiliary?
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      When an activity is conducted jointly, a reasonable method must be used to determine how to allocate
income and expenses. An acceptable accounting method should be used. If income and expenses are
prorated, records should show that the allocation method used is reasonable.

     Example. If a spaghetti dinner/fundraiser is conducted using
     primarily volunteers from the post and the auxiliary, the income
     and expenses could be prorated based upon the number of
     volunteers from each that were involved in conducting the
     activity.

7-9. Why should a post maintain records clearly identifying revenues
     from each source and expenses related to each source?

      IRC 6001 requires the maintenance of adequate records. If adequate records are not maintained,
exemption may be jeopardized. It is also necessary to maintain records clearly identifying revenues from
each source and expenses related to each source to determine what income is exempt function income and
what income is subject to UBIT.

7-10. As an auxiliary supporting a specific post, is it necessary to
      maintain records of the auxiliary's activities?

      Yes. An auxiliary must maintain records to show that its activities and funds are used to support the
post. Records should include not only the activity, but also how many members conducted and/or
participated in the activity. If it is a fundraiser, records should show how many members conducted the
activity, and whether the activity was conducted by volunteers.

7-11. Why should a post maintain records on employees when the post
      is tax-exempt?

      Tax-exemption under IRC 501(c) exempts an organization from income tax on related income. It does
not exempt such an organization from tax on unrelated business income, employment tax, Social Security
and Medicare under the Federal Insurance Contributions Act, or excise tax on certain gambling income.

7-12. Is a formal set-aside of amounts paid by members for insurance
      required in order for this income to be excluded from UBIT?

      Under IRC 512(a)(4), UBTI of an IRC 501(c)(19) organization does not include any amounts
attributable to payments of life, sick, accident, or health insurance with respect to members or their
dependents which is set aside for purposes of providing for the payment of insurance benefits or for
purposes specified in IRC 170(c)(4). A formal set-aside of amounts paid by members is not required for
the income to be excluded from UBIT. However, the organization must maintain adequate records
describing the amount set aside and the use of the set aside funds. Note that IRC 170(c)(4) purposes are
specifically limited to religious, charitable, scientific, literary, or educational purposes, or for the
prevention of cruelty to children or animals.

8. GROUP RULINGS

      A group ruling provides for tax exemption under IRC 501(c) on a group basis for subordinate
organizations affiliated with and under the general supervision or control of a central or "parent"
organization. Each of the subordinates covered by the group ruling is relieved from filing its own
application for recognition of tax exemption. The procedures for obtaining a group ruling are set forth in
Rev. Proc. 80-27, 1980-1 C.B. 677.

8-1. If a subordinate post exempt under a group ruling has less than
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     75 percent past or present members of the Armed Forces, is there
     any adverse effect on exempt status of the subordinate post
     and/or group ruling?

      When a subordinate post no longer has 75 percent past or present members, it no longer meets the
requirements for tax exemption under IRC 501(c)(19). It is not eligible to receive any of the benefits
resulting from such tax-exempt status. Such organization should inform its parent and the IRS that it does
not qualify for tax exemption.

      Such post should be deleted from the group ruling by its parent for failure to meet the membership
requirements. The post could still maintain its affiliation with the parent, but would not be exempt as a
subordinate post under the parent's group ruling.

      If the parent continues to have 75% veterans and substantially all the other members are cadets or
spouses, widows, or widowers of past or present members of the Armed Forces, there would be no
adverse effect on the parent's exemption.

8-2. May a veterans' organization with an IRC 501(c)(19) group ruling
     include its auxiliary units in its group exemption as members.

      A veterans' organization may have more than one category of members as stated above. The creating
document or by-laws should define the membership requirements and rights of each category of
members. The 75 percent veteran members must be maintained, and auxiliary members may account for
no more than 25 percent of the total membership.

8-3. May members of subordinate posts, exempt under a group ruling,
     be granted privileges to use the facilities of and to
     participate in social and  recreational activities at each and
     every subordinate post exempt under the same group ruling
     without jeopardizing exemption of any subordinate post?

      Members of the various posts exempt under the same group ruling may use the facilities of and
participate in the social and recreational activities of other posts exempt under the same group ruling. No
post would jeopardize its exemption if it allows this activity.

9. DEDUCTIBLE CONTRIBUTIONS TO VETERANS' ORGANIZATIONS

      IRC 170(c)(3) provides an income tax deduction for contributions to a post or organization of war
veterans if it is organized in the United States or any of its possessions, and no part of its net earnings
inures to the benefit of any private shareholder or individual. As this section explains, an IRC 501(c)(19)
organization may, in some cases, be entitled to receive contributions that are deductible under IRC
170(c)(3).

9-1. Are all contributions to an IRC 501(c)(19) organization
     deductible under IRC 170(c)(3)?

      No. The requirements are different for tax exemption under IRC 501(c)(19) and for deductibility of
contributions under IRC 170(c)(3). To be eligible to receive tax deductible contributions under IRC
170(c)(3), a veterans organization must satisfy both a membership requirement and a purposes
requirement. See Rev. Rul. 84- 140, 1984-2 C.B. 56. With respect to the membership requirement, the
fact that a small percentage of the members of an organization have not served in the Armed Forces will
not, of itself, preclude the organization from being classified as a war veterans' organization under IRC
170(c)(3), provided that at least 90% of its members are war veterans and substantially all of the other
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members are either veterans, or are cadets, or are spouses, widows, or widowers of war veterans, veterans,
or cadets. "War veterans" are defined in Rev. Rul. 84-140 as persons who have served in the United
States Armed Forces during a period of war. The periods of war are specified in 38 U.S.C. sec. 101 and
Rev. Rul. 78-239, 1978-1 C.B. 162. With respect to the purposes requirement, the organization must be
organized and operated primarily for purposes consistent with its status as a war veterans' organization.

      In contrast, the members of an IRC 501(c)(19) organization need not be war veterans. However, at
least 75% of the members must be past or present members of the United States Armed Forces and
substantially all of the other members must be cadets or spouses, widows, or widowers of past or present
members of the Armed Forces or of cadets.

      Here is an example of an IRC 501(c)(19) organization not eligible to receive tax deductible
contributions:

     An IRC 501(c)(19) organization has 1,000 members. The membership
     is composed of 750 war veterans, 150 individuals currently
     enlisted in the Army, and 100 spouses of the currently enlisted
     members. Contributions to the organization are not deductible
     under IRC 170(c)(3) because it does not satisfy the 90% war
     veterans test.

      Here is an example of an IRC 501(c)(19) organization that is eligible to receive tax deductible
contributions:

     Same facts as previous example, except 900 of the members are
     war veterans within the meaning of IRC 170(c)(3), and the
     remaining 100 members are spouses, widows, or widowers of war
     veterans.

9-2. May a taxpayer deduct travel expenses incurred in his or her
     performance of official duties as an uncompensated officer and
     member of an IRC 501(c)(19) organization?

      Yes, but only if the organization satisfies the requirements of IRC 170(c)(3).

9-3. Are auxiliary members included as members for purposes of the
     IRC 170(c)(3) membership test?

      When an auxiliary is separate from a war veterans' organization, its members are not included as
members for purposes of the IRC 170(c)(3) membership test. When auxiliary members are not in a
separate organization, they may be included as members for purposes of the IRC 170(c)(3) membership
test. This may cause the organization to fail the membership test.

9-4. Would an IRC 501(c)(19) organization formed primarily to provide
     social and recreational activities (bar and restaurant for its
     members) meet the purposes requirement of IRC 170(c)(3)?

      No. Even though an organization formed primarily to operate a bar and restaurant for its members
may meet the requirements of IRC 501(c)(19), it does not meet the requirements of IRC 170(c)(3)
because its primary purpose is not consistent with its status as a war veterans' organization. Therefore,
contributions to the organization are not deductible under IRC 170(c)(3). In Rev. Rul. 84- 140, the
Service states that an organization with the following purposes meets the requirements of IRC 170(c)(3):

     A. Furthering comradeship among persons who have been members of
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        the Armed Forces,

     B. Honoring the memory of deceased veterans and members of the
        Armed Forces and aiding and comforting their survivors,

     C. Encouraging patriotism, and

     D. Aiding hospitalized, disabled, and needy war veterans and
        their dependents.

9-5. May a taxpayer deduct contributions to an auxiliary described in
     IRC 501(c)(19)?

      Yes, if the primary purpose of the auxiliary is to support a post or organization of war veterans
described in IRC 170(c)(3).
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K. DISASTER RELIEF AND EMERGENCY HARDSHIP PROGRAMS

by
Ruth Rivera Huetter and Marvin Friedlander

PART I. COMMUNITY ASSISTANCE ORGANIZATIONS

INTRODUCTION

      On the occurrence of a natural or civil disaster or an emergency hardship, the general community
comes together to alleviate human suffering. The same reaction occurs when a fellow employee is
affected by a severe financial hardship in the family due to illness, death, accident, crime, or similar
circumstances, where the employee has exhausted the means to cope with the situation. Under these
circumstances, federal and state relief agencies, individuals, charities, and private corporations gather
their resources, human and financial, to minimize the suffering. Often, charities are created to provide
disaster relief and/or emergency hardship assistance and file for recognition of exemption from federal
income tax as charitable organizations described in IRC 501(c)(3). Existing charities sometimes request
rulings from the Internal Revenue Service regarding the effect of such a program on their tax exempt
status or with respect to the private foundation provisions. At times, organizations want to also know
whether disaster relief and emergency hardship grants are excludable from a recipient's taxable income
under the gift exclusion. The Service has seen an increase in requests where disaster relief and emergency
hardship programs are keyed to employment eligibility. This article focuses on principles applicable to
disaster relief and emergency hardship programs in general. It also sets forth principles specifically
applicable to employer related programs.

     A. EXPEDITE HANDLING

      In situations involving disaster relief or emergency hardship programs where time is of the essence,
the Service's established procedures permit organizations to request expedite handling by filing a letter
asking for expedite treatment with the exemption application or ruling request. In addition, applications
for recognition of exemption or ruling requests that require expedite handling should also be marked at
the top with a notation as follows: "Disaster Relief/Emergency Hardship Expedite." Rev. Proc. 98-4,
1998- 1 I.R.B. 113, 135, at section 9.03:(3).

     B. TYPES OF ASSISTANCE PROVIDED

      Disaster relief organizations may provide loans or grants in the form of funds, services, or goods to
ensure that victims of a disaster have the basic necessities such as food, clothing, housing (including
household repairs), transportation, and medical assistance (including psychological help). The type of aid
that is appropriate to relieve distress in a particular case depends on the individual's needs and resources.
Individuals might be in need of short term assistance but not long term assistance. For example, following
a devastating flood, a family may be in need of funds to meet immediate necessities because its readily
available cash flow (income, insurance proceeds, etc.) or other resources are inadequate or unavailable.
Or they may need basic necessities that are not available for purchase because of the nature of the
disaster. The same family, however, may not have the need for a low interest loan for home repair
because its home is covered by insurance or it can reasonably obtain and repay a commercial loan.
Another family or individual may have suffered the loss of a family member and may need financial
assistance with funeral expenses or help with the cost to have immediate family members attend the
burial, which would help promote the family's emotional healing.

      Emergency hardship organizations typically provide loans or grants in the form of funds, services
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and/or goods for basic necessities to needy individuals who have encountered financial hardship for
reasons beyond their control. Therefore, emergency hardship assistance is comparable to disaster relief
assistance in that individuals may need short term or long term assistance depending on the facts and
circumstances. For example, a family may need short term financial help to meet basic necessities on
account of a crime they have suffered. Another family, however, may need longer term financial
assistance on account of chronic health care costs that are not covered by insurance and for which
resources are either inadequate or unavailable.

     C. BASES FOR EXEMPT STATUS

          (1) RELIEF OF THE POOR AND DISTRESSED

      Generally, disaster relief organizations are exempt under IRC 501(c)(3) as organizations formed for
the relief of the distressed. The beneficiaries are individuals who find themselves in a distressed
condition. The legal doctrines applicable to charitable trusts, as developed in judicial decisions, recognize
that trusts for the purpose of aiding victims of fires, earthquakes, drought and similar calamities are
charitable. See IV-A Scott, The Law of Trusts, section 375.2 (4th Ed. 1989); Bogert, Trusts and Trustees,
section 379 (2nd Ed. Rev. 1977). Similarly, emergency hardship organizations further charitable purposes
by providing assistance to the distressed. Rev. Rul. 56-304, 1956-2 C.B. 306, provides that an
organization that makes distributions to needy individuals may qualify for exemption; however, adequate
case histories and records should be maintained. Also, Rev. Rul. 55-406, 1955-1 C.B. 73, provides that an
organization that provides funds to benefit dependent widows and children of policemen and firemen who
lose their lives in the line of duty may qualify for exemption where selection of recipients and amounts
distributable to them are determined in the absolute discretion of the organization's directors. Charitable
purposes under IRC 501(c)(3) include relief of the poor and distressed or of the underprivileged as
provided by Regs. 1.501(c)(3)-1(d)(2). Persons who are financially unable to care for themselves as a
result of sudden and severe or overwhelming financial burdens arising from events beyond their control
are proper objects of charity because they are considered to be "distressed." Other helpful descriptions of
persons who are appropriate charitable beneficiaries can be found in the following descriptions applicable
to the charitable deduction under IRC 170.

      Regs. 1.170A-4A(b)(2)(ii)(D) defines "needy" as describing a person who lacks the necessities of life,
involving physical, mental, or emotional well-being, as a result of poverty or temporary distress.
Examples of needy persons include a person who is financially impoverished as a result of low income
and lack of financial resources, a person who temporarily lacks food or shelter (and the means to provide
for it), a person who is the victim of a civil disaster (such as civil disturbance), a person who is
temporarily not self-sufficient as a result of a sudden and severe personal or family crisis (such as a
person who is the victim of a crime of violence or who has been physically abused), a person who is a
refugee or immigrant and who is experiencing language, cultural, or financial difficulties, a minor child
who is not self-sufficient and who is not cared for by a parent or guardian, and a person who is not self-
sufficient as a result of previous institutionalization (such as a former prisoner or a former patient in a
mental institution).

      Regs. 1.170A-4A(b)(2)(ii)(E) defines care of the needy as alleviation or satisfaction of an existing
need. Since a person may be needy in some respects and not needy in other respects, care of the needy
must relate to the particular need which causes the person to be needy. For example, a person whose
temporary need arises from a natural disaster may need temporary shelter and food but not recreational
facilities.

      A finding of charitable status may be based on the organization's efforts to relieve the distressed
condition, irrespective of whether the recipients are poor or destitute, or prior to the disaster, were
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members of a charitable class. For example, Rev. Rul. 79-18, 1979-1 C.B. 194, provides that housing for
the elderly furthers a charitable purpose by relieving a distress to which the elderly may be susceptible
regardless of financial condition; Rev. Rul. 79-17, 1979-1 C.B. 193, provides that a hospice facility for
terminally ill persons in need of specialized housing furthers a charitable purpose by relieving their
distress; Rev. Rul. 78-99, 1978-1 C.B. 152, provides that an organization that provides counseling to
widows during periods of grief and assists them in overcoming the legal, financial and emotional
problems caused by the death of their husbands qualifies as charitable by alleviating the widows' distress;
and Rev. Rul. 69-174, 1969-1 C.B. 149, provides that an organization that provides free emergency
rescue services to stranded, injured, or lost persons and to persons suffering because of fire, flood,
accident or other disaster is serving a charitable purpose.

          (2) OTHER CHARITABLE PURPOSES

      There are other charitable bases for exempt status of disaster relief and emergency hardship
organizations, such as promoting patriotism and lessening the burdens of government. For example, an
organization formed to provide active duty personnel with reading material and entertainment would be
considered exempt as it would increase the morale of military personnel. The organization promotes
patriotism. Increasing preparations for war, increasing soldiers' professional competence, and supplying
better food or literature are charitable activities. Scott at section 374.3. The law of charity also
contemplates assistance to the families of soldiers both during and after war. Bogert at section 378. Thus,
for example, a fund may provide for the education and health care of dependents of armed services
personnel killed in action, which would promote health or education in addition to, or instead of,
alleviating distress.

      A disaster relief organization can also qualify for exemption if it lessens the burdens of government.
The organization must show that its activities are those a governmental unit considers to be its burdens,
and that the activities of the organization actually lessen a governmental burden. These elements are
established by the facts and circumstances, such as an objective manifestation by the government unit that
the activity is a governmental burden, or that there is a favorable working relationship between the
organization and the government. However, the mere fact that an organization engages in an activity that
is sometimes undertaken by government, or that a governmental official expresses approval of an
organization or its activities, is insufficient to establish that the organization is lessening governmental
burdens. For example, an organization that provides rental housing and related services at cost to a city
for its use as free temporary housing for families whose homes have been destroyed by fire was held not
to qualify for exemption because the city was providing the charity. There were no objective
manifestations that the organization was undertaking a governmental burden. See Rev. Rul. 77-3, 1977-1
C.B. 140. However, Rev. Ruls. 85-1 and 85-2, 1985-1 C.B. 177, 178, describe organizations that were
found to lessen governmental burdens based on objective manifestations demonstrating that the
government acknowledged the burden and that the organization actually lessens that burden.

      The principle that a disaster relief organization may lessen the burdens of government was
acknowledged in Rev. Rul. 74- 361, 1974-2 C.B. 159. There, the Service recognized a long-standing line
of cases holding that providing fire and rescue service for the general community lessens the burdens of
government.

     D. CHARITABLE CLASS

          (1) INDEFINITENESS REQUIREMENT

      A basic principle of the law of charity is that a trust must be formed for the benefit of the community,
rather than an individual. Where a trust is created for the benefit of designated individuals, it will fail if
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the class of persons to be benefited is so narrow that the community has no interest in the performance of
the trust. The rule that a charitable organization must not serve private interests excessively is a long-
established one and is based on an essential ingredient of charity law, that the organization be organized
to serve the public interest. IV-A, Scott, section 375, fully cited above.

     A  trust may fail because the class of persons who
     are to benefit is so narrow that the community has no interest
     in the performance of the trust. It is a question of degree
     whether the class is large enough to make the performance of the
     trust of sufficient benefit to the community so that it will be
     upheld as a charitable trust. If the purpose of the trust is to
     relieve poverty, promote education, advance religion, or protect
     health, the class need not be as broad as it must be where the
     benefits to be conferred have no relation to any of these
     purposes. On the other hand, the class of persons to be
     benefited may be so limited that the trust is not charitable
     even though the purpose of the trust is to relieve their
     poverty, to educate them, or to save their souls, or to promote
     their health.

      Similarly, Regs. 1.501(c)(3)-1(d)(1)(ii) provides that a charitable organization must be organized and
operated to serve public rather than private interests.

      In Russell v. Allen, 107 U.S. 163, 167 (1882), the Supreme Court stated that charitable trusts "may,
and indeed must, be for the benefit of an indefinite number of persons; for if all the beneficiaries are
personally designated, the trust lacks the essential element of indefiniteness, which is one characteristic of
a legal charity." Similarly, the Tax Court noted in a situation involving amounts paid for the benefit of a
designated ward of a charitable organization that "charity begins where certainty in beneficiaries ends, for
it is the uncertainty of the objects and not the mode of relieving them which forms the essential element
of charity." Thomason v. Commissioner, 2 T.C. 441, 443 (1943). A number of factors, in addition to
indefiniteness, are important in evaluating the presence of a charitable class.

          (2) FACTORS TO BE CONSIDERED

               a. SIZE OF THE CLASS TO BE BENEFITED

      The element of public interest may be supplied through the large size of the group from which
ultimate beneficiaries will be chosen. Bogert at section 363. It is a question of degree whether the class is
large enough to make the performance of the trust of sufficient benefit to the community so that it will be
upheld as charitable. Scott at section 375. For example, an organization formed for the purpose of
assisting the victims of a hurricane, terrorist attack or similar disaster of mass proportion may be less
susceptible to being formed for the benefit of a limited class, even though the number of potential
beneficiaries may be fixed, as the affected individuals most likely will encompass an entire community or
other significant measure. See O.D. 345, 1 C.B. 151 (1919) where an organization formed to obtain
donations for the reconstruction of Puerto Rico after an earthquake and tidal wave was charitable. The
number of eligible beneficiaries necessary to constitute a charitable class is usually less a matter of the
actual number, than a matter of all the facts and circumstances that demonstrate whether beneficiaries are
pre- selected. For example, where the eligible class of beneficiaries constitutes a mere handful of persons
and the benefit is likely to be utilized by just one or two persons within the class, pre-selection has
occurred.
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               b. OPEN OR CLOSED CLASS OF BENEFICIARIES

      A disaster relief or emergency hardship organization will avoid the problem of a limited class if, in
addition to meeting the other organizational and operational requirements, it defines its class of
beneficiaries in an "open-ended" manner. For example, an organization might be formed to aid those
injured or killed while undertaking fire fighting efforts. This open-ended class would include victims of
future fires, rather than being limited to victims of a particular fire. If the class is open-ended, the
presence of ascertainable beneficiaries does not preclude exemption under IRC 501(c)(3). However, the
class must be truly open. If an organization operates to benefit particular individuals, the fact that it
broadly describes a theoretical class of beneficiaries will not save it. Bogert at section 363. Rev. Rul. 56-
403, 1956-2 C.B. 307, held that the awarding of scholarships by a foundation solely to undergraduate
members of a designated fraternity will not preclude it from exemption as the scholarships are not limited
to present members of the fraternity. Conversely, an organization whose sole activity is the operation of a
scholarship plan for making payments to pre- selected, specifically identified individuals does not qualify
for exemption. Rev. Rul. 67-367, 1967-2 C.B. 188. Similarly, for example, a trust formed to aid members
of a specific college graduating class and their families who become destitute or disabled would not
qualify for exemption. Even though members of that class who become destitute or disabled may be
appropriate objects of charity, the organization would be directing its aid to a closed class of pre-selected
individuals. G.C.M. 39876 (July 29, 1992).

               c. IMPETUS FOR ORGANIZATION'S FORMATION

      The catalyst for the formation of an organization may reveal that the organization was established for
the benefit of pre- selected individuals, even though the organization is ostensibly set up to benefit an
open-ended class. For example, an organization formed out of concern for an individual in need of a bone
marrow transplant may be solely or substantially formed to serve the interests of the individual as
opposed to the required charitable class. The court in Wendy Parker Rehabilitation Foundation, Inc. v.
Commissioner, T.C. Memo 1986-348, found that the fact that the organization had been formed in
response to Wendy Parker's coma was significant in determining the purposes of the organization.

               d. NAME OF THE ORGANIZATION

      The naming of an organization after an individual victim may indicate that its purpose is to serve a
pre-selected individual's interest, if other facts and circumstances also demonstrate this purpose. The court
in Wendy Parker noted the organization's name as an indication of its purpose.

               e. EARMARKED FUNDS

      The presence of earmarked funds or contributions for the benefit of specifically designated individuals
would suggest the organization is formed for the benefit of the designated individuals. In Wendy Parker
the court also noted that funds were mostly contributed by the family of Wendy Parker which also
retained control over the organization. For example, in a situation involving a fire in a building where
many people are killed or injured, charitable funds may be used and set aside currently with a preference
for the immediate victims and their families provided there is a bona fide purpose to aid others in similar
circumstances in the future. With respect to the actual selection of appropriate beneficiaries for future
relief, such as educational grants for children of victims, appropriate criteria for selection would include
need and/or merit at the time the grant is awarded. Rev. Rul. 69-257, 1969-1 C.B. 151.

               f. PUBLICITY CONCERNING THE AVAILABILITY OF FUNDS

      Publicity concerning the availability of funds may indicate that the organization seeks to assist anyone
who fits its criteria, rather than having established the criteria to justify aid to a narrow, pre-selected class
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of persons. Conversely, a lack of publicity may indicate that the organization seeks to benefit a limited
class.

               g. BROAD COMMUNITY INVOLVEMENT

      Broad community involvement decreases the possibility that the organization serves narrow private
interests, rather than the broader interests of the community. Community involvement could be found in
fund raising, contributions, board or other leadership positions, or other forms.

               h. DURATION OF ORGANIZATION

      It is not unusual for a disaster relief organization to be of limited duration, and while limited duration
is not inconsistent with exemption, it may raise some questions as to the intent of the organization and the
issue of indefiniteness of beneficiaries. However, organizations formed for assisting victims of disasters
where a significant portion of the community is affected, are less susceptible to being formed for the
benefit of a limited class, even though the number of potential beneficiaries may be fixed. See IV-A,
Scott, section 375.2, supra.

               i. PLAN FOR DISTRIBUTION OF EXCESS FUNDS

      An organization formed for a particular disaster or for a limited duration should have a plan for
distribution of excess funds at the termination of the organization's existence in a manner consistent with
the dissolution requirements under IRC 501(c)(3). For example, once the basic necessities have been met,
excess funds must be distributed to qualified charities or to the federal, state or local government for a
public purpose. Excess funds can not be prorated among the victims.

               j. ANY OTHER RELEVANT FACTS AND CIRCUMSTANCES

      Each situation needs to be considered based on all the facts and circumstances that are presented for
consideration.

     E. NEEDS TEST

          (1) GENERAL REQUIREMENTS

      Where an organization distributes funds for the purpose of relieving financial distress, generally it
must be a distribution based on the demonstrated need of the individual. This aspect follows from Regs.
1.501(c)(3)-1(d)(2) which includes as charitable relief of the poor and distressed. This would include
indigent persons or individuals who are financially needy. Therefore, a disaster relief organization must
have in place, prior to any disbursements of funds, a "needs" test or set of criteria by which it can
objectively make distributions to financially distressed individuals.

      Awards should be made on findings of financial hardship based on a determination that the potential
recipient's available cash, assets that can be disposed of without causing further personal hardship, and
anticipated cash flow (income, insurance proceeds, etc.) from all sources can reasonably be expected to be
insufficient to provide for timely retirement of existing obligations and basic needs as previously
described in this article under the heading "Types of Assistance Provided." An organization may elect to
extend loans to persons covered by insurance, with the requirement that the recipient repay the loan when
the insurance proceeds are received provided insurance is sufficiently adequate so that repayment of the
loan does not cause further personal hardship. Alternatively, an organization may determine that a grant is
appropriate even to persons covered by insurance depending on the facts and circumstances of a person's
overall financial condition and where insurance does not cover all losses. An individual does not have to
be totally destitute to be needy, merely lacking the resources to meet the basic necessities.
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      Evidence of financial need is not necessary when providing nonmonetary assistance such as
counseling and other supportive services to individuals in distress. For example, Rev. Rul. 78-99, 1978-1
C.B. 152, provides that providing individual and group counseling to widows to assist them in legal,
financial, and emotional problems caused by death of their husbands qualifies as charitable; Rev. Rul. 70-
590, 1970-2 C.B. 116, provides that providing a drug rescue center and a telephone drug crisis service for
persons with drug problems qualifies as charitable; and Rev. Rul. 71-99, 1971-1 C.B. 151, provides that
providing food and drink to firemen, policemen, and other emergency personnel at the scene of fires,
riots, and other disasters qualifies as charitable. As previously noted under the heading "Relief of the Poor
and Distressed," other situations may be present where individuals may be distressed and require
assistance without being financially needy. For example, individuals who are lost at sea or trapped by a
snowstorm, flood, or other disaster would constitute a charitable class irrespective of their financial
condition.

      Making an individual whole on account of a disaster or emergency hardship does not, necessarily,
further charitable purposes. The amount needed to relieve the distress should be based on all the facts and
circumstances of the individual's situation and the charity's resources. An outright transfer of funds based
solely on an individual's involvement in a disaster or without regard to meeting the individual's particular
distress or financial needs would result in private benefit. For example, if an individual's uninsured
vacation residence is destroyed in a disaster, that person would have undergone a loss. But, it does not
follow that the person is therefore distressed and needy. Maintaining a person's standard of living at a
level satisfactory to that person rather than at a level to satisfy basic needs could also serve private
interests. For example, rebuilding an individual's luxury estate would serve a private rather than a public
interest where meeting the individual's basic needs may be limited solely to providing temporary housing.
Similarly, grants to replace lost income rather than to meet basic living needs would generally be viewed
as serving personal and private interests.

          (2) TERMS OF ASSISTANCE

      As previously noted, Rev. Rul. 56-304 states that adequate records and case histories should be
maintained to justify the individual grants as being in furtherance of charitable purposes. However, the
amount of detail required to document a charitable program will vary depending on the circumstances. In
the initial stages of a relief effort there may be an urgent need for immediate action to provide short term
assistance, such as for food, clothing, temporary housing, temporary housing repairs, immediate medical
care, funeral services, and other critical needs. During this phase of a relief effort, only a minimum of
information would generally be required to be collected from recipients. In most cases, records containing
basic information such as names, addresses, telephone numbers, social security numbers, a brief
description of loss suffered, and the type and amount of assistance needed and granted should be
maintained. However, in some emergency circumstances, it may be sufficient merely to provide
assistance to the distressed without even obtaining this minimal information provided there is some
recordation concerning the uses to which the funds were put.

      After immediate critical needs have been satisfied, complete and appropriate documentation for
providing aid to satisfy long term needs must be maintained to demonstrate the charitable nature of the
relief. For example, in considering financial need an organization should consider evidence of an
applicant's financial condition such as available cash, expenses, other financial obligations, assets that can
be disposed of without causing further personal hardship, and anticipated cash flow (income, insurance
proceeds, etc.). This information should be considered to determine whether such resources are
insufficient to provide for timely retirement of existing obligations and the continuing basic living
requirements (food, housing, clothing, medical care, transportation, household repairs, or other similar
necessities).
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     F. FURTHERING PRIVATE INTERESTS GENERALLY

      A disaster relief or emergency hardship organization may be formed ostensibly for the benefit of
distressed individuals but may serve to further the private interests of its founders, principals, or even
contributors, thereby failing to achieve exemption despite otherwise good intentions. For example, in
Wendy Parker, supra., the organization was created by the Parker family to aid an open-ended class of
"victims of coma;" however, the organization stated that it anticipated spending 30 percent of its income
for the benefit of Wendy Parker, significant contributions were made to the organization by the Parker
family, and the Parker family controlled the organization. Wendy's selection as a substantial recipient of
funds benefited the Parker family by assisting with the economic burden of caring for her. The benefit did
not flow primarily to the general public as required under Regs. 1.501(c)(3)-1(d)(1)(ii).

      Similarly, in Calloway Family Association, Inc. v. Commissioner, 71 T.C. 340 (1978), an
organization formed to study immigration to and migration within the United States focused on the
Calloway's own family history and genealogy. The family genealogical activities substantially furthered
private interests.

      Also, in Ohio Teamsters Educational and Safety Training Trust Fund, 77 T.C. 189 (1981), aff'd 692
F.2d 432 (6th Cir. 1982), a scholarship fund set up pursuant to a collective bargaining agreement between
a union and an association was operated to satisfy the employer's negotiated obligation to its employees in
securing their services.

     G. PRACTICAL APPLICATION

      Frequently, a particularly tragic event affecting one person or a small group of persons is the impetus
for an outpouring of assistance from a sympathetic public. Pre-selection can be avoided where the relief
program is established to include as the eligible class all similarly situated persons provided the program
is also administered on an objective basis with respect to the particular person(s) whose misfortune
precipitated the program. Some keys that are helpful in ensuring the presence of a charitable class that is
open ended rather than pre-selected are (1) requiring the person(s) to satisfy the same objective criteria for
assistance as will be applied to all other applicants, (2) no earmarking of amounts specifically for a
designated individual, (3) ensuring that funds are not solely administered by persons who are in a position
to privately and personally benefit if a particular person receives assistance, and (4) ensuring that in the
program's organization and operation, such as through publicity and solicitation of contributions, the
objective of the fund to assist all persons in a similar distressed and/or needy situation is emphasized.
Ultimately, pre-selection is based on all the relevant facts and circumstances.

      In the rush to provide assistance organizers frequently spend a lot of time and funds to establish and
qualify a separate charitable organization. And this may be appropriate where the organizers have long
term goals or where there is no suitable existing charity to which they can direct their funds and energy.
Alternatively, an existing charitable organization such as a community fund, church or charity operating
in an allied area may be interested in establishing a program to which contributions could be directed to
provide the assistance that is needed. This may be a more practical approach than the establishment of a
new charity. Certainly, the same rules that are discussed throughout this chapter would apply to a program
operated within an existing charitable organization.

             PART II. EMPLOYEE ASSISTANCE ORGANIZATIONS

1. GENERAL

      Organizations established to provide disaster relief and/or emergency hardship financial support for
persons who are affiliated with a particular profession or employer may qualify for exemption under IRC
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501(c)(3). For example, an organization that distributes contributions for the benefit of surviving spouses
and children of police officers and fire fighters killed in the line of duty qualifies under IRC 501(c)(3)
where the organization's board of directors selects the recipients based on objective criteria that establish
need and those eligible for benefits are not members of the organization. Rev. Rul. 55-406, 1955-1 C.B.
73. This is comparable to Rev. Rul. 56-403, supra., which held that a scholarship fund established for
undergraduate members of a particular fraternity furthered charitable purposes where membership in the
fraternity was open ended, selection of recipients was made on objective factors, and the fund did not
provide benefits to its members.

      Mutual benefit organizations generally cannot qualify under IRC 501(c)(4) (nor by extension under
IRC 501(c)(3)) because they primarily serve the private interests of their members rather than the
common good and general welfare of the community. Rev. Rul. 75- 199, 1975-1 C.B. 160, provides that
an organization that derives income principally from membership dues used to provide sick and accident
benefits limited to members of a particular ethnic group residing in a stated geographical area is not
exempt because it is essentially a mutual, self-interest type of organization. Rev. Rul. 81-58, 1981-1 C.B.
331, describes a membership organization that primarily provides retirement and death benefits to its
members who are limited to members of an organization of police officers. Although the class of
employees benefited consist of police officers engaged in the performance of essential and hazardous
public services so that there is an incidental benefit provided by the organization to the larger community,
the association is essentially a mutual, self-interest type of organization that primarily benefits its
members. Therefore, the organization is not operated exclusively for the promotion of social welfare
within the meaning of IRC 501(c)(4) (nor by extension for exclusively exempt purposes within the
meaning of IRC 501(c)(3)).

      Accordingly, an employee disaster relief or emergency hardship organization established and funded
mostly by employees or by persons engaged in a particular profession (e.g. nurses, teachers, police
officers) to provide assistance to such employees of a particular employer or such persons engaged in a
particular profession during times of hardship caused by death, illness, financial distress, or similar
conditions may qualify under IRC 501(c)(3). The organization will be operated exclusively for charitable
purposes even though it serves a group of individuals designated by employment related factors provided
that it benefits a charitable class of individuals and does not provide benefits based on membership in the
organization.

      It is also important that such organizations are not established to serve a nonexempt purpose of
serving an employer's private interests to more than an insubstantial amount such as by providing a
vehicle to compensate or otherwise provide an employment benefit to employees of a particular
employer. For example, in Ohio Teamsters Educational and Safety Training Trust Fund, supra., the court
held that a scholarship fund set up pursuant to a collective bargaining agreement between a union and an
employer was not operated exclusively for exempt purposes described in IRC 501(c)(3) notwithstanding
the fact that the activities to some extent furthered charitable purposes. The fund was operated to satisfy
the employer's negotiated obligation to its employees in securing their services. See also Copperweld
Steel Company's Warren Employee's Trust v. Commissioner, T.C. Memo. 1991-7 (Jan. 14, 1991), in
which the Tax Court deferred to the Service's position that a trust fund operated solely to award
scholarship grants to all company employees and their families who applied and who satisfied a selection
criteria was not operated exclusively for exempt purposes. Although no collective bargaining agreement
was involved, the Court noted that educational opportunities were generally limited to company
employees and that the company was capable of exercising supervisory control over the program.

2. FUNDS CREATED BY GOVERNMENT EMPLOYEES
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      Organizations created by government employees or by members of a labor organization are usually
perceived as a government or labor program even though this is frequently not the situation. The
following hypothetical organization is a fairly typical representation of such organizations.

      An organization is created by government employees for the purpose of providing relief to present
and future fellow employees and retirees of a particular government agency in a particular region and
their immediate families. Members of the board of directors and officers are employees of the government
agency in the region and may also be members of the employee labor union. The directors, elected
officers and committee members act exclusively for the organization rather than as representatives of the
agency or the employee labor union. The organization clearly establishes that the employee disaster relief
and emergency hardship program is not a program of the government agency or the union and that it will
not discriminate in favor of higher paid employees, officials or key employees of the agency or of the
union.

      The organization described above is employee established, operated, controlled and funded. It is not
an employee membership organization. It operates independently from the union and the agency. Such an
organization is similar to the organizations described in Rev. Ruls. 55-406 and 56-403, supra., and may be
exempt under IRC 501(c)(3).

3. EMPLOYER RELATED DISASTER RELIEF AND EMERGENCY HARDSHIP
   ORGANIZATIONS

     A. DESCRIPTION

      Frequently organizations are established, controlled or funded by an employer to provide disaster
relief or employee hardship benefits to employees (or retirees) and their dependents or spouses who are
employed by a particular employer. Usually, benefits will be provided based on objective criteria related
to an individual's inability to meet basic living necessities as a result of a natural or civil disaster or an
individual's need for financial assistance as a result of an emergency hardship caused by (1) death in the
family, (2) unusual medical expenses caused by severe illness or accident, (3) uninsured losses caused by
fire, crime, flood or other disasters, (4) unusual expense for the care and training of a handicapped
dependent, or (5) insupportable indebtedness occurring for reasons beyond the individual's control.
Assistance may be provided in the form of grants or in the form of loans with low or no interest. There
may be a maximum amount of grants or loans per eligible employee per year. The amount of the
assistance is usually related to the extent of the need. Typically, aside from initial qualification,
employment is not a factor in the awarding of grants or loans for disaster or emergency hardship
assistance.

     B. APPLICABLE EXEMPT ORGANIZATIONS LAW

      Persons who are unable to meet basic necessities because of a disaster or emergency hardship are
generally proper objects of charity. Nevertheless, a charitable organization will be regarded as operated
exclusively for one or more exempt purposes only if it engages primarily in activities which accomplish
one or more of such exempt purposes specified in IRC 501(c)(3). An organization will not be so regarded
if more than an insubstantial part of its activities is not in furtherance of an exempt purpose. Regs.
1.501(c)(3)- 1(c)(1). Furthermore, an organization is not organized or operated exclusively for one or
more exempt purposes unless it serves a public rather than a private interest. Thus, it is necessary for an
organization to establish that it is not organized or operated for the benefit of private interests. Regs.
1.501(c)(3)-1(d)(1)(ii). Also Better Business Bureau of Washington, D.C., Inc. v. United States, 326 U.S.
279 (1945), held that the presence of a single non-exempt purpose, if substantial in nature, will preclude
exemption regardless of the number or importance of statutorily exempt purposes. Where private interests
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arise from an otherwise charitable activity, the private interests must be "incidental" in both a qualitative
and quantitative sense. Such private benefit then would be seen as insubstantial. The term "qualitative"
relates to the necessity to serve private interests in order to also accomplish a charitable purpose. The term
"quantitative" relates to whether the private benefit is insubstantial when viewed in relation to the public
benefit conferred by the activity.

      For example, in Rev. Rul. 70-186, 1970-1 C.B. 128, an organization maintained the water quality of a
lake that was open to the general public but this activity also benefited lake side property owners. The
organization obtained funds from lake side property owners, from members of the community adjacent to
the lake, and from the municipalities bordering the lake. The lake was used extensively by the public and
contained community owned public beaches, launching ramps, and other recreational facilities of a public
nature. The private benefit was qualitatively incidental since it would be impossible for the organization
to accomplish its exempt purposes without also benefiting property owners. In addition, the benefit was
quantitatively incidental since the private benefit to lake shore property owners was relatively small in
comparison with the public benefit. For contrast, in Rev. Rul. 75-286, 1975-2 C.B. 210, an organization
that undertook to beautify public areas in a city block limited to areas adjacent to property owned by its
members who also supplied its financial support was found to be serving the private interests of its
members to more than an insubstantial amount by enhancing the value of members' property rights even
though the activity also promoted the general welfare of the community. In this case, although the private
interest served was qualitatively incidental it was not quantitatively incidental considering the limited area
served by which the public would benefit in comparison with the financial benefit afforded to the
organization's members. Also important was that the financial support of and control over the
organization flowed from its members who stood to gain financially from the organization's activities.
These factors were further evidence that the public did not derive nearly as much benefit from the
organization's activities as was derived by the members since the public did not support the organization
in a financial or organizational manner.

     C. APPLICABLE GIFT EXCLUSION LAW

      IRC 102(c) provides that the exclusion from gross income otherwise permitted for the value of
property acquired by gift does not apply to amounts transferred by or for an employer to, or for the benefit
of, an employee. IRC 102(c) was intended to reduce the opportunity for employers to provide
compensation in the form of excluded gifts. See S. Rep. No. 313, 99th Cong., 2d Sess. (1986), 1986-3
C.B. Vol. 3 at 47-54, which notes that the U.S. Supreme Court, in a case involving payments made in a
context with business overtones, has defined excludable gifts as payments made out of detached and
disinterested generosity and not in return for past or future services or from motives of anticipated benefit
(Comm'r v. Duberstein, 363 U.S. 278 (1960)). Under this standard, the Court said, transfers made in
connection with employment constitute gifts only in the extraordinary instance. Under Duberstein, the
determination of whether property transferred from an employer to an employee (or otherwise transferred
in a business context) constitutes a gift to the recipient is to be made on a case-by-case basis by an
objective inquiry into the facts and circumstances. If the transferor's motive was the incentive of
anticipated benefit, or if the payment was in return for services rendered (whether or not the payor
received an economic benefit from the payment), then the payment must be included in income by the
recipient. See also H.R. Rep. No. 426, 99th Cong., 1st Sess. (1985), 1986-3 C.B. Vol. 2 at 103-107 to the
same purpose. Thus, the IRC 102(c) amendment recognizes that there is a pattern of compensation when
an employer makes gifts to employees except if otherwise permitted by statute or in the most exceptional
circumstances.

     D. DISCUSSION
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      Employer related disaster relief and employee hardship programs accomplish at least two purposes.
They provide relief to persons who are distressed or otherwise proper objects of charity. However, they
also afford employers with a significant benefit and may further a purpose of providing additional
compensation or other employment benefit. For example, such programs would be viewed as important
recruitment incentives and would encourage the goodwill of employees toward the employer. They also
serve to increase the likelihood that employees will be available for work. Such programs would also
serve to provide benefits to employees in a manner essentially similar to an employee welfare benefit plan
that provides sick, life, death, accident and employee assistance such as counseling for stress, drug abuse
or legal problems. Even though an employee would have no right to funds from a disaster or emergency
hardship relief fund, employees would be eligible for disaster and emergency hardship benefits provided
they are employed by a particular employer upon the occurrence of a disaster or financial emergency and
they are in need of such assistance. As such, the programs would operate as a safety net since financial
relief would be assured. Moreover, employees of a particular employer that has an employer established
and controlled or funded disaster relief benefit program would have an important advantage over other
similarly situated victims of the disaster in having access to assistance. Thus, the presence of the
equivalent of a benefits package, even if not availed of, would constitute a significant benefit derived
from an employment relationship. Although this would be especially important for employees located in
areas that experience fairly regular disasters such as hurricanes, tornados, floods or earthquakes, the
presence of a fund dedicated to employees' welfare is a significant employment benefit in the same way
that a life benefit provides protection and security whether or not used.

      Employer related disaster relief and emergency hardship programs cannot be dismissed as merely
providing an insubstantial benefit. Such programs are of real and substantial value to employees who are
in need of assistance at a time when other avenues of assistance are not readily available or have been
exhausted.

      If a valuable benefit, such as funds in times of hardship or disaster, is conferred on an employer's
employees through a private foundation controlled and funded by the employer, then the substantial nexus
between the foundation and its employer dictates a finding that the payments were made "by or for the
employer." The payments will then not be eligible for treatment as excluded gifts pursuant to IRC 102(c)
and will be included in employees' incomes. Because the payments would be part of employees' incomes,
a reciprocal benefit flows to the employer in the form of services of the employees. In these
circumstances, the private foundation is, in effect, providing benefits on behalf of the employer to its
employees. Therefore, the private foundation is serving the private and commercial interests of its
sponsoring employer. Serving the employer's private interest in this manner would amount to a substantial
nonexempt purpose that disqualifies the foundation for exemption under IRC 501(c)(3).

      Employer related disaster relief and emergency hardship programs of private foundations also further
private or nonexempt purposes more than incidentally under a qualitative or quantitative analysis. From a
qualitative aspect, an employer established and controlled or funded charity could very well provide
emergency hardship or disaster relief benefits to an entire community rather than to a group of individuals
limited to those who are its employees. Thus, it is not necessary to serve the private interests of the
employer to accomplish charity. However, even if the qualitative analysis was satisfied where the group
selected necessarily would serve the interests of an employer to some degree, the public benefit served
must significantly outweigh the private or nonexempt purposes served under the quantitative analysis.
The employer would have ensured a significant degree of loyalty from employees by assuring their
financial security in times of extreme stress. Also, the employer's disaster relief and emergency hardship
programs would serve to produce a more stable and productive work force by providing resources that
would enable employees to be available for work. While there is some public benefit in ensuring that
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individuals are provided for in times of disaster or financial crisis, there is no assurance that selection of
beneficiaries solely among employees of a particular employer serves the best interests of the public. The
public interest may very well be better served by providing resources to persons who may be in much
more dire conditions than persons who happen to be employed by a particular employer. Also, by
imposing an employment related eligibility criteria, the general welfare of the public is placed at a clear
disadvantage compared with the significant benefit afforded employees of the particular employer.

      Conversely, under the incidental benefit analysis an employee funded and controlled relief program
would under such facts and circumstances be found to serve a particular employer to which the program
related only incidentally since the employees would not view the program as derived from an employer
provided benefit.

     E. INUREMENT

      The benefit conferred on the employer by an employer related disaster relief and emergency hardship
program that is employer established, funded or controlled also provides inurement to the controlling
business enterprise associated with it. This contravenes the requirements of IRC 501(c)(3) and IRC
170(c)(2)(B) which provide for the qualification for exemption and charitable contributions only if, in
addition to other factors, "no part of the net earnings of [the organization] inures to the benefit of any
private shareholder or individual."

       PART III. PRIVATE FOUNDATION ISSUES IN EMPLOYER RELATED
        DISASTER RELIEF AND EMERGENCY HARDSHIP ORGANIZATIONS

1. GENERAL

      Both an employer related disaster relief program and an emergency hardship program operated by a
private foundation would generally be viewed as providing more than an incidental or tenuous benefit to
the employer and, therefore, would be in conflict with the self-dealing, taxable expenditure and qualifying
distribution provisions under IRC 4941, 4942 and 4945.

2. APPLICABLE LAW

     A. IRC 4941 SELF-DEALING

      IRC 4941(d)(1) provides that the term "self-dealing" includes direct or indirect acts between a private
foundation and disqualified persons. Self-dealing includes the transfer to, or use by or for the benefit of, a
disqualified person of the income or assets of a private foundation. IRC 4941(d)(1)(E). However, if the
benefit received by the disqualified person is incidental or tenuous, such benefit, by itself will not
necessarily give rise to an act of self- dealing. Regs. 53.4941(d)-2(f)(2). As examples of incidental or
tenuous benefit, the regulations offer an example of public recognition arising from a charitable gift of
broad public benefit such as a private foundation making a grant to a public charity for use in a
deteriorated area in which a disqualified person is located; the naming of a recreation center after a
disqualified person; or the awarding of educational grants under an employer related program that
satisfies IRC 501(c)(3), 170 and 4945(g)(1). For an example of the kind of scholarship program with an
employment nexus that meets the above requirements, see Regs. 53.4945-4(b)(5) (Example 1).

      Rev. Rul. 73-407, 1973-2 C.B. 383, held that the benefit to a disqualified person was incidental and
tenuous where a private foundation conditioned a grant to a public charity on the change of the public
charity's name to that of the disqualified person.

      Based on the benefit provided to the employer, as previously discussed, employer related disaster
relief and emergency hardship programs operated by a private foundation that is established, controlled or
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funded by an employer furthers the private interests of the employer. Such programs associated with
employment accomplish recruitment and retention incentives and produce a more stable and productive
work force. They afford the employer more than mere public recognition. They cannot be dismissed as
merely providing a minor or tenuous benefit. They offer a real and substantial benefit to the employer.
Therefore, since the benefits to disqualified persons are not incidental or tenuous pursuant to Regs.
53.4941(d)- 2(f)(2), grants distributed under employer related programs will result in acts of self-dealing
within the meaning of IRC 4941(d)(1).

     B. IRC 4945 TAXABLE EXPENDITURE

      Both an employer related disaster relief program and an emergency hardship program operated by a
private foundation which significantly further the private interests of the employer will also be in conflict
with the taxable expenditure provision under IRC 4945.

      IRC 4945(d)(5) provides that the term "taxable expenditure" means any amount paid or incurred by a
private foundation for any purpose other than a  purpose specified in IRC 170(c)(2)(B).

     C. IRC 4942 QUALIFYING DISTRIBUTIONS

      IRC 4942(g)(1)(A)(i) provides, in relevant part, that the term "qualifying distribution" means any
amount paid to accomplish one or more  purposes described in IRC 170(c)(2)(B).

      Where an employer related disaster relief or emergency hardship program significantly furthers the
private interests of the employer, it will be in conflict with the qualifying distribution requirements in IRC
4942(g)(1)(A)(i).

             PART IV. EMPLOYER RELATED PUBLIC CHARITIES

1. CHARITABLE PURPOSES AND GIFT EXCLUSION CONSIDERATIONS

      Whether disaster relief and emergency hardship payments or in-kind assistance made by a charity to
employees of the sponsoring corporation are charitable under IRC 501(c)(3) or excluded as a gift under
IRC 102(a) can be handled in a consistent manner is discussed in this part.

      The Code does not provide for the exclusion of disaster relief and emergency hardship payments from
the broad scope of IRC 61. IRC 102(a) provides that gross income does not include gifts. However, IRC
102(c) limited IRC 102(a) by providing that IRC 102(a) shall not exclude from gross income any amount
transferred "by or for an employer to, or for the benefit of, an employee."

      Because grants made by a private foundation are not made directly by the employer, the question has
arisen whether amounts transferred by an employer to a private foundation for employee assistance
programs are "by or for the employer." In the context of a private foundation, where the employer is
contributing more than two- thirds of the total support for the foundation, there is a substantial nexus
between the private foundation and its corporate sponsor which dictates a finding that the payments were
made "by or for the employer," thereby invoking IRC 102(c) and accordingly rendering IRC 102(a)
inoperative. IRC 102(c) does not require that the payments be compensatory in nature, rather, it merely
requires that the amount transferred be by or for the employer to, or for the benefit of, an employee.

      The nexus between the employer and employee may be deemed broken if the disaster relief and
emergency hardship payments are provided to the employees through a public charity and if certain other
conditions are met. If these conditions are met, the payments will be deemed not to have been made "by
or for the employer," thus rendering IRC 102(c) inoperative and allowing IRC 102(a) to serve as a means
to exclude an otherwise includable fringe benefit from gross income.
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      Providing such grants to employees through a publicly funded charity that is not excessively
controlled by the employer and which meets certain other conditions ensures that the charitable purpose is
primarily being accomplished and the employer is receiving a benefit that is not more than insubstantial.
The conditions are designed to ensure that employment is merely an initial qualifier for eligibility, that the
ultimate recipients are not chosen based upon employment related factors, and that those responsible for
selecting recipients are independent from the employer.

      Under the conditions stated, employers will not be prohibited from all contact with the public charity.
For example, employers may receive reports about how their funds are being used. They also may provide
non-binding advice. They also may provide administrative services (free, at cost, or at fair market value)
provided the public charity remains in charge of making decisions about its investments and charitable
program.

      Where the nexus between the employer and employee is deemed broken by providing assistance
through a public charity, and if certain other conditions are met, an employer related disaster relief and
emergency hardship program will not be deemed as overly serving the employer's private interests.
Rather, the benefits received by the employees would be seen as falling outside any pattern of
compensation. In these circumstances, providing assistance to needy or distressed employees would
accomplish exclusively charitable purposes.

      Disaster relief and emergency hardship assistance programs would then operate under principles
similar to those established for employer-related scholarship and educational loan programs described in
Rev. Proc. 76-47, 1976-2 C.B. 670 and Rev. Proc. 80-39, 1980-2 C.B. 772, respectively. In those
situations, a pattern of compensation and private benefit to the funding employer is deemed broken
chiefly by having such programs satisfy conditions that make it unlikely that any particular employee or
child of an employee of a particular employer to which the programs relate would obtain a scholarship or
loan. Since it is not practical to establish such an "iffy" selection process for disaster relief and emergency
hardship assistance programs, the use of a public charity and establishment of certain other conditions
described below accomplishes the same result.

2. CONDITIONS IN ASSESSING CHARITABLE PURPOSE AND GIFT EXCLUSION IN
   EMPLOYER RELATED DISASTER RELIEF AND EMERGENCY HARDSHIP ASSISTANCE
   PUBLIC CHARITIES

     a. The program is operated by a public charity rather than by
        any employer related private foundation.

     b. The organization is not excessively controlled by the
        employer.

     c. The organization is not funded by the employer in a manner
        which will cause it to be classified as a private foundation.

     d. The organization does not fulfill a legal obligation of the
        employer, such as a program that is part of a collective
        bargaining agreement or a program that is part of a written
        plan that provides life, sick, accident, supplemental
        unemployment compensation or similar benefits.

     e. The organization's program is intended to provide basic
        necessities to persons who have encountered financial
        hardship for reasons beyond their control and/or to provide
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        temporary relief to meet the necessities of life of persons
        who are needy and distressed on account of a disaster.

     f. The organization's beneficiaries comprise a charitable class
        which is open-ended, of sufficient size and which is not
        organized or operated to benefit particular individuals.

     g. Other than as an initial qualifier, employment is not a
        relevant factor in the application or selection process, or
        in the amount or type of assistance provided. For example,
        employee's position in the corporation, length of service,
        continued employment, etc.

     h. The organization establishes a committee to administer the
        program consisting of persons who aside from serving on the
        committee have no financial interest in the employer; or the
        committee consists of persons representing a broad spectrum
        of employees who understand that they are acting in a
        personal capacity as agents of the organization rather than
        as representatives of the employer.

     i. The organization establishes specific written criteria for
        the application, selection and disbursement of funds,
        including minimal information for immediate relief and more
        detailed information for more long term assistance. The
        selection process must be objective and non-discriminatory.

     j. The program is not used by the employer or the organization
        to recruit employees or to induce employees to continue their
        employment or otherwise to follow a course of action sought
        by the employer.

     k. The organization informs all employees of the corporation
        that disaster relief and emergency hardship funds are
        available, including the criteria for application and
        selection.

     l. The organization will accept voluntary contributions from
        employees or others, but it will not accept contributions
        earmarked for specific individuals.

     m. The organization will maintain records of the assistance
        granted as required by Rev. Rul. 56-304, supra..

     n. The organization providing disaster relief or emergency
        hardship benefits is not a membership organization.

3. FOUNDATION CLASSIFICATION

      The following discussion sets forth the rules, generally, that would be applicable to organizations that
conduct employer- related disaster relief or emergency hardship programs that seek to obtain
classification as other than private foundations, assuming they qualify as charitable organizations.

      IRC 509(a) defines the term "private foundation" to exclude any domestic or foreign IRC 501(c)(3)
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organization which is described in paragraphs (1), (2), (3), or (4) of this section.

      IRC 509(a)(2) provides that the term "private foundation" does not include an organization that
normally receives more than one- third of its support from persons other than disqualified persons. IRC
4946 defines "disqualified person" as to include substantial contributors to the foundation. IRC 507(d)(2)
defines the term "substantial contributor" as any person who contributes more than $5,000 to a private
foundation, if such amount is more than two percent of the total support received by the foundation.

      IRC 509(a)(1) provides that the term "private foundation" does not include an organization described
in section 170(b)(1)(A)(vi). Regs. 1.170A-9(e)(1) provides that a 170(b)(1)(A)(vi) organization is an
organization which is referred to in IRC 170(c)(2) and which is "publicly supported". An organization is
described in IRC 170(c)(2) generally, if it is created in the United States, is organized and operated
exclusively for IRC 501(c)(3) purposes, no part of its earnings inures to benefit any private shareholder or
individual, and it does not participate in legislative or political activities. An organization is "publicly
supported" if it normally receives a substantial part of its support from direct or indirect contributions
from the general public. "Publicly supported" organizations must receive support from direct or indirect
contributions from the general public in the amount of at least thirty-three and one-third of total support
or must meet a facts and circumstances test. Regs. 1.170A-9(e)(2) and (3). Regs. 1.170A-9(e)(6) defines
support for purposes of the thirty-three and one-third support test as contributions by an individual, trust,
or corporation only to the extent that such contributions by each individual, trust, or corporation does not
exceed two percent of the organization's total support. The facts and circumstances test under Regs.
1.170A-9(e)(3) requires that at least ten percent of an organization's total support must be derived from
governmental or public sources; however, significant support derived from one family would be a factor
working against satisfaction of the facts and circumstances test for determining public support. Similarly,
in the case of an employer- related program, significant support derived from one corporation would tend
not to demonstrate public support under the facts and circumstances. Regs. 1.170A-9(e)(3)(iv).

      IRC 509(d) provides that the term "support" includes (but is not limited to) gifts, grants, contributions,
or membership fees. Under Regs. 1.509(a)-3(f)(1) the terms "gifts" and "contributions" have the same
meaning as such terms have under IRC 170(c). Any payment of money or transfer of property without
adequate consideration shall be considered a "gift" or "contribution". However, under Regs. 1.170A-
9(e)(7) the term "support" does not include (a) any amounts received from an activity the conduct of
which is substantially related to the furtherance of its charitable purpose or function (other than the
production of income) or (b) contributions of services for which a deduction is not allowable.

4. CONCLUSION

      The benefits received by employees from a private foundation established by their employer that are
made available only to employees of that employer are income to employees. However, the benefits will
be deemed not made by or for the employer and therefore excludable from the employees' gross incomes
provided the benefits are provided through a public charity and the public charity satisfies certain other
conditions. These conditions ensure that the benefits are provided outside the pattern of employment and
that the benefits do not represent compensation for services.
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L. THE PROPOSED REGULATIONS ON THE DISCLOSURE REQUIREMENTS
FOR ANNUAL INFORMATION RETURNS AND

APPLICATIONS FOR EXEMPTION

by
John Roman Faron and Thomas J. Miller

1. INTRODUCTION

      Section 1313 of the Taxpayer Bill of Rights 2 (TBOR2), enacted on July 30, 1996, amended IRC
6104(e) by adding additional publicity and disclosure requirements for organizations described in IRC
501(c) and IRC 501(d). Section 1313 states that the amendments are to apply to requests made on or after
the 60th day after the Secretary of the Treasury first issues regulations under the Act. The Service issued
proposed regulations, Prop. Regs. 301.6104(e)-0, 301.6104(e)-1, 301.6104(e)-2, and 301.6104(e)-3,
Federal Register, Vol. 62, No. 187, p. 50533, on September 26, 1997.

      This article discusses the new disclosure rules as interpreted by the proposed regulations, particularly
the new requirement that copies be provided upon request, and the exceptions to the requirement.

2. PRIOR LAW

      In general, IRC 6103 provides that returns and return information are confidential and, unless
otherwise specifically authorized by the Code, cannot be disclosed. IRC 6103(b)(1) defines the term
"return" to mean "any tax or information return . . . filed with the Secretary by, on behalf of, or with
respect to any person, and any amendment or supplement thereto, including supporting schedules,
attachments, or lists which are supplemental to, or part of, the return so filed."

      IRC 6104 specifically authorizes public disclosure of information contained on a tax-exempt
organization's annual information return filed under IRC 6033, and a tax-exempt organization's
application for tax exemption. Public disclosure is required to be made by the Internal Revenue Service,
under IRC 6104(b), by private foundations, under IRC 6104(d) and 6104(e)(2), and under IRC 6104(e),
by organizations that are described in IRC 501(c) or 501(d) that are not private foundations.

      Before TBOR2, IRC 6104(e)(1) required tax-exempt organizations described in IRC 501(c) or IRC
501(d), except for private foundations, to make a copy of their annual information return available for
public inspection. The organization was required to make its return available during the three year period
beginning on the filing date of the return. The filing date for this purpose is the last day prescribed for
filing the return including any extension of time granted. The organization was required to allow public
inspection at the organization's principal office or, if the organization regularly maintains one or more
regional or district offices, a copy of the return must also be made available at each regional or district
office.

      Prior to its amendment by TBOR2, IRC 6104(e)(2) provided that all tax-exempt organizations make
copies of their application for tax exemption (Forms 1023, 1024, or letter application) available for public
inspection, as well as any letter or other document issued by the IRS with respect to such application.

      Notice 88-120, 1988-2 C.B. 454, sets forth rules and procedures for the public inspection required by
IRC 6104(e)(1) and (2). Notice 88-120 provides rules concerning the content of the required disclosures,
the required methods of inspection, the place and time of inspection, and the penalties imposed for failure
to comply with the public inspection requirements.

      Under prior law, an organization was required only to have copies available for public inspection. It
was not required to provide or distribute copies. The organization was required to allow the person
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making inspection to take notes freely during the inspection or, if the requester preferred, allow the
requester to photocopy the document on the requester's own photocopying equipment within reasonable
constraints of time and place. If the organization did not object to making a photocopy, the organization
was allowed to charge up to the per page copying charge stated in section 601.702(f)(5)(iv)(B) of the
Internal Revenue Service's Statement of Procedural Rules, as well as postage if the copy was mailed.

      IRC 6652(c)(1)(C) imposed a penalty of $10 per day on any person who failed to meet the
requirements of IRC 6104(e)(1) relating to public inspection of annual information returns, for as long as
the failure continued, for up to a maximum penalty of $5,000 on all persons for failures with respect to
any one return. IRC 6652(c)(1)(D) imposed a penalty of $10 per day on all persons who failed to meet the
requirements of IRC 6104(e)(2) relating to the public inspection of exemption applications. A willful
failure to permit public inspection of annual information returns or an application for tax exemption will
result in an additional penalty of $1,000 per return under the provisions of IRC 6685.

      The public disclosure provisions of prior law were discussed in detail in the 1997 CPE, Publicity and
Disclosure of Form 990, at pp. 5-15. See also, IRM 7751, Exempt Organizations Handbook, Chapter
(50)00, Disclosure Required by Exempt Organizations for a summary of the prior-law disclosure rules.

3. CHANGES TO THE DISCLOSURE PROVISIONS UNDER THE TAXPAYER BILL OF
   RIGHTS 2

      Section 1313 of TBOR2 amended IRC 6104(e)(1)(A), by adding the following requirements:

     (ii) upon request of an individual made at such principal office
     or such a regional or district office, a copy of such annual
     return shall be provided to such individual without charge other
     than a reasonable fee for any reproduction and mailing costs.

The amended section also provides that the request may be made in
person or in writing. If the request is made in person, a copy must
be provided immediately. If made in writing, within 30 days.

      TBOR2 also added the following to IRC 6104(e)(2)(A):

     upon request of an individual made at such principal office or
     such a regional or district office, a copy of the material
     requested to be available for inspection under this subparagraph
     shall be provided (in accordance with the last sentence of
     paragraph (1) (A)) to such individual without charge other than
     reasonable fee for any reproduction and mailing costs.

      TBOR2 provides exceptions to the new requirements in new IRC 6104(e)(3). It provides that the
requirement that a tax-exempt organization provide a copy of its annual information returns or application
for tax exemption

     shall not apply to any request if, in accordance with
     regulations promulgated by the Secretary, the organization has
     made the requested documents widely available, or, the Secretary
     determines, upon application by an organization, that such
     request is part of a harassment campaign and that compliance
     with such request is not in the public interest.

      TBOR2 increased the penalties for failure to allow public inspection and extended them to this new
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requirement.

      TBOR2 imposed new requirements on organizations described in IRC 501(c)(3) to disclose on their
annual information return any other excise tax penalties paid during the year under present-law IRC 4911
(excess lobbying expenditures), IRC 4912 (disqualifying lobbying expenditures), or IRC 4955 (political
expenditures), including the amount of the excise tax penalties paid with respect to such transactions, the
nature of the activity, and the parties involved.

      The changes to the penalty provisions and the items disclosable on the annual information return are
not addressed in the proposed regulations.

4. THE PROPOSED REGULATIONS

     A. OVERVIEW

      The proposed regulations address three major areas. First, they provide guidance concerning the
documents that a tax-exempt organization must make available for public inspection or must supply in
response to a request for copies, as well as the place and time for making these documents available for
public inspection; conditions that may be placed on requests for copies of documents; and the amount,
form and time of payment of any fees that may be charged. Second, the proposed regulations prescribe
how an organization can make its application for tax exemption and annual information returns 'widely
available'. Third, the proposed regulations provide guidance on the standards that apply in determining
whether an organization is the subject of a harassment campaign and on the applicable procedures for
obtaining relief.

     B. PUBLIC INSPECTION AND DISTRIBUTION OF ANNUAL INFORMATION
        RETURNS AND APPLICATIONS FOR TAX EXEMPTION.

          (1) THE GENERAL PROVISIONS

      Prop. Regs. 301.6104(e)-1(a) provides the basic rules for the public inspection and distribution of
annual information returns of tax-exempt organizations other than private foundations and for the public
inspection and distribution of applications for tax exemption by all tax-exempt organizations. These rules
are based on the requirements set forth in IRC 6104(e)(1) and (2) and Notice 88- 120.

          (2) DEFINITIONS

      Prop. Regs. 301.6104(e)-1(b) provides a list of the terms used in IRC 6104(e) and the proposed
regulations. The definitions are the same as those used in Regs. 301.6104(a)-1 and Notice 88-120 but are
consolidated into a useful list:

     o Tax-exempt organization. The term tax-exempt organization
       means any organization that is described in IRC 501(c) or IRC
       501(d) and is exempt from taxation under IRC 501(a).

     o Private foundation. The term private foundation means a
       private foundation as defined in IRC 509(a).

     o Application for tax exemption

       1. The term application for tax exemption includes any
          prescribed application form (such as Form 1023 or Form
          1024), all documents and statements the Internal Revenue
          Service requires an applicant to file with the form, any
          statement or other supporting document submitted by an
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          organization in support of its application, and any letter
          or other document issued by the Internal Revenue Service
          concerning the application (such as a favorable
          determination letter or a list of questions from the
          Internal Revenue Service about the application). For
          example, a legal brief supporting an application, or a
          response to questions from the Internal Revenue Service
          during the application process, is a supporting document.

       2. If no form is prescribed for an organization's application
          for tax exemption, the application for tax exemption
          includes

          a. The application letter and copy of the articles of
             incorporation, declaration of trust, or other similar
             instrument that sets forth the permitted powers or
             activities of the organization;

          b. The organization's bylaws or other code of regulations;

          c. The organization's latest financial statements, as of
             the date the application is submitted, showing assets,
             liabilities, receipts and disbursements;

          d. Statements describing the character of the organization,
             the purpose for which it was organized, and its actual
             activities;

          e. Statements showing the sources of the organization's
             income and receipts and their disposition; and

          f. Any other statements or documents the Internal Revenue
             Service required the organization to file with, or that
             the organization submitted in support of, the
             application letter.

       3. The term application for tax exemption does not include

          a. Any application for tax exemption filed by an
             organization that has not yet been recognized, on the
             basis of the application, by the Internal Revenue
             Service as exempt from taxation for any taxable year;

          b. Any application for tax exemption filed before July 15,
             1987 unless the organization filing the application had
             a copy of the application on July 15, 1987; or

          c. Any material, including the material listed in Regs.
             301.6104(a)-1(i) and information that the Secretary
             would be required to withhold from public inspection,
             that is not available for public inspection under IRC
             6104.

     o Annual information return
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       1. The term annual information return includes an exact copy
          of any return filed by a tax-exempt organization pursuant
          to IRC 6033. It also includes any amended return filed with
          the Internal Revenue Service after the date the original
          return is filed. The copy must include all information
          furnished to the Internal Revenue Service on Form 990,
          Return of Organization Exempt From Income Tax, or any
          version of Form 990 (such as Forms 990-EZ or 990-BL except
          Form 990-T) and Form 1065, as well as all schedules,
          attachments and supporting documents, except for the name
          or address of any contributor to the organization. For
          example, the annual information return includes Schedule A
          of Form 990 containing supplementary information on IRC
          501(c)(3) organizations, and those parts of the return that
          show compensation paid to specific persons (Part VI of Form
          990 and Parts I and II of Schedule A of Form 990).

       2. The term annual information return does not include
          Schedule A of Form 990-BL, Form 990-T, Exempt Organization
          Business Income Tax Return or Form 1120-POL, U.S. Income
          Tax Return For Certain Political Organizations.

       3. For purposes of IRC 6104(e) and the proposed regulations,
          an annual information return does not include the return of
          a private foundation. (See IRC 6104(d) and Regs.
          301.6104(d)-1 for requirements relating to public
          disclosure of private foundation annual returns.)

       4. The term annual information return does not include any
          return after the expiration of 3 years from the date the
          return is required to be filed (including any extension of
          time that has been granted for filing such return) or is
          actually filed, whichever is later. If an organization has
          filed an amended return, however, the amended return must
          be made available for a period of 3 years beginning on the
          date it is filed with the Internal Revenue Service.

     o Regional or district offices

       1. A regional or district office is any office of a tax-exempt
          organization, other than its principal office, that has-

          a. 3 or more paid full-time employees; or

          b. Paid employees, whether part-time or full-time, whose
             aggregate number of paid hours a week are normally at
             least 120.

       2. A site is not considered a regional or district office,
          however, if --

          a. The only services provided at the site further exempt
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             purposes (such as day care, health care or scientific or
             medical research); and

          b. The site does not serve as an office for management
             staff, other than managers involved solely in managing
             the exempt function activities at the site.

          (3) PUBLIC INSPECTION OF ANNUAL INFORMATION RETURNS AND
              APPLICATIONS FOR TAX EXEMPTION

      Prop. Regs. 301.6104(e)-1(c) restates certain provisions previously set forth in Notice 88-120
regarding the public inspection of annual information returns or applications for exemption. These
provisions are summarized in section 2, supra, and were discussed in the 1997 CPE, Publicity and
Disclosure of Form 990, at p. 13.

     C. THE REQUIREMENT THAT CERTAIN COPIES BE PROVIDED

      As noted above, IRC 6104(e)(1)(A)(ii) now requires each tax- exempt organization that is not a
private foundation to comply with requests, made either in writing or in person, for copies of the
organization's three most recent annual information returns. IRC 6104(e)(2) requires all tax-exempt
organizations (including private foundations) to provide, upon request, copies of the organization's
application for tax exemption. Prop. Regs. 301.6104(e)-1(d) sets forth the special rules for complying
with IRC 6104(e)(1)(A)(ii) and IRC 6104(e)(2).

      Under Prop. Regs. 301.6104(e)-1(d) a tax-exempt organization must accept requests for copies made
in person at the same place and time that it makes its documents available for public inspection. They
must be made available at the organization's principal, regional and district offices. Although not stated in
the proposed regulations, if a tax-exempt organization does not maintain a permanent office, as with the
public inspection requirement, the organization may be required to accept requests made at a reasonable
location of the organization's choice. An organization that has a permanent office, but has no office hours
or has very limited hours during certain times of the year, may be required to respond to requests made
during those periods when office hours are limited or not available as though it were an organization
without a permanent office.

      Prop. Regs. 301.6104(e)-1(d) provides that a tax-exempt organization may retain a local agent, within
reasonable proximity of the applicable principal, regional or district office, to process in- person requests
for copies of its documents. An agent that receives a request for copies must provide the copies within the
time and under the conditions that apply to the organization itself. (See below). In addition, an office
using an agent must immediately provide any in- person requester the name, address and telephone
number of the local agent. An organization that is using an agent is not required to respond further to the
person making the request, but the penalty provisions of IRC 6652(c)(1)(C), IRC 6652(c)(1)(D), and IRC
6685 apply to the organization if the agent fails to provide the documents as required under IRC 6104(e).

      Prop. Regs. 301.6104(e)-1(d) (2), provides that the requirement of IRC 6104(e)(1)(A) means that,
absent unusual circumstances, an in- person request must be fulfilled on the day the request is made. If an
organization uses an agent to comply with in- person requests for copies, the agent must provide the
copies to the person making the request on the day the agent receives the request. Where unusual
circumstances make fulfilling a request made in person on the same business day an unreasonable burden,
the organization may provide the copies on the next business day following the day of the request.
According to the proposed regulations, unusual circumstances may include, but are not limited to, receipt
of a volume of requests that exceeds the organization's daily capacity to make copies; requests received
shortly before the end of regular business hours that require an extensive amount of copying; or requests
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received on a day when the organization's managerial staff is conducting special duties, such as student
registration, rather than its regular administrative duties.

      When a request is made in writing, IRC 6104(e)(1)(A) and Prop. Regs. 301.6104(e)-1(d)(2) require
that a tax-exempt organization furnish the copies within 30 days from the date it receives the request. The
proposed regulations apply special rules if an organization requires the payment of a fee for providing
copies. (See below). A tax-exempt organization must honor a written request for a copy of the documents
that the organization is required to provide under IRC 6104(e) if the request

     (1) is addressed to, and delivered by mail, electronic mail,
         facsimile, a private delivery service (as defined in IRC
         7502(f)), or in person, to the principal, regional or
         district office of the organization; and

     (2) sets forth the address to which the copy of the documents
         should be sent.

      Absent evidence to the contrary, a request or payment that is mailed is considered to be received by an
organization 7 days after the date of the postmark. Requests transmitted to the organization by electronic
mail or facsimile are considered received the day the request is successfully transmitted. Copies are
considered provided on the date of the postmark or private delivery mark (or if sent by certified or
registered mail, the date of registration or the date of the postmark on the sender's receipt). If an
individual making a request consents, a tax-exempt organization may provide a copy of the requested
document by electronic mail. In such case, the material is provided on the date the organization
successfully transmits the electronic mail.

      As with in-person requests, a tax-exempt organization may retain an agent to process written requests
for copies of its documents. Once again, the agent must provide the copies within the time and under the
conditions that apply to the organization itself. However, if the organization itself receives the request,
and then forwards it to the agent, the deadline for response is the day the organization received the
request, not when the agent received the request. As with in-person requests handled by an agent, an
organization that transfers a written request to an agent is not required to respond further but is subject to
the penalty provisions of IRC 6652(c)(1)(C), IRC 6652(c)(1)(D), and IRC 6685, if the agent fails to
provide the copies as provided by IRC 6104(e).

      Under Prop. Regs. 301.6104(e)-1(d)(3) a tax-exempt organization is required to honor a request for all
or part of its annual information returns or application for exemption. A request for a copy of less than the
entire application or return must describe the information desired in sufficient detail to enable the
organization to identify the desired part of the applicable document without placing an unreasonable
burden upon the organization.

      Prop. Regs. 301.6104(e)-1(d)(4) establishes the reasonable fee a tax-exempt organization may charge
for providing copies of its information returns or application for exemption as no more than the per-page
copying fee charged by the Internal Revenue Service for providing copies to a requester, as set forth in
Regs. 601.702(f)(5)(iv)(B)), plus actual postage costs if a copy is provided by mail.

      Prop. Regs. 301.6104(e)-1(d)(4) permits a tax-exempt organization to require that an individual
requesting copies of documents pay the fee before it provides the documents. If an organization requiring
advance payment receives a written request with no or insufficient payment, the organization must notify
the person making the request within seven days from the date it receives the request of its prepayment
policy and the amount due. The organization must then provide the copies within 30 days from the date it
receives payment. The organization may disregard the request, if the requester does not pay the fee within
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30 days of the notice.

      If a tax-exempt organization does not require prepayment and the a request does not enclose payment,
the organization must obtain consent from the person making the request before providing copies if the
fee charged for copying and postage will be exceed $20. A tax- exempt organization must also answer
any questions concerning its fees for copying and postage. For example, the organization must tell a
person who wishes to make a request of its charge for copying and mailing its application for exemption
and each annual information return, with and without attachments, so the person may include payment
with the request.

      The proposed regulations provide special rules for regional and district offices and for local or
subordinate organizations that do not file their own annual information return. Under Prop. Regs.
301.6104(e)-1(e), a regional or district office of a tax-exempt organization must satisfy the same rules as
the principal office with respect to public inspection and providing copies of its application for tax
exemption and annual information returns. However, a regional or district office is not required to make
its annual information return available for inspection or for providing copies until 30 days after the date
the return is required to be filed (including any extension) or is actually filed, whichever is later.

      A local organization that does not file its own annual information return (because it is affiliated with a
central organization that files a group return pursuant to Regs. 1.6033-2(d)) must make the central
organization's annual information returns available. However, a local organization is not required to make
the central organization's annual information return available for inspection or provide copies until 30
days after the later of the date the return is required to be filed (including any extension) or the date the
return is actually filed by the central organization. If a subordinate organization is covered by a group
exemption letter, the application for tax exemption the subordinate organization must make available for
public inspection and furnish in response to requests for copies is the application submitted to the Internal
Revenue Service by its parent or supervisory organization to obtain the group exemption letter, as well as
any additional documents submitted to cover the subordinate organization under the group exemption
letter.

     D. MAKING ANNUAL INFORMATION RETURNS AND APPLICATIONS FOR TAX
        EXEMPTION WIDELY AVAILABLE

      Section 1313(a)(3) of the TBOR2 added IRC 6104(e)(3) which provides that the requirement to
provide copies of an organization's annual information return or application for tax exemption ". . . shall
not apply to any request if, in accordance with regulations promulgated by the Secretary, the organization
has made the requested documents widely available. . . ."

      Prop. Regs. 301.6104(e)-2 describes a method for an organization to make its annual information
returns or application for tax exemption 'widely available', thereby avoiding the requirement to provide
copies on request. Prop. Regs. 301.6104(e)- 2(a), however, makes it clear that an organization that makes
its application or return widely available must nevertheless make the application or return available for
public inspection as required under IRC 6104(e)(1)(A)(i) or IRC 6104(e)(2)(A).

          (1) POSTING ON THE INTERNET

      Prop. Regs. 301.6104(e)-2 provides that an organization can make its annual information returns or
application for tax exemption widely available by posting the applicable document on the organization's
World Wide Web page on the Internet or by having the applicable form posted on a Web page established
and maintained by another entity ". . . as part of a database of similar documents of other tax-exempt
organizations." The proposed regulations do not specify who will be permitted to become the 'other entity'
that will establish or maintain the envisioned 'database of similar documents of other tax-exempt
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organizations'.

      For an application or return to be widely available through an Internet posting, the entity maintaining
the World Wide Web page must have procedures to ensure the reliability and accuracy of all applications
or returns that it posts on the page and must take reasonable precautions to prevent alteration, destruction
or accidental loss. The proposed regulations do not mandate any particular procedures.

      The proposed regulations provide that an annual information return or application for tax exemption
posted on the web will be considered widely available only if:

     o it is posted in the same format used by the Internal Revenue
       Service to post forms and publications on the Internal Revenue
       Service World Wide Web page;

     o the World Wide Web page through which it is available clearly
       informs readers that the document is available and provides
       instructions for downloading it;

     o when downloaded and printed in hard copy, the application or
       return is in substantially the same form as the original
       application or return, and contains the same information
       provided in the original application or return filed with the
       Internal Revenue Service except the names and addresses of
       contributors listed on the annual information return which are
       withheld pursuant to IRC 6104(e)(1)(C), and information on the
       application for tax exemption required to be withheld under
       IRC 6104(a)(1)(D) (trade secrets and similar information));
       and

     o a person can access and download the application or return
       without paying a fee to the organization maintaining the World
       Wide Web page.

      Prop. Regs. 301.6104(e)-2 requires a tax-exempt organization that has made its application for tax
exemption or annual information return widely available to inform any individual requesting a copy
where the documents are available, including the address on the World Wide Web, if applicable. The
organization must inform in-person requesters at the time of the request, and must respond to written
requests within seven days of receipt.

          (2) OTHER METHODS OF MAKING DOCUMENTS WIDELY AVAILABLE

      The proposed regulations authorize the Commissioner to identify additional ways organizations can
make documents widely available, and invites comments suggesting additional methods, such as a
clearinghouse. Identification of additional methods will be done by revenue procedure or other guidance,
and will not require amendment of the regulations.

     E. TAX-EXEMPT ORGANIZATIONS SUBJECT TO HARASSMENT CAMPAIGNS

      Section 1313(a)(3) of TBOR2 added IRC 6104(a)(3) to prevent abuse of the new requirement to
provide copies by persons who are a part of a campaign to harass and disrupt a tax-exempt organization
by requesting many copies of annual returns or exemption applications. The section allows an
organization to request a determination by the IRS that requests are part of a harassment campaign. It is
not, however, a means for a tax-exempt organization to prevent disclosure of either its annual returns or
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application for exemption.

      IRC 6104(e)(3) provides that the requirement to provide copies of an organization's annual
information return or application for tax exemption ". . . shall not apply to any request if the Secretary
determines, upon application by an organization, that such request is part of a harassment campaign and
that compliance with such request is not in the public interest."

      Prop. Regs. 301.6104(e)-3, provides that, if the Key District Director for the Key District where a tax-
exempt organization's principal office is located determines that the organization is the subject of a
harassment campaign and compliance with the requests that are part of the harassment campaign would
not be in the public interest, a tax-exempt organization is not required to fulfill any request that it
reasonably believes is part of the campaign.

      Prop. Regs. 301.6104(e)-3 interprets the harassment campaign exception and describes the
circumstances that will support a determination that requests are part of a harassment campaign. Under
Prop. Regs. 301.6104(e)-3, a prerequisite for a harassment campaign is the receipt by the organization of
a 'group of requests' for its annual information returns or application for tax exemption. Except for
multiple requests from a single individual or address, the proposed regulations do not quantify how many
or how few requests constitute a 'group of requests' or specify the time period over which a 'group of
requests' is measured. The relevant question is whether the number of requests would place enough
burden on the tax exempt organization to disrupt its activities. Once a 'group of requests' has been
identified, the question is whether the group of requests was made to harass the organization. Determining
harassment requires considering all the facts and circumstances.

      A group of requests for an organization's application for tax exemption or annual information returns
may constitute a harassment campaign if the relevant facts and circumstances indicate that the requests
are part of a single coordinated effort to disrupt the operations of the organization rather than to collect
information about it. Relevant facts and circumstances include:

     o a sudden increase in the number of requests;

     o an extraordinary number of requests made through form letters
       or similarly worded correspondence;

     o evidence of a purpose to deter significantly the
       organization's employees or volunteers from pursuing the
       organization's exempt purpose;

     o requests that contain language hostile to the organization;

     o direct evidence of bad faith by organizers of the purported
       harassment campaign;

     o evidence that the organization has already provided the
       requested documents to a member of the purported harassing
       group; and

     o a demonstration by the tax-exempt organization that it
       routinely provides copies of its documents upon request.

      The proposed regulations do not directly address the second standard in IRC 6104(a)(3), that
compliance with a request is not in the public interest. Presumably, if the Key District Director finds that
a harassment campaign exists, a strong showing that requiring a tax-exempt organization to honor the
requests would be in the public interest would be necessary to justify the burden on the tax-exempt
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organization.

      A tax-exempt organization may apply for a determination that it is the subject of a harassment
campaign by submitting a signed application to the Key District Director for the Key District where its
principal office is located. The application must contain a written statement giving the organization's
name, address, employer identification number, and the name, address and telephone number of the
person to contact regarding the application, and describing in detail the facts and circumstances that the
organization believes support a determination that it is subject to a harassment campaign.

      A tax-exempt organization may refuse requests for copies based on its reasonable belief that the
requests are part of a harassment campaign if it files for a harassment determination within five days of
the date it first refuses to honor a request that is part of the alleged harassment campaign. In addition, the
organization may suspend compliance with any request it reasonably believes to be part of a harassment
campaign until it receives a response to its application for a harassment campaign determination.
However, it may not refuse to fill requests that are not part of the campaign.

      If a Key District Director determines that a tax-exempt organization is the subject of a harassment
campaign, the organization is not required to comply with any request for copies that it reasonably
believes is part of the campaign. This determination may be subject to other terms and conditions
imposed by the Key District Director. In any event, the organization must fulfill requests for copies that
are unrelated to the harassment campaign. The proposed regulations provide that penalties under IRC
6652(c)(1)(C), IRC 6652(c)(1)(D) and IRC 6685 are suspended during the Key District office's
consideration of an organizations request for a harassment campaign determination, unless the Key
District Director determines that the organization did not have a reasonable belief that it was subject to a
harassment campaign, or that it did not have a reasonable belief that a particular request was part of the
campaign.

      If the Key District Director determines that a tax-exempt organization is not the subject of a
harassment campaign, the penalties under IRC 6652(c)(1)(C), IRC 6652(c)(1)(D) or IRC 6685 for failing
to timely provide a copy of documents will not be imposed with regard to a failure to provide a copy in
response to a request covered in a harassment determination, provided that the tax-exempt organization
subsequently fulfills the request within 30 days of receiving the determination.

      In addition to describing the procedures for a determination by the Key District Director that a tax-
exempt organization is the subject of a harassment campaign, the Prop. Regs. provide a special rule for
multiple requests from a single individual or address. Under Prop. Regs. 301.6104(e)-3(c) a tax-exempt
organization may disregard any request for copies of all or part of any document beyond the first two
received within any 30-day-period, or the first four received within any one-year-period, from the same
individual or the same address, regardless of whether the Key District Director has made a determination
that the organization is subject to a harassment campaign.

5. EFFECTIVE DATE AND THE FINAL REGULATIONS

      As provided in the statute, the new requirements will become effective beginning 60 days after their
publication as final regulations in the Federal Register. The Notice of Proposed Rulemaking and Notice of
Public Hearing was published on September 26, 1997. Comments were received and a public hearing was
held on February 4, 1998, at the IRS National Headquarters in Washington, D.C. Issuance of the final
regulations is on the 1998 Treasury/IRS Business Plan.

6. ENFORCEMENT PROVISIONS

      To encourage compliance with the new disclosure provisions, Congress increased the penalties for
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failure to comply with the disclosure requirements of IRC 6104(d) or IRC 6104(e) (as well as the penalty
for failure to file Form 990 /1/). The increases in these penalties are not addressed in the new proposed
regulations.

      Section 1313(b) of the TBOR2 increased the penalty imposed under IRC 6685 on tax-exempt
organizations that willfully fail to allow public inspection of their annual information returns or
application for tax exemption under IRC 6104(d) or IRC 6104(e) to $5,000. The penalty under IRC
6652(c)(1)(C) imposed on tax-exempt organizations that fail to allow public inspection or provide copies
of certain annual information returns under IRC 6104(d) or IRC 6104(e)(1) and the penalty under IRC
6652(c)(1)(D) for failure to allow public inspection or provide copies of applications for tax exemption
under IRC 6104(e)(2) were increased by a technical correction contained in the Small Business Job
Protection Act of 1996, when a drafting error dropped the provision from the TBOR2. The penalty under
IRC 6652(c)(1)(C) was increased from the prior-law level of $10 per day for each day during which such
failure continues (with a maximum of $5,000 with respect to any one return) to $20 per day (with a
maximum of $10,000). The penalty under IRC 6652(c)(1)(D) was increased from the prior-law level of
$10 per day for each day during which such failure continues to $20 per day. In addition, the IRC 6685
penalty for willful failure to allow public inspections or provide copies is increased from the present-law
level of $1,000 to $5,000.

      In an interesting approach to enforcement of the new disclosure provisions, Prop. Regs. 301.6104(e)-
1(f) provides that an individual whose request for the opportunity to inspect an organization's annual
information returns or application for exemption or whose request for a copy of those forms has been
denied may alert the Service to the possible need for enforcement action. The individual may provide a
statement to the Director, Exempt Organizations Division that describes the reason why the individual
believes the denial was in violation of the requirements of IRC 6104(e).

                         FOOTNOTE TO PART L

     /1/ Section 1314 of the TBOR2 increased the section 6652(c)(1)(A) penalty imposed on a tax-exempt
organization that either fails to file a Form 990 in a timely manner or fails to include all required
information on a Form 990 from the prior-law level of $10 for each day the failure continues (with a
maximum penalty with respect to any one return of the lesser of $5,000 or five percent of the
organization's gross receipts) to $20 for each day the failure continues (with a maximum penalty with
respect to any one return of the lesser of $10,000 or five percent of the organization' s gross receipts). For
organizations with annual gross receipts in excess of $1 million, the penalty is increased to $100 per day
with a maximum of $50,000.

                      END OF FOOTNOTE TO PART L
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M. APPLICATION OF IRC 6700 AND IRC 6701 TO
CHARITABLE CONTRIBUTION DEDUCTIONS

by
Michael Seto, David Jones and Gerry Sack

1. INTRODUCTION

      Under the Tax Equity and Fiscal Responsibility Act of 1982, Congress enacted IRC 6700 and IRC
6701 as penalties for the abuse of tax shelters. IRC 6700 imposes a penalty on anyone -- promoters,
salesmen and their assistants -- for organizing and selling abusive tax shelters. IRC 6701 is the aiding and
abetting provision, and it imposes a penalty on those who aid and assist in the preparation of false or
fraudulent tax documents that would result in an understatement of tax liability.

      These two provisions are not limited to tax shelter situations, but could be applicable in the exempt
organizations area. Charities often receive gifts of cash or property from contributors so that they may
carry out their charitable endeavors. IRC 170(c) provides that such contributions are tax deductible for
federal income tax purposes provided that certain requirements are met. One requirement, under IRC
170(f)(8)(A), is that a contribution of $250 or more, whether in cash or property, is tax deductible only if
that contributor has a contemporaneous written acknowledgment from the donee organization. If the
contribution involves a "quid-pro-quo" contribution the acknowledgement must contain this information
as well. (See 1997 CPE, Updates on Disclosure and Substantiation Rules, p. 67 for further discussion of
this provision. A quid pro-quo- contribution is a payment made partly as a contribution and partly as
payment for goods or services provided to the contributor.)

      Charities may negligently or intentionally provide inaccurate information to a contributor concerning
the monetary value of gifts made. Charities in other instances may provide erroneous information to
indicate that a quid pro quo contribution is fully tax deductible when in fact no full deduction would be
permitted. Continued misrepresentations about these matters raise the possibility that the penalty
provisions of IRC 6700 and IRC 6701 could come into play.

      This article will discuss the application of IRC 6700 and 6701 to charities that provide erroneous
information concerning the deductibility of charitable contributions. (For discussion of other situations
where IRC 6700 and IRC 6701 may apply, see the Donor Directed Funds and VEBA articles in this CPE
text). This article will begin with the background of IRC 6700 and IRC 6701. It will follow with an
overview of the statutory elements thereof and the application of these provisions to specific situations.

2. BACKGROUND OF IRC 6700 AND IRC 6701

      Tax shelters are devices used by taxpayers to reduce or defer payment of taxes, such as deductions
and credits against federal income tax liability. See Black's Law Dictionary (5th ed. 1979). IRC 6700 and
IRC 6701 were enacted in an effort to curb perceived and actual abuses of tax shelters. The rationale was
that the best way to end abuses was to go after the promoters, salesmen, and marketers who organize and
sell abusive arrangements and those who assist them in carrying out such activities.

3. BASIC STATUTORY FRAMEWORK OF IRC 6700

      IRC 6700(a) provides that any person who

     (1) a. organizes (or assists in the organization of) a
         partnership or other entity, any investment plan or
         arrangement, or any other plan or arrangement, or

         b. participates (directly or indirectly) in the sale of any
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         interest in an entity or plan or arrangement referred to in
         a., and

     (2) makes or furnishes or causes another person to make or
         furnish (in connection with such organization or sale)--

         a. a statement with respect to the allowability of any
         deduction or credit, the excludability of any income, or the
         securing of any other tax benefit by reason of holding an
         interest in the entity or participating in the plan or
         arrangement which the person knows or has reason to know is
         false or fraudulent as to any material matter, or

         b. a gross valuation overstatement as to any material
         matter, shall pay, with respect to each activity described
         in paragraph (1), a penalty equal to the $1,000 or, if the
         person establishes that it is lesser, 100 percent of the
         gross income derived (or to be derived) by such person from
         such activity.

Essentially, IRC 6700 is comprised of five elements, which must be
demonstrated before a violation arises.

      First, there must be a person (i.e. a promoter). Second, there must be a partnership, entity, investment
plan, or arrangement (hereinafter "arrangement or plan") which is organized or sold. Third, the person (or
his/her assistant) must make a false or fraudulent statement or a gross valuation overstatement of the tax
benefit for which the arrangement or plan is designed to provide. Fourth, that person must know or have
reason to know that the statement is false. Finally, the statement must be with respect to a material matter.

     A. DEFINITION OF A PROMOTER

      IRC 6700(a) provides that a promoter can be "any person." This includes individuals (such as
organizers and sales persons), trusts, estates, partnerships, associations, companies, corporations and their
officers, attorneys, accountants and financial advisors. See 7701(a)(1). Many organizational forms, such
as an exempt organization fall within the meaning of "any person."

     B. DEFINITION OF AN ARRANGEMENT OR PLAN

      IRC 6700 does not define "tax shelters" but specifies items subject to the provision: arrangements,
plans, entities or partnerships. It does not provide definitions of these items. These items can include
activities such as the sale of mail order ministries or the promotion of family trusts. (See General
Explanation of the Tax Equity and Fiscal Responsibility Act of 1982, Joint Committee on Taxation, 97th
Cong., 2d Sess., p. 211 (1982)(hereinafter "General Explanation") and Tweeddale v. Commissioner, 501
U.T.C. 499 (1989)). For the promotion and sale of business trusts and alleged tax-exempt corporations,
see U.S. v. Noske, 117 F.3d 1053 (8th Cir. 1997). For the lease of artwork, see U.S. v. Petrelli, 706 F.
Supp. 122 (D.C. OH 1986). Many activities can be an arrangement or plan. With this broad intent of the
statute, the issuance of acknowledgement statements by charities for receipt of contributions could be
classified as an arrangement or plan.

     C. CONDUCT PENALIZED UNDER IRC 6700

      There are two distinct types of conduct to which IRC 6700 applies: (1) making a false or fraudulent
statement; and (2) making a gross valuation overstatement. A statement can be oral as well as written.
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See, e.g. U.S. v. Buttorff, 563 F. Supp. 450 (N.D. Tex. 1983). A charity's acknowledgement statement
would fall within the meaning of a statement under IRC 6700.

          (1) FALSE STATEMENT

      Under IRC 6700(a)(2)(A), a statement is false or fraudulent if it contains incorrect information that
relates to the allowability of any deduction or credit, the excludability of any income, or the securing of
any other types of tax benefit. A statement can be false as to factual matters and/or the law or conclusions
of the law -- specifically, the availability of benefits under the tax laws for such arrangement or plan.

               a. KNOWLEDGE REQUIREMENT

      Even if the information in a statement is false or fraudulent, the Service must show that a person (i.e. a
promoter) has such knowledge. The Service may rely on objective and subjective evidence to show that
the person knows or has reason to know that a statement is false. For example, a person's role in the
organization, their educational level, and their work experience may indicate knowledge. See General
Explanation, at p. 211.

               b. NO RELIANCE REQUIREMENT

      The recipient of an acknowledgement statement (as well as participants, purchasers or investors of a
tax shelter) need not rely on the information in the false statement for IRC 6700 to apply. See S. Rep. No.
97-494, Vol. 1, 97th Cong., 2d Sess., p. 267 (1982)(hereinafter "1982 Senate Report").

          (2) GROSS VALUATION OVERSTATEMENT

      There are two requirements for a gross valuation overstatement. First, the stated value of a property or
service must exceed twice the amount determined to be the correct valuation (fair market value). Second,
the value of such property or service is directly related to the amount of the income tax deduction or
credit allowable to a participant. The valuation must directly affect the amount of the tax deduction or
credit allowable to the participant under the internal revenue laws.

               a. NO KNOWLEDGE REQUIREMENT

      Note that, unlike a false or fraudulent statement, a person furnishing the gross valuation overstatement
need not have knowledge that the valuation is overvalued. See 1982 Senate Report, at p. 266.

               b. WAIVER OF PENALTY

      The Service can waive all or any part of the penalty for a gross valuation overstatement if there is a
reasonable basis for the valuation and if the valuation is made in good faith. See IRC 6700(b)(2).
However, the mere existence of an appraisal is not sufficient, by itself, to show either reasonable basis or
good faith. Rather, the Service may examine the basis for the appraisal, the manner in which it was
obtained, and the appraiser's relationship to the investment or promoter. See 1982 Senate Report, at p.
267.

     D. MATERIALITY

      Both the false or fraudulent statement and gross valuation overstatement must relate to a material
matter. A matter is material if it would have a substantial impact on the decision-making process of a
reasonable, prudent person or investor. See 1982 Senate Report, at 267. An acknowledgement statement
that contains false or fraudulent information as to the deductibility of contributions is material because
such information would influence a person to take such a deduction.

4. BURDEN OF PROOF
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      The Service bears the burden of proving that a promoter made a false or fraudulent statement or a
gross valuation overstatement. See IRC 6703(a). This burden must be sustained by a preponderance of the
evidence. See Barr v. United States, 76 AFTR2d 95-550 (1995); Weir v. United States, 716 F. Supp. 574,
577 (N.D. Ala. 1989).

5. PENALTY

      The IRC 6700 penalty is be applied per arrangement or per plan. See H.R. Rep. No. 247, 101st Cong.
1st Sess., 1397-98 (1989)(hereinafter "1989 House Report"). The amount of the penalty for activities that
occurred on January 1, 1990, and thereafter is an amount equal to $1,000 for each sale of an arrangement
or plan. For example, a charity is subject to a penalty of $1,000 for each false acknowledgement
statement. However, if the charity (or promoter) can show it to be less, the amount would be 100 percent
of the gross income derived or to be derived by the promoter (or sales person) from the activity. The
burden of proving the dollar amount of the penalty is on the violator of IRC 6700. See In re Tax Refund
Litigation, 766 F. Supp. 1248, 1264 (E.D.N.Y. 1991), aff'd in part and rev'd in part, 989 F.2d 1290 (2d
Cir. 1993).

      In calculating the amount of a penalty, each plan or sale, and not the overall activity of promoting
such plan or sales, is subject to the penalty. If the promoter is entitled to a flat fee or commission, the
penalty is easily computed. If the gross income is contingent or speculative, the Service may compute the
penalty on the amounts which the promoter can reasonably be expected to realize. For the purpose of
calculating the penalty on income "to be derived," a prospectus or other source of projected income may
be used, but only if it is reasonably likely that the income would be received.

     A. COORDINATION WITH IRC 6701

      The penalty imposed by IRC 6700 is in addition to any other penalty provided by law, except the
penalty under IRC 6701, aiding and abetting understatement of tax liability. If the Service assesses a
penalty on a charity (or person) under IRC 6700, it cannot assess a penalty under IRC 6701 (or vice
versa). See IRC 6701(f)(3).

6. INJUNCTION

      Where the Service wants to prevent the marketing or selling of arrangements or plans that are abusive
tax shelters, an injunction under IRC 7408(a) is an effective tool to prohibit a promoter (and his/her sales
persons) from further engaging in any conduct which is subject to IRC 6700. To get the injunction, the
Service need only show that conduct falls within IRC 6700. See IRC 7408(a). If the court finds that the
promoter has engaged in conduct that is actionable under IRC 6700 and that injunctive relief is
appropriate to prevent the recurrence of that conduct, the court can enjoin the promoter from engaging in
such conduct. An injunction is separate and apart from any other action the Service may bring against a
promoter. See IRC 7408(a) and IRC 6700(a)(2).

7. STATUTE OF LIMITATIONS

      There is no statute of limitations for the assessment of the IRC 6700 penalty. Once an assessment is
made, the ten year statute of limitations on collections applies in each case. See IRC 6502(a).

8. ASSESSMENT AND COLLECTION

      The rules for assessment and collection are governed by and described in IRC 6703(b) & (c).

9. SPECIFIC SITUATIONS

      These illustrations describe the application of IRC 6700 to situations involving charitable contribution
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deductions. Section 15 below contains illustrations that describe the application of IRC 6701.

     A. SITUATION 1

      Charity X is exempt from federal income tax under IRC 501(c)(3) and is a publicly supported
organization described in IRC 509(a)(1) and IRC 170(b)(1)(A)(vi). It is engaged in a fund raising
campaign of soliciting donations of used automobiles. If Charity X's written acknowledgments to
contributors do not state the monetary value of the donated automobiles (and all other information
contained therein is accurate), there are no IRC 6700 issues. However, if each written acknowledgement
states that the value of the donated automobile is the contributor's purchase price and several years have
passed since its purchase, Charity X would likely be subject to an IRC 6700 penalty if all other elements
of IRC 6700 are satisfied (see section 3, above).

      First, assuming a "normal" situation, there is no doubt that Charity X falls within the meaning of "any
person" under IRC 6700(a), for it includes any form of organization (see section 3A. above). Second,
each written acknowledgement is a false statement, because, even assuming "normal" improvements have
been made, the value of a used automobile is not its original purchase price. Third, such false information
is material because it relates to the amount of charitable deduction the contributor may take.

      On the fourth element, proving Charity X knows or has reason to know the falsity of the
acknowledgement statements depends upon the specific facts and circumstances. The Service may look at
the information that Charity X used to make such claims and the sophistication and experience of the
officers or persons in charge of the fundraiser.

      Assume that Charity X does not have reason to know that the values of the used automobiles are not
their original purchase prices. Also, an independent appraisal shows that the fair market value of a
particular donated automobile is $2,500 and the original purchase price is $18,000. Whether Charity X
has knowledge of the falsity of its acknowledgement statement or not, it has a made a gross valuation
overstatement because the stated value exceeds 200 percent of the correct value, and the value of the used
automobile is directly related to the amount of an allowable deduction.

      The final element to satisfy is whether the false statements or gross valuation overstatements
constitute an arrangement or plan. Charity X's solicitation of used automobiles is an "arrangement or
plan" because it is designed to raise funds and allows the contributors to take charitable contribution
deductions under IRC 170(c). (See section 3B. above, for discussion of the definition of an "arrangement
or plan"). Where any of the above elements are lacking, an alternative penalty to pursue against Charity X
would be IRC 6701 (see situation 1, section 15A, below).

     B. SITUATION 2

      Charity Y was formed to raise funds by soliciting donations from the general public, but is not exempt
from federal income tax under IRC 501(c)(3). It conducts little or no charitable activities. Its
acknowledgement statements state that all contributions are tax deductible for federal income tax
purposes. Charity Y is a tax shelter disguised as a charity and could be penalized under IRC 6700 for
making false statements in claiming that contributions are tax deductible.

10. BASIC STATUTORY FRAMEWORK OF IRC 6701

      IRC 6701 imposes a civil penalty on any person

     (1) who aids, assists in, procures, or advises with respect to,
         the preparation or presentation of any portion of a return,
         affidavit, claim, or other document,
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     (2) who knows (or has to reason to know) that such portion will
         be used in connection with any material matter arising under
         the internal revenue laws, and

     (3) who knows that such portion (if so used) would result in an
         understatement of the liability for tax of another person.

Essentially, IRC 6701 requires that the following elements be
demonstrated before a violation arises. First, there must be a
person. Second, that person must assist in the creation of a
document. Third, the person must know that such document would result
in an understatement of tax liability. Each of these elements will be
discussed below.

     A. WHO IS A PERSON?

      The first element requires that a person violate IRC 6701. The definition of a person includes
individuals, trusts, estates, partnerships, associations, and companies. See IRC 6701(b)(2) & IRC
7701(a)(1). It includes exempt organizations and their officers, attorneys, accountants and financial
advisors.

     B. ASSISTANCE IN DOCUMENT PREPARATION OR PRESENTATION

      The second element requires that the person assists in or provides advice in the preparation of a return,
an affidavit, a claim for refund, or any other tax documents. The person does not have to be the actual
preparer of the document. It is sufficient that the person helps or advises in the preparation or presentation
of these documents. For example, a charity may assist in preparation of a tax document every time it
issues an acknowledgement statement substantiating a contribution made. Typing, reproducing, or other
mechanical assistance does not constitute aid or assistance. See IRC 6701(e).

      If a person procures a subordinate to help or assist in document preparation or presentation, actions by
the subordinate are treated for IRC 6701 purposes as undertaken by that person. See 1982 Senate Report,
at p. 267. "Procure" is defined to include ordering or causing. Also, knowing of a subordinate's
participation in an act and not attempting to stop it is also included in the definition of procure. See IRC
6701(c)(1).

      A subordinate is anyone over whom the person has direct and immediate direction, supervision or
control. A subordinate's status is irrelevant, for he or she can be anyone within an organization -- a
director, officer, employee, or agent. See IRC 6701(c)(2). A financial officer or other key officers of an
exempt organization would fall within the definition of subordinates.

     C. DEFINITION OF DOCUMENT

      The third element requires that there be a document used to understate liability of tax. A document
can be a return, an affidavit, a claim for refund, or any other document used in connection with a matter
under the internal revenue laws. See IRC 6701(a)(1). A charity's acknowledgement statement that
substantiates a gift from a donor relates to the charitable contribution deduction under IRC 170(c) and
falls within the definition of document. The definition would also include items such as schedules
attached to a return and any statements prepared for presentation to the Service.

     D. KNOWLEDGE OF MATERIALITY

      The fourth element requires that a person knows or has reason to believe that the document will be
used in connection with any material matter under the tax law. The language of "reason to believe"
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permits a finding of knowledge in situations where a person deliberately remains ignorant of what would
otherwise have been obvious to him or her. See Mattingly v. U.S., 924 F.2d 785 (8th Cir. 1991). A
finding of knowledge is based on all facts and circumstances of a particular case. For example, Charity Z
issues acknowledgement letters to many contributors for receipt of contributions. In its acknowledgement
letter to contributor A, it deliberately overstates by 100 percent the dollar value of a property. Charity Z
knows that many contributors use the information in its letters for their tax return purposes. Although
Charity Z does not actually know that contributor A used the information for charitable contribution
deduction purpose, it nevertheless has reason to believe that its statement would be used for that purpose.

     MATERIALITY REQUIREMENT

      A document must relate to a material matter arising under the tax law. Although "material matter" is
not defined under IRC 6701, materiality, for purposes of this provision, is where a document effects the
understatement of tax liability. See General Explanation, at p. 221.

     E. UNDERSTATEMENT OF TAX LIABILITY

      The fifth requirement is that the person knows that, if so used, the document would result in an
understatement of the tax liability of another person. See IRC 6701(a)(3). Actual knowledge is required in
order to prove a violation. See, e.g. Gard v. U.S., 92-1 USTC 50,159 (N.D. Ga. 1992); Mattingly v. U.S.,
924 F.2d 785 (8th Cir. 1991).

     NO RELIANCE REQUIREMENT

      A 6701 violation may occur even if the taxpayer that receives the assistance or advice in the
preparation of a document does not actually rely on that document. Also, there is no requirement that the
taxpayer must actually have understated his tax liability. See Golletz v. United States 91-1 USTC 50233
(N.D. Fla. 1988); Kuchan v. United States, 679 F. Supp. 764 (N.D. Ill. 1988).

11. STATUTE OF LIMITATIONS

      It is the Service's position that there is no statute of limitations for the assessment of penalties under
IRC 6701. See, e.g. Mullikin v. U.S., 952 F.2d 920 (6th Cir. 1991), cert. denied, 506 U.S. 827 (1992);
Sage v. U.S., 908 F.2d 18 (5 Cir. 1990); Lea v. U.S., F. Supp. 687 (W.D. Tenn. 1995); Emanuel v. U.S.,
705 F. Supp. 764 (N.D. Ill. 1988); Agbanc Ltd. v. U.S., 707 F. Supp. 423 (D. Ariz. 1988).

12. BURDEN OF PROOF

      The Service bears the burden of proving by preponderance of evidence that a person is liable for the
IRC 6701 penalty. See IRC 6703 and General Explanation, at p. 220-21.

13. PENALTY

      The amount of the penalty is $1,000 for any tax period (or taxable event if there is no tax period). See
6701(b)(3). If the document relates to the tax liability of a corporation, the dollar amount is $10,000.

      If a person is subject to IRC 6701(a), only one penalty can be imposed on that person with respect to a
particular document relating to a taxpayer for any tax event or period. For example, a charity is subject to
a penalty of $1,000 for each false acknowledgement statement. However, additional IRC 6701 penalties
can be imposed on that person for other documents. If there are various persons who helped prepare or
advised in preparation of that document, each may be subject to the penalty.

     A. COORDINATION WITH IRC 6700

      The Service may impose any other penalties provided under the law. See IRC 6701(f)(1). However, if
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the Service assesses a penalty under IRC 6701, it cannot assess any penalty under IRC 6700 (and IRC
6694(a) and (b), Understatement of Taxpayer's Liability by Income Tax Return Preparer). See IRC
6701(f)(3).

14. INJUNCTION

      The Service may seek an injunction under IRC 7408(a) to prohibit a person from further engaging in
any conduct, which is subject to IRC 6701. For further discussion, see section 6, above.

15. ASSESSMENT AND COLLECTION

      Like IRC 6700, the rules for assessment and collection of a penalty under IRC 6701 are described in
IRC 6703.

16. SPECIFIC SITUATIONS

     A. SITUATION 1

      Charity X is exempt from federal income tax under IRC 501(c)(3) and is a publicly supported
organization described in IRC 509(a)(1) and IRC 170(b)(1)(A)(vi). It is engaged in a fund raising
campaign of soliciting donations of used automobiles. Charity X's written acknowledgments to all
contributors do not state the monetary value of the donated automobiles except the acknowledgement that
was issued to Contributor A. The written acknowledgment to Contributor A states that the value of the
donated automobile is $20,000. Charity X's president issued the said statement. There is evidence that A
pressured X to include the valuation in the statement. The fair market value of the automobile is $5,000.
The Service may seek to impose penalties under IRC 6700 or IRC 6701. Assume that the Service has
difficulty demonstrating that this one instance constitutes an "arrangement or plan" under IRC 6700(a);
Charity X and its president may be subject to IRC 6701 penalties, provided all the elements are
demonstrated.

      First, Charity X falls within the meaning of "person" under IRC 6701(a), for it includes any form of
organization (see section 9A, above). Second, assistance in creation of a document requirement is
demonstrated when Charity X issued the acknowledgement statement to the Contributor A. Third, the
acknowledgement statement is a document within the meaning of IRC 6701 because it is used by
Contributor A to substantiate his charitable contribution deductions. Fourth, proving Charity X had
knowledge or had reason to believe that the written acknowledgment is material to the tax law depends
upon the specific facts and circumstances. For example, the Service may look at Charity X's or its
president's knowledge of tax law or financial matters, and his sophistication and work experience.
Certainly, the fact that A pressured X to include the valuation in the statement bears on materiality. The
final element to satisfy is whether Charity X or its president actually knew that Contributor A would use
the written acknowledgement to substantiate a charitable contribution deduction and, if used, would
understate his tax liability. Whether Charity X or its president has such actual knowledge or reason to
believe would depend on the facts and circumstances. All the facts in a particular case must be reviewed
closely to ensure that actual knowledge exists.

     B. SITUATION 2

      Charity Y is exempt from federal income tax under IRC 501(c)(3) and is a publicly supported
organization described in IRC 509(a)(1) and IRC 170(b)(1)(A)(vi). It conducts many charitable activities
and is engaging in a fund raising campaign. Any contributor who makes a $1000 contribution receives a
wireless telephone whose fair market value is $100. Charity Y and its officers are financially
sophisticated and knowledgeable. Charity Y purposely states in its written acknowledgement to
Contributor B, a frequent supporter, that the entire payment is tax deductible. Contributor B told Charity
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Y's president that he would include that contribution as a charitable contribution deduction on his income
tax return. Charity Y and its president are subject to an IRC 6701 penalty for the written
acknowledgement made if the Service can demonstrate each element of IRC 6701 (see section 9 above).

      There is no doubt that Charity Y is a "person" under IRC 6701(a). Second, Charity Y assisted in
preparation of a federal tax document when it issued the acknowledgement statement to Contributor B.
Third, the acknowledgement statement is a document for purposes of IRC 6701 because it could be used
to substantiate a charitable contribution deduction. Fourth, Charity Y and its officers can be shown to
have knowledge by their financial sophistication that the acknowledgment statements are material.
Finally, Charity Y has actual knowledge that the acknowledgement statement would be used by a
contributor B.

     C. SITUATION 3

      A offers to donate a sculpture to museum Z in February 1, 1998. B, the curator of the museum, agrees
to accept the sculpture. B offers to backdate an acknowledgment statement for the donation to December
29, 1997. B intends that the statement to be used to substantiate A's charitable deduction. A uses the
backdated acknowledgement statement to claim a charitable deduction for 1997. B has aided in the
preparation of a federal tax document knowing that it will be used in connection with a material tax
matter and that it will result in an understatement of tax. All the statutory elements are satisfied and, thus,
B is liable for the IRC 6701 penalty.

17. CONCLUSION

      This is a new and evolving area, and because IRC 6700 and IRC 6701 have not been applied with
frequency to the area of charitable deduction contributions, each situation must be reviewed carefully to
ensure that there are sufficient facts to demonstrate each statutory requirement and to sustain the burden
of proof.
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N. UBIT: CURRENT DEVELOPMENTS

by
Susan Ruth and Charles Barrett

1. INTRODUCTION

      The 1997 CPE Text contains a Topic beginning at p. 238 that updates the area of unrelated business
income tax ("UBIT") by addressing issues such as royalties, associate member dues, advertising, museum
sales and travel tours. Although two years have passed since our last update, many of the same issues are
still of great interest to exempt organizations and their representatives, as well as to Service employees.
The past two years have seen a number of actions taken by Congress, the courts and the Service with
respect to both items of perennial interest and newly identified matters.

      In view of these ongoing actions, the purpose of this year's Topic is, once again, to update previous
CPE Text discussions concerning a wide variety of developments during the past two years in the UBIT
area. This Topic will focus on relatively recent legislative, judicial, regulatory and administrative actions
affecting UBIT.

2. TRAVEL TOURS

      Nonprofit organizations involved in travel tours continue to be under scrutiny by Congress and the
for-profit travel industry, as well as the Service. IRS Key District Offices will be studying 88 exempt
organizations that offer travel tours to determine whether the tours are educational, or whether they are
primarily recreational, in which case any income they produce would be subject to UBIT. The travel tour
area was discussed in the 1996 CPE Text at p. 215.

      Exempt organizations that offer travel tours must make certain that the trips are consistent with the
organizations' exempt purposes in order to avoid tax on tour income. An exempt organization that
conducts a tour must be prepared, in case of an audit, to provide the Service with written documentation
showing that the tour was "substantially related" to the organization's exempt purpose, which in the case
of a museum, college or university would likely be educational.

      Organizations have been urged to start the documentation process at the planning stages of the tour -
not after the trip has been completed - and should continue documenting throughout the tour. In
documenting the planning stages of the tour, an organization must indicate how a destination is chosen,
the reason for the destination's selection, whether a guide will accompany the tour and other factors. The
actual conduct of the tour must be documented as well.

      Even if an exempt organization decides that a tour is not substantially related to its exempt purpose,
records still should be kept to allocate expenses to the tour income.

     A. PROPOSED REGULATIONS

      On April 20, 1998, the Service published proposed regulations (Reg-121268-97) intended to clarify
when the travel and tour activities of exempt organizations are substantially related to the purposes for
which exemption was granted. The proposed regulations are intended to augment the guidance that
currently exists with respect to travel tours.

      The proposed regulations would add a new section 1.513-7, which provides that the determination of
whether the travel tour activities of an exempt organization are substantially related to the organization's
exempt purpose depends upon the facts and circumstances. The proposed regulations set forth a series of
examples to illustrate how various facts and circumstances would be analyzed.
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      The first example involves a university alumni association, that is described in IRC 501(c)(3). As part
of its program, the association operates travel tours for its members and guests. The association works
with travel agencies to schedule about ten trips annually to various locations around the world. The
members pay a fee to the agency to participate in the tour, and the agency pays a fee to the association for
each participant. While the association encourages members to continue their life-long learning, and a
faculty member is invited to join the tour as a guest of the association, none of the tours includes any
scheduled instruction or curriculum. The proposed regulation concludes that the program does not
contribute importantly to the accomplishment of the organization's exempt purposes but, rather, is
designed to generate revenue and, therefore, results in UBIT.

      Example two involves an IRC 501(c)(3) organization formed to educate individuals about the
geography and culture of the United States. In addition to offering courses and publishing periodicals and
books, the organization offers study tours to national parks and other sites. The tours are conducted by
teachers and other professional educators. The tours are open to all who agree to participate in the
required program of study consisting of community college level course work related to the location to be
visited on the tour. Five to six hours a day are devoted to organized study, preparation of reports,
instruction and recitations by the students. The tour group brings along a library of relevant materials. The
participants take an exam, and the state board of education awards credit for participation. The proposed
regulation concludes that because the tour program included a substantial amount of required study,
lectures, reports and examinations, and is accorded academic credit, the tours further the organization's
exempt educational purpose. Accordingly, this tour does not constitute an unrelated trade or business.

      The third example involves an IRC 501(c)(4) social welfare organization devoted to advocacy of a
particular issue. On a regular basis the organization organizes tours for its members to Washington, D.C.
The participants spend substantially all of their time meeting with legislators and government officials
and attending briefings on policy developments related to the organization's area of concern. The
regulation concludes that conducting this type of tour contributes importantly to the organization's social
welfare purposes and does not constitute an unrelated trade or business.

      Example 4 is substantially similar to the situation addressed in TAM 97-02-004 (August 29, 1996).

     B. TAM 97-02-004

      In this TAM the Service concluded that some categories of an organization's travel tours give rise to
unrelated business taxable income ("UBTI"), while others serve the organization's exempt purposes and
are not subject to tax. The subject of the TAM is a membership organization open to Americans of a
specific heritage. Its purposes are to promote the creative survival and foster the unity of the people of
that heritage. The organization's activities include conducting study missions, a commission on
international affairs, dissemination of study materials and an international study program.

      The organization considers its international travel program to be an essential element in achieving its
exempt purposes. Consistent with its commitment to the creative survival of its people, the organization
regards as essential the direct personal contact between Americans of such heritage and such communities
throughout the world. In addition, visits to sites of religious, cultural and historic interest are considered
vital to the realization of a religious, cultural and historic identity.

      Participation in the tour program is only open to members. During 1990, the organization's travel
catalog listed 32 tours, a substantial number of which were to the ethnic homeland. The TAM refers to
these as Category "A" tours. The organization also sponsored trips to various other countries around the
world (Categories B, C, D and E tours).

      The organization's travel catalogue indicates that its Category A tours aim to provide participants with
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an intensive learning experience in the homeland of their people. Tour itineraries include visits to places
of historic, religious and cultural significance, along with interaction with people from all walks of life.

      Category B tour participants are provided with an intensive learning experience encompassing the
discovery of their ethnic heritage. Day-to-day activities are accompanied by lectures by experts in history
and civilization.

      Category C tours include visits to museums and communities, but a substantial portion of the
itineraries consists of vacation travel. Some of the tours consist of several days of recreational activities
aboard luxurious cruise ships. Category D tours did not take place during the year in question due to lack
of interest by the organization's members. The Category E tour, which was described as a "relaxing
finale" to the tours, consisted of a few days spent at a year-round seaside resort.

      In its analysis, the TAM advised that in order to determine if the conduct of a travel tour by an
organization described in IRC 501(c)(3) is substantially related to an exempt purpose, it is necessary to
ascertain the organization's primary purpose in offering the tour. Where the primary purpose behind
conducting the travel tour is to further the organization's exempt purpose, such tour meets the
substantially related test, and income earned therefrom is not subject to UBIT. The TAM noted that
organizations must demonstrate clearly how each tour accomplishes one or more of its particular exempt
purposes.

      The TAM sets out several critical factors in its analysis. One critical factor is the method or methods
that are used to accomplish the particular exempt purpose. In the case of educational organizations such
as colleges or universities, the use of educational methodologies such as organized study, reports,
lectures, library access and reading lists is likely to be considered educational. In the case of religious
organizations such as churches, synagogues or mosques, the TAM noted, critical factors might include
explicitly or implicitly religiously derived requirements to worship in particular locales, visits to sites of
spiritual importance, and planning or leadership by clergy or appropriately trained lay persons.

      Another critical factor is the ability to demonstrate from contemporaneous evidence that each tour is
designed so that its primary purpose is to further one of the organization's exempt purposes. While
allocation of time is not always conclusive, organizations should be prepared to demonstrate why it is not.
The TAM noted that evidence reflecting the process of tour selection and design, advertising of tours and
evidence of what actually happened during the tour, such as a trip report, is also evidentiary. Activities
will also be evaluated to determine whether they are central to the tour's purpose. In this regard, the
Service would look at whether a particular activity is voluntary, or whether alternate recreational
activities are available.

      Finally, a third critical element in the analysis of travel tours is whether there are relevant
circumstances demonstrating that a particular purpose or purposes are being served. Choice of destination
is important in this regard.

      The Service took the position that the tours in Categories A and B were substantially related to the
organization's exempt purposes. On the other hand, the Service concluded that the tours in Category C
consisted of travel accomplishing primarily social, recreational and other purposes. The Service pointedly
considered as significant a lack of contemporaneous documentation relating to the Category C tours.

      The Service applied the "fragmentation rule" of IRC 513(c) and Reg. 1.513-1(b) and held that tours in
Categories A and B were not subject to tax, while the tours in Categories C and E were determined to be
taxable. The cancelled Category D tours would also have been subject to tax as well.

3. ROYALTIES
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      The Service and the Tax Court continue to be at odds with respect to mailing lists and affinity credit
cards. The Service continues to view the renting of a mailing list and the marketing of a credit card by an
exempt organization as involving services typically provided to the commercial company, while the Tax
Court has held that amounts derived from such undertakings constitute royalty income that is excluded
from the computation of UBTI under IRC 512(b)(2). For more general information on royalties and
mailing lists, see the 1994 CPE Text at p. 114.

     A. SIERRA CLUB AND THE ALUMNI CASES

      The affinity credit card aspect of Sierra Club, Inc. v. Commissioner, Tax Ct. Dkt. No. 8650-91,
remains on remand to the Tax Court from the Ninth Circuit. The Court of Appeals previously determined
that the Tax Court had improperly granted summary judgment to the Sierra Club on this issue by not
viewing the evidence in the light most favorable to the Service. For a more detailed discussion of the
Sierra Club litigation, see the 1997 CPE Text at p. 239.

      In Alumni Association of the University of Oregon, Inc. v. Commissioner, T.C. Memo. 1996-63 and
Oregon State University Alumni Association v. Commissioner, T.C. Memo. 1996-34, the Tax Court
maintained its position that amounts derived from an affinity credit card program fall within the exception
for royalty income under IRC 512(b)(2) and, therefore, do not constitute UBTI. Both Oregon Alumni
cases (9th Cir. No. 96-70593 and No. 96-70565) remain on appeal as well. The Court of Appeals for the
Ninth Circuit formally consolidated the cases "for all purposes" shortly before oral argument, which took
place on September 11, 1997. For more information on the Tax Court opinions in these cases, see the
1997 CPE Text at p. 242.

      While these three cases await further action, the Service decided that it would not appeal the decision
of the Tax Court in yet another alumni association case, Mississippi State University Alumni, Inc. v.
Commissioner, T.C. Memo. 1997-397. In that case, the Tax Court held, as in the earlier cases, that
income received by an organization ("MSU Alumni") from an affinity credit card program constituted a
royalty under IRC 512(b)(2). The court further concluded that payments with respect to the use of the
organization's mailing list in the program were royalties as well.

      MSU Alumni entered into a three year agreement with People's Bank and Trust ("PB&T") in 1987
allowing the bank to administer an affinity card program directed at the organization's members. The
contract was renewed and amended in 1991, expressly noting that PB&T's payments to MSU Alumni
were royalties.

      Under the 1987 agreement, PB&T agreed to pay MSU Alumni based on the number of transactions,
plus a supplement for each new cardholder or annual fee paid. MSU Alumni agreed to allow PB&T to
write a letter over the signature of its (MSU Alumni's) executive director explaining that PB&T was the
exclusive provider of the affinity cards. In addition, PB&T was accorded the exclusive right to use MSU
Alumni's name and the trademark of the university on the affinity card and advertising materials. PB&T,
which agreed to prepare and pay for all marketing materials, drafted the promotional literature and sent it
to MSU Alumni's members, parents of students, faculty and staff. MSU Alumni provided its member list
twice a year with monthly updates.

      Although MSU Alumni was not required to do so, it did make copies of credit card applications
available in its offices where interested visitors could pick them up. MSU Alumni did not contact PB&T
with respect to the status of any applications or requests for credit limit increases.

      It was represented that MSU Alumni's executive director met with PB&T's representatives about four
times a year to discuss the contract, and MSU Alumni's marketing coordinator spent a negligible amount
of time on matters relating to the contract. While MSU Alumni generally did not rent its mailing list, it
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did contract with a company to sell items bearing the MSU seal. The bank paid for advertisements in the
alumni association newsletter and various student publications, and hired students to give out
applications.

      The Tax Court rejected each of the Service's arguments. As in the earlier affinity credit card cases, the
Tax Court concluded that the bank's payments to the exempt organization "were for the use of valuable
intangible property rights, not for services."

      The court rejected the Service's contention that the organization regularly rented its mailing list as in
the case of Disabled American Veterans v. Commissioner, 942 F.2d 309 (6th Cir. 1991). The court
refused to accept the Service's argument that the regular receipt of income over the life of the contracts
indicated that it regularly rented its mailing list.

      The court compared the facts of the MSU Alumni case with those described in Sierra Club, Inc. v.
Commissioner, 86 F.3d 1526 (9th Cir. 1996), where the taxpayer was entitled to set rental rates, review
requests to rent the lists, and approve and schedule mailing. In that case (as discussed at length in the
1997 CPE Text), the Ninth Circuit concluded that the rental payments for the list were royalties, and the
Sierra Club did not provide services with regard to the mailing lists. The court concluded that the case of
MSU Alumni was more like Sierra Club than Disabled American Veterans.

      In addition, the court distinguished the case from United States v. American Bar Endowment, 477
U.S. 105 (1986), in which the Endowment was held to have created unfair competition by conducting a
trade or business. In this case, the court observed that it was PB&T, not MSU Alumni, that was
competing with other credit card issuers. Likewise, the court rejected the Service's argument that because
the organization had reported the memorabilia income as UBIT, it should report the income from PB&T
as UBIT, noting that such disparate treatment does not deprive the income from the bank of its status as a
royalty.

      Finally, the court rejected the argument that Commissioner v. Danielson, 378 F.2d 771 (3rd Cir. 1967)
precluded MSU Alumni from asserting that the payments under the original contract were royalties
because the word "royalties" was not included in the contract until 1991. The court noted that it refused to
accept that the enactment of IRC 513(h) implied that renting mailing lists is generally a trade or business.
The opinion notes that Ways and Means Chair Rostenkowski stated that the enactment of IRC 513(h) ". . .
carries no inference whatever that mailing list revenues beyond its scope or prior to the effective date
should be considered taxable to an exempt organization."

4. ASSOCIATE MEMBER DUES

      During the past two years associate member dues have received a good deal of attention from both
Congress and the Service. Developments since this issue was discussed in the 1995 CPE Text at p. 67,
and the 1997 CPE Text at p. 245, include legislation, publication of another Revenue Procedure and
release of technical advice memoranda that apply general principles to particularly interesting facts.

      In summary, associate member dues are amounts paid to membership organizations by persons who
may or may not receive all the rights and privileges afforded full members. Associate membership is not a
new development, as many organizations have long had various classes of members. Associate
membership became a significant UBIT issue, however, in certain instances where the Service took the
position (and the courts agreed) that exempt organizations created an associate (or limited benefit)
member class in order for such individuals to qualify for insurance coverage, and their dues payments
were merely payments for such insurance.

     A. IRC 512(d) AND REV. PROC. 97-12
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      Rev. Proc. 95-21, 1995-1 C.B. 686, provides that dues payments from associate members will not be
treated as gross income from the conduct of an unrelated trade or business unless the associate member
category was formed or availed of for the principal purpose of producing unrelated business income. Rev.
Proc. 97-12, 1997-1 C.B. 631, is substantially similar to its predecessor with two significant clarifying
provisions.

      First, the newer revenue procedure discusses IRC 512(d), which provides a "safe harbor" from UBIT
for dues of $100 or less, indexed for inflation, paid to IRC 501(c)(5) agricultural or horticultural
organizations as mandated by the Small Business Job Protection Act of 1996 (P.L. 104-188). The Act
amended IRC 512 as it applies to the treatment of dues paid to IRC 501(c)(5) agricultural or horticultural
organizations by adding IRC 512(d).

      Under IRC 512(d), if an organization requires the payment of annual dues and the amount of the dues
does not exceed $100, the dues will not be treated as derived from an unrelated trade or business. The
statute provides that the $100 dues ceiling will be indexed according to a cost of living adjustment for tax
years beginning in a calendar year after 1995. It also defines "dues" as any payment, whether or not
specifically designated as dues, that is required to be made in order to be recognized as a member of the
organization.

      Secondly, Rev. Proc. 97-12 extends the application of Rev. Proc. 95-21 to organizations described in
IRC 501(c)(6), such as business leagues, chambers of commerce, real estate boards and boards of trade.

      Essentially, if there is real involvement by associate members in exempt function activities, in policy
making, and in decision making, then the principal purpose of having associate members will not be
considered to generate UBTI, and associate member dues will not be taxed. If, however, it is determined
that the principal purpose for having such members is to raise additional revenue, and the requisite level
of involvement in exempt activities is absent, then their dues will be taxable.

     B. APPLICATION OF REV. PROCS. 95-21 AND 97-12 TO A LABOR UNION

      TAM 97-51-001 (April 25, 1997) discusses an IRC 501(c)(5) labor union ("M") which is affiliated
with another labor union ("N") that operates as an independent division of M. M is also affiliated with its
chartering organization ("P"). N has associate members who participate in its health insurance plan and
collects dues from them. M receives $3.60 per year per associate member and then passes a portion of that
amount on to P.

      The TAM relied on the conclusions in American Postal Workers Union, AFL-CIO v. United States,
925 F.2d 450 (D.C. Cir. 1991), National Association of Postal Supervisors v. Commissioner, 944 F.2d
859 (Fed. Cir. 1991) and National League of Postmasters of the United States v. Commissioner, 86 F.3d
59 (4th Cir. 1996), all of which held that sponsoring and providing access to health insurance programs
for associate or limited benefit members constitutes an unrelated trade or business. The TAM then applied
Rev. Procs. 95-21 and 97-12 to determine whether revenues attributable to the dues from associate
members constituted UBTI. The TAM concluded that the associate member category was formed and
availed of for the principal purpose of producing unrelated income rather than to further any exempt
purpose and, therefore, was not substantially related to M's exempt purpose.

      The TAM reasoned that in order for associate members to have access to insurance, it is necessary for
them to pay the annual fee, including M's specified share. Although M is not itself operating or
sponsoring the insurance program, the TAM noted, access to the insurance is structured so that
membership in the union and payment of the associate member dues are required.

      In arriving at this conclusion, the TAM relied heavily on the provisions in the taxpayers' constitutions,
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noting that since M's constitution provides that it will receive a certain portion of associate member dues
paid to N, M cannot attempt to recharacterize those amounts. In order for associate members to have
access to insurance, it is necessary for them to pay the annual fee, including M's specified share. The
TAM pointed out that the Service is respecting the separate identities of the two organizations and is not
attributing N's activities to M but, rather, is focusing on M's role in providing access to insurance.

     C. APPLICATION OF THE REV. PROCS. TO AN IRC 501(c)(6)
        ORGANIZATION

      In TAM 97-42-001 (June 26, 1997), the Service considered whether membership dues received from
"allied members" of a professional association, ("M"), which is described in IRC 501(c)(6), constitute
UBTI. In furtherance of its purposes, M (a) holds educational seminars and an annual exposition, (b)
publishes a newsletter twice a year, a trade magazine ten times a year, and a buyers guide twice a year,
and (c) employs individuals to bring matters of importance to the industry to the attention of the state
legislatures.

      M's bylaws provide that any person who is an owner or manager of an ("N"), an executive officer, or
acts in a supervisory capacity for an N operating company is eligible for regular membership in M. In
addition, the bylaws provide that purveyors or suppliers of any product or service to the industry of M and
publishers of N magazines or similar publications are eligible for allied membership.

      Regular members in good standing are accorded voting rights at regular meetings and are eligible to
be candidates for the board of directors. The bylaws also provide for chapters. While at least a majority of
the directors of the individual chapters must be regular members, all members, regular and allied, are
eligible to vote and run for chapter offices. In addition, the membership brochure enumerates various
other benefits accorded allied members, including a free listing in the buyers guide, regularly held
meetings with networking opportunities, advertising at discount rates in and a subscription to the M trade
magazine, member access mailing, information on special subjects, receipt of information about state
rules and regulations, frequent seminars and roundtables, participation in the various insurance programs,
and use of M's logo in its advertising.

      In this case, the Service concluded, it is clear that allied member rights were not as extensive as those
accorded regular members, however the organization provided allied members with benefits and rights
much more pervasive than those of the associate members in National Association of Postal Supervisors
v. United States, American Postal Workers Union, AFL-CIO v. United States, and National League of
Postmasters of the United States v. Commissioner, all supra. M's allied members had a voice in the
operations of M, as they were able to vote in the chapter operations, which formed a significant part of
M's operations, were able to serve as officers at the chapter level, act as representatives and officers of
their chapter at M's meetings and be represented in the planning of M's major activities such as the annual
trade show and convention. M encouraged the allied members to participate as fully as possible. The
Service found that the dichotomy between regular and allied members did not evidence an organizational
purpose to generate unrelated business income, since the dues for allied members could be as low as the
lowest regular membership dues, and the highest allied membership dues were far less than the highest
regular membership dues.

      Finally, the TAM concluded that all the facts and circumstances support a finding that the allied
member category was not formed or availed of for the principal purpose of producing unrelated business
income. Applying the principles set forth in Rev. Procs. 95-21 and 97-12, supra, it was concluded that the
allied membership category was formed or availed of for the principal purpose of furthering M's exempt
purposes under IRC 501(c)(6), and the dues payments, therefore, did not constitute UBTI.
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5. CORPORATE SPONSORSHIP

      This issue was discussed at length in both the 1993 CPE Text at p. 80 and the 1994 CPE Text at p.
244. It was also the subject of proposed regulations that were issued on January 19, 1993. Last year
Congress enacted new legislation addressing this matter.

     A. IRC 513(i)

      Section 965 of the Taxpayer Relief Act of 1997 added IRC 513(i) in order to reduce the uncertainty
with regard to the treatment for UBIT purposes of corporate sponsorship payments to exempt
organizations. Congress felt that it was appropriate to distinguish sponsorship payments for which the
donor receives no substantial return benefit other than the use or acknowledgment of the donor's name or
logo as part of a sponsored event, which would not be subject to UBIT, from payments made in exchange
for advertising provided by the recipient organization, which would be subject to UBIT.

      Under IRC 513(i), "qualified sponsorship payments" received by an exempt organization (or State
college or university described in IRC 511(a)(2)(B)) are exempt from UBIT. "Qualified sponsorship
payments" are defined as any payment made by a person engaged in a trade or business with respect to
which the person will receive no substantial return benefit other than the use or acknowledgment of the
name or logo (or product lines) of the person's trade or business in connection with the organization's
activities. In determining whether a payment is a qualified sponsorship payment, it is not relevant whether
the sponsored activity is related or unrelated to the organization's exempt purpose. Such a use or
acknowledgment does not include advertising of such person's products or services, i.e., qualitative or
comparative language, price information or other indications of savings or value, or an endorsement or
other indication of savings or products or services.

      The legislative history (see H.R. Rep. No. 105-148, 105th Cong., 1st Sess. 414 (1997)) indicates that
if, in return for receiving a sponsorship payment, an organization promises to use the sponsor's name or
logo to acknowledge the sponsor's support for an educational or fundraising event conducted by the
organization, such payment will not be subject to UBIT. On the other hand, however, if the organization
provides advertising of a sponsor's products, the payment made to the organization by the sponsor in
order to receive such advertising will be subject to UBIT provided that the other requirements for UBIT
liability are satisfied. This is consistent with Prop. Treas. Reg. 1.513-4, which provides that the use of
promotional logos or slogans that are an established part of the sponsor's identity would not, by itself,
constitute advertising for purposes of determining whether a payment is a qualified sponsorship payment.

      The legislative history also suggests that the term "qualified sponsorship payment" does not include
any payment whose amount is contingent, by contract or otherwise, upon the level of attendance at an
event, broadcast ratings, or other factors indicating the degree of public exposure to an activity. However,
the fact that a sponsorship payment is contingent upon an event actually taking place or being broadcast,
in and of itself, will not cause the payment to fail to be a qualified sponsorship payment. In addition, mere
distribution or display of a sponsor's products by the sponsor or the exempt organization to the general
public at a sponsored event, whether for free or for remuneration, will be considered to be "use or
acknowledgment" of the sponsor's product lines (as opposed to advertising) and, thus, will not affect the
determination of whether a payment made by the sponsor is a qualified sponsorship payment.

      Further, the legislative history notes that IRC 513(i) does not apply to payments that entitle the payor
to the use or acknowledgment of the payor's trade or business name or logo (or product lines) in an
exempt organization's periodicals. Such payments are outside the qualified sponsorship payment
provisions's safe- harbor exclusion and, therefore, will be governed by the general rules that determine
whether the payment is subject to UBIT. Thus, for example, payments that entitle the payor to a depiction
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of its name or logo in an exempt organization's periodical may or may not be subject to UBIT, depending
on the application of the rules regarding periodical advertising and nontaxable donor recognition. For this
purpose, the term "periodical" means regularly scheduled and printed material published by (or on behalf
of) the payee organization that is not related to and primarily distributed in connection with a specific
event conducted by the payee organization. For example, the provision will not apply to payments that
lead to acknowledgments in a monthly journal, but will apply if a sponsor receives an acknowledgment in
a program or brochure distributed at a sponsored event. In addition, the safe-harbor exclusion does not
apply to payments made in connection with "qualified convention or trade show activities," as defined in
IRC 513(d)(3).

      Unlike the so-called "tainting rule" contained in the proposed regulations, IRC 513(i) specifically
provides for an allocation, whereby, to the extent that a portion of a payment would (if made as a separate
payment) be a qualified sponsorship payment, such portion of the payment will be treated as a separate
payment. Thus, if a sponsorship payment made to an exempt organization entitles the sponsor to both
product advertising and use or acknowledgment of the sponsor's name or logo by the organization, then
UBIT will not apply to the amount of such payment that exceeds the fair market value of the product
advertising provided to the sponsor. In addition, the provision of facilities, services or other privileges by
an exempt organization to a sponsor or the sponsor's designees (such as complimentary tickets, pro-am
playing spots in golf tournaments, or receptions for major donors) in connection with a sponsorship
payment will not affect the determination of whether the payment is a qualified sponsorship payment.

      Rather, the provision of such goods or services will be evaluated as a separate transaction in
determining whether the organization has UBTI from the event. In general, if such services or facilities do
not constitute a substantial return benefit, or if the provision of such services or facilities is a related
business activity, then the payments attributable to such services or facilities will not be subject to UBIT.
Also, the legislative history clarifies that just as the provision of facilities, services or other privileges by
an exempt organization to a sponsor or the sponsor's designee (complimentary tickets, pro-am playing
spots in golf tournaments, or receptions for donors) will be treated as a separate transaction that does not
affect the determination of whether a sponsorship payment is a qualified sponsorship payment, a sponsor's
receipt of a license to use an intangible asset (e.g. a trademark, logo, or designation) of the exempt
organization likewise will be treated as separate from the qualified sponsorship transaction in determining
whether the organization has UBTI.

      IRC 513(i) applies to qualified sponsorship payments solicited or received after December 31, 1997.
No inference is intended as to whether any sponsorship payment received prior to 1998 was subject to
UBIT. It should be noted that IRC 513(i) provides an appropriate framework for the resolution of
corporate sponsorship issues arising in years prior to January 1, 1998.

     B. ACKNOWLEDGMENT V. ADVERTISEMENT

      The line between a permissible acknowledgment and a taxable advertisement is at the heart of each
corporate sponsorship case. TAM 98-05-001 (October 7, 1997) considered whether an organization,
established to increase interest in and improve the breeds of some animals and to hold an annual show, is
described in IRC 501(c)(4), and whether it is subject to UBIT on income from the sale of broadcasting
rights and/or corporate sponsorship revenue.

      The organization sold the television broadcast rights for the annual show to a commercial network,
enabling the event to reach a much broader audience. A sponsoring pet food company received a number
of benefits from the organization in return for an annual payment, including discounted booth space, two
full-page ads in the show catalogue, the right to advertise its support of the show and survey the "Best of
Breed" winners for advertising purposes. In addition, the organization could include its half-page logo
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and identification on the back of the premium list, and its products' names appeared on judging program
envelopes and armbands worn by exhibitors.

      The taxpayer agreed to use all reasonable efforts to maximize the sponsor's visibility and publicity
arising out of its participation. Most of the organization's income was from the show.

      The TAM concluded that the sale of the broadcast rights to the annual show furthered the
organization's social welfare purposes by making the show available to a wider audience. The TAM took
the position that the agreements did not require the organization to do anything for the pet food company
that would rise to the level of prohibited advertising. The TAM noted that the ad submitted as
representative contained no language comparing the pet food company's products with others or claiming
that it is rated best by veterinarians. Finally, the TAM concluded that the identification logos used on
armbands, brochures, etc., are in the nature of acknowledgments. Furthermore, the right to "survey" best
of breed winners does not result in UBIT, as the competitors are not obligated in any way to participate in
pet food advertisements.

6. SUBSIDIARIES OF EXEMPT ORGANIZATIONS -- IRC 512(b)(13)

      Over the years this has been a popular topic in a number of CPE Texts: 1980 at p. 245, 1986 at p. 37
and 1987 at p. 52. Last year Congress revised the rules applicable to some of the revenues received by
exempt organizations from their subsidiaries.

      IRC 512(b)(13) was originally enacted (as IRC 512(b)(15)), in part, to prevent subsidiaries of exempt
organizations from reducing their otherwise taxable income by borrowing, leasing, or licensing assets
from an exempt parent organization at inflated levels. In addition, however, IRC 512(b)(13) is intended to
prevent a tax-exempt parent from obtaining what is, in effect, a tax-free return on capital invested in its
subsidiary. Because of the way in which this provision was drafted, organizations were often able to avoid
its application, especially by creatively planning around the control test. For example, the issuance of 21
percent of nonvoting stock with nominal value to a separate friendly party, or the use of tiered or
brother/sister subsidiaries were often effective in thwarting the rules under IRC 512(b)(13). Congress
believed that modifications to the control requirement and inclusion of attribution rules will insure that
this provision works in a manner consistent with its intended purpose.

      The Taxpayer Relief Act of 1997 modifies the test for determining "control" for purposes of IRC
512(b)(13). Control now means (in the case of a stock corporation) ownership by vote or value of more
than 50% of the stock. In the case of a partnership or other entity, control means ownership of more than
50 percent of the profits, capital or beneficial interests.

      In addition, the TRA of 1997 applies the constructive ownership rules of IRC 318 for purposes of IRC
512(b)(13). Thus, an exempt parent organization is deemed to control any subsidiary in which it holds
more than 50 percent of the voting power or value, directly (as in the case of a first tier subsidiary) or
indirectly (as in the case of a second tier subsidiary).

      Congress also made technical modifications to the method provided for determining how much of an
interest, rent, annuity, or royalty payment made by a controlled entity to an exempt organization is
includible in the latter organization's UBIT. Such payments are subject to UBIT to the extent the payment
reduces the net unrelated business income (or increases any net unrelated loss) of the controlled entity.

      The revised provisions in IRC 512(b)(13) generally apply to taxable years beginning after enactment.
They do not apply to any payment made during the first two taxable years after the date of enactment if
such payment is made pursuant to a binding contract in effect on June 8, 1997, and at all times thereafter
before such payment.
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7. MUSEUM GIFT SHOP SALES AND USE OF MUSEUM FACILITIES

      The issue of museum gift shop sales was also discussed in the 1997 CPE Text at p. 257.

     A. APPLICATION OF THE PRIMARY PURPOSE TEST

      TAM 97-20-002 (November 26, 1996) revisits the issue of liability of an art museum for UBIT,
focusing particularly on the proceeds from its sales of children's merchandise, as well as the receipts from
restaurant business with members of the public who are not museum patrons.

      Many of the museum sales issues were addressed previously in TAM 83-26-003 (November 17,
1982). The earlier TAM took a more general view that it would characterize the sale of children's
interpretive teaching items that have artistic themes as being in furtherance of educational purposes.

      Exploring this area in greater detail, TAM 97-20-002 applied a primary purpose test to determine if
the sale of an item by a museum is related to its exempt purpose. Where the primary purpose behind the
production and sale of the item is utilitarian, ornamental, a souvenir in nature, or only generally
educational, the Service position is that it should not be considered "substantially related" within the
meaning of IRC 513. Where, however, the primary purpose behind the production and sales activity is to
further the organization's exempt purpose, the sale is related, even though the item has a utilitarian
function or value.

      In applying the "primary purpose" test, the Service looks to the nature, scope and motivation for the
particular sales activities. For example, the degree of connection between the item and the museum's
collection and the extent to which the item relates to the form and design of the original item are
considered. Size, location, accuracy of the representation as well as the overall impression conveyed by
the article are to be considered. One must consider whether the dominant impression one gains from
viewing or using the article relates to the original article and determine whether the non- charitable use or
function predominates.

      Many of the children's books and toys were found to be related to the museums's collections. Sales of
items that are reproductions or adaptations of articles displayed in the museum would generally constitute
related trade or business. While certain items may have a utilitarian purpose, they may contribute to the
museum's exempt purpose by increasing the public's awareness of the period's art and history.

      Articles that develop a child's artistic skills were deemed to be substantially related, as opposed to the
sales of items which only generally develop a child's motor skills. The TAM pointed to Rev. Rul. 73-105,
1973-1 C.B. 264, which notes that the fact that the sale of the items could, in another context, be related
to the exempt purpose of another educational organization does not change the conclusion that, in this
context, such sales do not contribute importantly to this organization's exempt purpose.

      In addition, the TAM concluded that the operation of the restaurant is a trade or business regularly
carried on that is, in part, unrelated to the museum's exempt purpose. The Service reasoned that the
restaurant's size and scope were not commensurate with the needs of the staff and visitors and was
designed, in part, to serve as a restaurant for the general public.

      Under the "fragmentation rule" of IRC 513(c), the unrelated segments of a trade or business must be
separated from the related aspects and, therefore, restaurant sales to museum visitors and employees
would not constitute UBTI, while sales to those who do not pay admission to the museum would
constitute UBTI.

     B. RENTING OF A MUSEUM'S FACILITIES

      Museums are increasingly becoming involved in the rental of their facilities as the locale for balls,
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benefit dinners, award ceremonies and other business and social affairs. In TAM 97-02-003 (August 28,
1996), the Service considered the rental of museum facilities to corporate and business patrons for special
events to constitute an unrelated trade or business. While acknowledging that there are educational
aspects to the museum's rental of its facilities for business and social functions such as business meetings,
awards dinners, cocktail parties and dinner dances, the TAM pointed out that these educational aspects
are clearly ancillary to the events' principal business and social purposes.

      The TAM distinguished this situation from a case in which an outside sponsor asks the museum to
create an educational program for its participants and, incidentally, food and other services are provided.
Furthermore, relying on Reg. 1.512(b)-1(c)(5), the TAM noted that the rental income exception is not
available, as providing such services is primarily for the benefit of the sponsoring organization, and the
services are other than those ordinarily or customarily rendered in connection with rentals that come
within IRC 512(b)(3).

      In John W. Madden, Jr., et al. v. Commissioner, T.C. Memo. 1997- 395, the Tax Court considered
various rental activities of an outdoor museum, which owned an amphitheater, and concluded that while
the organization did not generate UBTI from leasing building spaces to the public, it did incur liability for
UBIT on the lease of an amphitheater to a particular company, MCA.

      Madden formed a company to develop and manage an office complex on 200 acres in Denver,
Colorado, and founded the Museum of Outdoor Arts to promote the public's interest in art forms through
an outdoor and indoor museum.

      During the years at issue, the museum employed a related maintenance company, GMC, to perform
maintenance work for the museum for special events held on the premises under leases with the museum.
From 1985 to 1989 the museum derived $31,000 in revenue from these special events and incurred
$26,000 in expenses.

      In addition to leasing space for these smaller, individual, special events, the museum leased, on a
long-term basis, an outdoor amphitheater to MCA Concerts, Inc., which held various concerts at the
theater featuring many popular performers. This lease specified that MCA would pay the museum a fixed
percentage of its gross receipts but not less than $120,000 per year.

      The Service argued that the revenues received by the museum from the special event leasing were
subject to UBIT. The Tax Court followed a traditional three step analysis, noting that all the elements are
conjunctive and must be present for there to be UBTI.

      In contrast to the approach taken in TAM 97-02-003, the court agreed with the museum that leasing
spaces to the public for special events is substantially related to the museum's exempt purpose. The
museum argued that the events were intended mainly to expose outdoor art work to people who otherwise
would not have seen it, rather than as a revenue generating activity. In its analysis, the court considered as
significant the manner in which the leasing was conducted, and the fact that the annual revenue from the
activity was not significant.

      However, the court disagreed with the museum's position with respect to the lease of the amphitheater
to MCA and rejected the museum's contention that the activity did not constitute a trade or business and
was not regularly carried on. The court reasoned that the lease was not a short-term arrangement, the
amphitheater could seat 18,000 patrons, and the museum was required to make parking and security
arrangements under the lease. The court took issue with the museum's contention that it could have put on
the performances itself, and that the lease substantially furthered its exempt purpose. In rejecting this
argument, the court emphasized that the amount of money involved was substantial, and MCA put on
performances by popular performers and commanded high prices.
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      As in TAM 97-02-003, the museum also failed to convince the court that the MCA lease fell within
the real property rental exception under IRC 512(b)(3) and the regulations thereunder, which require that
(1) a landlord not render certain services to the tenant, and (2) the determination of rent not be dependent
on profits.

      The court disagreed with the Service's contention that the museum rendered services to MCA by
securing parking and providing security and maintenance services, concluding that the services were of a
type usually and customarily rendered by landlords to tenants. However, the court concurred in the
Service's position that the rent under the MCA lease was dependent on profits, rejecting the museum's
suggestion that the court recognize a de minimis exception to the requirement that the determination of
rent not be dependent on profits.

      The Madden case also addressed a number of issues involving self-dealing under IRC 4941.

8. ADVERTISING

     A. CONTRACTORS AND CONTROL

      In State Police Association of Massachusetts v. Commissioner, 125 F.3d 1 (1st Cir. 1997), cert.
denied (February 23, 1998), the Court of Appeals upheld the decision of the Tax Court (T.C. Memo.
1996-407), that a state police association is liable for UBIT from advertising solicited by another entity
under a contract for its annual publication.

      The taxpayer is an IRC 501(c)(5) labor organization that operates on behalf of state police officers.
The association publishes an annual yearbook consisting of photographs, articles, a business directory and
advertisements. Gross receipts related to the publication for the years at issue totalled $8,798,211. Of this,
the association retained somewhat over 40% of the receipts. A deficiency was assessed by the Service for
taxes due on the advertising income.

      On the merits, the association advanced two challenges: it asserted that the activities in question did
not constitute a trade or business and that, in any event, the activities were not regularly carried on.

      The operating model permitted the association to exercise significant control over the sales of the
advertising, the handling of the funds generated and the publication of the yearbook. The association
contracted with two companies over a number of years to solicit advertisements for the publication and to
publish the book. The telemarketers were considered joint employees of the association and the outside
firm. Troopers monitored all solicitations, and the association retained the right to inspect, without prior
notice, the field offices from which solicitations were done. Prospective customers were offered the
opportunity to purchase display advertisements and lists. The association produced five regional editions
with common editorial material.

      Payments for the ads sold were made to the association, which deposited the receipts in its account.
The association made a weekly accounting, retaining a stipulated percentage for itself, paying a set
percentage of the gross receipts to the telemarketers, defraying the costs of the publication and keeping
any excess.

      The association's members acted as the editorial staff, writing and editing articles and approving the
contents of the yearbook. The publication was distributed at various troopers' barracks, at the annual
picnic and on other occasions. Some copies were distributed to advertisers.

      The Service maintained that the association was engaged in the business of selling advertising. The
association took the position that it did not engage in that business, but merely used the display ads to
identify sponsors. The Tax Court and the Court of Appeals rejected this argument as well as the
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organization's belated attempt to recharacterize the advertisements as acknowledgments within the
meaning of Prop. Treas. Reg. 1.513-4, noting that the proposed regulation, by its terms, does not apply to
periodicals produced by tax-exempt organizations.

      The Court of Appeals maintained that the Service's view was more in keeping with common sense
and noted that even the association referred to the displays and listings as advertisements during the first
four years of the venture. Furthermore, the court found well- reasoned precedent for the Service's position
in Fraternal Order of Police v. Commissioner, 87 T.C. 747 (1986), aff'd 853 F.2d 717 (7th Cir 1987). In
both cases the publications included display ads, a directory and a message asking readers to patronize the
businesses listed. In both cases, the size of the insertion was directly proportionate to the price charged,
and in both instances the organizations had described the insertions as advertisements. The Court of
Appeals noted its view that the FOP case was correctly decided and found that the Tax Court did not err
in finding that the association's solicitation, sale and publication of the displays and listings constitute
advertising.

      In addition, the court rejected the association's fallback argument that the Service erred in treating the
outside firms as agents of the association rather than as independent contractors. The court was not
persuaded, noting that an independent contractor can be an agent if and to the extent that the contractor
acts for the benefit and under the control of another in a transaction.

      In examining the relationship between the contractors and the association, the court noted that no
single factor is controlling, but rather it depends on many factors, including control over the manner and
means of performing the work, the skill required, the method of payment, the duration of the relationship,
etc. The Court of Appeals supported the position of the Tax Court, noting that the manner in which the
association conducts its affairs undercuts its claim that it lacked the requisite degree of control over the
outside firm's activities.

      The association also failed to convince the court that the activities were not regularly carried on. The
Court of Appeals rejected the association's attempts to rely on National Collegiate Athletic Association v.
Commissioner, 914 F.2d 1417 (10th Cir. 1990), action on decision, 1991-015 (July 3, 1991) (nonacq.),
and other cases in which the advertising activity was tied to the program for a specific event and which
depended on Reg. 1.513-1(c)(2)(ii). That section specifically provides that publication of advertising in
programs for sports events or music or drama performances will not ordinarily be deemed to be the
carrying on of a trade or business. In addition, the Court of Appeals pointed to Reg. 1.513-1(b) to
distinguish the case from NCAA and similar cases, in that the publication is not pegged to a particular
event. In such a case, the opinion notes, the court must look to the activities which collectively comprise
the business. Reg. 1.513-1(b) refers to the activities of soliciting, selling and publishing advertising as a
singular business. Those activities were carried on by the association approximately 46 weeks per year.
Finally, relying on Reg. 1.513-1(c), the court rejected the association's argument that it did not regularly
engage in a business because it did not carry on the advertising activity with the same entrepreneurial zeal
that might typify a commercial operation. The court noted that the regulations require only that the
activity in question is to be judged in light of the purpose of the tax, but does not require that either actual
competition or competitive equality be shown. Accordingly, the Court of Appeals determined that there
was no clear error by the Tax Court, and the assessment of the Service should be upheld.

     B. COMPUTATION OF ADVERTISING INCOME -- THE PRO RATA ALLOCATION
        TEST

      TAM 97-34-002 (August 22, 1997) considered the appropriate computation of an exempt
organization's circulation income under Reg. 1.512(a)-1(f)(4)(iii). The subject organization, which is
described in IRC 501(c)(5), has different types of membership including chapter associations. Chapters
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are self-governing and independent in their internal operations. The organization published a magazine
for one of its chapters that was distributed only to association members who are also members of the
chapter. In an earlier TAM, the Service stated that revenues from the magazine advertising were subject
to UBIT.

      Pursuant to Reg. 1.512(a)-1(f)(4)(iii), circulation income includes a portion of membership receipts
when the right to receive the publication is associated with membership status in the organization for
which dues, fees, or other charges are received. The portion of membership receipts included in
circulation income is determined by the ratio of total periodical costs to those costs plus the cost of other
exempt organization activities.

      The TAM reasoned that since only chapter members had the right to receive the magazine, the chapter
was "the organization" for purposes of determining membership receipts. In addition, the TAM further
concluded that the chapter was also "the organization" for purposes of determining the "the cost of other
exempt activities of the organization" and, therefore, only expenses attributable to the chapter should be
used to compute circulation income.

9. GAMBLING

     A. PULL TABS -- BINGO V. INSTANT BINGO

      In Julius M. Israel Lodge of B'nai B'rith No. 2113 v. Commissioner, 98 F.3d 190 (5th Cir. 1996), the
Court of Appeals affirmed the Tax Court's decision that the lodge's instant bingo games did not qualify
for the "bingo game exception" to UBIT, where the instant bingo game player did not place the markers
over randomly called numbers in an attempt to form preselected patterns but, rather, purchased a
prepackaged card and removed "pull tabs" to determine whether numbers on the front of the card match
the numbers of the back of the card.

      The lodge conducted traditional bingo as well as an instant bingo operation. Both are authorized and
conducted in accordance with applicable state bingo laws. Upon audit, the Service determined that the
instant bingo activities generated UBTI. The Service's position was that instant bingo, in contrast to
regular bingo, does not constitute "bingo games" within the meaning of IRC 513(f), which excepts the
sponsorship of certain bingo games from the definition of unrelated trade or business. The Tax Court
sustained the Service's position.

      The Court of Appeals looked first to the plain language of the statute (IRC 513(f)) as a starting point
for its analysis and concluded that the taxpayer's instant bingo is devoid of the critical element of bingo
that runs through the ordinary, every day definition -- that players place markers over randomly called
numbers in an attempt to form a preselected pattern.

      The Court of Appeals upheld the Tax Court's opinion that participation by the instant bingo players in
the game is wholly independent of one another and requires only that the player remove a pull tab to win.
The Court of Appeals agreed with the Tax Court's view that instant bingo is for all intents and purposes a
lottery. The court further noted that even if the instant bingo game met the preliminary requirement of
IRC 513(f) that it be "any game of bingo," it would still fail to meet the secondary requirement - that the
winners be determined in the presence of all persons placing wagers in such games." This conclusion, the
court reasoned, is compelled by the fact that winners in the instant bingo games are determined at the time
the deck of cards is manufactured and, thus, the winners are already predetermined outside the presence
of any other external events, such as the random calling of numbers in a "traditional bingo" game.

     B. COMPUTATION OF TAX

      The treatment of "instant bingo" proceeds was addressed by the Tax Court in Women of the Motion
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Picture Industry, et al. v. Commissioner, T.C. Memo. 1997-518. The Tax Court considered whether
exempt organizations that conduct "instant bingo" games are entitled to business expense deductions
under IRC 162 for amounts transferred from their segregated instant bingo bank accounts to their general
accounts. The petitioners, including several exempt organizations, argued that under state law, transfers
from their instant bingo accounts to their general accounts qualified as charitable disbursements; however,
the Tax Court concluded that state law is not dispositive of the issue. The court found that under federal
law ". . . the transfer of 'Instant Bingo' proceeds to an organization's general fund is no more deductible
than would be a contribution to a reserve for future liabilities."

      The court did find, however, that one of the petitioners, the Waldorf School Association of Texas,
paid $1.2 million to its bookkeeper during the year 1989, and that it could deduct a percentage of those
expenses based upon what the ratio of its instant bingo proceeds was to its total bingo proceeds. The Tax
Court further concluded that the Waldorf School Association of Texas was entitled to deduct as an
ordinary and necessary business expense under IRC 162 the entire amount of its charitable payments in
excess of the minimum percentage (35%) required to be distributed under state law.

      The court rejected the Service's argument that attempted to distinguish the case from South End
Italian Independent Club, Inc. v. Commissioner, 87 T.C. 168 (1986), acq. in result, 1987-2 C.B. 1. In that
case the court considered whether a social club's donations from beano game proceeds were deductible as
business expenses in determining UBTI. There, state law required that profits shall be used for charitable,
religious or educational purposes and shall not be distributed to the members of the organization. In
finding that the donations were not charitable contributions, the court concluded that the organization was
under a legal compulsion to make the donations and, therefore, such amounts could not be considered as
contributions. Further, since the social club could have lost its license if it were not in compliance with
the distribution requirements, the distributions were, in effect, a quid pro quo for the bingo license.

      The court concluded that the Waldorf School risked losing its bingo license, if it used any part of its
net bingo proceeds for other than charitable purposes and, therefore, as in the South End Italian Club case,
the Waldorf School was assured that its license would not be revoked by making the contributions in
excess of the statutory minimum.

10. MISCELLANEOUS ISSUES

     A. COVENANT NOT TO COMPETE

      In Ohio Farm Bureau Federation v. Commissioner, 106 T.C. 222 (1996), (discussed with respect to
administrative services in the 1997 CPE Text at p. 253), an organization entered into a written contract
with a statewide cooperative it formed. Under the contract, the Bureau agreed to perform educational and
promotional activities for the cooperative in exchange for a fee. After many years, the Bureau and the
cooperative entered into a termination agreement wherein the Bureau agreed not to sponsor or promote a
competing cooperative on an exclusive basis. In consideration for the nonsponsorship and noncompetition
agreement, the Bureau received a substantial payment. The Tax Court concluded that the fees received
pursuant to the agreement did not result in UBIT, as it was a one time activity and did not constitute a
trade or business that was regularly carried on.

      The Office of Chief Counsel previously had reached a contrary conclusion in G.C.M 39865
(December 12, 1991) in a case involving a cemetery which entered into a covenant not to compete with a
mortuary as part of a sales agreement. Counsel took the position that whether an activity is a trade or
business does not depend on whether it is active or passive but, rather, whether it is conducted with a
profit motive. In addition, Counsel concluded that the covenant not to compete was a regularly carried on
activity because the obligation continues throughout the term of the noncompetition agreement. In
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addition, it was concluded that the obligation not to compete did not contribute importantly to the
cemetery's exempt purpose.

      With little comment, the Office of Chief Counsel, in G.C.M. 39891 (January 3, 1997), revoked its
position as enunciated in the 1991 G.C.M. and noted the Tax Court's decision in the Ohio Farm Bureau
Federation case.

     B. GOLF

      Universities, as well as other exempt organizations, have found that golf facilities can be valuable
sources of revenue, and the Service has actively pursued cases, carefully looking at the various classes of
users as well as the organization's exempt purposes.

      TAM 96-45-004 (July 17, 1996) addressed the issue of whether amounts received by a state-assisted
university from use of its golf course by various classes of individuals constituted UBTI. The university
argued that no trade or business exists, basing its argument primarily upon the lack of a profit motive, and
claimed that the golf course was important to the university development program. However, the Service
rejected this argument, noting that it is indisputable that the university offers use of the course for a profit
and that it constitutes the operation of a trade or business. Similarly, the Service concluded, the business
is regularly carried on since the course is open to play by certain classes of members six days a week.

      The TAM went on to consider whether alumni and President's Club members' use is substantially
related to the university's exempt purpose under IRC 513(a), and whether alumni and President's Club
members should be treated differently from members of the general public in this regard. The TAM,
relying on Rev. Rul. 78-43, 1978-1 C.B. 164, refused to distinguish the two classes from the general
public. The Service specifically rejected the argument that by making the golf course available, the
university is providing an inducement for President's Club members and alumni to make contributions.
Furthermore, the Service concluded that the organization has failed to establish the existence of a
substantial causal relationship between alumni and President's Club member use of the golf course and
the accomplishment of any exempt educational purpose.

      Clearly, amounts derived from students and employees who played on the golf course would not be
subject to UBIT; however, the TAM considered whether the children and spouses of students and
employees come within the "convenience exception" of IRC 513(a)(2). The TAM looked to the clear
language of the statutory exception. IRC 513(a)(2) states that the term unrelated business income, in the
case of a college or university, does not include any trade or business carried on primarily for the
convenience of members, students, patients, officers, or employees. Accordingly, the Service concluded
that the spouses and children of students and employees do not come within the convenience exception,
and the receipts attributable to them, as well as to guests, would constitute UBTI.

      The Service took the same approach in TAM 97-20-035 (February 19, 1997), where a supporting
organization of a university claimed that there is a strong demonstrable financial tie between the alumni
who use the golf course and the university. In this case the organization did not dispute that the income
from alumni was income from a trade or business, but claimed that the activity was substantially related
to its exempt purpose. The Service reiterated its position that alumni use of the golf course does not
contribute importantly to the accomplishment of an exempt purpose, and that the status of the alumni as
members does not transform the golf activity into a related trade or business. The TAM noted that
although the Service considered the substantial donations made by alumni who use the golf course, it was
not sufficient to establish that their golf course membership advances exempt purposes. Further, the TAM
suggested that the alumni in question would make substantial contributions regardless of the existence of
the golf course. Finally, the TAM once again strictly interpreted the "convenience exception" as not being
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available with respect to spouses and children of faculty, staff and students.

     C. INDEXATION OF UBIT AMOUNTS

      Rev. Proc. 97-57, 1997-52 I.R.B. 20, sets out the indexed limitations on associate member dues (see
section 4, supra) and low cost articles for years beginning in 1998, as follows:

      Section 3.10 Treatment of Dues Paid to Agricultural or
      Horticultural Organizations.

      For tax years beginning in 1998, the limitation under
      512(d)(1) regarding the exemption of annual dues required to be
      paid by a member to an agricultural or horticultural
      organization is $109.

      Section 3.11 Insubstantial Benefit Limitation for Contributions
      Associated with Charitable Fund-Raising Campaigns.

     (1) LOW COST ARTICLE

      For tax years beginning in 1998, the unrelated business income
      of certain exempt organizations under  513(h)(2) does not
      include a "low cost article" of $7.10 or less.
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O. DONOR CONTROL

by
Ron Shoemaker, Debra Kawecki, Sadie Copeland and David Jones

          PART I -- GIFT FUNDS: A NEW DIRECTION IN CHARITY?
                  by Ron Shoemaker and David Jones

1. INTRODUCTION

      The tax issues associated with the use of donor directed funds sponsored by commercial investment
companies were described in the 1996 EO CPE Text, Topic M, p 328, titled "Donor Directed Funds."
While not focusing exclusively on the issues associated with the promotion and operation of gift funds of
mutual fund companies, the purpose of this segment of this article is to update the 1996 EO CPE Text,
Topic M, with the latest authority in the area.

      The legal issues raised in the gift fund cases are being debated in a particular political context. A
useful discussion of some of the controversies in this area appeared in a lead article in the Wall Street
Journal dated February 12, 1998. This article explains some of the complex issues involved. Beyond the
concerns of the Service about potential tax abuse, the article describes the rivalry between the gift funds
and "traditional" community trusts. Among the community trusts' concerns are that commercially
sponsored gift funds (1) may be "siphoning off" charitable gifts away from the traditional charities or (2)
may fail to justify a clearly defined charitable mission (unlike the community trusts).

      The Service is not the arbiter between these two groups. Rather, its mission is to even-handedly
administer the tax law. The 1996 article discusses commercially-sponsored donor directed funds and
whether they offered potential for tax abuse. It should be clearly understood, however, that both groups
are subject to the same rules and both raise many similar issues.

2. COURT CASES

      The Service first challenged the donor-directed fund technique in court in the case of National
Foundation, Inc. v. United States, 13 Cl. Ct. 486 (1987). The court held for the organization, finding that
it qualified for exemption under IRC 501(c)(3). It held that the organization furthered a charitable purpose
by distributing funds to charity in a manner similar to the United Way. The court rejected the Service
contention that the organization was a commercial enterprise. The court also rejected arguments that the
organization was a mere conduit as well as rejecting inurement, private benefit, and private foundation
arguments. For a more complete discussion and analysis of the case, see the 1996 CPE Text, Topic M,
page 343.

      The Service did have success in a more recent case, The Fund for Anonymous Gifts v. Internal
Revenue Service, 97-2 U.S. Tax Cases (CCH) P50,710 (1997). In a memorandum opinion, the Court held
that the organization (the "fund") is not charitable within the meaning of IRC 501(c)(3). Although the
Fund was not sponsored by or related to a commercial investment or financial company, its main features
included separate donor sub-accounts generating income for disposition by the donor.

      Under the facts found by the court, the agreement between the parties provided that the donor would
take a charitable deduction at the time funds were transferred to the Fund. The Fund credits the donor's
sub-account. Although the fund ostensibly possesses the contribution, the Fund's trustee is bound by the
donor's enforceable conditions as to disposition of the funds to the ultimate charity. The court found that
the trustee of the fund would comply with the donor's conditions as long as they did not require the trustee
to violate IRS regulations or cause the Fund to lose its IRC 501(c)(3) exemption. If the Fund would face a
loss of exemption by virtue of the nature of a gift, the trustee would either invite the donor to redirect the
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gift, return the gift to the donor, or redirect the donation itself.

      The Fund agreement required the trustee to invest the funds in the donor's account as instructed by the
donor. The Cout discussed both control over charitable disposition and control over investment decisions,
as follows:

     "The manner in which the Fund's investment activity would be
     conducted makes clear that one of the purposes of the Fund is to
     allow persons to take a charitable deduction for a donation to
     the Fund while retaining investment control over the donation.
     This is so because the Trustee is bound by the conditions
     attached the donations as to the 'terms or conditions for
     retaining such transfers,' to the 'use or disposition of the
     transferred property,' and to the 'acts required of the Trustee
     in the management of such property, or the disposition of income
     from assets attributable to such transfers,' unless any of these
     conditions require that the Trustee make a donation to a non-
     exempt organization or to an individual for a non charitable
     use. Therefore, other than this exception, the Trustee is fully
     bound by the investment instructions attached to the donation."

      The court distinguished National Foundation because funds donated to NFI were given without
restriction. The Court then stated in the memorandum opinion that because of its holding that the Fund is
not entitled to IRC 501(c)(3) status, it was not necessary to determine whether the fund should be
classified as a publicly- supported charity rather than a private foundation. Despite this pronouncement,
the court offered the opinion that it is unlikely that the plaintiff has shown that it can reasonably be
expected to be supported by the general public.

      The court also compares the Fund with Fidelity Investments Charitable Gift Fund, a fund that is,
presumably, an example of a commercial donor-directed fund. The Fidelity discussion is dicta; it may not
reliably predict how the court would rule with respect to a generic commercial donor-directed fund based
on all the relevant facts.

      The decision of the District Court is now on appeal before the U.S. Court of Appeals, District of
Columbia Circuit. Oral arguments were heard in March, 1998.

3. DONOR CONTROL I

      Donor control was an important issue in both National Foundation and The Fund for Anonymous
Gifts, and arises in many gift fund and community trust cases. As the degree of donor advice or control
varies, particularly with donor-advised gift funds, each case should be tested against the factors set out in
Reg. 1.507- 2(a)(8)(iv)(A)(2). Those factors are:

     (2) The presence of some or all of the following factors will
     indicate that the reservation of such a right does not exist
     (emphasis added):

     (i) There has been an independent investigation by the staff of
     the public charity evaluating whether the donor's advice is
     consistent with specific charitable needs most deserving of
     support by the public charity (as determined by the public
     charity);
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     (ii) The public charity has promulgated guidelines enumerating
     specific charitable needs consistent with the charitable
     purposes of the public charity and the donor's advice is
     consistent with such guidelines;

     (iii) The public charity has instituted an educational program
     publicizing to donors and other persons the guidelines
     enumerating specific charitable needs consistent with the
     charitable purposes of the public charity;

     (iv) The public charity distributes funds in excess of amounts
     distributed from the donor's fund to the same or similar types
     of organizations or charitable needs as those recommended by the
     donor; and

     (v) The public charity's solicitations (written or oral) for
     funds specifically state that such public charity will not be
     bound by advice offered by the donor.

     (3) The presence of some or all of the following factors will
     indicate the reservation of such a right does exist (emphasis
     added):

     (i) The solicitations (written or oral) of funds by the public
     charity state or imply, or a pattern of conduct on the part of
     the public charity creates an expectation, that the donor's
     advice will be followed;

     (ii) The advice of a donor (whether or not restricted to a
     distribution of income or principal from the donor's trust or
     fund) is limited to distributions of amounts from the donor's
     fund, and the factors described in paragraph (a)(8)(iv)(A)(2) or
     (i) or (ii) of this section are not present;

     (iii) Only the advice of the donor as to distributions of such
     donor's fund is solicited by the public charity and no procedure
     is provided for considering advice from persons other than the
     donor with respect to such fund; and

     (iv) For the taxable year and all prior taxable years the public
     charity follows the advice of all donors with respect to their
     funds substantially all of the time.

4. DONOR CONTROL II

      Although public charities are not subject to a minimum distribution requirement, as are private
foundations, a public charity's failure to distribute the minimum that it would be required to distribute if it
were a private foundation may indicate a degree of donor control inconsistent with achieving charitable
purposes. Reg. 1.507-2(a)(8)(B) provides:

     (B) Other action or withholding of action. The terms of the
     transfer agreement, or any expressed or implied understanding,
     required the public charity to take or withhold action with
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     respect to the transferred assets which is not designed to
     further one or more of the exempt purposes of the public
     charity, and such action or withholding of action would, if
     performed by the transferor private foundation with respect to
     such assets, have subjected the transferor to tax under chapter
     42 (other than with respect to the minimum investment return
     requirement of section 4942(e)).

      As long as a community trust or a gift fund distributes an amount equal to the minimum investment
return (calculated as if the public charity were a foundation) gifts that delay the distribution of
contributions will not affect the fund's exempt status.

5. LIFE INSURANCE BENEFIT SHARING ARRANGEMENTS

      A recent development has been use of life insurance arrangements with a donor-directed feature. A
donor owning life insurance may enter into a benefit-sharing arrangement with an IRC 501(c)(3) charity.
The charity purchases a share of the policy with funds contributed by the donor and continues annually to
use donor contributed funds to pay for its share of the annual policy premium. The charity is entitled to
receive a proportional share of the death benefit or cash surrender value. When the donor's account is
funded then the donor or designated successor may exercise donor advisory rights established under the
contract with the charity. The insurance aspect of this arrangement raises concerns that the interests of
charity are sacrificed to the private interests of the donor, and, thus may be operated for the substantial
private benefit of donors.

      To date, the tax problems associated with the insurance portion of these arrangements have resolved
cases without a need to challenge the donor directed feature.

6. CONCLUSION

      The Service will carefully evaluate both commercial gift funds and community trusts as to operations
and purposes. Each case is highly factual and outcomes may vary depending on the facts in each case.
The Service is likely to view more favorably those organizations that live up to a well defined exempt
purpose, provide for a minimum 5 percent payout amount (where appropriate), and monitor and police
donor abuse.

      An article appearing in the Wall Street Journal, titled "Charities Decry Invasion of For-Profit
Concerns", April 1, 1998, indicates that influential community trusts and other traditional charities are
willing to lobby Congress for a change in the law to put restrictions on commercially related charities.
Whatever may happen in the legislative arena regarding this matter, the Service continues to work
through the difficult concerns associated with the donor directed fund.

  PART II -- IF IT'S TOO GOOD TO BE TRUE, IT'S TOO GOOD TO BE TRUE!
by Debbie Kawecki and David Jones

      The title to this article sums up the message the Service would like to communicate to thousands of
people who spend money on trust packages often sold by seminar and the Internet. These trust kits are
sold to both the naive and the sophisticated taxpayer as devices, which will reduce tax liability to almost
zero. These schemes have been around for almost as long as the income tax system. The Service has been
successful in hundreds of cases, yet the sales continue.

      Currently, the Service is making a concentrated effort to identify and prosecute abusive trust schemes.
This effort, the National Compliance Strategy, Fiduciary and Special Projects, is a joint undertaking of
Assistant Commissioner (Examination, Assistant Commissioner (Criminal Investigation, and the Office
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of the Chief Counsel. Currently, the Assistant Commissioner (Employee Plans and Exempt
Organizations) is participating on the Task Force. One early result of the Task Force's effort is the
publication of Notice 97-24. This notice is intended to alert taxpayers about certain trust arrangements
that purport to reduce or eliminate federal taxes in ways that are not permitted by federal tax law.

      EP/EO has become involved with the Task Force because of the use of charitable trusts as part of
these abusive trust packages. The taxpayer may transfer assets to an alleged charitable trust and claim that
the payment to the trust is a charitable contribution or that the payments from the trust are charitable
distributions. Payments made to actual charitable beneficiaries are rare. What is more common are
payments for the benefit of the taxpayer and family in the form of tuition and other personal expenses.

      When the income tax was introduced after the Sixteenth Amendment in 1913, people immediately
began to look for ways to avoid or to mitigate its effects on their income. Due to the graduated structure
of the income tax, the tax on an individual earning $10,000 was more than twice the tax on an individual
earning $5000. The earliest method of tax avoidance relied upon income splitting by assigning a portion
of one's income to someone else. The split income would be taxed at a lower rate so that the total tax bill
would be reduced. The fundamental case of Lucas v. Earl, 281 U.S. 111 (1930) held that a person could
not avoid taxation on income which was assigned to someone else.

      Rather than move the income, the next method involved shifting the underlying income producing
property from the taxpayer to someone else. For example, Taxpayer owns 10,000 shares of stock. On the
day before dividends were to be paid he gives this stock to his spouse. On the day after dividends were to
be paid, the spouse gives the stock back. Congress plugged this particular loophole, but there always
seems to be some one willing to try it again with a slightly different twist.

      Ten years after Lucas v. Earl, supra., the Supreme Court made another fundamental ruling. In
Helvering v. Clifford, 309 U.S. 331 (1940), the Court held that income should be taxed to the original
owner even though the owner had made a "formal" transfer of income- producing property to his wife,
since he had retained economic control over the property. The issue of what is and is not economic
control was frequently the subject of litigation. The rules evolving from these cases were codified in IRC
671-679, the grantor- trust rules.

      In the 1970's the abusive trust became a mainstay of the tax protestor movement. Even though the
principles of Lucas and Helvering should have made it clear that these devices could not be successfully
employed to legitimately lower tax liability, they proliferated. The most common form was the "family
trust" in which individuals would attempt to transfer their assets and assign their income to a trust. The
claim was that the income was no longer taxable to the individual and the assets were shielded from
creditors. The Service was successful in litigating a large number of these cases. The concept should have
died, but it did not.

      The 1980's saw a rise in the tax on self-employment income. This led to a tax avoidance device using
subchapter S corporations. A vigorous enforcement program curtailed this attempt but set the stage for the
abusive trust devices of the 1990's which are aggressively marketed to middle income taxpayers looking
for ways to avoid paying self-employment tax.

      The abusive trust devices of the 1990's are a package of trusts, each supposedly performing a unique
service for the purchaser and each trust intertwined with the others to produce amazing tax savings with
no change or inconvenience to the life style of the purchaser.

     While surfing the WEB, Dr. Gullible chances upon the following:

                            Why Pay Tax?
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                   America is the Land of the Free

                   Let the Pure Trust Set You Free

      After reading of the tax advantages (i.e. no tax owed) and the impressive legality (two ancient cases
that have been repudiated countless times) of this approach, Dr. Gullible charges $5000 on his credit card
to receive his trust kit. When he receives his package, he finds a number of different trust documents. He
is instructed to fill in the name of each trust and to sign the documents, along with his spouse and an
independent trustee of his choosing.

      Two suggestions are made by the promoters. He is advised that it is always wise to choose a trustee
who owes him a favor. He is also advised not to discuss the trust arrangements with a lawyer, as lawyers
are not trained to understand the fine complexities of this type of sophisticated arrangement.

      Having no great love for lawyers, Dr. Gullible executes the trust documents even though he can make
no sense out of them. In that regard, Dr. Gullible is not alone. The United States Bankruptcy Court for the
District of Minnesota, In re: Constitutional Trust #2- 562, was perplexed by similar trust documents. The
Court quoted "the immortal words of Lewis Carroll, in his poem "Jabberwocky" and went on to make the
following observation.

     Assuming the debtor spent any time reviewing the trust document,
     it could not help but feel much as Alice did upon reading
     "Jabberwocky":

          'It seems very pretty', she said when she had finished it,
          'but it's rather hard to understand' . . . 'Somehow it
          seems to fill my head with ideas--only I don't exactly know
          what they are.'

          Carroll, Through the Looking Glass (1872)

      Not wanting to delay the start of the tax savings, Dr. Gullible, his wife, and his nurse executed
documents to establish the following trusts.

     1) Dr. Gullible transferred all of his business assets into a
        business trust in exchange for units or certificates of
        beneficial ownership. The business trust will pay him only a
        small salary. Thus, in theory he has canceled his self-
        employment tax liability because he is no longer self-
        employed.

     2) All of his personal assets and real property are transferred
        to an asset preservation trust. The business trust will
        contract with the asset preservation trust to lease the
        assets of the asset preservation trust. The lease payment is
        set at an inflated price, which draws all of the income out
        of the business trust into the asset preservation trust. The
        assets preservation trust contracts with the doctor and his
        family requiring them to live in the former family residence
        in order to preserve the assets of the trust. All of the
        family's prior personal expenses are treated as deductible
        expenses of the trust. This zeros out the trust's income so
        that any taxable distributions to the certificate holders are
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        minimal.

     3) Dr. Gullible elects to donate income from the asset
        preservation trust to an exempt organization raising funds
        through this trust promotion. He is directed to set up an
        account with Charity Begins at Home, Inc., an organization
        exempt under IRC 501(c)(3), which is currently under
        examination. Dr. Gullible is concerned that he will loose
        control of the funds deposited with CBH. A call to the
        promoter allays his concerns. He is told that CBH will follow
        his investment advice and he can freely grant money to
        himself for any project he may choose, such as the education
        of his children.

      Many of the abusive trusts the Service is currently aware of follow the pattern laid out above. The
basic scheme can be played out with endless variety. Some of the trusts can be created offshore; there can
be more layers of trusts, and combinations offshore and domestic trusts. The litigation record of the
Service in its continuing battle with abusive trusts is highly successful. The judicial system may be losing
patience with taxpayers that resort to this patently illegal method of reducing tax liability.

      In Victor J. Soloniuk v. Commissioner, 44 T.C.M. 1982-339, the Court seems to have had just about
enough.

      Aside from the fact that we read the Trust provisions as precluding charitable contributions, we find
that petitioners further disregarded the Trust by using it to make their own charitable contributions. When
asked what purpose of the Trust was furthered by paying $6,258.00 to a church, Victor responded as
follows: 'Simply because being deeply religious, we feel that 10 per cent of our income -- or the income
of which we have control *** belongs to God and we figure 10 per cent ***' It is commendable that
petitioners are willing to render unto their church what is due their church; we wish they were as willing
to render unto their government what is due their government.

      Since petitioners are deeply religious people we remind them of the statement in Matthew 22:21
(King James Version): 'Render therefore unto Caesar the things which are Caesar's; and unto God the
things that are God's.

      Petitioner's attempt to build an ESP [name of the trust] paper palace to avoid taxation results in a
house of cards, which collapses of its own weight when scrutinized. Our review of the record compels us
to conclude that the Trust lacks economic substance, was a sham, and a nullity for Federal income tax
purposes . . .

      The economic substance argument and the sham transaction argument are only two of a number of
legal theories that have been argued by the Service and adopted by the Courts to support adverse opinions
for taxpayers that utilized abusive trusts.

      When the Service audits such trusts, it generally finds that the individual who set up the trust
previously filed a Form 1040 with a Schedule C on which had been reported the income and expenses
from a business. Upon examination, the Service typically collapses the trust with the income flowing back
to the individual's Form 1040. The personal expenses that where taken by the trusts as deductions are
disallowed.

      There are generally three legal theories on which the Service relies to collapse the income back to the
individuals Form 1040.
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     1) the trust income is taxable to the individual because the
        trust is a sham, with no economic reality;

     2) the trust income is taxable to the individual because of the
        grantor trust  provisions of the IRC.

     3) the trust income is taxable to the individual, since the
        transfer of income to the trust was merely an assignment of
        income earned by the individual.

      An argument can be made that these trusts are shams because neither title nor economic control of the
taxpayer's business left the hands of the taxpayer. Patterson v. Commissioner, 48 T.C.M. 418 (1984) is a
good example of the use of the sham argument to collapse a series of trusts.

     Dr. Patterson would have us believe that in creating the trust
     he stripped himself of all control over all of his property
     which he valued at $1 million-his home, his medical office, his
     office equipment, his home furniture and furnishings, other real
     and personal property, and even his razor, toothbrush and tennis
     racket. Yet he continued to live in the same location, use the
     same medical equipment, and enjoy the services of the same
     office staff. There was 'no separation of legal title from
     beneficial enjoyment', Markosian v. Commissioner, 73 T.C. 1245
     (1980) . . . The principle changes effected by the trust were
     changes in claimed tax consequences. Before the trust was
     created, Dr. Patterson paid his personal and living expenses
     from his own bank account and reported as taxable his
     substantial medical practice income less business deductions.
     After the trust was created, it reported as its income a sum
     equal to about two-thirds of Dr. Patterson's medical practice
     receipts and took deductions for most of the related expenses.
     In addition, the trust paid and deducted amounts which has been
     previously treated as personal expenditures, such as expenses
     for residential upkeep, utilities, and telephone service,
     homeowners insurance, charitable contributions, and Mrs.
     Patterson's medical bills. Also, the trust deducted each year
     depreciation on the trust 'headquarters,' i.e. petitioners'
     personal residence . . . We conclude that the trust was a
     transparent tax avoidance scheme, designed to reduce the income
     tax on Dr. Patterson's medical practice income and to create tax
     deductions for personal expenses. Its continued existence and
     income depended entirely upon Dr. Pattersons, who, together with
     Mrs. Patterson, provided the purported capital contributions and
     generated virtually all of its income. An entity whose
     existence, everyday functioning, and ultimate demise are
     controlled by its creators and which produces no material
     changes in the status quo, except to reduce income taxes, can
     only be characterized as a sham, devoid of economic reality.

      The courts have repeatedly held that these trust arrangements are merely illusions, conjured up for
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taxpayers in an attempt to avoid federal income tax. They are shams. The legal principles involving them
are so well settled that the only purpose of litigation is to delay the payment of tax because the cases can
not be won by the petitioners.

      The Service also successfully attacks these trusts under the grantor trust provisions of IRC 671-679.
Rev. Rul. 75-257, 1975-2 C.B.251, is one of four companion revenue rulings issued in 1975, which deal
with the taxation of family trusts. Rev. Rul. 75-257 deals with the grantor trust rules and the assignment
of income theory. The taxpayer/grantor assigned all of his property, including income- producing
property to a 'pure equity/constitutional/family estate trust,' of which the taxpayer owned all of the units
of beneficial interest. The trustees included the taxpayer, his wife, and a third party. The ruling concluded
that the grantor trust rules applies so that the taxpayer was taxed on the income rather than the trust.

      Under IRC 674(a) a grantor is treated as owner of any portion of a trust in which the beneficial
enjoyment of the corpus or this income is subject to a power of disposition, exercisable by the grantor or a
nonadverse party, or both without approval of any adverse party. The adverse party requirement is often
the key element in these cases. The taxpayer's spouse is not considered an adverse party. Usually there are
three trustees, the taxpayer, the spouse, and a third party. Thus, in the unlikely event that the third party
was truly adverse, the taxpayer and spouse would control the distributions from the trust.

      If one assumed for purposes of discussion that the trusts were not shams, the income from the trusts
would still be attributed to the individuals under the grantor trust rules.

      Taxpayers typically claim that they transferred their business into a business trust, with the net
distributable income to be distributed to another trust/and/or to the ultimate beneficiaries. Both before and
after the establishment of the trusts, the taxpayers will continue to run the business as usual, in the same
location and under the same business name. This is a classic anticipatory assignment of income scheme,
and the income is taxable to the individual. In Rev. Rul. 75-257, supra, the grantor assigned his "lifetime
services" to the trust, which included all of the remuneration earned by him regardless of its source. This
assignment was ineffective and the income was taxed to the individual. The anticipatory assignment of
income doctrine is based on the famous case of Lucas v. Earl, 281 U.S. 111 (1930). The Court compared
the taxpayer's situation to a tree (the taxpayer) and the fruit (the income). The fruit, the Court stated, can
not fall far from the tree. In other words, income will be taxed to the person who has actual control and
tax will not be avoided by diverting the income to other entities.

      As part of the National Compliance Strategy, Fiduciary and Special Projects, the Service seeks to
encourage voluntary compliance with the tax laws. Accordingly, taxpayers that have participated in
abusive trust arrangements are encouraged to file correct tax returns and to amend tax return for prior
years. While voluntary compliance is the goal, the Service has a number of civil and criminal penalties it
has used successfully.

      There are a number of civil penalties that apply to the individual taxpayer. For example, IRC 6662
provides a 20 percent accuracy related penalty on any portion of an underpayment attributable to one or
more of the following:

     1) negligence or disregard of the rules and regulations;

     2) any substantial understatement of income tax;

     3) any substantial valuation misstatement;

     4) any substantial overstatement of pension liabilities; and

     5) any substantial estate or gift tax valuation understatement.
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      There are a number of other penalties, including significant fraud penalties that also apply to the
individual. Courts seem more and more willing to approve of these penalties because of the repetitive
nature of these abusive cases. The Court, in Brown v. Commissioner, 43 T.C.M. 1322 (1982), summed up
the feelings of many courts grappling with these tax abuses.

     We agree with the statement in Harris v. Commissioner, T.C. Memo
     1981-66: 'To anyone (and we would include petitioners) not
     incorrigibly addicted to the 'free lunch' philosophy of life,
     the entire scheme had to have been seen as a wholly transparent
     sham.'  It is not clear from the record whether an attorney or a
     CPA ever advised petitioners to engage in this wholly
     transparent sham. The record is clear that petitioners accepted
     the blandishment of the ESP  representatives and
     bought the 'pie in the sky' peddled by ESP.

      While the individual is subject to serious penalties, a case by case approach is not enough to curtail
the use of these devices. Congress has provided a number of penalties on the promoters of abusive tax
shelters and promoters have been convicted of criminal conspiracies.

      The Court of Appeals for the Fifth Circuit, in Buttorff v. United States, 761 F.2d 1056 (1985)
approved the use of abusive tax shelter promoter penalties under IRC 6700 and an injunction under the
procedures of IRC 7408 for promoters of abusive trust packages.

     Prior to the enactment of section 6700, the Internal Revenue
     Code contained no penalty provisions specifically directed
     toward promoters of abusive tax shelters and other abusive tax
     avoidance schemes . . . The legislative purpose in enacting
     these statutes was to allow the IRS to attack the growing
     phenomenon of abusive tax shelters at their source -- the
     organizer and salesman -- in the 'most effective way' -- by
     injunction.

      IRC 6700 penalizes any person who makes statements regarding the tax benefits of an arrangement
organized or sold by him which he knows or has reason to know are false or fraudulent as to any material
matter. IRC 7408 is a very effective tool for the enforcement program. In any case where IRC 6700
penalties can be applied, the Service can seek an injunction to prevent the recurrence of the conduct
giving rise to the IRC 6700 violation. The trust promoter will be enjoined from rendering the incorrect tax
advice. When the promoter continues in rendering the incorrect advice, promoters have been jailed. The
following are two counts in an injunction that was approved by the Court of Appeals in Buttorf v. U.S.,
supra.,

     Defendant and others described above are prohibited, pending the
     final hearing and determination of this action, from selling and
     promoting either directly or indirectly the "Constitutional Pure
     Equity Trust,' or any similar scheme or device.

     Defendant and others described above are prohibited, pending
     final determination, from performing services for others such as
     counseling, tax return preparation, or preparation of deeds,
     resolutions, minutes, or other legal documents in connection
     with such trust, scheme or device, including the trust sold or
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     formed prior to the entry of this Order.

      The injunctions do not run afoul of the Constitution because they are only limiting commercial
speech. The individual is free to do anything other than provide incorrect tax advice.

      Also available to litigators is 18 U.S.C. 371, conspiracy to commit offense or to defraud the United
States. If two or more persons conspire either to commit any offense against the United States, or any
agency and one or more of such persons does any act to effect the object of the conspiracy, the fine is
$10,000 and/or up to five years in jail. Section 371 has been effectively employed in a number of cases
involving abusive trust scams. In United States v. Scott, 37 F. 3d 1564 (1964) the Tenth Circuit affirmed
the convictions of eight defendants tried for conspiracy to defraud the United States. The charge of
conspiracy arose from defendant's involvement with an unincorporated organization, which created,
promoted, and sold trusts through marketing seminars held around the country and through sales
representatives.

      EP/EO has recently become involved with the Task Force because some promoters are using an
alleged organization exempt under section 501(c)(3) of the Code, to funnel tax savings from the business
trusts and the asset preservation trusts. The Form 1023 for the applicant states that the applicant will
receive donations and make contributions to charitable organizations. It many indicate that donor's
contributions will be kept in a separate account and that donors will be able to provide investment advice.

      Applications with this fact pattern should be scrutinized carefully. All promotional material to
prospective donors should be solicited. The key to these cases, is who has control over the donations-the
donors or the applicant. In some few instances, the issue of control may be close (see the discussion of
donor advised funds elsewhere in this article). Any instance where the determination specialist is
concerned that the applicant may be part of an abusive trust device can be discussed with Headquarter.
Contact Debra Kawecki at 202-622-8493 or, with respect to the question of donor advised funds, Ron
Shoemaker at 202-622-8438.

                  PART III -- DEPUTIZED FUNDRAISING
                  by Sadie Copeland and David Jones

1. INTRODUCTION

      Many religious, charitable, and other organizations that qualify for tax deductible contributions use a
practice known as "deputized fundraising" to support their activities. Deputized fundraising consists of
paid staff, and/or volunteers conducting grass roots fundraising to support the organization. This practice
has occasionally been controversial because of the tendency on the part of some fundraisers to represent
that contributions will only be used to support the work of the individual doing the fundraising. In such
cases, the nature of the transaction has become blurred and donors are led to believe that the organization
is a mere conduit and that contributions will eventually be automatically allocated to the fundraiser.
Although private giving to an individual designated to be the recipient is not deductible, contributions are
deductible to a religious, charitable or other qualified organization for use in its charitable program.

      This section will focus on the interpretation by the courts and the Service in determining whether a
donor makes contributions "to" a charity or to the charity earmarked for an individual. This section will
conclude with the Service's current recommendations regarding this issue.

2. DEVELOPMENT OF THE DEPUTIZED FUNDRAISING ISSUE UNDER IRC 170

      IRC 170(a) provides that a deduction shall be allowed, subject to certain limitations, for any charitable
contribution defined under IRC 170(c) and which is paid to the organization within the taxable year. IRC
170(c) provides, in part, that a charitable contribution includes a contribution to or gift to or for the use of
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a corporation organized and operated exclusively for religious, educational or other charitable purposes
and which has no net earnings that inure to the benefit of any private shareholder or individual.

      The rulings and cases have laid down two general tests for determining whether a contribution was
made to or for the use of a charitable organization, rather than to a particular individual who ultimately
benefited from the contribution.

      In Rev. Rul. 62-113, C.B. 1962-2, 10, it was stated that "The test in each case is whether the
organization has full control of the donated funds, and discretion as their use, so as to insure that they will
be used to carry out its functions and purposes." The taxpayer there had made donations to a fund
established by his local church for supporting its overseas missionaries, one of who was the taxpayer's
son. The ruling considered whether the donations were contributions to the church, or were nondeductible
personal expenses for the support of the taxpayer's son. It was held that so long as there was no
understanding that the funds would be used only for the taxpayer's son, the donations were deductible
under section 170 as contributions to the church. See also, S.E. Thomason, 2 T.C. 441 (1943), (payments
to a charitable organization to reimburse it for the expenses of maintaining a particular child were not
deductible because the organization did not have the exclusive right of appropriation of the funds donated,
but had to use them only for the designated child.

      The second test which has been used for determining whether contributions are to an organization,
rather than to a particular individual who ultimately benefits from them, is whether the contributor's intent
is making the payment was to benefit the organization itself or the individual. In George E. Peace, 43 T.C.
1 (1964)(Acq. C.B. 1965-2, 6), the court held that the taxpayer's contributions to a missionary society
were deductible, despite the Commissioner's contention that the contributions were designated for the
support of particular missionaries, upon finding as a fact that the taxpayer intended that his contributions
go into a common pool to be administered and distributed by the organization as it desired. See also,
Tripp v. Commissioner, 337 F.2d 432 (7th Cir. 1964), (payments made to an educational institution and
earmarked for the educational expenses of a particular individual were not deductible because they were
neither made to the college for its general use nor made for the benefit of an indefinite number of
persons); Archibald W. McMillan, 31 T.C. 1143 (1959) (charitable deduction disallowed because
taxpayer's primary intent was not to benefit the adoption agency but was to satisfy his personal desire to
adopt a child).

      The "intended benefit test" was likewise employed in G.C.M. 32045, (July 27, 1961), where under a
proposed arrangement, a fund would collect contributions from fraternity alumni to assist one of the
fraternity's chapter to construct a new fraternity house and turn the contributions over to the university.
The university would agree to lend them with interest to the fraternity chapter in return for a second
mortgage on the building to be constructed. The university would be entitled to use the interest to award
scholarships to students of its choice. While recognizing that benefits would accrue to the university
under the proposed arrangement, the Service nevertheless held that the university was "merely a conduit
for the cash contributions to and for the benefit of the fraternity," and that the contributions to the
proposed fund would not be deductible as gifts or contributions to or for the use of the university under
section 170.

      The Service further enunciated this position in Rev. Rul. 68- 484, 1968-2 C.B. 105. Rev. Rul. 68-484,
supra, provides that for purposes of determining that a contribution is made to or for the use of an
organization described in section 170 of the Code rather than to a particular individual, the organization
must have full control of the use of the donated funds; and the contributor's intent in making the payment
must have been to benefit the charitable organization itself and not the individual recipient.

      Control and intent to benefit were also issues in Rev. Rul. 79- 81, 1979-1 C.B. 107. The Service
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applied the reasoning of Rev. Ruls. 62-113 and 68-484, supra, and concluded that contributions solicited
by members of a religious organization for participation in a leadership training program were not
deductible because the facts evidenced the contributor's intent to benefit the individual recipient and the
organization did not have control over the donated funds.

3. DAVIS V. UNITED STATES AND ITS IMPACT ON DEDUCTIBILITY UNDER IRC
   170

      In Davis v. United States, 495 U.S. 472 (1990), the Supreme Court provided guidance for the first
time on the issue of whether payments made "to or for the use of" a qualified organization were
deductible as charitable contributions under IRC 170(c). The taxpayers, who are members of the Church
of Jesus Christ of Latter- day Saints (Church) claimed such deductions for funds transferred to their sons
while they were serving as full-time, unpaid missionaries for the Church. The Church requested
payments, set their amounts, and, through written guidelines, instructed that they be used exclusively for
missionary work. In accordance with the guidelines, their sons used the money primarily to pay for rent,
food, transportation, and personal needs while on their missions.

      The Supreme Court began its analysis by determining whether the payments at issued were "for the
use of" the Church within the meaning of IRC 170. The Court looked at Congress's intent in 1921 in
adding the phrase "for the use" to IRC 170. It found that representatives of charitable foundations
requested the amendment making gifts to trust companies and similar donees deductible even though a
trustee, rather than a charitable organization, held legal title to the funds. These organizations indicated
that numerous communities had established charitable trusts, charitable foundations, or community chests
so that individuals could donate money to a trustee who held, invested and reinvested the principal, and
then turned the principal over to a committee that distributed the funds for charitable purposes.
Responding to these concerns, Congress added the phrase 'for the use of . . .any corporation, or
community chest, fund, or foundation. . ." to the charitable deduction provision of the Revenue Act of
1921. The Court found that in choosing the phrase "for the use of" Congress was referring to donations
made in trust or in a similar legal arrangement. The Court also gave considerable weight to the Service's
interpretation of "for the use of." In several rulings the Service interpreted the phrase "for the use of" as
"intended to convey a similar meaning as 'in trust for.'" An essential element of a trust, according to the
Court, is that the beneficiary has the legal power to enforce the trustee's duty to comply with the terms of
the trust. Since there was no evidence that the taxpayers created a trust or similar legally binding
arrangement for the benefit of the Church, the Court concluded that the funds were not donated "for the
use of" the Church for purposes of section 170.

      The Court also rejected the Davis's alternative claim that their transfer of funds into their sons'
account was a contribution "to" the Church under Reg. 1.170A-1(g), which allows the deduction of
"unreimbursed expenditures made incident to the rendition of services to an organization contributions to
which are deductible". The Court based its rejection on the ground that the taxpayers were not themselves
performing donated services to a qualified organization. The Court noted that its interpretation is
consistent with Rev. Rul. 55-4, 1955-1 C.B. 291, that was the precursor to section Reg. 1.170A- 1(g). In
Rev. Rul. 55-4, the Service held that a taxpayer who gave his services gratuitously to an organization,
contributions to which were deductible under IRC 170, and who incurred unreimbursed travel expenses
could deduct the amount of such unreimbursed expenses in computing his net income. For a more
detailed discussion of Davis, supra and a comparison analysis with Peace, supra, refer to the FY 1995 EO
CPE article, Conduit Organizations - Charitable Deductibility and Exemption Issues, at 117, 139-142.

      Although the outcome may vary depending on the facts and circumstances of each case, Davis, supra,
and the other cases and revenue rulings provide clear guidance that under IRC 170, whether a
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contribution is made "to" the individual or "to or for the use of" the charitable organization depends on
whether the organization has full control of funds and discretion as to their use; whether the contributor's
intent in making the payment was to benefit the charitable organization itself and not the individual
recipient; and whether the organization has a legally enforceable right to the funds.

4. TAM 94-05-003

      More recently, the Service examined whether payments by a donor were contributions "to" a religious
ministry for deductibility under IRC 170 in TAM 94-05-003 (Nov. 12, 1992). The ministry enables
seminary students to receive support for the ministries in which they serve. Seminary students become
self-employed contractors with the ministry. Their support comes from tax-deductible contributions by
donors whom the seminary students contact. A donor usually gives a certain amount periodically for the
ministry of a particular student minister. Contributions to the ministry are earmarked for the student by
use of account numbers and envelopes with the student's name. The donations are directed to the
organization, which maintains a separate account for each student.

      The TAM found that the contributions were earmarked, indicating an intent to benefit an individual,
rather than the ministry. Also, the TAM found that the ministry did not have control over the donated
funds. Therefore, TAM 94-05-003 held that the taxpayers' payments were not contributions "to" the
ministry and were not deductible under IRC 170. For a more detailed discussion of the facts and holding
in TAM 94-005-003, see the FY 1995 EO CPE article, Conduit Organizations - Charitable Deductibility
and Exemption Issues, at 117, 139-142.

5. CONCLUSION -- CURRENT STATE OF THE ART -- DEPUTIZED FUNDRAISING
   LANGUAGE

      Based on the above discussion, it appears that whether a gift is made "to" an organization for use in its
charitable program rather than "to" an individual who is raising funds to support his activities will largely
depend on the intent of the donor and the degree of control allowed to the donor to designate the charity.

      To help clarify the record of the true intentions of a donor at the time of a contribution, the Service
has suggested that the following language be used in a receipt for the contribution:

     "This contribution is made with the understanding that the donee
     organization has complete control and administration over the
     use of the donated funds."
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P. THIRTY YEARS AFTER THE 1969 TRA --

RECENT DEVELOPMENTS UNDER CHAPTER 42

by
Ron Shoemaker and Bill Brockner

"Chiefs! Our road is not built to last a thousand years,
yet in a sense it is. When a road is once built, it is strange
thing how it collects traffic, how every year as it goes on,

more and more people are found to walk thereon, and others are
raised up to repair and perpetuate it, and keep it alive."

Vailima Letters. Address to the Chiefs on the Opening of the
Road of Gratitude, October, 1894. Robert Louis Stevenson (1850-

1894)

1. INTRODUCTION

      The Private Foundation provisions in the Internal Revenue Code are now approaching their pearl
anniversary. Enacted in the TRA of 1969, Chapter 42 and related sections such as IRC 507 and IRC 4947
have provided the Service and the private foundation community (including 4947 trusts) with a workable
and fair regulatory mechanism. There has been relatively minor tinkering with the provisions either
through statutory change or administrative action. As with any complex body of law, there has been
evolution in interpretation and application to meet changes in society and technology. There has been a
steady increase in the number of entities subject to Chapter 42, especially in the rolls of IRC 4947(a)(2)
trusts. There are now over 130,000 organizations that file 990 PFs or 5227s. No one knows whether the
private foundation provisions of the Code, like Robert Louis Stevenson's road, will survive the next
millennium. Presently, however, Chapter 42 serves as a vehicle in good repair to cross the bridge into the
21st century regulation of the private foundation sector of the EO universe.

      This topic will provide discussions of recent private foundation developments and update CPE articles
in 1995 (Topic O); 1996 (Topic G); and 1997 (Topic K). Court cases, private letter rulings (PLRs),
technical advice memorandums (TAMs), General Counsel Memorandums (GCMs), new law and
proposed regulations under IRC 664 will be highlighted. The Topic will also include a listing of Chapter
42 issues that may be resolved by Key District determination letters.

2. IRC 4940

     TREATMENT OF DISTRIBUTIONS FROM AN EMPLOYEE QUALIFIED PLAN OR
     IRA

      In PLR 9341008, July 14, 1993, the Service was asked to rule that a private foundation is not subject
to the federal excise tax on investment income under IRC 4940(a) when the donor's individual retirement
accounts (IRAs) pass to the private foundation. The donor had several IRAs whose designated beneficiary
was a private foundation expected to be exempt under IRC 501(c)(3). As part of this same ruling request,
the Service concluded that proceeds payable from the IRAs will be income in respect of a decedent to the
private foundation under IRC 691(a)(1)(B) when distributed to the private foundation. As to the 4940
issue, the Service concluded that the private foundation would not be subject to the federal excise tax on
investment income under IRC 4940 when the donor's IRAs pass to the private foundation.

      PLR 9633006, May 9, 1996, involved virtually the same set of facts as PLR 9341008, except that the
properties of the donor passing to a private foundation were proceeds of a Keogh plan rather than an IRA.
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On the 4940 issue, the Service reached the opposite conclusion from the earlier ruling; the private
foundation would be subject to tax on investment income under IRC 4940(a) of the Code on the proceeds
from the donor's Keogh account which are in excess of the contributions made to the account. The ruling
also held that the Keogh proceeds were income in respect of a decedent to the private foundation under
IRC 691(a)(1)(B), but the private foundation would not recognize tax because it is exempt under IRC
501(c)(3), subject to UBTI modifications under IRC 512(b).

      The Service is presently resolving the conflict between the holdings of these two private letter rulings.
The following supports a view that the position should reflect the bottom line in PLR 9341008, holding
that a distribution from a Qualified Employee Plan do not constitute income for purposes of IRC 4940(a).

      Even though a Qualified Employee Plan distribution typically includes interest, dividends, capital
gains and other earnings, the Service treats the entire distribution as deferred compensation. The Qualified
Employee Plan has received contributions from employees in respect to personal services. The pension
fund also generates investment income on the employer contributions. However, once a distribution is
made to an employee, the distribution is entirely taxed as deferred compensation. Unlike other trusts, a
pension trust does not pass through the character of income to the recipient of trust distributions. For
example, an employee is taxed on a distribution from a pension plan even though part consists of interest
on tax-exempt municipal bonds. See Rev. Rul. 55-61, 1955-1 C.B. 40. Also, employees are not entitled to
the dividend received exclusion where part of a pension distribution was attributed to dividends. All the
rules applicable to pension distributions apply to the distributions as a whole without regard to the source
of payments. See Rev. Rul. 72-3, 1972-1 C.B. 105. Thus, a pension is viewed as a substitute for earning
power and the entire amount of the pension distribution constitutes deferred compensation. This is its
only character. The same considerations are applicable to IRA distributions for purposes of IRC 4940(a).
Finally, deferred compensation is not listed as an item that is included in gross investment income under
IRC 4940(c) or Reg. 1.512(b)-1(a). Consequently, it is difficult to classify qualified employee plan
distributions including IRA distributions as gross investment income for IRC 4940 purposes.

      A new private letter ruling on this issue will be issued.

3. IRC 4941

     A. PERSONAL SERVICES EXCEPTION AND FOUNDATION MANAGERS TAX

      In a recent case, John W. Madden, Jr. v. Commissioner, T.C. Memo 1997-395 (1997), the Court
addressed both UBIT and self- dealing issues. This synopsis considers only the self-dealing issues of that
decision.

          (1) PERSONAL SERVICES

      The Petitioner is a founder of the Museum, an entity exempt under IRC 501(c)(3) and classified as a
private foundation. The Petitioner, his wife, and his daughter are each foundation managers within the
meaning of IRC 4946(b). The Museum displays sculpture and other artwork, primarily outdoors. Most of
the artwork is displayed along public thoroughfares that run throughout a commercial office building
complex. The museum conducts tours of the artwork and also offers outdoor music concerts and theatrical
and dance performances.

      The Museum relies on the building owners (including a company related to the Petitioner) to provide
space inside and outside the commercial complex to display the sculptures and artwork. The Petitioner
owns a 75 percent interest in Greenway Management Co. (hereafter "GMC"), a service company
providing custodial, maintenance, and janitorial services. GMC performed services for some of the office
buildings in the complex and also contracted with the museum to perform comparable services for the
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Museum.

      The parties agreed that GMC is a disqualified person as to the museum. The petitioner had agreed that
payments made by the museum to repair artwork owned by the petitioner constituted acts of self- dealing.
The question at issue is whether the furnishing of maintenance, janitorial, and security services by GMC
is an act of self-dealing under IRC 4941(d)(1)(C). The Petitioner asserted that the services performed by
GMC fall within the exception of IRC 4941(d)(2)(E) for the performance of personal services.

      In its holding, the Court focused on the definition of personal services. It cited the examples of
personal services found under Reg. 53.4941(d)-3(c)(2). The examples include legal services, investment
management services, and general banking services. The Court found that the personal services in the
regulations were of a professional and managerial nature as distinguished from the services rendered by
GMC. Further, the Court found that Petitioner's interpretation of personal services contravened
Congressional intent. In the Court's terms ". . . any exceptions to the self-dealing transactions rules should
be construed narrowly."

      The issue of the expanded definition of personal services for purposes of the exception provided by
IRC 4941(d)(2)(E) has been an issue under debate for several years. The personal services exception was
discussed at some length in the 1995 CPE Text, Topic O, page 247, 269 to 274. The argument asserted by
the Petitioner in the Madden case, supra, had been asserted by other entities. The argument asserted in
Madden is that any service is a personal service where capital is not a major factor in the production of
income. The Court held that the Petitioner's argument, if accepted, would nullify the prohibition against
furnishing services in IRC 4941(d)(1)(C). The Court stated:

     "The statute draws an explicit distinction between a 'charge'
     for 'furnishing of goods, services, facilities', see sec.
     4941(d)(1)(C) and (2)(C), and the payment of 'compensation' 'for
     personal services', see sec. 4941(d)(1)(D) and 2(E). GMC's
     argument equating a charge for services with compensation for
     personal services significantly erodes this distinction."

     (2) FOUNDATION MANAGERS TAX -- NATURE OF KNOWING

      The second self-dealing issue is whether Petitioner, his wife and his daughter are liable under IRC
4941(a)(2) for the tax on foundation managers with respect to the self-dealing transaction with GMC.
Under Reg. 53.4941(a)-1(b)(1), the tax is imposed when the participating manager knows that the act is
an act of self-dealing and the participation is willful and not due to reasonable cause. Reg. 53.4941(a)-
1(b)(3) provides guidelines as to the foundation manager's knowing participation in an act of self-dealing.
Based on the facts of the case, the Court concluded that the managers had actual knowledge of sufficient
facts concerning the transactions with GMC. The Court also found that they acted willfully in not
obtaining advice of counsel concerning the implications of the arrangement with GMC. See also TAM
9627001, July 15, 1996, discussed in part 9.

      However, the tax under 4941(a)(2) was not imposed on certain other acts of self-dealing. Thus, this
case provides several examples of when the tax under IRC 4941(a)(2) may or may not be applied to
foundation managers in a given situation.

     B. CHARITABLE REMAINDER TRUSTS -- INCOME DEFERRAL ISSUES
        REVISITED

      The 1997 EO CPE Text, "Charitable Remainder Trusts: The Income Deferral abuse and Other Issues",
Topic K, page 139, examined whether the income deferral technique by charitable remainder unitrusts
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constitutes self-dealing in violation of IRC 4941.

      Topic K describes how the net income and makeup provisions of IRC 664 may be used not to gain
flexibility in the normal management of the portfolio, but for a tax deferral purpose not contemplated by
Congress. To achieve a maximum deferral for a noncharitable beneficiary, a trust's assets must be
manipulated in such a manner so that the net income and makeup provisions can be used to avoid payout
in the early years of the trust and to realize income, including the makeup amount, only in later years
when the noncharitable income beneficiary may be in a lower tax bracket. This device is called an income
deferral NIMCRUT.

      Topic K then continues to suggest that self-dealing may be asserted using the authority of Reg.
53.4941(d)-2(f)(1) to counter the income deferral NIMCRUT technique when the facts justify the
position. The position suggested was that self-dealing occurs only under a specific factual situation where
the assets were being manipulated for a specific personal purpose of the disqualified person and income
beneficiary. The manipulation required for the self-dealing act is intentional manipulation.

      The income deferral technique under consideration in the article involved two types. The first type is
gain realized on the sale of an appreciated asset of the NIMCRUT at some time during the term of the
trust, presumably after enough time has passed to allow the trust asset to have appreciated in value
significantly prior to its sale. Another form of income deferral discussed in the article was income earned
by a partnership in which the NIMCRUT holds a significant interest as partner. If the partnership
deliberately fails to distribute partnership earnings to the partners including the NIMCRUT, income could
have been deferred for years. One form of income deferral not discussed in that article was deferred
annuities.

      As applied in an actual case in TAM 9825001, June 19, 1998, the Service position evolved into
consideration, to a significant extent, of whether the deferral of income of the trust has an unreasonable
detrimental effect on the charitable interest. The type of deferred income under consideration in the TAM
was a deferred annuity.

      An extract of the facts of TAM 9825001 is helpful:

     X is a charitable remainder unitrust, which was intended to
     qualify under section 664 of the Internal Revenue Code. X was
     created by A by a trust instrument dated June 25, 1990. The
     trust instrument provides that the Trustee shall pay to A, and
     upon A's death, to A's wife, a unitrust amount equal to the
     lesser of (1) the trust income for the year or (2) eight percent
     of the aggregate fair market value of the trust assets for the
     year. The Trust instrument includes a make-up provision so that
     for any year that the unitrust payment is less than eight
     percent, the shortfall for prior years may be made-up in
     subsequent years when trust income exceeds eight percent. B is
     the trustee of X and is also the nephew of A.

     Upon the death of the survivor of A or A's wife, the trust shall
     terminate and the balance of trust assets are to be distributed
     to designated charities.

     In December, 1991, X entered into a contract to purchase two
     deferred annuity contracts from R, a commercial life insurance
     company. In one policy A is named the annuitant and in the other
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     policy A's wife is named the annuitant. In other respects the
     two policies are identical. X is the owner of the policy and is
     beneficiary of the policies should either annuitant fail to
     reach the maturity date of the policies which is age 80. As a
     result of the endorsement of the two policies in 1997, the
     Trust, X, became the annuitant. Additional information relating
     to the policies is discussed hereafter in greater detail.

      Before addressing the income deferral issue raised by the annuity, the Service addressed another self-
dealing issue. In purchasing the annuities, the substantial contributor A and his wife were named
annuitants. The private ruling explains that there is a real potential for self-dealing in that if the donor and
his wife reach age 80, the contract will be annuitized and A his wife could receive all payments under the
contract leaving nothing to charity. This is the worst case of self-dealing in that the disqualified persons
regain all amounts in the trust and leave nothing to charity. However, TAM 9825001 explains that the
annuity contracts are contingent and can be defeated by several factors including failure of A and his wife
to survive to age 80 and by actions of the trustee of X including a partial withdrawal or surrender of the
policy.

      TAM 9825001 then goes on to consider the income deferral issue as self-dealing based on the
following extract of additional facts:

     At the time X was created by A, it was funded with 86 shares of
     stock of V, a business previously owned and managed by A. On
     March 7, 1997, A transferred an additional 7 shares of V to X.
     Consequently, X held 93 of 94 outstanding shares of V.

     In the Summer of 1991, A became aware of a third party's offer
     to purchase V. In September or October of 1991, the trustee of X
     became aware of the proposal for the purchase of V, which
     included payment to A for a five year period pursuant to an
     employment agreement and noncompetition agreement. Since A's
     income would be provided for a five year period without the need
     for income from X, A and the trustee had discussions with T, a
     tax planning consultant, about the possibility of investing X's
     assets in deferred annuities. Based on T's recommendations, the
     trustee believed investing in deferred annuities was a solid
     choice in light of other investment alternatives available and
     the flexibility it offered the trustee to defer trust income
     until A's employment agreement and noncompetition payments
     ceased.

     Consequently, in December 1991, X entered into a contract to
     purchase two deferred annuity policies from R, a commercial life
     insurance company. On January 15, 1992, the following three
     events occurred more or less contemporaneously:  (1)
     substantially all the assets of V were sold to an unrelated
     purchaser for m;  (2) X's stock holdings in V were redeemed for
     n, which X deposited into its account; and (3) X wrote two
     identical checks for o for each of the annuities purchased. The
     representatives for the Trust made the following
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     representations:  (1) C, an attorney who is trusted by A and B,
     served as the sole trustee of X from the time after the stock
     was contributed to X until before the sale of such stock to the
     unrelated purchaser; and (2) soon after the annuity contracts
     were acquired by X, C resigned as trustee and B again became the
     trustee. In fact, C signed as trustee on the contract to
     purchase the two deferred annuity policies.

      The income deferral issue was posed as follows:

     We have examined the transaction with the intention of
     ascertaining whether B, acting in concert with A on an ongoing
     basis, manipulated the assets of X for the personal benefit of
     A, by furthering his income, retirement and tax planning goals.
     There was a concern that the entire transaction taken as a
     whole; the purchase of a deferred annuity, the failure to make
     withdrawals from the annuity policies, and the intention to
     subsequently make unitrust payments to A under the "make-up"
     provision of the Trust; could be construed as an act of self-
     dealing under section 4941(d)(1)(E) of the Code by virtue of the
     authority provided by section 53.4941(d)-2(f)(1) of the
     Regulations.

      The Service ultimately concluded in the TAM that the transaction did not constitute self-dealing for
two reasons. First, IRC 4947(a)(2) charitable remainder trusts are different from regular IRC 501(c)(3)
private foundations because a disqualified person and income beneficiary of the trust is entitled to receive
income from the trust as provided in the trust instrument. IRC 4947(a)(2)(A) specifically excludes from
self-dealing such amounts. Second, the Service did not find that the facts clearly indicated that the
disqualified person and trustee were acting in concert to manipulate the assets for the benefit of the
disqualified person.

      As to the first issue, the Service stated in the TAM that "rather than focusing on whether the income is
a use of trust assets, the relevant question is whether deferral of income is a permitted use." Further, "the
presence of an unreasonable effect on the charitable remainder interest distinguishes a permissible use of
trust assets from an impermissible use."

      Thus the negative inference of the ruling is that in some rare situations, the Service may, perhaps, be
willing to find self- dealing. However, to find self-dealing of this sort, three tests must be satisfied.

      The first two tests relate to the "manipulation" requirement based in Reg. 53.4941(d)-2(f)(1). (1) For
the requisite "manipulation" to occur, the disqualified person and income beneficiary must control the
decision of the trustee as to investment decision. Thus, such person must be serving as trustee or the facts
of the case must establish that such person is acting in concert with the trustee as to these investment
decisions. This is not an easy burden of proof to carry, as is demonstrated by the facts of the TAM. (2)
The second element of manipulation is that the manipulation of the assets and investments is to serve the
personal advantage and benefit of the income beneficiary beyond merely the receipt of the income
provided by the trust instrument. There must be specific evidence of manipulation to benefit the income
beneficiary in this manner. Again, not an easy burden of proof to carry.

      Finally, (3) the third test is determining whether the deferral is a permitted use, meaning the lack of a
presence of an unreasonable effect on the charitable remainder interest. As a practical matter, one might
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speculate that it will be quite a rare situation where an income deferral NIMCRUT would disadvantage a
charity to the extent that it could be said that there is an unreasonable effect on the charitable remainder
interest. The unreasonable affect on the charitable remainder interest would include an evaluation of the
income realized by the charitable interest as well as the appreciation in value of the charitable assets over
the term of the NIMCRUT. Since the Service does not second guess the investment decisions of the
trustee in this regard, the "unreasonable effect" means something more than just bad investment
judgment.

      In the TAM, the Service has, in theory, left open the door to apply the self-dealing prohibition for the
income deferral NIMCRUT in a truly egregious situation. As a practical matter, the vast majority of
income deferral NIMCRUTs adhering to ordinary fiduciary standards under state law will not run afoul of
this problem. The more realistic view is that the theory aired in 1997 EO CPE Text as modified, when
applied to an actual case, will rarely be applied. As such, much of the discussion in the 1997 Text
suggesting an aggressive approach on IRC 4941 issues with NIMCRUTS is modified pursuant to TAM
9825001 and this article.

      As discussed below, the Service is still considering whether the partnership or annuity income deferral
technique causes the trust to fail to function exclusively as an IRC 664 trust.

     C. EXTENSION OF CREDIT PROHIBITION AND THE ESTATE ADMINISTRATION
        EXCEPTION

      The Service issued PLR 9814050, April 3, 1998, relating to the exception from self-dealing found in
Reg. 53.4941(d)-1(b)(3).

      The facts of PLR 9814050 provide as follows: A and B are married and have executed a Living Trust
to dispose of their property. The Living Trust provides that upon the death of the first taxpayer, two
separate trusts will be established. The survivor's trust will consist of the surviving taxpayer's property
after the death. The second trust is a marital trust qualifying for the marital deduction under IRC
2056(b)(7). After the death of the survivor, the marital trust property will pass to a private foundation,
called "D", established by the two taxpayers, A and B. The residue of the estate of the second to die also
passes to D.

      The taxpayers, their 3 children, and certain partnerships are disqualified persons as to D. The main
property held by A and B is various partnership interests. To facilitate the sale of the partnership interests
after their deaths, the taxpayers have entered into two option agreements. The first such agreement deals
with the right of the surviving partners in partnership F to purchase the partnership interest of any
deceased partner. A and B's children are the remaining partners. The second agreement gives A and B's
children an option to purchase most of the remaining partnership interests. This option relates to
partnership E.

      It is proposed that on the first to die of A and B, the F partners (excluding the surviving spouse) will
purchase the partnership interest with 5 percent cash and the remainder in an interest bearing promissory
note. The notes will be held by the marital trust for the surviving spouse. The other partnership interests
of the first to die will become assets of the marital trust. On the death of the second to die, the option to
purchase the remaining partnerships, through E, will occur both with respect to the survivors own trust
and with respect to the marital trust. It is represented that both option purchases will occur in such a way
as to qualify for the exclusion from self-dealing provided by Reg. 53.4941(d)-1(b)(3)(v). This is an
important exception. Without the existence of an option, specifically allowing for a promissory note,
binding on an estate or trust, an extension of credit relationship would result in acts of self-dealing.

      One might question how the option purchase from the martial trust qualifies for the exclusion from
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self-dealing since the marital trust is not, on the death of the second to die, an estate or revocable trust.

      Background information on PLR 9814050 suggests that the Service based its ruling on a
representation that on the second death, the jurisdiction of the local court will be invoked and that the
purchase will be submitted for court approval. Such procedure includes the purchase from the QTIP
(qualified terminable interest property) trust. On this issue, the Service ruled that the exercise of the
option under the purchase agreement to purchase the partnership interests on the death of the second of
the taxpayers to die will not constitute an act of direct or indirect self-dealing pursuant to IRC 4941,
because it comes within the exception provided by Regs. 53.4941(d)-1(b)(3)(v).

      A similar result was reached in PLR 9752071, October 1, 1997, also involving a QTIP trust and
application of the exception provided by Reg. 53.4941(d)-1(b)(3). This PLR also held that the exception
would apply at the termination of the surviving spouse's QTIP trust. PLR 9724018, March 17, 1997,
involving a non QTIP marital deduction trust, reaches the same result. See also PLR 9112012, December
24, 1990.

D. FOUNDATION MANAGER AND SELF-DEALING -- THE SALE OF FINANCIAL
   PRODUCTS BETWEEN RELATED CORPORATIONS

      Consider the following hypothetical situation. A financial company called "Parent" directly or through
its agents sells to its clients and customers a financial product involving charitable remainder unitrusts
funded with Parent's life insurance or its other financial products . The transaction is structured so that the
Parent's wholly owned subsidiary (T1) is appointed to serve as trustee of the CRUT. The funds transferred
to the CRUT by the trust creator is used by the trustee, T1, to purchase the Parent financial product
previously agreed to by the Parent or its agent and the customer. The customer is advised of the corporate
relationship between the Parent and T1 and the fact that the trustee may purchase the Parent financial
products to fund the trust. Does the purchase of the Parent's financial products constitute a self-dealing
transaction under IRC 4941?

      If T1 purchased its own financial product or that of its wholly owned subsidiary, T1 would have
participated in an act of self- dealing under IRC 4941(d)(1)(A) or (E). T1, as trustee, is a disqualified
person under IRC 4946(a)(1)(B). Purchasing its own product would fall under a self-dealing transaction
described in IRC 4941(d)(1)(A). T1's wholly owned subsidiary is a disqualified person by virtue of IRC
4946(a)(1)(E). Thus, the purchase of the subsidiary's financial product is an act of self-dealing under IRC
4941(d)(1)(A).

      However, it is asserted that Parent is not a disqualified person to T1 even though Parent holds 100
percent of the stock of T1, and, thus has voting control of T1. It is asserted that there is no so- called
"upstream" attribution in this situation. There is no authority for finding Parent is a disqualified person
merely by virtue of its ownership interest in T1. For example, 4946(a)(1) or (3) would not provide the
kind of attribution for treating Parent, in this hypothetical as a disqualified person.

      Notwithstanding this assertion, there is an argument or arguments to be made that T1's purchase of
Parent's financial product is an act of self-dealing. In GCM 39107, the Service applied self- dealing to a
situation where a foundation manager utilizes the assets of private foundations which it manages for its
own business advantage. The Foundation Manager in the GCM is a large bank. The bank negotiates with
various borrowers large loans in the form of master notes. The borrowers are often existing bank
customers but some borrowers may not be current bank customers. The private foundations for which the
bank is trustee provides the assets for funding the Master Notes, and, hence the loans to borrowers. No
fees are charged in this transaction. The Master Notes represent reasonable investment opportunities for
the foundations.
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      The GCM concluded that the exception for incidental and tenuous benefits under Reg. 53.4941(d)-
2(f)(2) was not applicable. For the bank, the providing of loan arrangements is an essential and substantial
activity of the bank. This activity may not be considered incidental and tenuous. Further, the GCM
concluded that the general banking exception found in Reg. 53.4941(d)-2(c)(4) is not applicable. The kind
of major investment represented by the Master Notes is not the ordinary banking activity coming under
the banking exception. As a result the GCM concluded that self-dealing occurred under IRC
4941(d)(1)(E).

      The Service reached a similar conclusion in GCM 39632. The goodwill generated by the foundation
manager by use of the private foundation's assets constituted self-dealing under IRC 4941(d)(1)(E).

      If one views Parent as a customer of T1, the investment of the CRUT assets in the financial product of
the Parent is enhancing the reputation and business standing of T1 with its customer. However, more than
generating goodwill with a substantial and longstanding client, T1 directly receives a business benefit in
that the referral of the CRUT to T1 to serve as trustee is in fact the heart of the business activity
conducted by T1. There is a quid pro quo in this hypothetical. T1 gets the trustee business and it then
invests in the financial products of the Parent.

      The counter argument is that in today's marketplace with an expanded and integrated role for banks,
trust companies, and financial institutions, the investment of the assets of a CRUT or private foundation
with an institution with which the trustee has business relations as a customer may be unavoidable.

      There is a second argument to find self-dealing. Section 4946(a)(1)(B) defines foundation manager as
a disqualified person. Section 4946(b) of the Code further defines the term "foundation manager" as an
officer, director, or trustee of a foundation (OR AN INDIVIDUAL HAVING POWERS OR
RESPONSIBILITIES SIMILAR TO THOSE OF officers, directors, or TRUSTEES OF THE
FOUNDATION). Emphasis added.

      In the transactions described above, Parent may be treated as a foundation manager because it has
assumed powers or responsibilities similar to a trustee of the CRUTs. The entire transaction is
prearranged by Parent or Parent's agents, the insurance salesman. The customer is sold an insurance
product up front with the understanding from the beginning that the trust will purchase the insurance
product of Parent, and at the same time Parent's subsidiary, T1, will serve as trustee of the CRUT. The
customer is purchasing Parent's insurance product rather than negotiating the terms of the trust document.
It is Parent's agent who has sold the customer on the need for the insurance product. The trust document is
on a prescribed company form in which blanks are filled in with respect to pertinent information relating
to grantor, trust recipient, and trust payment amount. Parent receives a profit from the sale of the
insurance product and Parent's agent receives a fee from the commission on the sale of the insurance
product.

      Since it is Parent or Parent's agent that arranges with the customer the asset to be acquired by the trust,
the actions of Parent's agents preempt the actions of the trustee in the determination of the investment of
trust assets. In preempting the trustee in this regard, Parent's agent assumes the role of the trustee with
respect to this very important trustee function.

      In addition to the factors described in the preceding two paragraphs, Parent is in control of T1 in that
T1 is a wholly owned subsidiary of Parent.

      The counter to this argument is that Parent and T1 are truly separate corporations with separate
histories and operations. The facts do not support the conclusion that Parent is, in substance, acting as
trustee.
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      Just prior to publication of this topic, the EO Division and the EBEO office of Chief Counsel reached
a tentative consensus that under the facts described above, involving a long term and significant business
relationship, the actions of Parent and T1 would constitute acts of self-dealing under IRC 4941(d)(1)(A)
and 4941(d)(1)(E). In any case, the issue discussed in this part may be a harbinger of many new issues
involving a changing financial world where financial institutions of all varieties are merging.

4. IRC 4943, 4946, AND 4941 -- NONVOTING STOCK SCENARIOS

     A. ATTRIBUTION OF STOCK HOLDINGS AND A TWIST OF SELF-DEALING --
        PLR 9752074

      In PLR 9752074, October 3, 1997, the Service addressed the problem of stock of a corporation held
by a private foundation, which constituted an excess business holding within the meaning of IRC 4943.
The facts disclose the following:

     a. The HMO was exempt under IRC 501(c)(4). To facilitate a
        conversion to for profit status, "B" was formed to serve as
        the parent company of HMO.

     b. In year 1, HMO employees purchased B's voting stock for
        nominal amounts from B. Later the employees transferred the
        voting stock to a five-year voting trust. The voting trust
        was subsequently amended to require that the trust expire  in
        five years, in year 7.

     c. In year 2, HMO contributed $x to a recently formed private
        foundation ("Foundation"). In year 4, HMO contributed $30x to
        Foundation.

     d. In year 3, HMO's state of incorporation approved the
        conversion of HMO to a for profit corporation.

          i. As a condition to the conversion, the State required HMO
             to transfer to the Foundation $6000x and B nonvoting
             stock. The Foundation paid a minimal amount for the B
             nonvoting common stock.

         ii. The $6000x consisted of $1500x cash plus two notes
             equaling $4500x issued by HMO. (An extension of credit
             discussed in item 2, below).

     e. After the conversion, the voting trust owned all of B's
        voting stock and the Foundation owned all of B's nonvoting
        stock.

     f. In year 5, HMO merged with "C", a publicly held company. As a
        result of the merger, the voting trust held 26.2 percent of
        C's class A voting common stock. The Foundation held C's
        class B nonvoting common stock. Only C's class A stock was
        publicly traded.

     g. For various bona fide reasons, the Foundation would not be
        able to dispose of its "B" or "C" stock during the initial
        five year grace period provided by IRC 4943(c)(6).
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     (1) IRC 4943 -- ATTRIBUTION OF HOLDINGS; VOTING TRUST
         TERMINATION

      PLR 9752074 stated that assuming, but without so ruling, that A (HMO) and C were disqualified
persons, the nonvoting shares held by the Foundation would have been treated as excess business
holdings under IRC 4943(c)(2)(A). The private ruling did not explicitly explain that the voting trust is a
disqualified person under IRC 4946(a)(1)(C)(i) by virtue of attribution rules provided by section IRC
4946(a)(3) and IRC 267(c). Since the voting trust holds all the stock of B and B holds all the stock of
HMO, which the ruling assumes is a disqualified person, the attribution rules treat the voting trust, the
shareholder of B, as a disqualified person as to the Foundation. It is "assumed" that HMO and B are
substantial contributors to the Foundation. For purposes of IRC 4941, the only IRC 501(c) organizations
excepted from the category of "disqualified persons" are IRC 501(c)(3) organizations. Reg. 53.4946-
1(a)(8).

      The private ruling goes on to explain that under IRC 4943(c)(6)(A), the Foundation would be treated
as having acquired the nonvoting shares other than by purchase and the nonvoting shares would be treated
as held by a disqualified person for the five year period. Of course, this simply means that the five year
grace period provided by 4943(c)(6)(A) is applicable.

      Finally, the ruling explains that when the voting trust expires at the end of the five year period, the
voting control of the stock held by the trust reverts to each of the individual shareholder beneficiaries.
None of these individuals owned, either directly or indirectly, or together, 20 percent or more of the
voting stock of C. Accordingly, following IRC 4943(c)(2)(A), Foundation's holding of the C nonvoting
stock would constitute a permitted holding.

     (2) IRC 4941 -- EXTENSION OF CREDIT

      An interesting aspect of this ruling is the PLR's disclaimer paragraph:

     These rulings do not address whether A's (HMO's) transfer of the
     two promissory notes resulted in continuing acts of self-dealing
     under IRC 4941(d)(1)(B).

      Under IRC 4941(d)(1)(B) the lending of money or other extension of credit is an act of self-dealing.
In PLR 9752074, one may not raise the "first bite" exception in Reg. 53.4941(d)-1(a) because the status of
HMO as a disqualified person arose prior to the transaction in which HMO extended credit to the
Foundation. HMO made a substantial cash gift to the Foundation in year 2.

      It may be argued that Reg. 53.4941(d)-2(c)(3) would apply to except the promissory notes transaction
from self-dealing. This self- dealing exception is contingent, however, "to the extent motivated by
charitable intent and unsupported by consideration." The Service first had a concern whether HMO and B
would be substantial contributors by virtue of the requirement of the state to transfer the sum of $6000x
(consisting in part of the note of HMO) and the non-voting stock of B to the Foundation since the transfer
was a condition of the state for HMO going public. The Service's concern was whether the transfer could
be considered a gift or contribution for purposes of IRC 507(d)(2). If the stock, cash, and note is treated as
if received for valuable consideration and not as a gratuitous transfer, then HMO and B would not be
treated as substantial contributors, and thus not as disqualified persons (but for the earlier year 2 transfer
of $x).

      This same consideration applies to the self-dealing issue and Reg. 53.5941(d)-2(c)(3). May it be said
that the transfer is motivated by charitable intent and unsupported by consideration? The argument could
be made that HMO received valuable consideration, not from the Foundation but from the State. HMO
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was seeking approval to operate as a for profit entity. As a condition to this approval, the State required
HMO to make the transfers described. On the other hand, Reg. 53.4941(d)-2(c)(1) provides that an act of
self-dealing occurs where a note, the obligor of which is a disqualified person, is transferred by a third
party to a private foundation which becomes the creditor under the note. In effect, is not the State the third
party in PLR 9752074 which is constructively transferring the note to the foundation? In the private
ruling, the Service did not rule on this issue since no ruling was requested. However, the appropriate Key
District Office was provided a copy of the PLR.

     B. NONVOTING STOCK -- PERMISSIBLE HOLDINGS -- PLR 9551034

      In PLR 9551034, September 28, 1995, the settlors created two trusts. One trust is created as a
charitable trust which is a non- exempt trust under IRC 4947(a)(1). The other trust, designated as "Z", is a
revocable trust which becomes irrevocable on the death of the last to die of the settlors. Z is a
noncharitable trust which will pay all of its income to the charitable trust annually after Z becomes
irrevocable. The settlors owned all the stock of two corporations, X and Y. The stock of each will be
recapitalized in voting and nonvoting stock. Nine shares of nonvoting stock will be issued for each share
of voting stock outstanding. Upon the death of the last to die of the settlors, all nonvoting stock will be
transferred to the charitable trust and all shares of voting stock will be transferred to Z. The Trustees of Z
will not be disqualified persons in respect to the charitable trust. At this point, Z will own the voting
stock. There will be no charitable, estate, or gift tax deductions taken. These transfers are to avoid the
fragmentation of management.

      Under 4947(a)(1) a nonexempt charitable trust shall be treated, in effect, as if it were a private
foundation, subject to the various provisions of chapter 42.

      PLR 9551034 held that the nonvoting stock to be held by the IRC 4947(a)(1) trust would not
constitute excess business holdings since the trust would not hold 20 percent of the voting stock.

      The PLR did not focus on, or even cite, the last sentence of IRC 4943(c)(2)(A) which provides:

     In any case in which all disqualified persons do not own more
     than 20 percent of the voting stock of an incorporated business
     enterprise, nonvoting stock held by the private foundation shall
     also be treated as permitted holdings.

      The PLR did not consider the possibility of the status of Z as a disqualified person by virtue of it
becoming a substantial contributor after paying its income to the IRC 4947(a)(1) trust. See also Reg.
1.507-6(c)(1). The bottom line in the PLR may still be correct if Z never becomes a disqualified person.
In any case, the Service is presently reviewing this issue.

5. IRC 4945

     A. EXPENDITURE RESPONSIBILITY AND PARTIAL TRANSFERS UNDER IRC
        507(b)(2)

      Under IRC 507(b)(2), in the case of a transfer of assets of any private foundation to another private
foundation pursuant to any liquidation, merger, redemption, recapitalization, or other adjustment,
organization or reorganization, the transferee foundation shall not be treated as a newly created
organization. Thus, generally, the IRC 507(b)(2) transfer is not a termination or relinquishment of private
foundation status. Further, the transferee private foundation succeeds to the aggregate tax benefit of the
transferor private foundation under Reg. 1.507-3(a)(2).

      There is some debate, particularly because of conflicting PLRs, however, as to whether the transferor
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private foundation in a IRC 507(b)(2) transfer involving a transfer of less than 100 percent of its assets
must exercise expenditure responsibility over the assets transferred to the transferee foundation.

      See for example, PLR 9747027, August 22, 1997, which holds that a transfer of 50 percent of a
private foundation's assets to newly formed private foundation would not require IRC 4945 expenditure
responsibility. In contrast, PLR 9802037, October 14, 1997, holds the opposite. See also the 1989 EO
CPE, Topic J, page 124.

      Reg. 1.507-3(c)(1) provides that for purposes of IRC 507(b)(2), the terms "other adjustment,
organization, or reorganization shall include any partial liquidation or any other significant disposition of
assets to one or more private foundations. . ."

      For purposes of IRC 507(b)(2), the cut off for a partial transfer is 25 percent of the private
foundation's net assets. Reg. 1.507-3(c)(2) provides that the term significant disposition of assets to one or
more private foundations includes any disposition for a taxable year where the aggregate of the
dispositions to one or more private foundations for the taxable year is 25 percent or more of the fair
market value of the net assets of the distributing foundation at the beginning of the taxable year.

      However, and generally, Reg. 1.507-3(a)(7) provides that IRC 4945 expenditure responsibility be
exercised. To interpret the provision otherwise would weaken the 4945(d)(4) and (h) rules requiring
expenditure responsibility over grants or "transfers" made by one private foundation to another. Example
(2) of Reg. 1.507- 3(a)(9)(iii) describes a situation where all the assets of the transferor foundation are
being transferred to three successor foundations and holds that no expenditure responsibility need be
exercised.

      PLR 9401032, Jan. 17, 1994, revoked the holding in PLR 9208021 which relieved the transferor
foundation of expenditure responsibility when it transferred 50 percent of its assets to a newly created
exempt private foundation. With the publication of its revised IRC 4945 Private Foundation Handbook
chapter, the Service believes this issue will be resolved. Chapter 17.5(3) provides:

     Partial transfers of assets from one private foundation to
     another pursuant to IRC 507(b)(2) requires that the transferor
     foundation exercise expenditure responsibility.

6. IRC 664 LEGISLATION -- CHARITABLE REMAINDER TRUSTS

      Charitable Remainder Trusts described in IRC 664 have interest to the EO community by virtue of the
provisions of IRC 4947(a)(2). Generally, under IRC 4947(a)(2), split interest trusts, in certain respects,
are treated as private foundations and are subject to IRC 4941 and IRC 4945 and, in some situations,
certain other provisions of Chapter 42. For a more detailed description of charitable remainder trusts and
IRC 4947(a)(2), see the 1996 EO CPE Text, Topic G, page 159.

      Section 1089 of the Taxpayer Relief Act of 1997 (the "Tax Act") amended IRC 664 of the Code in a
way that has a bearing on the application of IRC 4941 to split interest trusts. The Tax Act amended IRC
664(d)(1)(A) and (2)(A) to add the language "nor more than 50 percent" to describe the permissible
income payout to a noncharitable income recipient annually. IRC 664(d)(1) and (2) were amended to add
new paragraph (D) providing generally that the value of the remainder interest (in such charitable
remainder trust) is at least 10 percent of the net fair market value of property placed in (or contributed to)
the trust.

      The language of the Tax Act limiting the charitable trust income payout to no more than 50 percent
has direct bearing on the problem of accelerated charitable remainder trusts described in the 1996 EO
CPE Text, Topic G.
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      Congress, in the 1997 Tax Act, attempted a legislative solution to the problem defined in Notice 94-
78 with the amendment of the payout requirement to a maximum of 50 percent annually. The
Congressional purpose was described in the General Explanation of Tax Legislation Enacted in 1997, the
Joint Committee on Taxation, December 17, 1997. The General Explanation states as follows:

     The Congress was concerned that the interplay of the rules
     governing the timing of income from distributions from
     charitable remainder trusts (i.e. Treas. Reg. 1.664-1(d)(4) and
     the rules governing the character of distributions (i.e., sec.
     664(b)) created the opportunities for abuse where the required
     annual payouts are a large portion of the trust and realization
     of income and gain can be postponed until a year later than the
     accrual of such large payments.

      The General Explanation continues with an explanation of the mechanics of the provision. Under the
Tax Act, any charitable remainder trust failing this 50 percent rule will not be a charitable remainder trust
whose taxation is governed by IRC 664, but will be treated as a complex trust and, accordingly, all its
income will be taxed to its beneficiaries or to the trust.

      The General Explanation also addresses the new provision requiring a minimum 10 percent value for
the charitable remainder interest.

     Congress was concerned that certain charitable remainder trusts
     had been created primarily to obtain the tax benefit of the
     trust's exemption from income tax under section 664(c) and not
     to provide for charity. The Congress was aware that many
     charitable remainder trusts have been created where the
     actuarial value of the charitable remainder interest at the time
     of creation is insignificant.

      Additional rules provide relief to charitable remainder trusts that do not meet the 10 percent test. The
rules provide for the reformation of the terms of the trust in some cases or for the application to a court to
declare that a trust is void ab initio. It is unclear if any of these rules have implications with respect to
self-dealing, but such prospect appears unlikely.

7. PROPOSED IRC 664 REGULATIONS -- CHARITABLE REMAINDER TRUSTS

      On April 17, 1997, the Service released proposed amendments to the Regulations under IRC 664 and
related provisions. It is expected that the proposed regulations will become final in 1998. The most
significant of the regulations for purposes of Chapter 42 are discussed below.

     A. "FLIP" UNITRUSTS

      The proposed regulations explain the purpose for allowing the so-called "flip" unitrusts as follows:

     The governing instrument of a CRUT must specify the method of
     computing the uniturst payments. Section 664(d)(3) provides that
     the income exception methods (either the net income method or
     the NIMCRUT method) may be used to pay the unitrust amount "for
     any year." The legislative history, however, provides that the
     method used to determine the unitrust amount may not be
     discretionary with the trustee. [citation omitted]
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     Some donors may fund a CRUT with unmarketable assets that
     produce little or no income. These donors often want the income
     beneficiary or beneficiaries of the CRUT to receive a steady
     stream of payments based on the total return available from the
     value of the assets. The donors recognize, however, that the
     CRUT cannot make these payments until it can convert the
     unmarketable assets into liquid assets that can be used to pay
     the fixed percentage amount. These donors establish CRUTs that
     use one of the income exception methods to calculate the
     unitrust amount until the unmarketable assets are sold.
     Following the sale, the donors may prefer that the CRUT use the
     fixed percentage method to calculate the unitrust amount. A
     trust using such a combination of methods would be a "flip
     unitrust."

      The proposed regulations permit the donor to establish a "flip unitrust" provided certain specific
requirements are met. These conditions are roughly summarized as follows:

     1. At least 90 percent of the fair market value of the assets
        held in the trust immediately after the initial contribution
        or any subsequent contribution (prior to the switch in
        methods) must consist of unmarketable assets (within the
        meaning of IRC 731(c)).

     2. The governing instrument must provide that the CRUT use an
        income exception method until the earlier of (a) the sale of
        specified unmarketable assets or group of unmarketable assets
        contributed at the time the trust was created or (b) the sale
        of unmarketable assets such that immediately following the
        sale, any remaining unmarketable assets total 50 percent or
        less of the fair market value of the trust's assets.

     3. The CRUT must switch exclusively to the fixed percentage
        method for calculating all remaining unitrust payments
        payable to any income beneficiary at the beginning of the
        first taxable year following the year in which the earlier of
        the above events occurs.

     4. Any makeup amount described in IRC 664(d)(3)(B) is forfeited
        when the trust switches to the fixed percentage method.

      The issue of concern for Chapter 42 purposes has, in prior years involved the flip trust where the
income beneficiary and disqualified person have applied to the court for reformation of the trust
document (or have unilaterally "reformed" the trust document). A court ordered reformation improves the
income position of the income beneficiary where the trust document is amended to provide for a fixed
payment payout under IRC 664(d)(2)(A) in place of the lesser of trust income or fixed payment payout
provided under IRC 664(d)(3)(A) originally provided in the trust document.

      By allowing the change of the terms of the trust, it is arguable that the reformation of the trust (and the
subsequent higher fixed payment amount) is an act of self-dealing under IRC 4941. For example, a
NIMCRUT that is invested in low yield assets falling short of the fixed percentage payment, when
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amended to allow exclusively the higher fixed payment percentage (rather than the lesser of trust
accounting income or fixed percentage payment) may necessitate the use of trust principal to supplement
trust income to meet the fixed payment payout. Thus, arguably, by allowing the reformation to provide
for the fixed payment payout, less assets would then be left to charity.

      It is clear that the self-dealing prohibition does not apply to the proper income payout to the
noncharitable income beneficiary. See Reg. 53.4947-1(c)(2). It is also true that the action of the
disqualified person to receive more than the amount provided as the proper unitrust amount (the income
payout) is an act of self-dealing. See IRM 7752:(18)73(2). Thus, if a donor, trustee, or beneficiary
controlling the NIMCRUT arbitrarily distributes income in excess of the unitrust amount or acts in
concert with others to change the terms of the trust to provide for a higher unitrust amount, such person or
persons may be engaging in an act of self- dealing. By the same token, the unauthorized payment of a
fixed percentage amount when the trust is operating under income exception method which would require
the income distribution of the lesser trust accounting income, may similarly constitute an act of self-
dealing.

      An income exception CRUT containing a "flip" unitrust provision in the trust document complying
with the requirements of the proposed IRC 664 regulations, as finalized, that converts to a fixed
percentage method pursuant to the terms of that trust document will not be engaging in an act of self-
dealing. The provision of the proposed regulations relating to flip trusts eliminates this self- dealing
problem because the terms of the noncharitable income interest are established up front in the trust
document and the conversion to fixed percentage method occurs automatically on the events described in
the proposed regulations. The proposed regulations limit the discretion of the trustee to change the
payment method other than by the sale of trust assets for which the trustee has a fiduciary duty as to all
parties. In applying the self-dealing prohibition, the Service does not normally question the investment
decisions of the trustee or foundation manager. See discussion in 3.B. above.

      A conversion of an income exception CRUT to a fixed percentage method for a trust that does not
have a trust provision meeting the requirements of the proposed regulations as finalized will not be
insulated from the assertion that such conversion is an act of self- dealing.

      The amendments allowing a flip trust apply to CRUTS created after the final regulations are
published. The Transition Rules to the proposed regulations allow a NIMCRUT created before such
effective date which has a flip provision already existing in the trust document to amend or reform its
trust document to comply with the final regulations. In response to comments on the proposed IRC 664
regulations, Chief Counsel is also considering allowing other existing NIMCRUTs to amend the trust
document to add a flip provision on the theory that such trusts should not be disadvantaged with respect
to existing trusts containing some form of flip provision in the trust document.

     B. TIME FOR PAYING ANNUITY OR UNITRUST AMOUNT

      The proposed regulations would amend existing IRC 664 regulations to provide that the payment of
the annuity and unitrust amount determined under the fixed percentage method must be made before the
close of the taxable year in which it is due. For CRUTS using an income exception method, the proposed
regulations continue to provide that if the CRUT pays the unitrust amount within a reasonable time after
the close of the trust's taxable year, the trust is not deemed to have engaged in an act of self-dealing, to
have unrelated debt-financed income, to have received an additional contribution, or to have failed to
function exclusively as a charitable remainder trust.

      The intent of these proposed regulations is to address the problem of accelerated charitable remainder
trusts described in Notice 94-78, which was discussed in the preceding material of this article under part
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6. The tax scheme described in Notice 94-78 is effective only for CRATs and CRUTs using the fixed
percentage method. Thus, since CRUTS utilizing the income exception method are not used as a vehicle
to further such scheme, the proposed regulations allow NIMCRUTS to continue to pay the unitrust
amount after the year end.

      For 1997, Notice 97-68, 1997-48 I.R.B. 11, modifies these requirements for certain trusts. The
modifications permitted under Notice 97-68 address only those trusts that are not deemed as abusive
accelerated charitable remainder trusts within the meaning of Notice 94-78.

      Thus, the problem associated with accelerated charitable remainder trusts is addressed both by the
legislation described above under part 6 of this article and by the proposed regulations.

     C. APPRAISING UNMARKETABLE ASSETS

      The legislative history for the charitable remainder trust rules indicates that an independent trustee
should value a trust's unmarketable assets. The proposed regulations address the issue by providing that if
a charitable remainder trust holds unmarketable assets and the trustee is the grantor of the charitable
remainder trust, a noncharitable beneficiary, or a related or subordinate party to the grantor or the
noncharitable beneficiary with the meaning of IRC 672(c), the trustee must use a qualified appraisal, as
defined in Reg. 1.170A-13(c)(3), from a qualified appraiser, as defined in Reg. 1.170A-13(c)(5), to value
the such assets. Others not in the relationship prescribed in the preceding sentence need not use a
qualified appraisal.

     D. APPLICATION OF SECTION 2702 TO CERTAIN CHARITABLE REMAINDER
        UNITRUSTS

      The proposed regulations amend estate and gift tax regulations under IRC 2702 to address a perceived
abuse due to the fact that charitable remainder trusts were previously excluded from coverage by IRC
2702 regulations. The proposed regulations are intended to prevent the shifting of a beneficial interest in a
charitable remainder trust from one noncharitable beneficiary to another noncharitable beneficiary who is
a family member.

     E. PROHIBITION OF ALLOCATING PRECONTRIBUTION GAIN TO TRUST
        INCOME.

      For the income exception unitrust, the proposed regulations require that the proceeds from the sale of
trust assets must be allocated to such trust's principal and not its income, at least to the extent of the fair
market value of the asset when contributed to the trust.

     F. REQUEST FOR COMMENTS ON INCOME EXCEPTION CRUTs HOLDING
        CERTAIN INVESTMENTS

      Part 3.B. of this article, set forth above, describes the problem of income deferral associated with the
NIMCRUT. That discussion addresses whether the income deferral attribute may be addressed under a
self-dealing theory under IRC 4941. The same income deferral problem is also addressed in the proposed
regulations in the context of IRC 664. That is, "whether investing the assets of an income exception
CRUT to take advantage of the timing difference between the receipt of trust income and income for
federal tax purposes causes the trust to fail to function exclusively as a charitable remainder trust."

      The proposed regulations indicate that this is currently a matter of study by IRS and Treasury, and
comments are requested on drafting future guidance on this issue. Thus, the proposed regulations do not
contain concrete proposals to amend the IRC 664 regulations. Further, the proposed regulations may be
taking a somewhat narrower scope in dealing with the type of income deferral techniques under study.



CPE-99.doc -271- August 12, 1998 (7:52AM)

The study is limited to income deferral by virtue of receipt of trust income from a partnership or a
deferred annuity contract. In contrast, one of the examples of income deferral in the self-dealing context,
discussed above under Part 3.B., involved the realization of income on the sale of an appreciating asset
held by the NIMCRUT.

      The proposed regulations state that the Service would publish a no-rule position on the income
deferral issue in Rev. Proc. 97-23. In Rev. Proc. 97-23, 1997-1 C.B. 654, the Service stated that it will not
issue advance rulings on whether a unitrust that will calculate the unitrust amount under IRC 664(d)(3)
qualifies as a IRC 664 charitable remainder trust when a grantor, a trustee, a beneficiary, or a person
related or subordinate to a grantor, a trustee, or a beneficiary can control the timing of the trust's receipt of
income from a partnership or a deferred annuity contract for an income deferral purpose.

      The study initiated by the proposed regulations is not complete and the proposed regulations under
IRC 664 that will likely become final in 1998 probably will not address this issue. Perhaps there may be
some resolution of the IRS and Treasury study on this issue in the following year.

8. KEY DISTRICT DETERMINATIONS UNDER CHAPTER 42

      In recent years, Headquarters has delegated a number of private letter ruling issue areas to the Key
District including some areas under Chapter 42. Section 7.04 of Rev. Proc. 98-4, 1998-1 I.R.B. 113, 125,
continues this trend. The Key District Director now issues determination letters involving:

     A. Advance approval of grant making procedures under IRC 4945;

     B. Exempt operating foundations described under IRC 4940(d); and

     C. Advance approval of voter registration programs described in
        IRC 4945(f).

9. ABUSE CASE -- IRC 4941, 4944, 501(c)(3), 507(a)(2) -- TAM 9627001

      TAM 9627001, dated July 15, 1996, involved a commercial commodities and securities trader (A)
which formed and funded private foundation M which was controlled by A and his family. A and his
family owned an investment partnership that acted as a futures commission merchant. A and his family
used the assets of M as collateral to meet the margin requirements imposed on A and his family's personal
trading account contracts.

      The TAM's first focus was on IRC 4941 and held that the collateralization was self-dealing, following
Janpol v. Commissioner, 101 T.C. 518 (1993), which held that guarantees are to be included within the
terms "lending of money or other extension of credit" in IRC 4975(c)(1)(B). TAM concluded that the Tax
Court's interpretation of the Employee Plan prohibited transaction provision was equally applicable to the
parallel Exempt Organizations self-dealing provision under IRC 4941(d)(1)(B).

      The TAM turned to IRC 4944, a provision often viewed as having a less meaningful detrimental
effect on foundation wrongdoing than IRC 4941. The TAM resoundingly held that the collateralization
constituted a jeopardizing investment:

     Following Janpol v. Commissioner, supra, and our discussion
     under section 4941 above, guarantees or collateralizations
     constitute a loaning of money which is an investment activity
     for purposes of section 4944. All of M's assets were placed in a
     margin account for the purpose of collateralizing A's
     investments in futures contracts which are "closely scrutinized"
     investments under the regulations. Placing all of M's
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     investments assets at risk in A's undermarginalized accounts did
     nothing to improve M's investment portfolio or economic posture,
     but, instead, jeopardized the exempt purposes of M . . .

     We do not believe that a "prudent trustee" approach was applied
     here and view this type of investment move, which would produce
     no potential economic gain for M as the very type of act that
     Congress prohibited when it enacted section 4944. See General
     Explanation of the Tax Reform Act of 1969, prepared for the
     staff of the Joint Committee on Internal Revenue Taxation,
     December 3, 1970, page 46, and section 53.4944-1(a)(2) or the
     regulations.

      The TAM continued, holding A was subject to the IRC 4944(a)(2) manager's tax:

     Under these facts and the standards under section 53.4944-
     1(b)(2) of the regulations, A, as an experienced commodities
     trader, clearly knew the facts pertaining to the collateralizing
     transaction. It appears evident that A either knew that the
     transaction would be a jeopardizing investment, or at least,
     from a reasonable person's standpoint, A was negligent in not
     verifying whether such a transaction was not in violation of
     section 4944. A has provided no evidence that he made any
     attempt to obtain a written legal or qualified investment
     counsel opinion that the transaction, a transaction involving
     all of M's assets, would not be a jeopardizing investment . . .

      In regard to exempt status, the TAM concluded that the M should have its IRC 501(c)(3) exemption
revoked:

     The transfer of M's assets for use by its disqualified persons
     resulted in the earnings of M impermissibly inuring to the
     benefit of insiders . . . and a family partnership controlled by
     insiders . . . . M allowed A (who is M's president/director,
     principal contributor, and founder) and the other insiders to
     use M's assets as collateral without consideration.

      Finally, the TAM suggested involuntary termination under IRC 507(a)(2):

     We also believe that consideration should be given to
     involuntarily terminating M's private foundation status since
     the transactions described above resulted in M and A engaging in
     a willful and flagrant act giving rise to liability for tax
     under sections 4941 an 4944 of the Code. A voluntarily,
     consciously, knowingly, and intentionally committed acts in
     violation of the self-dealing and jeopardizing investment rules.

      This case demonstrates that the Service is not hesitant to use the panoply of remedies that Chapter 42
and related Tax Reform Act of 1969 provisions provide, as well as revocation of exempt status, when the
facts and circumstances warrant such action. For other examples of the application of Chapter 42
remedies in abuse situations, see 1995 EO CPE Text, Topic O, page 313.
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Q. FRATERNITY FOUNDATIONS

by
Ted Lieber and Jay Rotz

1. INTRODUCTION

      College fraternities serve many objectives in addition to the basic "room and board" function. The
fraternity experience is a package of social, recreational, and educational activities and objectives.

      To support the educational function, fraternities may wish to provide "educational" areas in their
chapter houses that include a library, quiet study rooms and computer rooms. To provide for these spaces,
fraternities are either building new houses, or remodeling existing houses.

      The cost to provide educational areas is expensive, and many fraternity chapters do not have the funds
to undertake these projects. Typically a corporation that owns the chapter house qualifies under IRC
501(c)(7) as a tax-exempt social club. But it may not have the funds to provide for these improvements
and seeks other sources of funding for improvements to its houses, such as from a related fraternity
foundation. A fraternity foundation can qualify for exemption under IRC 501(c)(3), and be eligible for tax
deductible contributions, if it can establish that it is exclusively charitable or educational.

      The purpose of this article is to explain why fraternity foundations were formed, how they operate as
organizations described in IRC 501(c)(3), and the problems that have arisen with their operation.

2. FORMATION OF FRATERNITY FOUNDATIONS

      Fraternities serve multiple purposes, such as social and educational purposes. The law is well settled
that fraternities serve social purposes and are not described in IRC 501(c)(3). See I.T. 1427, C.B. I-2, 187
(1922), Davison v. Commissioner, 60 F.2d 50 (2d Cir. 1932); and Rev. Rul. 69-573, 1969-2 C.B. 125. In
Rev. Rul. 69- 573, the Service held that even though a college fraternity does, to some extent contribute to
the cultural and educational growth of its members, it held that the organization is primarily a social club
and that its major functions are to provide its members with a meeting place, living quarters, meals and a
place for entertainment. Since a fraternity is not described in IRC 501(c)(3), contributions would not be
deductible under IRC 170.

      To support social fraternities in conducting their educational activities, fraternities formed national
fraternity foundations under IRC 501(c)(3). The fraternity foundations were formed for charitable and
educational purposes, and in particular to provide grants to the local IRC 501(c)(7) fraternities. The
making of grants to fraternities raises the issue of whether a charity may make charitable grants to a
noncharitable organization in furtherance of its exempt purposes.

      This issue was addressed in Rev. Rul. 68-489, 1968-2 C.B. 210. The Service held that an IRC
501(c)(3) organization can make distributions to organizations that are not within the scope of IRC
501(c)(3), so long as such distributions are in furtherance of its own tax exempt purposes. Thus the
grantor must "retain control and discretion as to the use of the funds and maintain records establishing
that the funds were used for section 501(c)(3) purposes."

      Thus, grants made by a national fraternity foundation exempt under IRC 501(c)(3) to its local
fraternity affiliate are subject to and must conform to the standard set forth in Rev. Rul. 68-489.

     A. EDUCATIONAL GRANTS TO FRATERNITIES

      Fraternity foundations described in IRC 501(c)(3) are permitted to make grants to social fraternities
provided that the grants further their own exempt purposes and the foundation maintains control and
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discretion as described in Rev. Rul. 68-489. Permissible grants that a fraternity foundation could make
would consist of awarding scholarships to undergraduate members of a designated fraternity. This
situation was addressed in Rev. Rul. 56-403, 1956-2 C.B. 307, which concluded that exemption was not
precluded even though scholarships were limited to members of a particular fraternity because there was
no specific designation of persons eligible for the scholarships, and the purposes of the foundation were
not so personal, private, or selfish as to lack the element of public usefulness.

      Foundations are permitted to make grants to a college for the purpose of acquiring or constructing a
housing facility for use by a designated fraternity as discussed in Rev. Rul. 60-367, 1960-2 C.B. 73. The
contributions made by the donors in this ruling were not made to the social fraternity but were made as a
gift to the college for the purpose of improving the housing conditions of fraternity members where the
housing would be owned by the college and leased for short- term periods to fraternity members as part of
the college's policy of providing housing for all students under comparable terms. Thus the college had
the attributes of ownership in respect of the donated property, and its rights as an owner were not, as a
condition of the gift, limited by conditions or restrictions, which in effect made a private group the
beneficiary of the donated property. The college was not merely used as a conduit through which donors
could provide gifts to a fraternity.

     B. NONEDUCATIONAL GRANTS TO FRATERNITIES

      A grant to a fraternity for the building or general renovation of a fraternity chapter house would not be
in furtherance of an IRC 501(c)(3) purpose. Service position has been that an organization whose
predominant activity is the acquisition, improvement or maintenance of a fraternity chapter house will not
qualify for exemption under IRC 501(c)(3). For example, the organization in Rev. Rul. 64-118, 1964-1
C.B. 182 was not described in IRC 501(c)(3) because providing assistance for the acquisition and
maintenance of a chapter house is not an activity that furthers educational purposes. Furthermore, the
actual operation of the house was determined to be "for the use and benefit of the members of a local
chapter of the fraternity," and not for the benefit of the university.

      Under the published positions of the Service, fraternity foundations may make grants for the provision
of scholarships, but not for structural improvements to fraternity chapter houses. Nevertheless foundations
started to request rulings concerning grants that had an educational flavor, but resulted ultimately in the
providing of financial assistance for structural improvements to a local chapter house. The rulings
centered on grants earmarked for constructing chapter house libraries and study rooms, and for equipping
such libraries, study rooms and students' rooms with desks, tables and bookshelves.

     C. IS THE GRANT EDUCATIONAL OR A STRUCTURAL IMPROVEMENT

      The question of whether earmarked grants to local fraternities are educational or structural
improvements was addressed in GCM 39288 (September 20, 1984). The facts concerned numerous grants
earmarked by a fraternity foundation to a local chapter for the improvement and maintenance of a
fraternity library, and the costs attributable to the educational and charitable uses of study rooms, and
equipping students' rooms with desks and bookshelves. The issue concerned whether the grants made by
the fraternity foundation furthered its educational purposes or served the private interests of the local
fraternity members.

      Grants earmarked for a library would ordinarily be considered educational because the maintenance of
the library promotes higher scholarship standards among the fraternity members, but the question remains
whether it can be viewed as serving a broader public interest. Rev. Rul. 75-196, 1975-1 C.B. 155, is a
possible analogy. It concerned the operation of a law library for members of a local bar association. Rev.
Rul. 75-196 held that limiting access to the library to a designated class of individuals is not a bar to
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exemption; however, the class that is benefited needs to be broad enough to warrant a conclusion that the
educational facility or activity is serving a broad public interest rather than a private interest. Unlike a law
library open to a broad class of persons limited only by the size of the facility, a fraternity chapter house
is inextricably intertwined with the fraternity's social and recreational purposes.

      In this case, it was held that a fraternity library provides a private benefit to the fraternity members in
that the library offers fraternity members easy access to books and study areas specifically suited to their
own personal needs, and thus the benefit to the fraternity members outweighs any benefit to the college
community. Furthermore, the fraternity members who are benefited from the library are not a broad
enough class to warrant a conclusion that the facility serves a broad public interest and any benefit to the
university is somewhat marginal and incidental to the private interest received by the fraternity members.

      The granting of scholarships to fraternity members as discussed in Rev. Rul. 56-403 was
distinguished because the fraternity scholarships help relieve the university of providing additional
financial aid to students and the scholarships are not provided to the entire fraternity membership, in
comparison to a library which is provided to all fraternity members. In this respect, scholarships solely
benefit recipients in accomplishing educational goals based on a fraternity member's demonstrated
excellence in scholarship, character, and service to the community.

      Grants earmarked for meeting rooms, study rooms, student rooms, and desks and bookshelves in
student rooms were also addressed. These types of grants are no more than dollars used for physical
improvements to specific portions of local chapter houses and thus similar to the structural improvements
disapproved in Rev. Rul. 64- 118. These grants are not educational, but if the grants were educational, the
private benefit to members is substantial and the benefit to nonmembers is insubstantial.

      Basically it was concluded that grants earmarked for educational areas are no more than a device
whereby charitable dollars are used for the social purposes of the fraternity membership.

3. MIXED USE AREAS

      The issue of whether grants made by an IRC 501(c)(3) fraternity foundation to its affiliated IRC
501(c)(7) fraternity foundation to construct, renovate and furnish libraries and study rooms is in
furtherance of the foundation's educational and charitable purposes was readdressed in GCM 39612
(March 11, 1987). In GCM 39612, the private benefit analysis was reevaluated and it was decided that an
organization may be operating for public purposes even if the access to the educational program is
restricted and not available to the general public. The controlling consideration is whether the activity will
cause the public to benefit so significantly that any direct benefit accruing to the limited class is
incidental.

      Additional information was provided representing that the class to be benefited was broad enough to
demonstrate that the educational facilities will serve a broad public interest. The information consisted of
letters from universities where the fraternities were located representing that the grants contribute to the
educational mission of the schools. The letters stated that the grants will benefit the entire university
community by supplementing resources of the university, by alleviating overcrowding in libraries and
study areas, and by providing additional computer terminals to the university's mainframe. These types of
facilities in fraternity homes were expected to save money for the universities in the long run as they
create an additional educational environment which will enhance the scope of the university.

      Also, the universities provided information showing that the percentage of students living in fraternity
and sorority houses in comparison to the total student body was not insignificant and, thus, would be a
large enough group to benefit the universities through having these educational facilities within the
chapter houses. Around 10% of the total student body were members of fraternities. It was argued that the
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building of libraries in fraternities reduces the burden on a university's facilities and the resulting benefit
to the college community is significant if the cumulative effect of fraternity libraries and study rooms are
considered. Thus, it was concluded that libraries and study rooms in a fraternity would create only
incidental private benefit to the fraternity members provided the facilities are used specifically for
educational purposes and have little social or personal value to members independent of their educational
value.

      The issue of how the earmarked grants for the educational areas would further educational purposes
rather than be considered improvements to the local chapter house was also addressed. Two requirements
were imposed to ensure that the grants would further educational purposes. First, the libraries and study
rooms should constitute separate facilities which are segregated from the social facilities of the chapter
houses and two, that the grants are monitored to ensure exclusive use for educational purposes. To ensure
that the grants are used for educational purposes, fraternities were to sign written agreements and provide
progress (and final) reports to the foundations.

      GCM 39612 did not totally clarify the difference between a grant that furthers educational purposes
and one that provides a structural improvement to a fraternity chapter home. In recent years, it has been
argued by the fraternity foundations that the rationale of GCM 39612 should be expanded to cover such
areas as exercise facilities and common and individual study or computer use areas. Where there is a
commingling of social and educational use, it is difficult, if not impossible, to determine the portion that
could be considered educational. Thus, the personal and private benefit to the fraternity members remains
at issue.

4. CONCLUSION/CURRENT SERVICE POSITION

      GCM's are not precedential, and cannot be relied on. Thus, GCM 39612 should not be used as
guidance in these situations.
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PART II

CURRENT DEVELOPMENTS

by
Toussaint Tyson and Thomas J. Miller

1. ANNOUNCEMENTS AND NEWS RELEASES

     Ann. 96-92, 1996-38 I.R.B. 151 (Sept. 16, 1996)

      This announces that beginning September 1, 1996, applications for recognition of tax exemption,
formerly sent to key district offices in Atlanta, Georgia and Baltimore, Maryland, should be sent to:
Internal Revenue Service, P.O. Box 192, Covington, KY 41012-0192.

     Ann. 96-133, 1996-53 I.R.B. 60 (Dec. 30, 1996)

      This announces that beginning January 1, 1997, applications for recognition of tax exemption,
formerly sent to key district offices in Chicago, Illinois and Dallas, Texas, should be sent to: Internal
Revenue Service, P.O. Box 192, Covington, KY 41012- 0192.

     Ann. 97-89, 1997-36 I.R.B. 10 (Sept. 3, 1997)

      This announces that applications for recognition of tax exemption that were formerly sent to the
Brooklyn KDO, should be sent to the Internal Revenue Service Center in Covington, Kentucky.

     Ann. 97-115, 1997-47 I.R.B. 17 (Nov. 24, 1997)

      This announces a proposal to modify the filing requirements for Form 990, Return of Organizations
Exempt Form Income Tax, and Form 990-EZ, Short Form Return of Organization Exempt From Income
Tax, by raising the filing threshold. The Service sought the comments of interested parties on such
modification as well as comments on how to reduce the burden on tax-exempt organizations while
recognizing the continuing need for information as to the existence and operations of such organizations.

     Ann. 98-42, 1998-21 I.R.B. 93 (May 26, 1998)

      This announces that Pub. 3079, Gaming Publication for Tax- Exempt Organizations, is available. Pub.
3079 may be obtained by calling 1- 800-TAX FORM or through the Internet at ftp.fedworld.gov/pub/irs-
pdf/p3079.pdf. The publication may also be obtained through the Exempt Organization's Home Page at
www.irs.ustreas.gov/bus_info/eo.

     IR-97-19 (Apr. 3, 1997)

      This news release cautions the public on abusive trusts used to improperly reduce or eliminate taxes
while allowing the owner to retain full benefit from the assets held in such trusts. The news release
clarifies that the Service will assess taxes and penalties against the participants and promoters of trusts
found abusive, and will seek criminal charges where warranted. Notice 97-24, discussed below, is related
to this information release.

     IR-97-29 (Apr. 15, 1997)

      This news release informs the public that Pub. 78 is now listed on the Service's website at
http://www.irs.ustreas.gov. The listing is accessible through the "Tax Information for You" and "Tax
Information for Business" sections of the page.

     IR-97-50 (Dec. 31, 1997)
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      This news release concerns a Wall Street Journal article on the closing agreement entered into with
the Church of Scientology.

2. NOTICES, REVENUE PROCEDURES AND REVENUE RULINGS

     Notice 96-46, 1996-2 C.B. 212

      This notice describes the excise taxes imposed by IRC 4958 on excess benefit transactions engaged in
between certain exempt organizations and disqualified persons and requests comments concerning
problems to be addressed in proposed regulations.

     Notice 96-47, 1996-2 C.B. 213

      This notice describes the amendment to IRC 501(c)(4), which amendment expressly prohibits
inurement of any part of the net earnings of an entity otherwise described in that section to the benefit of
any private shareholder or individual.

     Notice 96-48, 1996-2 C.B. 214

      This notice describes disclosure requirements for, and increases of certain penalties on, tax-exempt
organizations. See topic L of this CPE, for more information.

Notice 96-58, 1996-2 C.B. 226

      This notice provides guidance regarding certain reporting requirements and the transition rules
applicable to "qualified State tuition programs" described in IRC 529. The notice also invited comments
on IRC 529, from the public, which comments will be considered in drafting future guidance.

     Notice 96-68, 1996-2 C.B. 236

      This notice provides guidance regarding certain definitions, i.e., "graduate level course" and "courses
beginning" affecting the proper tax treatment of educational assistance received by employees under IRC
127.

     Notice 97-24, 1997-1 C.B. 409

      This notice alerted the public about certain trust arrangements that purport to reduce or eliminate
federal taxes in ways that are not permitted by federal tax law. The notice describes five typical abusive
trust arrangements, as well as the tax benefits promised by promoters, and then explains the correct tax
principles that apply to these trust arrangements; these arrangements include the business trust, the
equipment or service trust, the family residence trust, the charitable trust, and the final trust. The notice
clarifies that abusive trust arrangements will not produce the tax benefits advertised by their promoters
and that the Service is actively examining these types of trust arrangements. Additionally, in appropriate
circumstances, taxpayers and/or promoters in these arrangements may be subject to civil and/or criminal
penalties. IR- 97-19, mentioned above, is related.

     Notice 97-52, 1997-38 I.R.B. 20 (Sept. 22, 1997)

      This notice extends the relief, available under Notice 96- 58, 1996-2 C.B. 215, from the reporting
requirements applicable to organizations described in IRC 529, which provides tax exempt status to
qualified State tuition programs (STP's). Under Notice 97-52, the relief is available through 1998.

     Notice 97-68, 1997-48 I.R.B. 11 (Dec. 1, 1997)

      This notified interested taxpayers that the rules in sections 1.664-2(a)(1)(I) and 1.664-3(a)(1)(I)(e) of
the proposed Income Tax Regulations, published in Reg.-209823, 1997-2, 62 Fed. Reg. 19072, will not
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be effective for certain charitable trusts for the 1997 taxable year. The underlying proposed regulation is
discussed more fully at Part 3 of this article.

Rev. Proc. 96-40, 1996-2 C.B. 301

      This revenue procedure modifies Rev. Proc. 80-27, 1980-1 C.B. 677, by identifying one central
location, Ogden, Utah, where all filers of reports required of group parents to maintain group exemptions
should send the required annual reports. The reports should be sent to Ogden Service Center, Mail Stop
6271, 1000 South 1200 West, Ogden, UT 84404-4749.

     Rev. Proc. 96-59, 1996-2 C.B. 392

      This notice provides 1997 cost-of-living adjustment factors and their applications to several items that
use this adjustment method including: the IRC 512(d)(1) treatment of dues paid to agricultural or
horticultural organizations described in IRC 501(c)(5); the "$25 limitation" and "$50 limitation" of IRC
513(h) (concerning the definition of the term "low cost article"); as well as other applications.

     Rev. Proc. 97-12, 1997-1 C.B. 121

      This revenue procedure modifies and amplifies Rev. Proc. 95-21, 1995-1 C.B. 686, which establishes
when associate member dues payments received by organizations described in IRC 501(c)(5) will be
treated as gross income derived from the conduct of an unrelated trade or business under IRC 512. Rev.
Proc. 97-12 implements section 1115 of the Small Business Job Protection Act of 1996, P.L. 104-188,
110 Stat. 1755 which amended IRC 512 as it applied to the treatment of dues paid to agricultural or
horticultural organizations described in IRC 501(c)(5).

     Rev. Proc. 98-19, 1998-7 I.R.B. 30

      For certain organizations exempt from federal income taxation under IRC 501(a), this revenue
procedure provides guidance on certain exceptions from the IRC 6033(e) reporting and notice
requirements regarding certain dues that are paid to these organizations and that are allocable to lobbying
expenses. It also provides guidance on the tax imposed by IRC 6033(e)(2) on the organization for
noncompliance with the IRC 6033(e)(1) notice requirement. This revenue procedure also updates and
supersedes Rev. Proc. 95-35, 1995-2 C.B. 391, as modified by Rev. Proc. 95-35A, 1995- 2 C.B. 392.

     Rev. Rul. 96-41, 1996-2 C.B. 8

      This revenue ruling uses two situations to provide guidance on the issue of whether a plan fails to
qualify as an educational assistance program described in IRC 127(b) if the plan provides benefits to
individuals after their employment has terminated. In Situation (1), the former employees had voluntarily
terminated (e.g., by retirement) their employment. In Situation (2), the former employees had been
subject to "downsizing," and had been involuntarily terminated from employment. In neither case did the
plan fail to qualify under IRC 127(b).

     Rev. Rul. 97-21, 1997-1 C.B. 651

      This revenue ruling provides five examples illustrating whether a nonprofit hospital that provides
incentives to physicians to join their medical staffs or to provide medical services in the community
violates the requirements for exemption of organizations described in IRC 501(c)(3). In four situations the
hospitals' physician recruitment practices furthered the organization's exempt purposes. In situation 5, the
hospital's physician recruitment practices violated federal law and are ruled inconsistent with charitable
purposes.

     Rev. Rul. 98-15, 1998-12 I.R.B. 6 (Mar. 23, 1998)
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      This ruling provides two examples illustrating whether nonprofit hospitals that participate in joint
ventures with for profit entities continue to qualify for exemption under IRC 501(c)(3). In situation (1) the
nonprofit organization retained its exemption status where the joint venture operated for exclusively
charitable purposes. In situation (2), the nonprofit organization's lack of control over the joint venture's
operations calls into question whether the joint venture will serve charitable purposes; this lack of control
is fatal to exemption.

3. REGULATIONS

     Reg. 209121-89, 1997-1 C.B. 719, 62 Fed. Reg. 2064

      This proposed regulation adds Prop. Reg. 1.337(d)-4 to the regulations implementing IRC 337
(concerning any taxable corporation that transfers all or substantially all of its assets to a tax-exempt
entity or converts from a taxable corporation to a tax-exempt entity) and requires certain taxable
corporations to recognize gain or loss in certain IRC 337 transactions.

     Reg-209823-96, 1997-1 C.B. 763, 62 Fed. Reg. 19072

      This transmits proposed amendments to the regulations under IRC 664 relating to charitable
remainder trusts, both charitable remainder unitrusts and charitable remainder annuity trusts, and IRC
2702 relating to special valuation rules for transfers of interests in trusts. The proposed amendments
contain rules on the conditions under which the governing instrument may provide a change in the
method of calculating the unitrust amount, the date by which the annuity amount or the unitrust amount
under the fixed percentage method must be paid to the recipient, who is required to value unmarketable
assets, and when IRC 2702 applies to certain charitable remainder unitrusts. See Notice 97-68, 1997-48
I.R.B. 11, for the effective date.

Reg. 246250, 1997-42 I.R.B. 30, 62 Fed. Reg. 50533

      This proposed regulation relates to the public disclosure requirements of IRC 6104(e). The proposed
regulation announced that public hearings would be held on February 4, 1998, and clarified that the
amendments to IRC 6104(e) by Taxpayer Bill of Rights 2, P.L. 104- 168, 110 Stat. 1452, would not
become effective until 60 days after issuance of final regulations. See topic L of this CPE.

     Reg. 121268-97, 1998-20 I.R.B. 12, 63 Fed. Reg. 20156

      This transmits Prop. Reg. 1.513-7, augmenting existing guidance on the unrelated business taxable
income aspect of travel tours, and clarifies when such tours are substantially related to the exempt
organization's exempt purposes.

     T.D. 8680, 1996-2 C.B. 194

      Temporary, and proposed regulations (under IA-29-96), issued extending the time for making certain
elections under the Code, and modifying Rev. Proc. 87-32, 1987-2 C.B. 396, (concerning extensions
applicable to requests to change accounting methods), and Rev. Proc. 92-20, 1992-1 C.B. 685,
(concerning extensions applicable to requests to change accounting methods). Additionally, T.D. 8680
continues the automatic six-month and twelve month extensions granted by Rev. Proc. 92-85, 1992-2
C.B. 490. This temporary regulation also continues relief provided by Rev. Proc. 92-85 for certain
regulatory elections that do not qualify for relief under the six and twelve month automatic extension
provisions. Additionally, the temporary regulation obsoletes Rev. Proc. 92-85 as of June 27, 1996.

     T.D. 8690, 1997-1 C.B. 68

      This treasury decision contains final regulations: Reg. 1.170A- 1, providing guidance regarding the



CPE-99.doc -281- August 12, 1998 (7:52AM)

allowance of certain charitable deductions; Reg. 1.170A-13, which clarifies the substantiation
requirements for charitable contributions of $250, or more; and Reg. 1.6115-1, which provides the
disclosure requirements for quid pro quo contributions in excess of $75. The regulations affect both
organizations described in IRC 170(c), and individuals and entities that make payments to such
organizations.

     T.D. 8705, 1997-1 C.B. 195

      This treasury decision transmits final regulation, Reg. 53.6071- 1T, providing that disqualified
persons and organization managers liable for IRC 4958 excise taxes are required to file the Form 4720.
The regulations also specify the filing date for returns for the period to which the IRC 4958 excise taxes
retroactively apply. Temporary regulations, Reg-247862, 1997-8 I.R.B. 32, were also issued.

     T.D. 8719, 1997-1 C.B. 100, 62 Fed. Reg. 27496

      Temporary, and proposed regulations (under Reg. 209837-96 and Reg. 105299-97) issued on the
procedure for requesting a change in accounting method and on the standards for granting an extension of
time to request a change in accounting methods.

     T.D. 8726, 1997-34 I.R.B. 7, 62 Fed. Reg. 40447

      This treasury decision interprets IRC 401(a) and IRC 501(c)(5) and provides guidance on
organizations seeking exemption under IRC 501(c)(5) where such organization's principal activity is to
receive, hold, invest, disburse, or otherwise manage funds associated with savings or investment plans or
programs, including pension or other retirement savings plans.

     T.D. 8736, 1997-50 I.R.B. 5, 62 Fed. Reg. 52256

      This promulgates Reg. 53.6071-1 clarifying the filing date for the Form 4720, which must be filed by
disqualified persons and organization managers liable for the IRC 4958 excise taxes that are imposed on
certain excess benefit transactions. See also T.D. 8705, which adds Reg. 53.6071T.

     T.D. 8742, 1998-5 I.R.B. 4, 62 Fed. Reg. 68167

      These final regulations provide procedures for requesting an extension of time to make certain
elections under the Code. This T.D. 8742 applies to all Forms 3115 filed on or after December 31, 1997.
T.D. 8680 (discussed above) and T.D. 8719 (discussed above) are related to T.D. 8742.

4. COURT DECISIONS

     A. EXEMPTION CASES

      Stichting Pensioenfonds Voor de Gezondheid, Geestelijke en Maatschappelijke Belangen v. United
States of America, 950 F.Supp. 373 (D.D.C 1996)

      The Fund was formed in 1969, and under its articles of association, control of the Funds was held by a
Board of Directors. The twelve member board was comprised of six members selected by the three
principal employer organizations and six members selected by the three principal unions representing
certain employees. The union did not have control of the Fund. The District Court decided, on summary
judgement, that the Fund was not described in section 501(c)(5), and specifically repudiated the analysis
and conclusion of Morganbesser.

      The District Court relied on the regulations, which describes IRC 501(c)(5) organizations as those
that:

     (1) have no net earnings inuring the benefit of any member, and
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     (2)  have as their objects the betterment of considerations of
          those engaged in such pursuits, the improvement of the
          grade of their products, and the development of a higher
          degree of efficiency in their respective occupations.

      The court found that while traditional labor unions unambiguously meet such description, non-union
entities must be controlled and funded by an exempt labor union. As the Fund was not so controlled or
funded, it is not described in section 501(c)(5). The District Court also determined, consistent with the
Morganbesser dissent, that recognizing pension plans as exempt under section 501(c)(5) jeopardized the
ERISA regime.

      Stichting Pensioenfonds Voor de Gezondheid, Geestelijke en Maatschappelijke Belangen v. United
States of America, 129 F.3d 195 (D.C. Cir. 1997), aff'g 950 F.Supp. 373 (D.D.C. 1996)

      The court affirmed the lower court's opinion, spending more analytical effort on distinguishing the
taxpayer from those in the 15 revenue rulings concerning the exemption of organizations that claim
exemption under IRC 501(c)(5). The court also criticized Morganbesser as being decided on the basis of
non-precedential internal memoranda.

      The taxpayer, invoking IBM v. United States, 343 F.2d 914 (Ct. Cl. 1965) (often used by taxpayers
for the proposition that similarly situated competitors should be treated similarly by the Service) also
claimed the Commissioner abused her discretion under IRC 7805. The court, noting that Pensioenfond
had not shown the Service treated Pensioenfond dissimilarly from one of its competitors, rejected
Pensioenfond's argument.

      Golden Belt Telephone Ass'n v. Commissioner, 108 T.C. 498 (1997), acq.AOD 2256 (May 4, 1998)

      Golden Belt, a telephone cooperative, received some of its income from non-member telephone
companies as compensation for providing billing and collection services to such companies. The IRS
determined these amounts were nonmember income that are from a nonmember telephone company for
the performance of communication services; accordingly, the IRS revoked the organization's exemption.
The Tax Court, relying on a Federal Communication Commission interpretation of the term
"communication service," ruled a local telephone company's billing and collection service is the provision
of communications services. Accordingly, the Tax Court decided that these amounts were improperly
used to decide whether 15 percent (or more) of the cooperatives income is from nonmember income, and
that the organization was described in IRC 501(c)(12). Such income is to be ignored (i.e., treated
neutrally) when determining member and nonmember income.

      KJ's Fund Raisers, Inc. v. Commissioner, 74 T.C.M. (CCH) 669 (1997)

      The Tax Court ruled KJ's Fund Raisers, Inc. is not described in IRC 501(c)(3). The organization
raised funds, through the sale of lottery tickets, on the site of a lounge, viz., KJ's Place. The Tax Court
found that the lounge's owners controlled the organization and that the organization was operated for the
substantial private benefit of KJ's Place and its owners.

      The Fund for Anonymous Gifts v. Internal Revenue Service, 97-2 U.S.T.C. para. 50,710 (D.D.C.
1997)

      The U.S. District Court for the District of Columbia ruled The Fund for Anonymous Gifts was
operated for the private benefit of the donors, who made donor-directed donations to the Fund. The court
distinguished the Fund from the successful taxpayer in National Foundation Inc. V. United States, 13 Cl.
Ct. 486 (1987), where the Foundation agreed to accept a donor directed donation after the Foundation
made an independent determination that fulfillment of the direction would further the Foundation's
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specific charitable program.

     United Cancer Council v. Commissioner, 109 T.C. No. 17 (1997)

      The Tax Court upheld the Service's revocation of recognition of United Cancer Council's exempt
status under IRC 501(c)(3). The United Cancer Council entered into a five year mail solicitation fund-
raising contract with a partnership, Watson & Hughey. UCC had no risk under the contract if the fund-
raising went poorly, and enjoyed income if the fund-raising was successful. UCC paid very high rates for
the creation of its mailing lists, which the court found were controlled by W&H during the term of the
contract. Much of the compensation for the creation of the mailing lists was paid to W&H or one of its
affiliates. Funds generated by the mail solicitations were deposited into an escrow account and were
disbursed only on instructions from W&H. UCC was dependent on these funds to avoid insolvency. Even
though the contract was amended from time to time, W&H did not, during the contract term, release
control of the mailing lists nor the escrowed funds. Upon expiration, the contract was not renewed.

      The Service argued the UCC's net earnings inured to the benefit of W&H. The Tax Court agreed. The
Tax Court found that W&H exercised substantial control over UCC finances and direct mail fund- raising
campaigns, and, thus, found the W&H partners to be an insider. The Tax Court further determined that
the compensation paid to W&H and its affiliates were not justified by the services, including risk of loss
in the fund-raising campaign.

     Variety Club Tent No. 6 Charities, Inc. v. Commissioner, 74 T.C.M. (CCH) 1485 (1997)

      Variety Club Tent No. 6 Charities, Inc.'s (Variety) exemption, under IRC 501(C)(3), was revoked
because of the Service's determination that Variety's net earnings inured to certain insiders. The
organization raised funds, in part, through the operation of bingo games, which provided substantially all
of the organization's income. Three men operated the games and criminally skimmed profits. Two of
these men had formal roles with Variety and had been delegated considerable authority and duties
concerning the bingo games. These men were also part owners in an entity that held the lease to the bingo
games' site. Apparently the bingo sites were selected without competitive bidding. The illegal skimming
was discovered by State authorities, who filed criminal charges against the three men. Variety paid some
legal bills for one of them but such payment was inconsistent with Variety's compensation procedures.

      The Tax Court ruled that the two who had positions with Variety were insiders as they held some
formal and practical control over most of Variety's income. The Tax Court refused to find the theft, from
the skimming operations, to be inurement. However, payment of legal fees to an insider against the
exempt organization's compensation procedures resulted in inurement. Additionally, the Tax Court ruled
Variety had failed to carry its burden of showing the rents paid for the bingo site was reasonable. These
findings led the Tax Court to uphold the Service's retroactive revocation of Variety's exemption.

     John F. Tupper, et al. v. United States of America, 98-1 U.S.T.C. para. 50,148 (1st Cir. 1998), aff'd 75
A.F.T.R.2d 1096 (D.C. Mass. 1995)

      Two pension plans were set up with half of the trustees of each plan selected by labor and the other
half selected by the employers. The plans were funded by the employers. Forms 5500 were filed for 1986,
1987 and 1988. The plans were found in non-compliance with ERISA. The plans then claimed exemption
under IRC 501(c)(5) as labor organizations. The District Court of Massachusetts found for the Service,
and was upheld on appeal. The First Circuit, using an analysis similar to that used in Stichting (see above)
but expanding on the ERISA analysis, extends the Stichting ruling and isolates the Morganbesser ruling.

     Leila G. Newhall Unitrust v. Commissioner, 105 F.3d 482 (9th Cir. 1997), aff'g 104 T.C. 236 (1995).

      The Ninth Circuit affirmed the Tax Court's pro-Service ruling that an IRC 664(d)(2) charitable
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remainder unitrust (CRUT) is subject to the unrelated business income tax on all its income in the taxable
year that such trust has any unrelated business taxable income. During the years at issue, 1988 and 1989,
the taxpayer, a CRUT, held a limited partner interest in three publicly traded limited partnerships. The
CRUT argued that it held no interests in IRC 512(c) partnerships, that the CRUT was not a member of the
partnership, and that its income from the PTLP should not be treated as UBTI. None of these arguments
dissuaded the court from literally interpreting IRC 512(c), which specifically considers all exempt
organization's income from a PTLP to be UBTI. (IRC 512(c) has been significantly amended effective
January 2, 1994.)

     Tony and Susan Alamo Foundation v. Commissioner, 93 F.3d 1190 (8th Cir. 1996) aff'g 63 T.C.M.
(CCH) 2422 (1992)

      The Eighth Circuit affirmed the Tax Court's pro-Service ruling that the organization's recognition of
exemption under IRC 501(c)(3) was not improperly retroactively revoked. The underlying case involved
the inurement of the Foundation's net earnings to private parties.

     B. UNRELATED TRADE OR BUSINESS CASES

     John W. Madden, Jr., et al. v. Commissioner, 74 T.C.M. (CCH) 440 (1997)

      This case involved UBTI from rentals of a private foundation's space and liability for excise taxes
under IRC 4941. The private foundation operated an outdoor museum that leased its adjacent office space
and its amphitheater; and the private foundation provided security and parking services in connection with
its amphitheater lease. The Tax Court ruled the leases of office space near the outdoor museum exposed
such art to individuals who may not otherwise have seen the art; accordingly, these rentals furthered the
private foundation's exempt purposes. However, the Tax Court upheld the IRS' determination regarding
the lease payments from the amphitheater, which were not substantially related to the private foundation's
exempt purpose. Additionally, as the private foundation provided substantial services in connection with
this lease, the court ruled the IRC 512(b)(3) exclusion was unavailable.

      Mr. Madden, an IRC 4946(a)(1) disqualified person with respect to the private foundation, held a 75%
interest in a janitorial company that received fair market compensation for its services. The Tax Court
ruled that as janitorial services are not the type of "personal services" excepted from the per se prohibited
transactions rules, the janitorial services company was liable for the IRC 4941(a)(1) excise tax.
Additionally, clear and convincing evidence showed that Mr. Madden and other foundation managers, in
their capacity as such, knew of the transactions, and of the janitorial company's disqualified person status
to the private foundation, but had failed to obtain competent advice on whether the transactions were
prohibited transactions; accordingly, the Tax Court upheld the Service's IRC 4941(a)(2) determinations
that the foundation managers wilfully and knowingly participated in the prohibited transactions without
reasonable cause. However, with respect to two payments to the janitorial company that the foundation
managers lacked actual knowledge of, the Tax Court ruled such organization managers were not liable for
the IRC 4941(a)(2) excise tax.

     Leila G. Newhall Unitrust v. Commissioner, 105 F.3d 482 (9th Cir. 1997), aff'g 104 T.C. 236 (1995)

      Discussed as an exemption case.

     State Police Association of Massachusetts v. Commissioner, 125 F.3d 1 (1st Cir. 1997), aff'g 72
T.C.M. (CCH) 582 (1996)

      The First Circuit upheld a favorable Tax Court ruling that the State Police Association of
Massachusetts (Association) was properly assessed unrelated business income tax attributable to
advertisements displayed in an annual yearbook. The Association serially used the services of two
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contractors that published the yearbook, and recruited and managed telemarketers of the yearbook's
advertising space. The Association provided much supervision of the contractor's work. The Association
argued that it did not operate a trade or business and that its activity was not conducted regularly. The
court, relying on its own analysis and Fraternal Order of Police v. Commissioner, 833 F.2d 717 (7th Cir.
1987), agreed that the publishing of advertisements is a trade or business. Additionally, the court agreed
with the Service's position that even though the Association used contractors, these contractors were mere
agents of the Association; accordingly, the court agreed that the Association was engaged, through its
agents, in the trade or business of advertising. Concerning the Association's regularity argument, the
court, distinguishing National Collegiate Athletic Ass'n v. Commissioner, 914 F.2d 1417 (10th Cir. 1990),
agreed with the Service that where the periodical "is not pegged to a particular event" then the relevant
time of the activity is the time of solicitation of the advertisements, which in this case was approximately
46 weeks; this was, in the court's view, more than sufficient regularity by any standard.

     Mississippi State University Alumni, Inc. v. Commissioner, 74 T.C.M. (CCH) 458 (1997)

      The Tax Court ruled against the Service in an unrelated business income tax case involving the
organization's participation in an affinity credit card arrangement, and the three year rental of its mailing
list to one user. The Tax Court found that the organization's participation in the affinity card arrangement
was "minimal and infrequent." Concerning the organization's rental of its mailing list, the court
distinguished this case from Disabled Am. Veterans v. Commissioner, 942 F.2d 309 (6th Cir. 1991),
where the organization regularly rented its mailing list. Rather, the Tax Court found that " the taxpayer in
Sierra Club, Inc. V. Commissioner, 86 F.3d 1526 (9th Cir. 1996), [the organization] maintained its
mailing lists to further its tax-exempt function." In both cases, i.e., affinity card payments and mail list
rental payments, the Tax Court found the payments to be nothing more than royalties, which are exempt
from the unrelated business income tax.

     Women of the Motion Picture Industry, et al. v. Commissioner, 74 T.C.M. (CCH) 1217 (1997)

      This unrelated business income tax case involved five charitable organizations licensed, in Texas, to
conduct bingo activities. Maintenance of the license required that the licensed organization maintain a
"bingo account", which held gross bingo receipts minus winnings payouts. Funds in the "bingo account"
could be used to pay expenses necessary to the conduct of the game and to make charitable
disbursements. Under Texas law, the mere transfer of funds from the "bingo account" to the charitable
organization's general account would be a permissible charitable disbursement.

      In an effort to reduce their UBIT liability, the organizations claimed, as business deductions, under
IRC 512(a) and IRC 162, amounts merely transferred from the "bingo account" to the general account.
Additionally, one organization, which had made charitable payouts, claimed, under South End Italian
Independent Club v. Commissioner, 87 T.C. 168 (1986), that it was entitled to an IRC 162 deduction for
amounts so payed out.

      The Tax Court ruled that those organizations that merely transferred funds from the "bingo account"
to the organization's general account were unable to pass the all-events-test IRC 461 bar to IRC 162
deductions because there is no economic performance of the payment of a liability in the mere transfer of
funds from one account to another - even if such transfer is statutorily required. Additionally, the Tax
Court ruled that the fifth organization, which made actual charitable payouts and, therefore, passed the
all-events- test, was entitled to the IRC 162 business deduction under South End Italian for the full
amount of the charitable payouts.

     Julius M. Israel, Lodge of B'nai B'rith No. 2113 v. Commissioner, 98 F.3d 190 (5th Cir. 1996), aff'g 70
T.C.M. (CCH) 673 (1995)
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      The Fifth Circuit affirmed the Tax Court's pro-Service ruling that taxpayer's "Instant Bingo" games do
not qualify for the IRC 513(f) "bingo game" exception. In "Instant Bingo" the winning card is that in
which the preprinted appearance of numbers matches the preprinted winning arrangements indicated on
the card's reverse side. During the years at issue, 1987 through 1989, the taxpayer conducted its "Instant
Bingo" games in full accord with local laws.

      The Fifth Circuit ruled that the taxpayer's "Instant Bingo" was not a bingo within the meaning of
Treas. Reg. Sec. 1.513- 5(d) nor was it bingo within the more restrictive meaning of IRC 513(f).

     American Academy of Family Physicians v. United States, 91 F.3d 1155 (8th Cir. 1996)

      The Eight Circuit affirmed the District Court's pro- Taxpayer ruling that the taxpayer's income derived
from sponsorship of group insurance plans was not unrelated business taxable income. The taxpayer
provided its mailing list, at fair market value, to its for- profit subsidiary, which administered the
insurance plans. The insurance was underwritten by a third party insurance company. This insurance
company was obligated to make certain payments to the taxpayer based on the reserves set aside to pay
claims. During the years at issue, 1984 through 1987, the insurance company paid $600,000 to the
taxpayer, which the Service argued was fees for brokerage services supplied to the insurance company
and, therefore, UBTI. The court, distinguishing United States v. American Bar Endowment, 477 U.S. 105
(1986) (here, the taxpayer, ABE, engaged in "clearly extensive" commercial activities), disagreed.

     C. CHAPTER 42 CASES

     John W. Madden, Jr., et al. v. Commissioner, 74 T.C.M. (CCH) 440 (1997)

      Discussed as an unrelated business income tax case.

     D. DISCLOSURE

     William J. Lehrfeld v. Richardson, 954 F.Supp. 9 (D.D.C. 1996), aff'd 132 F.3d 1463 (D.C. Cir. 1998)

      The plaintiff filed a request for copies of an exemption application and supporting documents
pertaining to an organization recognized as exempt from federal income tax. The Service complied with
the request, but withheld certain documents, e.g., the Form 3198, Special Handling Notice and the Form
2362-A, Request for IDRS Input for BMF/EO Entity Change. The plaintiff sued; arguing he was entitled
to these withheld documents under the Freedom of Information Act or IRC 6104. The District Court, on
summary judgement, held for the Service. The District Court determined that FOIA, under exemption 3,
exempts from the FOIA those materials that under statute may not be disclosed, and that IRC 6103 is one
such statute. (The withheld documents were ruled "return information" and IRC 6103 provides that
"return information" is not discloseable.) Regarding disclosure of the withheld documents under IRC
6104, the District Court held that the 6104 regulations, which have the force of law, clarify that IRC 6104
only applies to "the tax-exempt application and the documents submitted by the organization seeking tax-
exempt status." The withheld documents were not submitted by the organization; they were generated by
the Service.

     Branch Ministries, Inc. v. Richardson, 970 F.Supp. 11 (D.D.C. 1997)

      Branch Ministries, Inc. challenged revocation of its exemption under IRC 501(c)(3). Part of the basis
of the challenge was an allegation that the IRS used selective prosecution. To build its case, BMI sought
discovery of information it believed was reasonably capable of supporting such basis. The Service argued
the information sought was privileged from discovery or was discloseable under IRC 6103. In a very fact
specific case, the District Court ruled against the IRS and granted much of BMI's discovery motion.

5. BILLS AND LEGISLATION OF THE 105TH CONGRESS
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     H.R 2676, Internal Revenue Service Restructuring and Reform Act of 1998

      Section 1001 would require the Commissioner to develop and implement an IRS reorganization plan
that would eliminate or substantially modify the present system built on a national, regional and district
structure in favor of organizational units serving particular groups of taxpayers. This provision also
requires an independent appeals function.

      Section 1101 would establish a nine member Internal Revenue Service Oversight Board; six of the
members would be appointed by the President, with the advice and consent of the Senate; one member
would be the Secretary of Treasury (or his Deputy); one member would be the Commissioner; and one
member would be a representative of a substantial number of IRS employees. Generally, the Oversight
Board would oversee IRS administration, management, conduct, direction and supervision of execution
and application of the internal revenue laws. The Oversight Board is to have no responsibility for
development and formulation of tax policy; nor responsibility for specific law enforcement activities.

      The Office of Assistant Commissioner for Employee Plans and Exempt Organizations, as it is
expressed in IRC 7802(b), would be eliminated.

      This provision is effective upon enactment of this bill.

      Section 1102(e)(3) would amend IRC 7611(f) to prohibit the beginning of a church tax inquiry or
examination within five years of a prior church tax inquiry without the written consent of the Secretary of
Treasury.

      Section 3106 would amend IRC 7478 to expand the remedy of Tax Court review to the holders of
prospective obligations. The bill would also require the issuer of any previously issued obligation to
provide adequate notice that such issuer has filed an IRC 7478 action for declaratory judgment
concerning the bond issuance. Generally, the effective date is upon enactment of the bill.

     H.R. 2646, Parent and Student Account Plus Act

      Section 104(a) would amend IRC 529 to make certain distributions from a qualified State tuition
program tax-free to the extent such distributions do not exceed the designated beneficiary's qualified
higher education expenses.

      Section 104(b) would amend IRC 529(e)(3) to expand the definition of "qualified higher education
expenses" to include "expenses for tuition, fees, academic tutoring, special needs services, books,
supplies, computer equipment (including related software and services), and other equipment which are
incurred in connection with the enrollment or attendance of the designated beneficiary at an eligible
educational institution."

      These provisions would be effective for taxable years beginning after December 31, 1998.

      The Taxpayer Relief Act, P.L. 104-34, 111 Stat. 788, (the Act), enacted August 5, 1997, includes a
number of provisions affecting exempt organizations.

      Section 602 of the Act extended the IRC 170(e)(5) favorable tax treatment for appreciated stock
donated to private foundations. The new termination date is June 30, 1998.

      Section 101(c) of the Act amended IRC 501(c)(26) to allow a state-established, high-risk insurance
pool to extend coverage to the qualifying children (as defined in new sec. 24(c)) of individuals (parents
and spouses) who are described in IRC 501(c)(26)(B). Generally, these are individuals who cannot
otherwise obtain inexpensive health insurance because of a pre-existing medical condition.

      Section 963 of the Act amended IRC 501(c)(27) (state- established membership workers'
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compensation organizations) to expand the universe of organizations that qualify. Section 501(c)(27) now
includes any organization: (1) created by and operated under state law to provide statutorily encouraged
or required workers' compensation insurance and "related coverage which is incidental to [workers'
compensation insurance];" (2) providing workers' compensation insurance to any state-qualified employer
in the state seeking such insurance; (3) to which the state makes a significant financial commitment and
upon dissolution, the organization's assets reverts to the state; and (4) the majority of whose board (or
oversight body) is selected by an element of the state's executive or legislature, or both. This amendment
applies to taxable years beginning after December 31, 1997.

      Section 974 of the Act amended IRC 501(e) to "clarify" that billing and collection services includes
the purchase of patron accounts receivable on a recourse basis. This provision applies to taxable years
beginning after December 31, 1996.

      Section 1042 of the Act repealed the off-Code exception for TIAA-CREF from the effects of IRC
501(m), thus, repealing the IRC 501(c)(3) status of TIAA-CREF. This is effective for any taxable year
beginning after December 31, 1997.

      Section 1041 of the Act amended IRC 512(b)(13) to expand the IRC 512(b)(13) "look-through" rule
to treat certain interest, rents, royalties or annuities paid to an exempt organization by its first or second
tier subsidiary (or other entity, i.e., partnership or trust) as UBTI if the exempt organization's interest in
the subsidiary (or other entity), by vote or value, exceeds 50 percent. Generally, the amendment applies to
taxable years beginning after August 5, 1997. There is a two year grandfather provision for certain
binding contracts that were in force on June 8, 1997.

      Section 965 of the Act amended IRC 513 to "clarify" that the term "unrelated trade or business" does
not include the activity of soliciting and receiving qualified sponsorship payments. Generally, the Act
does not conflict with Prop. Reg. 1.513-4, except that it revokes the "tainting" rule with respect to
payments that are made, at least in part, for advertising. The amendment provides for allocation of dual
payments between the qualified sponsorship payment and the "other portion." The amendment applies to
payments solicited or received after December 31, 1997.

      Section 966 of the Act amended IRC 528 (homeowner associations) to include favorable tax treatment
for holders of timeshare interests. This amendment applies to taxable years beginning after December 31,
1996.

      Section 211 of the Act liberalized IRC 529 (qualified state tuition programs). Unless otherwise
indicated, the amendments to IRC 529 became effective January 1, 1998. Some of the more important
changes include:

     The definition of "qualified higher education expenses" has been
     expanded to include room and board of students who are at least
     half-time. This amendment is effective as of August 20, 1996.

     The definition of "member of the family" has been expanded to
     the more liberal one provided by IRC 152(a)(1-8) and the spouse
     of any such person. This amendment is effective beginning
     January 1, 1998. However, there is a special grandfather
     provision for all pre-August 20, 1996, contracts that allow
     rollovers or change of designated beneficiary.

     The Act makes an off-Code amendment to IRC 529(c)(3)(C) so that
     in the case of any pre-August 20, 1996, contract, an IRC
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     529(c)(3)(C) rollover or change of designated beneficiary may be
     made to an individual that is not a "member of the family."

     The definition of "eligible educational institution" is expanded
     to include any institution described in 20 U.S.C. sec. 1088 if
     such institution is eligible to participate in a program under
     Title IV of the Higher Education Act of 1965. (Effectively, this
     means certain proprietary schools may be eligible educational
     institutions). This amendment applies to distributions after
     December 31, 1997, with respect to expenses paid after such date
     (in taxable years ending after such date), for education
     furnished in academic periods beginning after such date.

     The IRC 529(d) reporting requirements are now enforced by the
     IRC 6693 $50 per failure penalty.

      The Act amended IRC 529 to make a completed gift (for the purposes of Chapters 12 and 13 of the
Code) of any contribution to a qualified state tuition program. This rule applies even if the contract, under
state property law, does not make a completed gift of such contribution. This amendment is effective after
August 5, 1997.

      Section 1089 of the Act amended IRC 664(d) (defining charitable remainder unitrusts and charitable
remainder annuity trusts) to narrow the definition of charitable remainder trusts ("CRT") by:

     (a) proscribing annual payouts to the non-charitable interests
         exceeding 50 percent of the trusts assets; this provision
         applies to transfers made after June 18, 1997; and

     (b) requiring that the value of the charitable remainder be at
         least 10 percent of the FMV of the property transferred in
         trust on the day of the contribution to the CRT; this
         applies to transfers made after June 28, 1997.

      Section 1603 of the Act amended IRC 4962 to clarify that the first tier Intermediate Sanctions excise
tax is abatable, as appropriate. Section 1603 of the Act also made Intermediate Sanctions related changes
to the IRC 6033 reporting requirement. Technically, these changes are to TBOR2, thus, the effective dates
of these amendments are dictated by TBOR2.

      Section 1461 of the Act amended IRC 6655(g)(3) and affects IRC 6655(I) to provide that a private
foundation's first-quarter estimated tax payment is due on May 15th, or in the case or a fiscal year
taxpayer, no later than the 15th day of the fifth month of the taxable year. (Ignoring extensions, this day is
the due date of the exempt organization's annual return.) The amendment applies to taxable years
beginning after August 5, 1997.

      Section 4041(a) of the Balanced Budget Act, P.L. 105-33, enacted August 5, 1997, amended IRC
501(o) to provide that certain organizations, whose hospitals participate in provider-sponsored
organizations, shall not fail to be treated as organized and operated exclusively for charitable purposes.
Additionally, any person with a material interest in the provider-sponsored organization shall be treated as
a private shareholder or individual with respect to the hospital.

6. MISCELLANEOUS

      Buckeye Countrymark v. Commissioner, 105 T.C. 547 (1994), acq. 1997-1 C.B. 1.
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